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Request for submissions

This document sets out the Australian Energy Reégusa(AER) draft decision for
Envestra Ltd’s (Envestra) access arrangement pabpasthe period 1 July 2011 to
30 June 2016.

The AER will hold a forum on its draft decision fénvestra on 1 March 2011 in
Brisbane. At this forum the AER will outline theas®ons for its draft decision and
provide an opportunity for questions or commentgfinterested parties.

This draft decision requires Envestra to revisadsess arrangement proposal.
Envestra must submit a revised access arrangemmpugal responding to the AER’s
draft decision by 23 March 2011.

Interested parties are invited to make written sgbions on issues regarding the draft
decision, consultants’ reports and revised acagaagement proposal to the AER by
21 April 2011. The AER will consider all informatiat receives in the access
arrangement review process in accordance with b€@/AER information policy.

The policy is available at www.aer.gov.au.

Submissions can be sent electronically to gldsaga&s@ov.au.
Alternatively, submissions can be mailed to:

Mr Warwick Anderson
General Manager

Network Regulation
Australian Energy Regulator
GPO Box 3131

Canberra ACT 2601

The AER prefers that all submissions be publiclgilable to facilitate an informed
and transparent consultative process. Submissidhisentreated as public documents
unless otherwise requested. Parties wishing to gwdamfidential information are
requested to:

= clearly identify the information that is the sulijetthe confidentiality claim

= provide a non—confidential version of the submissio

All non-confidential submissions will be placed thie AER website. Copies of
Envestra’s access arrangement proposal, relevastttant reports and other relevant
material are available on the AER’s website.

Inquiries about this draft decision or how to makémissions can be made by email
to gldsagas@aer.gov.au.
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Draft decision

The AER does not propose to approve Envestra’ssa@eangement proposal as it
not satisfied that it meets the requirements sigetif the NGR. The draft decision
sets out the reasons for this decision.

This decision also outlines the amendments (oreatfiamendmentsyequired to be
made to the access arrangement propasalccess arrangement informatiéor the
AER to approve the access arrangement proposal.

Elements of the access arrangement proposal thastdequire amendment are

consistent with the national gas objecfive.

NGR, r. 41 and r. 100.

NGR, r. 59(4).

NGR, r. 43(3) and r. 59(2).

EnvestraAccess arrangement for the Queensland gas distoibslystem1 October 2010.
EnvestraQld access arrangement informatjdhOctober 2010.

NGR, r. 100.
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Shortened forms

Shortened form

Extended form

access arrangement information

Envespnaeensland access arrangemer
information 1 October 2010

nt

access arrangement period

1 July 2011 to 30 Jutee 20

access arrangement proposal

Envestcaess arrangement for the
Queensland gas distribution system
1 October 2010

AER Australian Energy Regulator

Capex capital expenditure

Code National Third Party Access Code for
Natural Gas Pipeline Systems

CPI consumer price index

earlier access arrangement

Access arrangementlidy 2006 to
30 June 2011 inclusive

earlier access arrangement period

1 July 2006 tuB8 2011

NGL

National Gas Law

NGR National Gas Rules
Opex operating expenditure
QCA Queensland Competition Authority
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Overview

Envestra owns and operates gas distribution pieelim Queensland that supply
natural gas to customers in and around Brisbaneamuber of regional centres
including Ipswich, Rockhampton and Gladstone. taltaround 84 000 residential,
3000 small business and 70 large commercial angstridl customers are serviced by
the network. The network is a natural monopoly esmegulated by the AER to
ensure that Envestra does not charge excessivesmiampose unduly onerous terms
and conditions on customers.

Under the regulatory framework— which is set ouleigislation— Envestra first
lodges with the AER a proposed access arrangeinanséts out its proposed tariffs
and terms and conditions. The AER then reviewgtbposal and decides whether it
is acceptable, or whether amendments are requirethke the proposal acceptable in
accordance with the National Gas Rules (NGR) anibNal Gas Law (NGL).

Envestra’s proposal includes a significant levetapital expenditure on mains
replacement to address the safety risk, inadeaagigcity and deteriorating condition
of the distribution network. The primary safety cem is the leakage of gas from the
old cast iron and unprotected steel pipes whichemgkjust under one fifth of
Envestra’s network.

Concerns over the rising level of leaking gas deddeteriorating state of the network
are not new to this access arrangement proposatsiia was funded in the earlier
access arrangement period to undertake mains egpéat of 250 km of the network
in Queensland. It is expected that Envestra wily tiave replaced approximately
106km of mains by the end of the period. Envestadera commercial decision
during the earlier access arrangement period tamse expenditure due to the
prevailing financial conditions.

Overall, the AER has come to the view that Envéstiacess arrangement proposal is
not acceptable because the proposed tariffs areighoand the terms and conditions
are too much in favour of Envestra. As a resuét,AlER is requiring Envestra to

lower its proposed prices and amend its terms anditions. However, the AER is of
the view that some price increases are warrantédagd=nvestra can provide a
reliable and safe service. The main elements oAtfR’s draft decision are set out
below. More detail can be found in the relevantptées. The draft decision should be
read in conjunction with Envestra’s access arramggmproposal and the AER’s
consultants’ reports, which are available on th&rABEvebsite.

Proposed tariffs

Envestra’s proposed tariffs (indexed) are showfigure 1 along with the tariffs that
the AER has calculated in this draft decision. Tdréfs are calculated based on
forecasts of required capital expenditure for ngrelne assets as the network grows,
the replacement of existing assets as neededosite af capital and the cost of
operating Envestra’s business. In addition, thi&saneflect forecasts of demand on
the network over the next five years. This draftisien sets out the AER’s
considerations and own forecast of each of theseammmponents.




Figure 1: Real price index — haulage tariffs (indexrice starts at $1 for 2005—-06)
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Source: AER analysis

The tariff increases proposed by Envestra for toess arrangement period are
clearly higher than applied over the earlier aceesmngement period. According to
Envestra these increases are driven by severak$aetith the main causes being
higher financing costs and the need to urgentiiacepthe majority of cast iron and
unprotected steel pipelines to reduce gas leak&ge®stra has also revised its
remaining asset lives, leading to higher depremmaths well, Envestra has proposed
increases in operating costs of around 15 pera@npared to costs over the current
period due to higher labour costs and other factdrsese issues are discussed in more
detail below and in the relevant chapters of théftdlecision.

Cost of capital

The higher cost of capital proposed by EnvestrB0o per cent, compared with its
cost of capital in the earlier access arrangememnbg of 8.75 per cent, increases the
revenue requirement estimated by Envestra by 1¢grover the access
arrangement period. The AER does not accept theo€oapital proposed by
Envestra and has instead estimated it to be 9.196epé. This estimate would account
for an increase in the revenue requirement of T @et over the access arrangement
period. The higher cost of capital will be the miajaver of real tariff increases over
the access arrangement period. Figure 2 shows Easaevenue (including

ancillary services revenues) in the access arraageperiod under a number of cost
of capital scenarios.




Figure 2: Envestra’s forecast revenue under diffenat cost of capital scenarios
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Source: AER analysis

The AER’s estimated cost of capital has been caledlin a different manner to that
calculated by Envestra. The parameters used talatécdhe cost of capital by
Envestra and the AER are shown in table 1.

Table 1:  Envestra’s proposed and AER’s allowed cosif capital parameters

Parameters Envestra proposal AER draft decision

Nominal risk free rate 5.30 5.68
Inflation forecast 2.57 2.52
Real risk free rate 2.66 3.08
Cost of debt 8.69 9.61

Debt risk premium 3.39 3.93
Cost of equity 13.02 10.48

Equity beta 0.8-1.1 0.8

Market risk premium 6.5-8.0 6.0

Gearing 55 60
Nominal cost of capital 10.64 9.96

The AER considers that the parameters estimatéthiagstra do not meet the
requirements of the NGR. In addition, the AER doeetsconsider the proposed
approach of calculating the cost of equity meetsrédguirements of the NGR.

Envestra did not specify a complying averagingqukfor calculation of the risk free
rate. The AER has set out criteria for setting fasod and defined a period it
considers meets these criteria in confidential agpeA.
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Capital expenditure

Envestra has forecast capital expenditure of $1lilBmover the access arrangement
period, representing a real increase of 111 pdramesr the earlier access arrangement
period. The major components of the forecast stpkenditure are mains replacement
(44 per cent) and network growth (38 per cent).

Figure 3: Envestra’s forecast capex by purpose — 26-07 to 2015-16

‘ —— Mains replacement - - -®--- Growth Assets — —A— — Other capital expenditure‘

T T T T T T T T T
2006-07 2007-08 2008-09 2009-10 2010-11 20112 2012-13 2013-4 204-15 2015-16
(estimate) (estimate)

Mains replacement

Envestra has forecast $76 million for mains repta@® over the access arrangement
period compared with expenditures of $20 milliorothe current access
arrangement period, an increase of around 280guer This sharp increase is
justified, according to Envestra, by the need tgeutly replace the vast majority of its
cast iron and unprotected steel mains over thesaa@®angement period. Wilson
Cook was engaged by the AER to provide expert ieahadvice on Envestra’s
expenditure proposals. Wilson Cook recommendedthigaproposed mains
replacement program for the Ipswich network is pnidand efficient, but that the
program in Brisbane should be halved.

The AER has considered Envestra’s proposed mantacement in the context of the
NGR, which requires that the AER accept this progod expenditure where it is
prudent and efficient. The AER has been mindfithefcost impact on customers and
also of the potential effects on safety and reliighof supply associated with high
levels of gas leakage, such that part of Envestetwork to the south of Brisbane
around Ipswich.
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Figure 4: Envestra’s mains replacement rates (km)
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The AER is also mindful that despite the evidemcsupport of the mains
replacement program, there are risks that Envestsachoose for commercial or
other reasons not to pursue the program as endsagm if the AER accepts the
associated forecast costs. However, if Envestra doeproceed with the program as
proposed, it will be possible to recover a poridhe allowance as the AER has
required Envestra to roll forward its capital bas¢éhe next reset using forecast
depreciation. This would recover a significant pndgjon of any capex under
expenditure.

On balance, given the evidence provided to sugherproposed mains replacement
program, the AER considers that the program shioellceduced to a prudent and
efficient level.

Growth capital expenditure

The AER has accepted the forecast growth capeopeapby Envestra. The forecasts
reflect anticipated expansion of the network toomemodate an increasing number of
connections.

However, Envestra included a 10 per cent contingerith respect to its forecast
growth capital expenditure. This amount was inctltteallow for any potential cost
overruns that may occur from time to time. The Adides not accept that a general
allowance for contingencies is required as thedasts have been prepared based on
historical expenditure trends and anticipated iases in unit costs which would
smooth out estimation errors over time. Similathg AER does not accept the need
for Envestra’s proposed 20 per cent contingencydibway crossings capital
expenditure. Consequently, the AER has removeddh&ngencies from Envestra’s
forecast capital expenditures.

The adjustment made by the AER to Envestra’s fatecapex results in a real
increase in expenditure of 47 per cent over thesgarrangement period, compared
to the 111 per cent increase forecast by Envestrahown in figure 5.
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Figure 5: Total capex - Envestra proposed and AERIBwed
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Operating expenditure

Envestra has forecast operating expenditure of $dillion over the access
arrangement period, representing a real increa%é pér cent over the earlier access
arrangement period. According to Envestra, thedngxpenditure stems from the
rising cost of gas needed to replace unaccountegbfy increases in real material and
labour costs a sharp increase in network developmgrenditure and the need for
various once off costs and step changes for cirtamoss that are not reflected in its
base year costs.

The AER does not consider Envestra’s forecast tipgraosts are prudent and
efficient and the sustainable cost of managingetsvork, as the NGR requires. The
AER:

®  has estimated real labour and material cost escalttat are lower than those
forecast by Envestra, based on its own analysisadute from Access
Economics

= considers that the quantity of gas leakages estiriay Envestra is incorrect and
does not fully account for the impact of its maieglacement program reducing
gas leakage over the forecast period

= considers that the gas price used to forecast onated for gas costs has not
been adequately substantiated

= does not consider that the actual level of expanelis an efficient base for
forecasting opex and requires that the base yeameaded, via an annual
efficiency adjustment to forecast opex

® has either reduced expenditures for or not acceptadnber of Envestra’s non
base year costs on the basis that these have eltdeenonstrated to be consistent
with the NGR.
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The adjustment made by the AER to Envestra’s fatemaerating costs results in a
real decrease of 11 per cent on actual expenditgethe earlier access arrangement
period, compared to the 16 per cent increase fetdgaEnvestra. The lower levels of
opex accepted by the AER are shown in figure 6.

Figure 6: Total opex - Envestra proposed and AER &wed
Envestra opex

. Actual q Estimate —#&— QCA allowance ——Envestra's forecast —i—AER allowance
P e et B e e i e

20 1

=
[&)]
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Real $'m 2010-11
=
o

2001-02 2002-03 2003-04 2004-05 2005-06 2006-07 2007-08 2008-09 2009-10 2010-11I 2011-12 2012-13 2013-14 2014-15 2015-16

Revenue requirement

Once the capital base on 1 July 2011 has beemuett, the revenue requirement
for the access arrangement period can be calcul@tedAER identified that Envestra
had incorrectly rolled forward its capital baseltduly 2011 as it had used actual
depreciation instead of forecast depreciation. ABR also found Envestra used
inflation rates to roll forward the capital basattivere inconsistent with the control
mechanism. Actual inflation for 2005-06 was alsghier than the QCA had forecast.
After adjusting for these issues, the AER has datexd the capital base to be
$316.5 million on 1 July 2011. This is 1.9 per ceigther than Envestra’s proposed
capital base of $310.5 million.

The AER has calculated Envestra’s revenue requme(mecluding ancillary services
revenues) over the access arrangement period&80emillion (nominal), a real
increase of 28 per cent over the earlier acceasgement period. This compares to
Envestra’s forecast revenue requirement of $36Rami(nominal), a real increase of
54 per cent. The forecast revenue requirementoisin figure 7.
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Figure 7: AER'’s approved revenue requirement for Bivestra (including ancillary

services)
60.0
50.0 —
400 4 ] || — 0O Opex (incl.
— = i [ | UAFG)
:.: 300 1| i | | | OTax
o —
- | 1 —
o | — —]
o ] B Regulatory
& 20.0 1 . Depreciation
O Return on
10.0 1 capital
0.0 7‘- T - T - T
N7 N7 N7 N7 N7 2 N7 N7 N7 N7
% O % % % %, % %5 e 25
100 S —a— A G — A A——_

The AER has accepted adjustments to the remaivieg of existing assets that
Envestra considered should be shortened to beftecttheir effective useful lives.
The impact of the shortened asset lives is indicatdigure 7 by regulatory
depreciation during the access arrangement pego)lgreater than in the earlier
access arrangement period. Regulatory deprecigtite sum of straight-line
depreciation and the negative depreciation assatiaith indexation of the capital
base. In the earlier access arrangement periaddie&ation effect dominated and
regulatory depreciation overall was therefore nggat

The AER recalculated the forecast tax allowanceHeraccess arrangement period
due to the various changes affecting overall regsnu

Other issues

Envestra proposed an incentive mechanism thatatidpply in the earlier access
arrangement. The proposed mechanism applied omyemting costs, and did not
allow for any negative carry over amounts. While &ER accepts the incentive
mechanism in principle, it has not accepted thehaeism as proposed. In order to be
accepted, the AER requires that the mechanism wpgyaametrically and include
certain reporting requirements to ensure that &ingiencies made can be verified.

The AER accepts the network management fee pakehligstra to APA Group, the
network operator. This is due to the absence afieantive mechanism in Envestra’s
earlier access arrangement that would have prolaseestra with an opportunity to
retain the benefits of efficiencies derived fromautsourcing for a period of time.

Envestra proposed a number of specific eventssti@aild qualify for cost pass
through and considered that if these events weoedar, a materiality threshold of
$100 000 should apply. The AER has not accepte@$ira/s approach to cost pass
through and has proposed an alternative it cornsidanore in line with the
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requirements of the NGR. In particular, the AER id@ntified certain events that
could be considered for pass through subject tatemality threshold of 1 per cent of
revenue per event.

The AER considered that Envestra did not adequaistify the inputs in its
residential demand forecasts. The AER requires &revéo amend its assumed
forecasts of residential consumption per customdrazcordingly to adopt the
demand forecasts set out in the draft decision. AHR’s draft decision provides for
forecast residential demand which is, on averager®ent higher than Envestra’s
proposal.

Terms and conditions

Envestra’s access arrangement sets out the propersesland conditions that are not
directly related to the nature or level of targisid by users. Some of the terms and
conditions vary from those included in the earsiecess arrangement. The AER has
not accepted a number of the terms and conditibEseestra’s access arrangement
proposal and requires them to be amended. The ABBiders that amended
provisions for these terms and conditions bettenmate the national gas objective in
s. 23 of the NGL, which the AER considers requités balance the interests of the
service provider and users.

Background

The AER is responsible for the economic regulatboovered natural gas
distribution pipelines in all states and territgriexcept WA). The AER’s functions
and powers are set out in the NGL and the NGR.N@®E& and NGR came into effect
on 1 July 2008. Prior to this, the National Thiraty Access Code for Natural Gas
Pipeline Systems provided the relevant regulat@méwork for gas distribution
pipelines.

On 1 October 2010, Envestra submitted an accessgament proposal for its
Queensland gas distribution network for the pefiaaily 2011 to 30 June 2016. In
accordance with the NGR, the AER published Envisstrecess arrangement
proposal on 21 October 2010. Interested parties weited to make submissions on
the proposal and four submissions were receivede&ira also presented its access
arrangement proposal at a public forum held inliZne on 28 October 2010.
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1 Introduction

1.1 Background

Envestra Ltd (Envestra) is a publicly listed comp&armed in 1997 when it acquired
natural gas distribution networks in South Aust&rafpueensland and the Northern
Territory.”

Envestra has contracted out the operation of iese@siand gas distribution network
to the APA Group under an operating and manageameement (OMAY.

1.2 Envestra’s network

Envestra’s Queensland network comprises 2375 kpipeline delivering gas to
approximately 84 000 customers in the main cerf&risbane (north of the
Brisbane River), Ipswich, Rockhampton and Gladstdihe assets used to service
Brisbane constitute the major part (76 per centhefnetwork’

1.3 Regulatory requirements

The Australian Energy Regulator (AER) is resporestbl the economic regulation of
covered natural gas distribution pipelines in &tes and territories (except WA).
Envestra’s Queensland gas distribution networkdevaered pipeliné’ The AER’s
functions and powers are set out in the National IGav (NGL) and the National Gas
Rules (NGR).

1.3.1 National Gas Law

The NGL states that when performing or exercismg@eonomic regulatory function
or power, the AER must do so in a manner thatavilk likely to contribute to the
achievement of the national gas objective. Theonatigas objective i%:

... to promote efficient investment in, and effiti@peration and use of,
natural gas services for the long term interestoasumers of natural gas
with respect to price, quality, safety, reliabilapd security of supply of
natural gas.

The AER must take into account the revenue andngrigrinciples when exercising
its discretion in approving or making those paftamaccess arrangement relating to
a reference tariff. The AER may also take the reeesnd pricing principles into
consideration in its performance or exercise of @mgr economic regulatory
function or power where it considers this appraprta

EnvestraQld access arrangement informatio@ctober 2010, p. 46.
EnvestraQld access arrangement informatio@ctober 2010, p. 44.
EnvestraQld access arrangement informatio@ctober 2010, pp. 8-9 and 189.
AEMC, List of natural gas pipelineviewed 9 December 2010,
<http://lwww.aemc.gov.au/Gas/Scheme-Register/Pigdigt-summary.htmi>.
11

NGL, s. 23.
12 NGL, s. 28. The revenue and pricing principlesset out in NGL, s. 24.
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1.3.2 National Gas Rules

The NGR sets out the provisions the AER must appéxercising its regulatory
functions and powers, including prescribing the A&Edscretion in making the draft
decision on Envestra’s access arrangement proposal.

In assessing Envestra’s access arrangement propuesaER:

® has no discretion in respect of r. 50(2) (revieWrsission and revision
commencement dates)

® has limited discretion in respect of r. 79 (capg&gbenditure criteria),
r. 89 (depreciation criteria), r. 91 (operating exgiture criteria) and r. 94 (tariffs)

= has full discretion in all other cases.

Envestra’s access arrangement for 1 July 2006 thuB6 2011 inclusive is a
transitional access arrangement in accordanceseitbdule 1 of the NGR. The
transitional arrangements set out in clause 5loédgle 1 of the NGR apply to the
review of Envestra’s access arrangement propos#héoperiod 1 July 2011 to

30 June 2016.

1.4  Structure of draft decision

The AER’s consideration of Envestra’s access agaregt proposal and
accompanying access arrangement information isuteds follows:

= Introductory chapters outline the regulatory enmiment, network description and
pipeline services.

= Part A outlines the key components of the totaérexe building blocks including
the capital base, depreciation, the rate of retasgtion, the incentive
mechanism, operating expenditure and a summawtafrevenue.

= Part B outlines the demand forecasts, referendéstand tariff variation
mechanisms.

= Part C outlines the non-tariff components of theeas arrangement proposal.

1.5 Next steps

The AER has scheduled a forum on the draft deciwiofi March 2011 in Brisbane.
The AER will use this forum to explain the drafcdson to interested parties and to
obtain comments from interested parties.

Envestra may submit a revised access arrangemgmbgal and updated access
arrangement information to the AER by 23 March 2@ubmissions on the AER’s
draft decision and Envestra’s revised access agraagt proposal from interested
parties are due by 21 April 2011.

The AER expects to make a final decision in lateyMiaearly June 2011.




2 Pipeline services

Envestra’s access arrangement describes the tygenature of services to be
provided. This includes those services likely tadugght by a significant part of the
market (reference services) and non-reference cesvi

The AER is satisfied that Envestra has identifieddipeline to which the access
arrangement relates and described the proposedipgservices in accordance with
the requirements of the NGR. Further discussiamefspecified reference services
and tariffs proposed by Envestra is provided inatka 11 of this draft decision.

2.1 Introduction

This chapter considers the pipeline services seindtnvestra’s access arrangement
proposal.

2.2 Regulatory requirements

Rule 48(1) of the NGR provides that a full accasargement must specify certain
information for pipeline services, including refece services. Pipeline services
include haulage services, interconnection senacesancillary service.Reference
services are defined as pipeline services thdtlaly to be sought by a significant
part of the market* An access arrangement must:

= identify the pipeline to which the access arranggmelates and a website at
which a description of the pipeline can be insp#tte

= describe the pipeline services the service proydeposes to offer to provide by
means of the pipelirté

= specify the reference services, and the referaiféfor each reference serviceé.

Rule 109(1) of the NGR provides that a pipelineszeer provider must not make it a
condition of the provision of a service that thegpective user also accept another
non-gratuitous service, unless the bundling ofisesvis reasonably necessary.

2.3  Access arrangement proposal

Envestra has proposed to offer three haulage refergervices, three ancillary
reference services, and non-reference negotiateteg in the access arrangement
period!® The proposed services have been amended fronatlier @ccess
arrangement period as follows:

¥ NGL, s. 2.

4 NGR, r. 101(2).

15 NGR, r. 48(1)(a).

% NGR, r. 48(1)(b).

" NGR, r. 48(1)(c) and r. 48(1)(d).

18 EnvestraQld access arrangement propos@ctober 2010, p. 5.

¥ EnvestraQld access arrangement informatjdBctober 2010, pp. 41-42.




= the definition of the demand haulage service inetucustomers with a daily
demand of 50 GJ in addition to customers with amuahdemand of 10 TJ per

year

= the existing volume haulage service has beenispdita domestic haulage service
and commercial haulage service

= two additional ancillary reference services haverbgroposed for disconnection
and reconnection services.

The pipeline services proposed by Envestra arewten table 1 below.

Table 1:  Envestra’s proposed pipeline services

Type of service

Title

Description

Haulage reference
services

Domestic haulage service

Demand haulage service

Commercial haulage
service

Delivery of gas through an existing domestic
delivery point

Delivery of gas to existing delivery points with an
annual consumption that exceeds 10TJ or a daily
consumption exceeding 50GJ

Delivery of gas to all delivery points which are
not domestic or demand delivery points

Ancillary reference
services

Special meter reading

Disconnection

Reconnection

A meter reading and provision of the associated
meter reading data, where this is in addition & th
scheduled meter readings which form part of the
haulage reference service

The installation of locks or plugs at the metering
installation of a domestic or commercial delivery
point to prevent the withdrawal of gas

Action to restore the ability to withdraw gas at a
delivery point

Non-reference
services

Negotiated services

All services requested by users or potential users
of the network which are different from the
reference services

Source: Envestr@ld access arrangement propos@lctober 2010, pp. 5-7; and
EnvestraQIld access arrangement informatjaddctober 2010, pp. 41-42.

2.4  Submissions

The AER received submissions from AGL and Originwithe definitions of the
specified haulage reference servit¥$he issues raised in these submissions are
considered in chapter 11 of this draft decision.

20

AGL, Envestra’s Qld access arrangement proppbidvember 2010; Origirgnvestra (Qld) and

APT Allgas access arrangement proposilsvember 2010.




2.5 AER'’s consideration

Envestra has correctly identified the pipeline tuchk the access arrangement relates.
Envestra has included a reference to a websitdiahva description of the pipeline
can be inspected. The AER therefore considers that Envestra’s acagasgement
proposal meets the requirements of r. 48(1)(ah@MNGR.

Envestra has described the services which it pexptusoffer to provide by means of
the pipeline in section two of its proposed ac@ssngement, and section four of its
access arrangement informatfSihe AER therefore considers that Envestra’s
access arrangement proposal meets the requirenfan#3(1)(b) of the NGR.

The AER is satisfied that the haulage referenceé@es and ancillary reference
services proposed by Envestra are likely to belsoloig a significant part of the
market, as they were in the earlier access arraegeperiod. The issue of the
appropriate specification of reference servicestantfs is further considered in
chapter 11 of this draft decision.

The AER has no information before it to suggest the proposed non-reference
negotiated services are likely to be sought byaicant part of the market. The
AER therefore considers that Envestra’s accessgeraent proposal is consistent
with the requirements r. 101(2) of the NGR.

Consistent with the earlier access arrangementesirarhas proposed that meter
reading data will be provided as part of each lgriteference servidé However, to
the extent practicable and reasondble:

® users and prospective users may obtain a servimdwitludes only those
elements that the user wishes to be included is¢h@ce

= Envestra will provide a separate tariff for an edenof a service if requested to
do so.

The AER therefore considers that Envestra’s acagasgement proposal meets the
requirements of r. 109(1) of the NGR.

2.6  Conclusion

Based on Envestra’s access arrangement proposataads arrangement
information, the AER is satisfied that Envestra tstified the pipeline to which the
access arrangement relates and described the pobpgeline services in accordance
with the requirements of the NGR.

21
22

EnvestraQld access arrangement propos@ictober 2010, p. 4.

EnvestraQld access arrangement propos@ictober 2010, pp. 5-7; and Enves@#&] access
arrangement informatignOctober 2010, pp. 41-43.

EnvestraQld access arrangement propos@ictober 2010, p. 6.

EnvestraQld access arrangement propos@ictober 2010, p. 5.
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Part A — Total revenue (building block
components)




3 Capital base

Envestra proposed an opening capital base on 120M of $311 million

($ nominal). The AER considers that most elemdriEneestra’s proposed opening
capital base are in accordance with the NGR. Howeahe AER requires Envestra to
make changes to the inflation figures containettisiproposal and the amounts
calculated for depreciation, and consequently at€@p opening capital base value
of $316 million ($ nominal).

Envestra has forecast $173 million ($2010-11) ipecaover the access arrangement
period. The AER accepts that most of this forecagéx complies with the NGR.
However, the AER considers amounts in relatiorottingency allowances,
overheads and real cost escalation are not reaskendiine AER considers that
Envestra must amend its forecast of capex oveathess arrangement period to
$121 million ($2010-11), a reduction of 30 per centhat proposed by Envestra.

Envestra proposed to spend significant amountsrowtly assets and mains
replacement. The mains replacement expendituregemwith assets expenditure
comprised, respectively, 44 and 38 per cent optiposed capex. The AER does not
consider that large parts of the mains replacensxmpenditure are justified because
Envestra has not sufficiently demonstrated the gseg high risks associated with the
Brisbane network. The AER accepts that much gbtbygosed growth capex is
justified. However, the AER has adjusted the fa@tcasts to reflect its view of the
efficient costs for contingency amounts, overhemtiscand real cost escalation.
Adjustments have been made to mains replacemeex ¢apthe same reasons. The
AER accepts a forecast cost of $38 million ($2010+dr mains replacement and
$56.5 million ($2010-11) for growth assets overdheess arrangement period.

The AER considers that most of the remaining ansoafnfiorecast capex comply with
the NGR. However, as with Envestra’s mains replacgmprogram and growth

assets, the AER considers adjustments should be foadontingency allowances,
overheads and real cost escalation. In additioe, AER has not accepted the forecast
expenditure for a number of specific projects pigEbby Envestra has been
adequately justified.

The AER has calculated a closing capital base odw® 2016 of $433 million
($ nominal).

3.1 Introduction

This chapter sets out the AER’s consideration aradyais of the capital base and
forecast capex proposed by Envestra for the aaremsgement period.

3.2 Regulatory requirements

In assessing Envestra’s opening capital base, B i8 required to consider the
transitional provisions of the NGR (clause 3(2sofiedule 1 of the NGR). This
relates to actual or forecast capex (new facilitiegstment) under s. 8.21 of the
Code.




In relation to the opening and projected capitaihahe NGR requires Envestra to
demonstrate:

= capex (by asset class) over the earlier accessgamaent period (72(1)(a)(i) of
the NGR)

= how the capital base is arrived at including a destration of how it is increased
or diminished over the previous access arrangepesiad (72(1)(b) of the NGR)

= the opening capital base is derived in accordantterw77(2). Rule 77(2)
specifies the components that contribute to thevaéon of the opening capital
base including conforming capex, depreciation aaidindant and disposed of
assets

= aforecast of conforming capex (r. 72(1)(c)(i) ¢ tNGR) and depreciation over
the access arrangement period, including a denatiwstrof how it is derived
(r. 72(1)(c)(ii) of the NGR)

= the projected capital base is derived using theatiba (opening capital base plus
forecast conforming capex less forecast depreciaim disposed pipeline assets)
inr. 78 of the NGR

= forecast capex is such as would be incurred byidgmt service provider
(r. 79(1)(a) of the NGR)

= forecast capex is justifiable on a ground stated #®9(2) of the NGR. Such as,
where the overall economic value is positive, at #ither the expenditure is
necessary to maintain and improve the safety efcEs or to comply with a
regulatory obligation or meet levels of demanddenvices existing at the time the
capex is incurred.

Rule 90 of the NGR requires that the access arraagemust contain provisions
governing the calculation of depreciation for ebthling the opening capital base for
the next access arrangement period. The provisiuss resolve whether depreciation
of the capital base is to be based on forecasttaabcapex.

Rule 85(1) of the NGR allows an access arrangetodntiude a capital redundancy
mechanism. The AER may also require such a meahanighe access arrangement.

The NGR also requires Envestra to show the keyrekpee performance indicators
to be used to support the expenditure to be indwwer the access arrangement
period (r. 72(1)(f) of the NGR).

3.3 Access arrangement proposal

3.3.1 Opening capital base

Envestra has proposed an opening capital baseldfd8lion ($ nominal). The
calculation of this opening capital base is showtable 3.1.




Table 3.1:  Envestra’s opening capital base ($m, namal)

2006-07 2007-08 2008-09 2009-10 2010-11 2011-12

Opening capital base 227.8 246.1 265.6 277.0 293.2 310.5

Add gross capital

expendituré 20.0 154 17.7 16.8 19.4
Add indexation 4.9 114 4.0 8.7 7.5
Less depreciation 5.1 5.9 6.4 6.8 7.2
tgﬁtsr igi'fii(t)";‘]'s 1.6 1.3 3.9 2.6 2.3
Less redundant assets 0.0- 0.0 0.0 0.0 0.0
Less disposals 0.0- 0.0 0.0 0.0 0.0
Closing capital base 246.1 265.6 277.0 293.2 310.5

Source: Envestr®ld access arrangement informatjddctober 2010, pp. 108 and 111.
(a) Includes capital contributions.

3.3.1.1 Capital expenditure in the earlier access arrangenm period

Envestra has included actual capex of $82 mill&20(0-11) incurred in the earlier
access arrangement period, in the opening capita for the access arrangement
period.lTabIe 3.2 sets out the actual capex indurréhe earlier access arrangement
period.

Table 3.2:  Forecast and actual/estimated capital eenditure for 2006—11
($m, 2010-11

2006-07 2007-08  2008-09  2009-10 2010-11 Total
Forecast (QCA 23.6 16.3 14.6 14.2 14.4 83.1
approved)
Actual 20.6 15.4 14.5 146 17.¢° 82.1
Difference 3.0 0.9 0.1 -0.4 2.7 0.9

Source: Envestr®ld access arrangement informatjddctober 2010, pp.34-35; and
Envestra, Email responseA&R.EN.14revised table 3.5, 13 December 2010.

(a) The AER has converted 2009-10 real dollar9i®0211 real dollars.

(b) This figure is estimated.

Envestra has submitted an audit report to supfsostibmission that expenditure on
past capex projects in the earlier access arranggmeeod was prudent and
efficient? The audit report concluded that, overall, Envésiapital project
processes in the earlier access arrangement geaibd reasonable level of rigour.

EnvestraQld access arrangement informatjddctober 2010, p. 111.
EnvestraQld access arrangement informatjddctober 2010, attachment 8-1.

®  EnvestraQld access arrangement informatjdBctober 2010, attachment 8-1, p. 3.




Envestra also submitted a benchmarking report bgkdfiaan Consulting Services
(Marksman) to support its capex for the earlierasarrangement periddhe
benchmarking report concluded that over a rangeditators, Envestra’s levels of
capeg< in the earlier access arrangement perioceasenable from a cost perspective
only.

Envestra’s proposed capex for the earlier acceaagement period, including
approved pass throughs, was $0.9 million ($2010e11)2 per cent less than that
approved by the QCA (see figure 3°1).

Figure 3.1: Approved and actual/estimated capital>@enditure 2006-7 to 2010-11
($m, real, 2010-11)
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Source: Envestra, Email responsé\feR.EN.14revised tables 3.5 and 3@Bd access
arrangement informatiarnil3 December 2010.

Table 3.3 shows Envestra’s approved and incurrpdxctor the major capex
categories for the earlier access arrangementgddiaring this period there was
significant under-expenditure in stay-in-busineggex but significant over-
expenditure in the growth and major projects cagaggories. The underspend in
mains renewal was $6.6 million ($2010-11) and I3teys $4.6 million ($2010-11),
or 23 per cent and 66 per cent respectively, lems the amount approved by the
QCA. Envestra submitted that mains renewal capextemporarily curtailed from
2007-08 to 2009-10 due to increased funding costdhe need to curtail capex due
to the Global Financial Crisis (GFC), and that ldregth of mains able to be renewed
was further impacted because the mains renewatateiapproved by the QCA was
lower than necessary to undertake the wdekowth capex was $9.1 million ($2010—
11) or 27 per cent greater than the amount apprbyelde QCA. Envestra submitted

EnvestraQld access arrangement informatjddctober 2010, attachment 5-8.
EnvestraQld access arrangement informatjddctober 2010, attachment 5-8, p. 1.
EnvestraQld access arrangement informatjddctober 2010, p. 35.

EnvestraQld access arrangement informatjddctober 2010, pp. 37-38.
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that expenditure on growth capex was greater tHaat was approved because of the
continued population growth in south-east Queeniséard the Queensland
government’s promotion of natural ¢as.

Table 3.3:  Envestra allowed and incurred capital egenditure for the earlier access
arrangement period ($m, 2010-11)

2006-07 2007-08 2008-09 2009-10 2010-11 Total

Stay-in-business Allowed 8.2 7.7 135 7.5 7.6 44.6
Incurred 7.3 4.2 5.9 6.8 6.6 30.9
Variance (%) -10.3 -44.9 -56.5 -9.5 -12.8 -30.6
Growth Allowed 7.0 6.8 6.2 6.7 6.7 335
Incurred 7.0 8.9 8.6 7.8 10.4 42.6
Variance (%) 0.0 30.0 37.9 16.5 54.0 27.3
'(::‘(‘)':n';‘;ﬁ:'on Allowed 8.4 1.8 5.2 0.0 0.0 5.1
Incurred 6.3 2.3 0.0 0.0 0.0 8.6
Variance (%) -25.2 29.7 -100.0 0.0 0.0 70.6
Total capital e 23.6 16.3 14.6 14.2 14.4 83.1
expenditure
Incurred 20.6 154 14.5 14.6 17.0 82.1
Variance (%) -12.5 -5.5 -1.0 2.7 18.6 -1.1

Source: Envestr®ld access arrangement informatjddctober 2010, Email response
to AER.EN.14revised tables 3.5 and 3.6, 13 December 2010.
(a) The AER has converted 2009-10 real dollar9i®0211 real dollars.

3.3.1.2 Adjustment to the capital base for inflation in theearlier access arrangement
period

Envestra has proposed that the adjustment to fhitathase for inflation in the

earlier access arrangement period, be estimateplying the year-on-year change

in the CPI for the June quarteFor 2010-11, Envestra has proposed a forecasahnnu
inflation rate of 2.57 per cent Envestra’s proposed inflation rates for adjustime
capital base are shown in table 3.4.

EnvestraQld access arrangement informatjddctober 2010, p. 39.
EnvestraQld access arrangement informatijddctober 2010, p. 111.
EnvestraQld access arrangement informati@gtober 2010, appendix 1-3 (confidential).

9
10
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Table 3.4: Inflation rates for adjusting the capitd base (per cent)

2006-07 2007-08 2008-09 2009-10 2010-11

Inflation rates 2.07 4,51 1.46 3.05 2.50

Source: Envestr@ld access arrangement informatjddctober 2010, p. 111.

3.3.1.3 Depreciation in the earlier access arrangement pesd

Envestra stated that it proposed to roll forwasccapital base to 1 July 2011 using the
forecast depreciation amounts (adjusted for aatdiattion) that were approved by the
QCA at the earlier access arrangement revigMowever, Envestra has used actual
depreciation to roll forward the capital bd$¥.Envestra stated that neither its
Queensland or South Australian access arrangemesnise forecast depreciation be
used to roll forward the capital base to 1 JulyRtIrable 3.5 sets out the actual
depreciation amounts for the earlier access arraageperiod as proposed by
Envestra.

Table 3.5:  Envestra’s proposed depreciation for thearlier access arrangement
period ($m, nominal)

2006-07 2007-08 2008-09 2009-10 2010-11

Straight-line

depreciatioh 5.1 5.9 6.4 6.8 79

Source: Envestr@ld access arrangement informatjddctober 2010, p. 108.
(a) These depreciation figures do not include #gative depreciation adjustment
associated with the inflation of the capital base.

3.3.2 Projected capital base

Envestra has proposed a projected closing cayzita bf $491 million ($ nominal) for
the access arrangement period. The calculatiomegprtojected capital base is shown
in table 3.6.

' EnvestraQld access arrangement informatjdBctober 2010, p. 108.

12 Envestra, RFM in email to the AERER.EN.3 - Depreciation modelling ertc@5 October 2010.
13 Envestra, Email to the AERW: AER.EN.16 - remaining asset lives and roll fawsy

10 December 2010.
14 Envestra, Email to the AERW: AER.EN.16 - remaining asset lives and roll farsy

10 December 2010.
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Table 3.6:  Envestra's projected capital base ($mnominal)

2011-12 2012-13 2013-14 2014-15 2015-16
Opening capital base 310.5 345.8 385.3 419.8 454.2
Z)'(‘;)Zﬁgirt‘ﬁ?fémi”g capital 37.1 42.0 37.4 37.8 40.6
Less depreciation 9.8 11.3 12.8 14.3 15.6
Inflation adjustment 7.9 8.9 9.9 10.8 11.7
Closing capital base 345.8 385.3 419.8 454.2 490.8

Source: Envestr@ld access arrangement informatjddctober 2010, p. 117.
€) These are end of year values.

3.3.2.1 Forecast capital expenditure for the access arranggent period
Envestra has proposed forecast capex of $173 m{#2010-11) for the access
arrangement period. The proposed forecast capmet ut in table 3.7.

Table 3.7:  Proposed forecast capital expenditure fdhe access arrangement period
($m, 2010-11)

2011-12 2012-13 2013-14 2014-15 2014-15 Total
Mains replacement 14.6 14.8 15.4 15.8 16.0 76.4
Meter replacement 1.3 1.3 1.4 1.4 1.4 7.0
Augmentation 0.6 4.4 0.1 0.3 0.4 5.7
Telemetry 0.5 0.3 0.3 0.4 0.3 1.9
Regulators and valves 0.5 0.4 0.4 0.3 0.3 1.9
IT 2.7 1.4 1.0 0.1 0.1 5.3
Growth assets 12.6 134 13.0 12.9 141 66.1
Other distributions 1.7 1.8 1.4 1.4 15 7.9
system
Other non-distribution 0.2 0.3 0.2 0.2 0.2 1.0
system
Total 34.8 38.3 33.2 32.8 34.3 173.4

Source: Envestr®ld access arrangement informatjddctober 2010, p. 87.
(a) The AER has converted 2009-10 real dollar9i®0211 real dollars.

Figure 3.2 below shows Envestra’s capex from thieeaccess arrangement period
and the proposed capex for the access arrangemeod pThere is a 71 per cent
increase in capex for the access arrangement peliedargely to Envestra’s
proposed expansion of its mains replacement pragram
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Figure 3.2: Envestra’s actual and forecast capitaéxpenditure ($2010-11)
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Source: Envestr®ld access arrangement informatjddctober 2010, pp. 87, 106-107.
QCA, Proposed Access Arrangements for Gas Distributietwidrks - Allgas
Energy Limited and Envestra Limited: Final Decisi@ttober 2001, pp. 176
and 186 .
QCA, Revised Access Arrangement for Gas Distributiomilids: Envestra:
Draft Decision May 2006, pp. 57, 69 and 85.

Envestra engaged a consultant, Zincara Pty Lteu@w its forecast capex for the
access arrangement perioincara noted that Envestra’s capex activities and
projects were what would be expected of a prudemies/operator and that its costs
were efficient®

3.3.2.2 Adjustment of the capital base for inflation in theaccess arrangement period

Envestra has proposed an actual percentage chattygconsumer price index (CPI)
for the purposes of rolling forward the regulatesset bas¥. It has proposed a
forecast annual inflation rate of 2.57 per cént.

3.3.2.3 Forecast depreciation allowance in the access arrgament period

Envestra’s proposed allowance for depreciatioménaccess arrangement period is
discussed in chapter 4 of this draft decision.
3.4 Consultant review

The AER engaged Wilson Cook & Co Limited (WilsondBy engineering and
management consultants, to review Envestra’s pezboapex’ The review

15
16
17

EnvestraQld access arrangement informatio@ctober 2010, p. 90 and appendix 6-6.
EnvestraQld access arrangement informatjddctober 2010, appendix 6-6.

EnvestraQld access arrangement informatjddctober 2010, p. 111 and Enves®4] access
arrangement proposaDctober 2010, p. 18.

EnvestraQld access arrangement informatjddctober 2010, appendix 1-3 (confidential).
Wilson Cook,Review of expenditure of Queensland & South Auatrajas distributors: Envestra
Ltd (Queenslandpecember 2010.

18
19
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examined capex for the earlier access arrangeneeioidp as well as Envestra’s
forecast capex for the access arrangement period.

For the earlier access arrangement period, Wilsmyk@oncluded that the full
amount of actual capex (including an estimate @r(2-11), may be accepted as
being prudent and efficieA?.Wilson Cook noted the following"

= Envestra’s asset management plan and associatpdrsng documentation was
suitable, in a general sense, for the prudent meamagt of its assets

= given the prevailing economic climate at the tithgyas not surprising that new
connections for large customers did not reachdtel$ forecast

= Envestra overspent growth capex, with the mainsjcs and meters components
experiencing the greatest overspending

= variances in individual capex categories were icant, but Envestra appeared to
have managed its expenditure carefully, makingetdus in discretionary
expenditure. Wilson Cook considered this was aomasle and appropriate
response when external factors (such as the glimaalcial crisis) imposed
financial pressures

® pecause the nature and timing of asset replacemést between businesses,
benchmarking of capex was not vafid

= the capital project audit report submitted by Emrgeprovided an independent
opinion that the capital projects were prudent effidient?®

For the access arrangement period, Wilson Cookleded that most of Envestra’s
proposed forecast capex may be accepted as beidgnirand efficient? In
particular it recommended:

= the forecast expenditure on mains replacementswiffh was prudent and
efficient but the planned replacement work in thistgane network should be
halved and the expenditure should be adjustedntove the 15 per cent
contingency allowance. Wilson Cook recommendedafiication of a general
contingency allowance was not justified (see disrsin section 3.6.2.4)

= the planned expenditure on growth assets was prudsnope and timing but the
expenditure should be adjusted to remove the 1@g@rcontingency allowance

= the proposed augmentation expenditure was prudestope and timing, but
should be adjusted to remove the 8 per cent casitygallowance included in
these estimates with the exception of the Sanggaject and “recurrent-reactive”

20 Wilson Cook,Report — Envestra (QldPecember 2010, p. 16.

2L wilson CookReport — Envestra (QldPecember 2010, pp. 9-17.

2 EnvestraQIld access arrangement informati@gtober 2010, attachment 5-8 (confidential).
% EnvestraQIld access arrangement informatjdctober 2010, attachment 8-1 (confidential).
2 Wilson Cook,Report — Envestra (QldPecember 2010, p. 35.

% Wilson CookReport — Envestra (Qldpecember 2010, pp. 9-17.
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augmentation

= the proposed meter replacement expenditure wasdeved reasonable, but the
expenditure should be adjusted to remove the 1@g@rcontingency allowance

* removing the 20 per cent contingency allowance fsteeved railway crossings.

3.5 Submissions

The following submissions regarding the capitalbasre received from interested
parties:

= AGL Energy (AGL) submitted that despite new custmnsesing less gas than
existirég customers, there is a large proposed cppEyam dedicated to growth
assets.

= QOrigin Energy (Origin):

» noted that Envestra has increased its mains repEtegprogram expenditure
from the earlier access arrangement péfiod

= gueried whether connecting new customers is reag®naan environment of
rising unit costs for connections but decliningrage gas consumption.

3.6 AER'’s consideration

The AER has undertaken an assessment of the capjtahditure in the earlier access
arrangement period that Envestra has proposedittoatie opening capital ba3e.
Whilst the AER is satisfied with the majority oftlkomponents of Envestra’s
opening capital base, the AER requires Envesteartend the depreciation amounts
used to roll forward its capital base to 1 July20Ihe AER has also undertaken an
assessment of Envestra’s proposed capex for tlssecrangement peridtiThe

AER assessed Envestra’s projected mains replacesrpanditure, growth assets
capex and other capex activities. The AER’s assesssof Envestra’s proposed capex
included a consideration of other cost factors itmgiact on Envestra’s projected
capital base including contingency allowances, logads and cost escalators. Other
elements that will affect Envestra’s revenue indbeess arrangement period such as
capital contributions, disposals and depreciatienevalso reviewed by the AER.

3.6.1 Opening capital base

Two steps are required to calculate the openingatdygase at 1 July 2011:

% Wilson Cook report Envestra (Qld)p. 27.

27 AGL, Envestra’s Qld gas network access arrangemidnivember 2010, p. 1.

% Origin, Envestra (QLD) and APT Allgas access arrangemeop@sals November 2010, p. 4.
29 Origin, Envestra (QLD) and APT Allgas access arrangemenp@sals November, 2010, p. 1.
% NGR, 1. 77.

% NGR,r. 72 andr. 79.
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= first, the value of the capital base at 1 July 2i30@btained from the previous
access arrangement determination and a true-upde for any difference
between actual and estimated capex in 2005-06r @tligstments may be
necessary as circumstances require;

= second, the opening capital base at 1 July 2068lex] forward to 30 June 2011.
This involves:

» adding conforming capex over the earlier accesmgament period,;
* removing regulatory depreciation;
»= removing any redundant capital and disposals; and.

= indexing the capital base and other componentseofdll forward for actual
inflation.

The following sections provide details on the isstiet emerge during these steps.

While the AER is satisfied with the majority of Egstra’s opening capital base, the
AER does not agree with the adjustment Envestrat@ssed to make for
depreciation as it does not comply with the relévaguirements of the NGR and as
such is not consistent with the national gas objeaf the NGL. The AER requires
Envestra to make the amendments set out in se®#oof this draft decision.

3.6.1.1 Opening capital base for the earlier access arrangeent period

The AER accepts that Envestra updated the opemipigat base as at 1 July 2006
correctly for the difference between actual an@dast capex. The AER also accepts
the updated inflation adjustment for 2005%8&he adjustments to the opening capital
base as at 1 July 2006 are summarised in table 3.8.

Table 3.8: AER approved opening capital based as atJuly 2006 ($m, nominal)

As at 1 July 2006

QCA final decision (p.13) 228.4
Envestra’s adjustment for actual capex -0.5
Envestra’s adjustment for actual inflation 2.7
AER approved opening capital base 230.5

3.6.1.2 Conforming capital expenditure in the earlier acces arrangement period

The AER is required to consider whether the capehke earlier access arrangement
period is conforming. The relevant test is whetherexpenditure was justified and
would have been incurred by a prudent service pesacting efficiently, in

32 This adjustment was made by the AER after a eeVRFM submitted on 10 December 2010.
Envestra, Email to the AEREW: AER.EN.16 - remaining asset lives and roll fargly 10
December 2010.
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accordance with accepted good industry practicachieve the lowest sustainable
cost of providing services. The AER considers thatcapex incurred by Envestra
over the earlier access arrangement period wasl@rmprherefore, a total of

$82 million ($2010-11) has been added to the opecapital base at 1 July 2006.

In reaching this view, the AER has considered dtlewing factors.

= Envestra’s capex increased significantly in théi&aaccess arrangement period
(see figure 3.2). Between 2006 and 2011 Envestraried $82 million ($2010—
11) in capex, an increase of $21.2 million ($2010)-dnd 25.8 per cent over the
previous access arrangement peffodowever, this expenditure was almost
equal to the capex allowed by the QCA of $83 mill{$2010-11), a difference of
1.1 per cent.

= Envestra has stated that its underspend in mamesvad of $6.6 million ($2010—
11) was primarily because of the GFC, particulagyween 2007—-08 to 2009—
103* As Envestra was capital constrained during the @R@s been cautious in
expending capital. As a result of this caution, &stra stated that it had to
critically examine what items of capital expend#inad to be maintained in order
to ensure the level of expenditure did not falbwethat considered to be prudent.
In particular, Envestra stated that it was unablieily achieve the investments it
forecast, thereby restricting customer benefitmfreetwork improvements and
expansions in the short terth.

= most of Envestra’s capex in the earlier accessigeraent period relates to
growth and stay-in-business capex (see figure 3.3).

= Envestra has little discretion in respect of itsvggh capex because of the
requirement to connect new customers and accouttidampact that new
customers will have on its network. New connectifamdarge customers did
not reach the forecast level because of prevadoanomic conditions

= a greater number of new customer connections thr@cdst indicates a lower
than forecast average connection cost

= Stay-in-business capex was curtailed in responeetGFC with the greatest
underspend in the mains renewal and IT system caésy As well as the
GFC, Envestra’s mains replacement work was impdayetie unit rate of
mains replacement being greater than the QCA aliowaesulting in 30 per
cent less mains renewal capex than the allow&htke AER considers the
scope of the mains replacement work completed we&ra was appropriate.

=  Envestra used competitively contracted labourt®miains replacement work and
growth capex.

QCA, Revised Access Arrangement for Gas Distributiomiits: Envestra — Final Decision
May 2006, p. 65.

EnvestraQld access arrangement informatjddctober 2010, pp. 37-38.

EnvestraQld access arrangement informatjddctober 2010, p. 16.

EnvestraQld access arrangement informatjddctober 2010, p. 38.
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= Although Envestra overspent $3.5 million ($2010-d4FRC IT costs, in 2008—
09 the QCA considered that funds from the existithgwance for stay-in-
business IT expenditure could be reallocated ta FRRE compliance
expenditure. This re-allocation is, in part, reféetin the significant underspend
in non-FRC-related IT during the earlier accesaragement period.

= Aside from mains and IT systems, the variances éetvthe actual and allowed
other stay-in-business expenditure categories vedaévely minor.

=  Growth capex showed an over expenditure of $9.liami($2010-11) or 27.3 per
cent, due largely to population growth in southtéaseensland and promotion of
natural gas by the Queensland governmiént.

= Wilson Cook agreed that the capex incurred in Hréex access arrangement was
compliant®

Figure 3.3: Capital expenditure by category over th earlier access arrangement
period ($2010-11)

10%

38%

@ Stay-in-business
m Growth
O Total FRC

In its proposal, Envestra provided an estimate0df0211 capex. This estimate will be
updated in its revised access arrangement proposal.
3.6.1.3 Depreciation used in the roll forward model

The calculation of the opening capital base reguilepreciation to be removed from
the capital base. The depreciation is typicalliesit

= forecast depreciation - as it was forecast atithe the earlier access arrangement
was approved, or

37 EnvestraQld access arrangement informatjdBctober 2010, p. 39.

% Wilson CookReport — Envestra (Qldpecember 2010, p. 16.
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= actual depreciation - recalculated to reflect ttii@ capex over the earlier access
arrangement period.

Envestra’s proposal contains a discrepancy in cegaits approach to the adjustment
for depreciation. Envestra indicated in its propdisat forecast depreciation had been
used to roll forward the capital base. However,dstra had calculated its opening
capital base using actual deprecation. The AERatlgrification and Envestra
stated that it had incorrectly described its apgincags forecast depreciation. Instead,
Envestra stated that it proposed to apply actuadedéation®

The AER does not agree with Envestra’s revisedtiposiThe QCA (and ESCOSA
with respect to Envestra’s network in South Aust)jalvas clear the Code required
the opening capital base to be calculated usirecémt depreciation (adjusted for
actual inflation) from the previous access arrangrperiod’’ For example, the
QCA states?

The Code requires that the roll-forward of the talhase be made using
forecast depreciation figures included in the 2B01tal Decision, adjusted for
inflation, as these represent the actual fundsmetiito Envestra over the
current access arrangement period. This approagnsstent with that
proposed by Envestra.

Based on these regulatory decisions, at the comensgrtt of the earlier access
arrangement, all parties should have reasonablgateg that the regulator would
again roll forward the capital to 30 June 2011 gdorecast depreciation. Section
24(4) of the NGL requires the AER to have regarthtocapital base adopted by the
previous regulator.

The AER considers that regard should also extetidetgeneral approach adopted by
the relevant regulator to roll forward the capliake. It would be consistent with the
earlier access arrangement for the capital bake twljusted using forecast
depreciation. In addition, the AER prefers and weljuire forecast depreciation to be
used at the next revision of the access arrangefredat section 3.6.3). Consequently
the AER considers it is appropriate to maintainftrecast depreciation approach
through the transition of regulatory responsitaktirom the QCA to the AER.
Accordingly, the AER has recalculated Envestrajsitedbase as at 1 July 2011 using
forecast depreciation from the earlier access gament period.

Based on this adjustment, the AER has determiredetfised depreciation amounts
for the earlier access arrangement period to b&etebown, in nominal terms, in
table 3.9. Compared to the depreciation amountsgsed by Envestra, the impact on
Envestra’s opening capital base of the AER’s apgdalepreciation is an increase of
$0.6 million ($ nominal).

39 Envestra, Email to the AERW: AER.EN.16 — remaining asset lives and roll famly

10 December 2010.

ESCOSAProposed revisions to the access arrangement &6tbuth Australian gas distribution
system, Final decisigrdune 2006, pp. 91-93.

QCA, Final Decision, Revised Access Arrangement for Biaribution Networks: Envestra
May 2006, pp. 66 and 72.

QCA, Final Decision, Revised Access Arrangement for Giafibution Networks: Envestra
May 2006, p. 72.

40

41

20



Table 3.9: AER approved depreciation for the earlieaccess arrangement period
($m, nominal)

2006-07 2007-08 2008-09 2009-10 2010-11

Straight-line depreciation 4.9 55 6.3 7.1 7.7
Envestra proposed depreciafion 5.2 6.0 6.5 7.0 7.4
€) RFM contained in Envestra, Email to the AERY: AER.EN.16 - remaining

asset lives and roll forwardlO December 2010.

3.6.1.4 Adjustment to the capital base for inflation

The AER considers that Envestra’s proposal to lisetine to June CPI to adjust the
capital base for inflation is not appropriate gitkat such an indexation approach is
not consistent with the control mechanism. Howekenestra did revise the inflation
rates it used when responding to the depreciatiatemdiscussed aboV&ln this
revision Envestra has updated the forecast inflatibe for 2005-06 for actual
inflation and has also revised the actual inflatiates for 2006-07 to 2010-11 from
June to June figures to March to March figuressHpmproach is now consistent with
the control mechanism.

3.6.1.5 Capital redundancy policy

Envestra proposed to not remove any redundantsafsset the capital base during

the earlier access arrangement peffdeinvestra stated that due to the low frequency
and limited value of any redundant assets that nagke, their overall value is
immaterial and it would not be efficient or produetto attempt to identify any such
assets and remove them from the asset#lase.

The AER considers there is no evidence of any sggmt number or value of
redundant assets in Envestra’s network and theofadéntifying any that may exist
is unlikely to be justified.

The AER accepts that no adjustments for redundssdts are required to be made by
Envestra to its opening capital base.

3.6.1.6 Summary on the opening capital base

The AER has considered the components of Envegtrajsosed opening capital

base. The AER requires an amendment to the opeajitpl base to account for
adjustments in depreciation and inflation for théier access arrangement period. As
a result, the AER does not consider that Envespnaiposed opening capital base is
consistent with r. 77(2) of the NGR. The AER regaiEnvestra to make the
amendments set out in amendment 3.1 in sectioaf38s draft decision.

2 Envestra provided a revised RFM with its respdnsguestion regarding its remaining asset lives

and depreciation. Envestra, Email to the AER/: AER.EN.16 - remaining asset lives and roll
forward, 10 December 2010.

EnvestraQld access arrangement informatjdbctober 2010, p. 109.

EnvestraQIld access arrangement informatjadctober 2010, pp. 109-111.
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3.6.2 Projected capital base

The most prominent feature of Envestra’s forecapeg proposal is the substantial
increase over levels incurred in the earlier acaessgement period. In total,
Envestra has proposed a 111 per cent increas@éx.ch the proposed capex is
undertaken, tariffs will increase substantiallyn@ared to Envestra’s proposed
capex, the AER approved capex increases the prapas#s by about 0.7 per cent
per annum. If capex were to be maintained at theedavel as over the earlier access
arrangement period, the proposed tariffs wouldease by a further 0.5 per cent per
annum.

In view of the potentially large tariff impact onstomers, the AER has examined
Envestra’s proposed capex program closely. The A&#iders that it is important
that Envestra’s capex proposal is consistent wighréquirements of the NGR and
represents value for money for customers. In génbaAER has determined that
the majority of Envestra’s capex program is justlfiwith the most significant
exception the proposed mains replacement work isbBne. The AER proposes to
allow total capex of $121 million ($2010-11) comgxhto Envestra’s proposal of
$173 million ($2010-11).

The AER has investigated the reasons for the lagease in capex proposed by
Envestra® Figure 3.5 shows capex from the earlier accessigement period and
proposed capex separated into three major catsgonains replacement, growth
assets and other. While there are increases irsmaatacement and growth, the most
notable increase is in Envestra’s mains replacem@gram. Envestra has proposed
expenditure of $76 million ($2010-11) on mains aepiment which is 249 per cent
higher than the $22 million ($2010-11) incurredtia earlier access arrangement
period?® The AER’s consideration of the three main elemehnvestra’s capex
program is provided below.

Figure 3.5: Envestra’s forecast capital expenditure yppurpose — 2006—-07 to 2015-16

‘ —l— Mains replacement - - -®--- Growth Assets — —A— — Other capital expenditure‘

2006-07 2007-08 2008-09 2009-10 2010-11 20112 2012-13 2013-14 204-15 2015-16
(estimate) (estimate)

Source: Envestr@ld accesarrangement informatigrOctober 2010, p. 87.

** NGR, . 78.
% EnvestraQld access arrangement informatjdBctober 2010, pp. 35 and 92.
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Envestra, email responseA&R.EN.14revised tables 3.5 and 3.6,
13 December 2010.

3.6.2.1 Mains replacement capital expenditure

Envestra has proposed to replace all remainingicasand unprotected steel mains
within the Brisbane and Ipswich networks during éiceess arrangement perftd.
Envestra has proposed to replace 330.9 km of nosimisthe access arrangement
period at a rate of 66.2 km for each year duriregatbcess arrangement perfod.

The annual mains replacement rate of approxim&@Ig km per annum compares to
25.5 km per annum of actual mains replaced oveednker access arrangement
period*® Figure 3.3 illustrates Envestra’s actual, appraxed proposed forecast
mains replacement length from 2003 to 2015.

Figure 3.3: Mains replacement—Envestra QLD
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Source: Envestr&ld access arrangement information, October 2010, p. 94.
QCA, Gas distribution service quality performance 1 J2003 to 30 June
2004 September 2004, p. 3.

QCA, Gas distribution service quality performance 1 J2004 to 30 June

2005 September 2004, p. 4.

QCA, Gas distribution service quality performance 1yJ2006 to 30 June

2007, September 2004, p. 5.

QCA, Final decision: Revised access arrangement for Biafribution

Networls; Envestra, May 2006, p.80.

ECG,Envestra Pty Ltd: Capital and operating expenditteeiew for QCA

May 2006, p. 93.

Envestra, Email to the AERW: AER.EN.21 — Queensland mains replacement
21 January 2011.

a7
48
49

EnvestraQld access arrangement informatjddctober 2010, attachment 7-4, p. 4.
EnvestraQld access arrangement informatjddctober 2010, p. 94.
EnvestraQld access arrangement informatio@®ctober 2010, p. 100.
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Envestra indicated that mains need to be replacaddress the substantial leakages
or unaccounted for gas (UAG) that stem from theojthrts of its networ®

Envestra also stated that the leakages pose safetgrns. Further, the old mains
must be run at low pressures meaning certain galgaapes, such as instantaneous
gas water heaters, can not be used by customars significantly less effective.

The AER identified three aspects of Envestra’s ma@placement for more detailed
consideration:

= whether the replacement is necessary
= whether the costs have been estimated appropriately

= whether it is necessary to undertake the replacemene timeline proposed by
Envestra.

These matters are considered in the following eesti

Prudence of mains replacement

The AER considers that Envestra has establisheduarement for the replacement of
its cast iron and unprotected steel mains forpissvich network to maintain and
improve safety of services and to maintain thegntg of services in accordance with
the NGR>! The AER, however, considers that Envestra hasl@mionstrated an
unacceptably high risk was posed by continuing llovel gas leakages associated
with the Brisbane network. The AER has reacheddbrglusion for a number of
reasons:

= Envestra’s aged mains are restricted to operatitmpapressures, and have limits
to their capacity to provide high volumes of gapedk periods, contributing to
poor reliability. Occasionally water seeps into thains, which operate at low
pressure, resulting in blockages and loss of sdpply

= the safety risk posed through the leakage of gam fEnvestra’s distribution
network

= The declining and current negligible level of UA€ported for the Brisbane
network>® Wilson Cook considered that, based on the cuimsignificant level
of leakage measured on the Brisbane network, Eravhatl not demonstrated that
an unacceptable high risk was posed by continungével gas leakages
associated with the Brisbane netwdtkVilson Cook recommended that
Envestra’s planned replacement work in the Brisbeeteork be halved®

0 EnvestraQld accessarrangement informatigrOctober 2010, pp. 93-94.

L NGR, r. 79(2)(c)(i).and NGR, r. 79(2)(c)(ii).

2 EnvestraQld access arrangement informatjdBctober 2010, p. 93.

3 EnvestraQld access arrangement informatjdBctober 2010, attachment 7—4, p. 14.
> Wilson CookReport — Envestra (Qldpecember 2010, pp. 20—28.

®  Wilson CookReport — Envestra (Qldpecember 2010, p. 27.
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= The UAG levels in the Ipswich network are high aéported 14 per cent and
therefore the benefits from a mains replacemergraro are substantial.This
view is supported by Wilson Cook who considered tha economic benefits of
the replacement program in Ipswich are substatitial.

The AER acknowledges there may be other benefitachfcing UAG that are not
captured by the requirements of the NGR or NGlparticular a reduction in green
house gas emissions and odour.

Estimated cost

Envestra has proposed only a marginal increasainsmeplacement unit rates from
an average unit rate of [text removed c-i-c] petenachieved in the earlier access
arrangement period to an implied rate of [c-i-o] peeter’® Envestra submitted that

its proposed unit rate reflects competitively teredemains laying unit rates and
actual material costs procured by competitive nigteendering® Wilson Cook
reported that the work is contracted out, thereldess a reported uplift in contracted
rates for the type of work involved and that bagea detailed assessment of the unit
rates, concluded that the unit rates proposed le&ira are reasonable.

The AER considers that the unit rate proposed bxeEina is justified, with the
exception of some contingency allowances (seeme8t6.2.4). After removing the
15 per cent contingency allowance, the AER hasuatied a mains replacement unit
rate of [c-i-c] per meter which it considers is eqgriate.

Timing and scope of mains replacement

The rate of replacement is a business strategyigkditigation decision for
Envestra. There is no specific obligation on Emeeti undertake the works at the
rate it has proposed. Should Envestra not undettake/orks as proposed (if they are
approved and funded), then customers will contalthtough higher tariffs to works
that are not delivered.

Although there are not the regulatory obligatiomsalation to UAG that there are for
Envestra in South Australia during the access gemarent period, the AER considers
there are incentives for Envestra to replace itsgagnains in Queensland:

= the constraints imposed through the GFC on stéysiness capex will have been
substantially relaxed by the end of the earlieeas@rrangement perfdd

= higher gas costs improve the business case fortahkiteg works to reduce gas
leakages.

Wilson Cook considered that even though Envestrpgses to increase the
replacement rate from 24 km in 2010-11 to 66 kinéfirst year of the access
arrangement period, the proposed annual replacderagth to be achieved in the

*  EnvestraQld access arrangement informatidBctober 2010, attachment 7-4, p.13.

" Wilson Cook,Report — Envestra (Qldpecember 2010, p. 24.

8 Wilson CookReport — Envestra (Qldpecember 2010, p. 26.

*  EnvestraQld access arrangement informatjdBctober 2010, attachment 7-1, p. 11.
0  EnvestraQld access arrangement informatjdBctober 2010, p. 37.
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access arrangement period is not large in compatesthat contemplated by
Envestra for its South Australian netw§tWilson Cook concluded that Envestra
was capable of achieving its main replacement jrogat the planned raté.

The AER accepts that a program of this magnituésents a level of risk for
customers. As the decision on the rate of replanéméargely in the hands of
Envestra, it would seem appropriate that Enves$toald manage most of the risk
associated with this decision. A sharing of risksg these lines is achieved through
the AER’s intention to require forecast deprecatiather than actual depreciation to
be used at the revision the access arrangemefitr 27 (refer chapter 4). Under the
forecast depreciation approach, a significant priiqo of a capex allowance that is
not spent would be recovered. This is becausedpeediation removed from the
capital base at the next reset will be based ohitjteer forecast capex allowance. If
more expenditure is undertaken, Envestra wouldiaitwihave only depreciation
associated with the forecast capex allowance rethfyeen its capital base, but it
would be able to add the full amount of the ovenspi® its capital base. Section 3.6.3
provides discussion on the incentives under foteanras actual depreciation
approaches.

With the exceptions outlined in section 3.6.2.4, &ER considers that the proposed
mains replacement capex forecasts for the Ipswatiark are justified. The AER
also considers that Envestra has not demonstratadacceptably high risk was
posed by continuing low level gas leakages assxtiatth the Brisbane network and
the expenditure for this part of the network shdagdchalved, along with the
exceptions outlined in section 3.6.2.4.

3.6.2.2 Growth assets capital expenditure

Envestra has proposed $66 million ($2010-11) forgin asset capex, which is
38 per cent of the proposed capex program for ¢hess arrangement periodrhe
expenditure comprises of mains, inlets and metstaso service new uséfs.

Envestra’s forecast growth asset capex is 55 p#rhegher than actual expenditure
incurred in the earlier access arrangement périghvestra’s actual growth assets
expenditure was 27 per cent greater than the Q@¥cé#st for the earlier access
arrangement periot.

The AER has reviewed Envestra’s growth capex praljgosdetermine whether the
investment in these new assets is justified andiveinehe costs have been estimated
appropriately.

Prudence of growth capital expenditure

A key issue considered by the AER in relation tovgh capex is the impact of
declining average domestic consumption that is eggeover the access arrangement

1 wilson CookReport — Envestra (Qldpecember 2010, p. 26.

62 Wilson Cook,Report — Envestra (Qldpecember 2010, p. 26.

8 EnvestraQld access arrangement informatjdBctober 2010, p. 87.

®  EnvestraQld access arrangement informatjdBctober 2010, p. 99.

% EnvestraQld access arrangement informatjdBctober 2010, pp. 34 and 87.
% EnvestraQld access arrangement informatjdBctober 2010, pp. 34-35.
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period for existing customers. Envestra also gditeid new customers are expected
to use less gas than existing customers. At issudéther the additional revenue
generated from new customer connections wouldfyuste additional investment by
Envestra. In their submissions, AGL and Origin geed whether adding new users
to Envestra’s network would meet the national daieaiive®’ That is, would this
expenditure on growth of the network be in the ltargn interests of consumers, in
particular, with respect to price.

The AER has examined the impact of new customeBnwestra’s network and
whether new customers would be cross subsidisexisying customers. In

particular, the AER has considered growth capesaated with new housing estates,
domestic load in established suburbs and industndlcommercial load in
established suburl58 The AER has come to the view that there is a pesitusiness
case for undertaking the growth capex proposednweéira for the following
reasons:

=  Envestra’s business case analysis for the signifieatensions to its network
showed that the net present value (NPV) of increéadeavenue exceeded the
NPV of capef’

= Wilson Cook reviewed the cost estimates provide&yestra and found the unit
rates used to estimate reticulation and customameaxiion costs were, in its view,
within the expected randfe

®  Subject to the resolution of certain assumptiorGlLATasman has concluded that
the customer number forecasts proposed by Envastn@asonabié’?

= Wilson Cook recommended that the scope and timinigeoproposed growth
capex is prudent based on Envestra’s forecast diffian

Consequently, the AER accepts that the proposeeneljpire would result in a net
benefit to customers overall.

Estimated cost

In its proposal, Envestra provided material suppgrits growth capex cosf.
Wilson Cook has also provided advice on growth gaqmsts and indicated that:

= the composition of the demand forecast unit rabesthe breakdown of the unit
rates by customer class were within a range Wi3ook considered to be
reasonablé’

87 AGL, Envestra’s Qld gas network access arrangeminvember 2010, p. 3; and OrigiBnvestra

(QLD) and APT Allgas access arrangement propodddsrember 2010, p. 1.

EnvestraQld access arrangement informatjddctober 2010, p. 100.

EnvestraQld access arrangement informatjddctober 2010, p. 100.

0 wilson CookReport — Envestra (QldPecember 2010, pp. 28-29.

™ These include the Queensland economic growtltésts which are discussed in Chapter 10 of this
decision.

ACIL TasmanReview of demand forecasts for Envestra, Qiecember 2010, p. 33.

3 Wilson CookReport — Envestra (QldPecember 2010, p. 29.

" EnvestraQld access arrangement informatjdBctober 2010, attachment 7-1.

68
69

72

27



= the length of mains extensions work related to nemnections proposed was
acceptablé®

= the proposed unit rates for cost of meters, regtdand meter boxes were
reasonablé’

= the application of the proposed unit rates to tlemes derived from the demand
forecasts matched the proposed expendfture

= it was satisfied with the application of the propdsnit rates to the volumes
derived from the demand forecasts as these magghrtiposed expenditure in the
case of volume customef.

In light of the information provided by Envestradathe advice from Wilson Cook,
with the exception of some contingency allowanse® (section 3.6.2.4), the AER
considers that growth capex proposed by Envesjtatigied.

3.6.2.3 Other capital expenditure

Other capex of $31 million ($2010-11) makes up é8agent of the total capex
forecast for the access arrangement period. Tipisrekture relates to a range of
activities, including: meter replacement, augmeaitadf the network, telemetry, IT
equipment in addition to a number of smaller exiene items.

The AER has considered each of these expendiemesiand considers that for most,
the proposed costs have been adequately explamidstified by Envestra.
However, the AER has adjusted meter replacemegimeantation and sleeved railway
crossings. The AER has reached these positiorss\ariety of reasons including:

® jt does not accept the costs associated with agerticy allowances because the
proposed contingencies did not include sufficiegtbds on the justification of a
contingency

= Envestra’s approach to the recovery of overheattoisimplistic and may tend to
overstate overhead costs over time

= Envestra’s proposed real cost escalators haveesot &stimated on a reasonable
basis nor produce the best forecast in the circamests faced by Envestra.

In some cases, where the proposed expendituriats/edy small, the AER has
undertaken a higher level review of the proposedscto establish consistency with
the previous pattern of capex incurred by Envestra.

In total the AER considers that Envestra’s propas@ér capex ought to be adjusted
from $31 million ($2010-11) to $27 million ($2010H)1

S Wilson Cook,Report — Envestra (QldPecember 2010, p. 29.
5 Wilson Cook,Report — Envestra (QldPecember 2010, p. 29.
" Wilson Cook,Report — Envestra (QldPecember 2010, p. 29.
8 Wilson Cook,Report — Envestra (QldPecember 2010, p. 29.
®  Wilson CookReport — Envestra (QldPecember 2010, p. 29.
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The AER has also sought advice from Wilson Cookach capex item. The AER’s
assessment of other capex expenditure and a bnehary of the recommendation
provided by Wilson Cook are presented in table 3.10
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Table 3.10: Other capital expenditure

Item (.)f Envestra Wilson Cook recommendation AER consideration
expenditure proposal
Envestra has a requirement to periodically (10-d&s) change  The number of meter replacements is driven byeleirements of
gas meters in order to test them for metering amyuwhich is in  the Queensland Petroleum and Gas (Production detiypact. The
accordance with a Measurement Scheme under thenQlaad AER is satisfied the forecast number of meter regrigents is
Meter . Petroleum and Gas (Production and Safety)®ABnvestra is consistent with the requirements of the Act basethe condition of
replacement $7.0 million e ired to address the Production and Safetywuere the network. However, the AER requires Envestnatoove the
capex ($2010-11) compliance is required as a licence condifiofihe forecast 10 per cent contingency allowance, which is diseddarther in
numbers of meters to be changed or refurbished ameddo section 3.6.2.4.
Envestra’s inventory is reasonaffe.
Expenditure on meter replacement appears to benab®®
Business cases submitted by Envestra for the aeigithentation The AER is satisfied the augmentation projects psep by
Augmentation $5.7 million projects provided a suitablg justification for cap€he dir_eqt o Envestra _hav_e been jugtified. The bl_Jsiness casepd by
capex ($é010_11) expenditure on augmentation appears to be prudentficient™ Envestra justify the projects to a satisfactorydtad. However, the
Based on the evidence that Envestra provided, ritygoged AER requires Envestra to remove the 10 per certiragancy
augmentation work is prudent in scope and tinfihg. allowance, which is discussed further in sectidh24.
Telemet $1.9 million  The forecast expenditure on telemetry was immdtand appears The AER is satisfied the forecast telemetry capstieen justified
Clemelry CapeX  ($2010-11) to be justified® as the proposed costs are consistent with histiencls.

80

EnvestraQld access arrangement informatjddctober 2010, p. 94.

8 wilson CookReport — Envestra (QldPecember 2010, p. 30-31.
8 Wilson Cook,Report — Envestra (QldPecember 2010, p. 31.
8 Wilson Cook,Report — Envestra (QldPecember 2010, p. 31.
8 Wilson Cook,Report — Envestra (QldPecember 2010, p. 30.
8 Wilson Cook,Report — Envestra (QldPecember 2010, p. 30.
8 wilson Cook,Report — Envestra (QldPecember 2010, p. 31.
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Item of Envestra

) Wilson Cook recommendation AER consideration
expenditure proposal

Regulators and $1.9 million Envestra’s forecast expenditure on regulators afeces was The AER is satisfied the forecast regulators ankfegacapex has

valves capex ($2010-11)  justifie q87 tbrz(re]gsjustmed as the proposed costs are consistéht historic
Concluded that Envestra’s forecast capex on ITesystwas The AER is satisfied the IT capex proposed by Emadsas been
- prudent and efficient and reasonable for a busiok#ss type. justified. The costs are comparable with busines§esnilar size
$5.3 million . .
IT capex ($2010-11) Includes periodic replacement and upgrading ofward and and type.

software and the completion of new systems for work
management, advanced asset management and fialdagzatiré®

Other distribution systems capex— Envestra has proposed $7.9 million ($2010-11)ther distribution systems capex over the acceasgement period® * The
individual items are discussed below.

The AER is satisfied this capex proposed by Enadslis been
justified to ensure the safety of the public ar@l shcurity of supply

The expenditure on sleeved railway crossings apyiedre to a large number of customers. Envestra submtitigida
Sleeved Railway ~ $4.4 million prudent and its cost reasonablle. combination of previous installation practices #rictl party activities
Crossing ($2010—11) However, the expenditure on sleeved railway crassshould be  Within r_oad and rail cornd_ors has resulted in c_omnpxsed_cathodm
adjusted to remove the 20 per cent contingencyvalce protection and the potential for gas to accumutageconfined spacg.
associated with this expenditiife. The AER agrees with Wilson Cook’s recommendatioretaove the

20 per cent contingency allowance, which is disedgarther in
section 3.6.2.4.

87 wilson CookReport — Envestra (QldPecember 2010, p. 31.

8 Wilson CookReport — Envestra (QldPecember 2010, p. 31.

8 Other non-systems distribution capex includemétef capex that relate to the network infrastmechwt do not fall into the above categories.
% EnvestraQld access arrangement informatidBctober 2010, pp. 87, 100-101.

L wilson CookReport — Envestra (QldPecember 2010, p. 32.

92 Wilson Cook,Report — Envestra (QldPecember 2010, p. 32.

% EnvestraQld access arrangement informatjdBctober 2010, p. 92, attachment S18.
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exggrr?dﬁfjre IFE)PC:/F?;;Q Wilson Cook recommendation AER consideration
The AER is satisfied capex for the remaining iterhsapex
Remaining items $3.5 million  The expenditure on these items was prudent ancoiste proposed by Envestra have been justified. On tkes lod Wilson
— reasonable. ook’s advice, the concludes that the remaiiteims of capex
9 ($2010-11) blé* Cook’s advice, the AER ludes that th f
are justified*®
32:5{)&?3“ $1.0 million  Forecast expenditure on other non-distributionesystappears to The AER is satisfied the capex for other non-distiion system
— e prudent. proposed by Envestra has been justified.
($2010-11) b dent? dby E has been justified

system capex

94
95
96

Wilson Cook,Report — Envestra (Qldpecember 2010, p. 32.
Wilson Cook,Report — Envestra (QldPecember 2010, p. 32.
Wilson Cook,Report — Envestra (Qldpecember 2010, p. 32.
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3.6.2.4 Other adjustments made to the projected capital bas

Contingency allowances

The AER recognises that the process for estimaipgx, although expected to be
efficient and final, is not necessarily an exadgasss. The AER therefore considers
that a contingency allowance for a cost estimatiginfactor of the type proposed by
Envestra may be appropriate in some circumstafiggscally, such circumstances
apply where the allowance is informed by speciigtances of actual past cost
increases where the inherent risks and some camtinggk could be identified in the
determination of the base estimate. The Austrdliampetition Tribunal (Tribunal)
formed such an opinion in respect of its decisinran application by East Australian
Pipeline Limited (EAPL). In that decision, the Tuiial allowed a contingency factor
in the calculation of an optimised replacement ¢0RC) to cover construction cost
omissions as the Tribunal considered a prudennpateew entrant would allow for
contingencies and include them in its calculatibitso)ORC to arrive at its “buy or
build” depreciated optimised replacement cst.

The AER considers that in its application to thétinal, EAPL provided significant
design and cost estimate details on its pipelineod based on experience and
knowledge of the network upon which its contingefaryomissions was based.
Further, the Tribunal considered the replacemesit aba complete pipeline which
the AER considers is likely to have significanthggter cost uncertainties and risks
than the capital projects proposed by Envestrar(sa@placement, meter
replacement, augmentation, replacement of hazaskwges (inlets) and sleeved
railway crossings).

Envestra’s proposed contingencies for each ofipex categories did not include
details on the justification of a contingency. Esiva has substantial experience in the
construction, installation and estimation of capetvities such as augmentation and
mains and meter replacement, and should be aldentity and estimate all the
relevant costs for these activities. It is the vifwthe AER that Envestra’s capex
estimates should contain minimal cost omissions.

In its review of Envestra’s capex, Wilson Cook ddesed that it was not appropriate
for non-specific contingency allowances to be addeegkpenditure estimates in
regulatory submissions for the following reasohs:

= the allowances constitute a provision

= whilst a contingency allowance may need to be dallein some instances, such
allowances are unlikely to be called on generalhto their full extent; and to
argue that they would is to say, in essence, b#abtisiness concerned is unable
to estirggte its costs accurately or that it dogsuigh any risk of cost overruns to
remain:

" Australian Competition TribunaEast Australian Pipeline Limited [2004] ACompTragraph

50, 8 July 2004.
% Wilson CookReport — Envestra (QldPecember 2010, p. 37.
% Wilson CookReport — Envestra (QldPecember 2010, p. 37.
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The AER agrees with Wilson Cook that the forecaséind budgeting processes
proposed by Envestra are sound, refined perioglieaitl capable of producing
estimates that prove, in the event, to have beemraie!*® Wilson Cook considered
that there is no reason why any general contingenogher such general provision
should to be agreed to for capex, as it had nat bswblished that it was
necessary*

Further, the AER considers that in some casesrugartcy allowances may be
symmetrical resulting in deductions from the fost@xpenditure. Without a detailed
analysis and review of each specific expenditejtsuch symmetries cannot be
identified. The AER considers that a general caygircy allowance, which is purely
based on estimates, will not show this.

The AER therefore considers that Envestra’s progggapex on mains replacement,
meter replacement, augmentation, replacement @frtiaas services (inlets) and
sleeved railway crossings is not consistent wi#9(2)(c) of the NGR. The AER
considers that the contingency allowances apptidddse capex items are excessive
and therefore do not meet the requirements of(2){® of the NGR. as it does not
comply with the relevant requirements of the NG as such is not consistent with
the national gas objective of the NGL. The AER rszpIEnvestra to make the
amendments set out in section 3.8 of this drafist@t

Overheads

Overhead costs include, for example, costs assacwith network planning,
procurement, fleet and other costs that are nate@lto specific capex categories and
are allocated across other capex categories. TieddBsiders that overhead costs
need to be directly referable to the delivery gfgtine service$’ Envestra has
proposed a general overhead rate of 20 per cenisthdded to capex with the
exception of expenditure on mains replacement agdantation where a 10 per cent
overhead rate has been appfied.

The AER considers Envestra’s approach to the regafeoverheads is too simplistic
and may tend to overstate overhead costs over @werheads costs are not likely to
increase in direct proportion to underlying cadastead overhead costs would only
partly relate to the level of capex incurred by &stva as these overhead costs would
contain certain fixed costs that should not inoegadirect proportion to capex over
time.

In reviewing the proposed overheads costs, the A&iRidered:
1. how the components of overheads costs relate tprthwsion of pipeline services

2. whether any of the overheads cost would be recdwvasewhere — that is, the
potential for double counting

3. whether the growth of overhead costs expected e is reasonable.

190 wilson Cook,Report — Envestra (QlgdPecember 2010, p. 37.

101 wilson CookReport — Envestra (Qldpecember 2010, p. 37.

12 NGL, s.2 and 23.

193 EnvestraQld access arrangement informatjdBctober 2010, p. 102.
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Components of overheads costs

Envestra provided little information on the compiosi of overhead costs in its access
arrangement proposal. On request from the AER, &rav@rovided information
detailing the costs that make up the capital o\etbE* Envestra indicated its
forecast overheads comprise of six types of c&stgestra’s proposed composition of
capital overheads for 2009-10 is outlined in tablel below.

Table 3.11: Composition of Envestra’'s capital overbads

Cost Cost description

Includes the cost of senior management involvenmetite management of

Operations Management capital projects and the costs involved in prowdassociated administrative

and Administration

support.
Planning & System Includes the costs in providing network analysesign, mapping and costing
Design support in relation to network extensions and nicdifons.

Includes the procurement costs and maintenancehithes involved in capital

Procurement and Fleet o
activities.

Includes the costs of providing:

= Medium to high-level technical audits;

® Training with respect to field operations;

Technical Assurance

Development, conduct and maintenance of competbasgd skills system;
® Risk assessments; and

= Regulatory compliance assurance.

Includes the costs of providing design and engingesf transmission pressure
Network Engineering pipelines and non-standard gas distribution assetls as major I&C meter
stations, regulator sets, etc.

Includes the indirect costs in the business thapsrt the capitalised overhead

Support departments above (e.g. Finance, IT, HR, HSE asurémce).

Source: AER, email to Envesti®ER EN.12—Questions on capitalised overheads
16 November 2010, attachment.

Each component of the overhead costs set out i@ 8abl is related to the operation
of Envestra’s network. Consequently, the AER accEpivestra’s composition of the
capital overheads and that the costs are thosavthdtl be incurred for the delivery
of pipeline service$>

104 AER, Email to EnvestrédER EN.12—Questions on capitalised overhed@sNovember 2010.
195 NGL, s. 2 and s. 23.
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Potential for double counting of overhead costs

The AER requested information from Envestra on Wwhethe costs are allocated to
the APA Group or to Envestrd® Envestra has further submitted that all the carsts
incurred by the APA Group in operating Envestrassawork’

Further, the AER sought conformation from Enveasdo whether overheads were
deducted from the base year costs used to foregpsnditure in the access
arrangement periof® Envestra confirmed that the overheads were ded i the
base year costs, which were then used to foregpsnditure:®®

On this basis, the AER accepts that Envestra’sheagt costs are not double counted.

Growth of overhead costs

The AER considers that it is normal practice foernead costs associated with
putting new fixed assets into service to be recgaghas a component of capex. This
view was supported by Wilson Cob®.

Wilson Cook considered that given the large ina@eaghe capex program, the level
of overheads should be separately assesséicconcluded that while the scope of
overhead costs was reasonable, it considered sheréd be a reduction in the growth
of overhead costs going forward as these costsditend to be fixed rather than
variable. The AER agrees with Wilson Cook thatgmsicant proportion of

overheads would be of a fixed nature and expecie@ctline as a proportion of total
capex over time. Therefore, the AER considerstti@forecast overhead costs
proposed by Envestra are too high and thereforaatreonsistent with the NGR?

In rejecting the proposed level of overhead castsdast by Envestra, the AER
considers an appropriate alternative is to useh®aat costs incurred in 2009-10 as a
basis for costs in the forecast period. The AERsm®Ts that overall capex incurred
in 2009-10, of which overhead costs form a compgnsronsistent with the pattern
of historical capex incurred during the earlieregscarrangement period and was
similar to the level accepted by the QEROn this basis, the AER considers that
overhead costs incurred in 2009-10 of $2.5 mil(®2010-11) forms an efficient
base level* These costs have been added by the AER to camachmyear of the
access arrangement period. This approach resudtsoial overhead cost of $12
million ($2010-11) compared to total cost of $23liom ($2010-11) proposed by
Envestra, a reduction of 46 per cent.

1% AER, Email to EnvestrédER EN.12—Questions on capitalised overhed@sNovember 2010.
197 Envestra, Email to AERAER EN.12—Questions on capitalised overhead3ecember 2010; and
Envestra, Email to AERAER EN.12—Questions on capitalised overhefid3ecember 2010,

attachment.
198 AER, Email to EnvestréAdER EN.12—-Questions on capitalised overhe8d3ecember 2010.
199 Envestra, Email to the AERER EN.12—Questions on capitalised overhe@d3ecember 2010.
10 wilson Cook,Report — Envestra (QlgdPecember 2010, pp. 33-34.
1 Wwilson Cook,Report — Envestra (QlgdPecember 2010, p. 34.
H2 NGR, r. 72(1)(c)(i) and r. 74(2)(b).
13 EnvestraQld access arrangement informatjdBctober 2010, pp. 35-36.
14 Envestra, Email to the AERAER EN.12—-Questions on capitalised overhea@isNovember 2010.
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Cost escalators

The AER’s consideration of Envestra’s proposed esstlators is discussed in
chapter 8 of this draft decision. For the reasaribrd in chapter 8; the AER is not
satisfied that the proposed cost escalators apfai€shvestra’s forecast capex comply
with the requirements of r. 79 and r. 74(2) of H@R. As a result, the AER proposes
that Envestra amend its forecast capex by appliegeal cost escalators set out in
chapter 8 of this draft decision.

Conclusion on capital expenditure

The AER consider that Envestra’s forecast capes doecomply with the
requirements of r. 79 of the NGR. That is, it dnesrepresent capex that would be
incurred by a prudent service provider acting efitly, in accordance with accepted
good industry practice, to achieve the lowest sngbde cost of providing services.

Further, the AER considers that Envestra’s propas@ex is inconsistent with the
national gas objective as it does not represeitieft investment in, and efficient
operation and use of, natural gas services foloting:term interests of consumers of
natural gas with respect to price, quality, safegliability and security of supply of
natural gas?®

The AER also considers that Envestra’s proposezt&st capex does not represent
the best forecasts possible in the circumstah€es.

Table 3.12 shows the capex proposed by Envestraam@ah with the capex which the
AER considers satisfies the new capex criteridnefNGR*’

15 NGL, s. 23.
16 NGR, r. 74(2)(b).
"7 NGR, r. 79.
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Table 3.12: Envestra’s proposed and approved capitaxpenditure for 2011-2016
($m, 2010-11)

2011-12 2012-13 2013-14 2014-15 2015-16 Total
Mains replacement
Envestra proposed 14.6 14.8 154 15.8 16.0 76.4
AER approved 7.5 7.5 7.6 7.6 7.4 37.6
Growth assets
Envestra proposed 12.6 134 13.0 12.9 14.1 66.1
AER approved 11.2 11.7 11.2 10.9 11.6 56.5
Other capital
expenditure
Envestra proposed 7.6 10.1 4.8 4.1 4.2 30.9
AER approved 6.7 8.8 4.2 3.5 3.5 26.7
Total capital
expenditure
Envestra proposed 34.8 38.3 33.2 32.8 34.3 173.4
AER approved 254 27.9 23.0 22.0 225 120.8

The AER requires Envestra to amend its accessgemaent proposal as outlined in
amendment 3.1.

3.6.2.5 Capital contributions

Envestra has not proposed any non-conforming dagatdributions for the next
access arrangement perid8 Envestra proposes that all capex is conformingxap
However, Envestra has proposed that where capexraeomply with the
requirements set out under r. 79(2)(b) of the NGdpjtal contributions will be sought
from the new users concernEd The AER will require Envestra to provide detaifs o
these one-off payments as part of its annual reygpréquirements to the AER.

Envestra submitted that there are currently no mrggecontractual agreements with
consumers insofar as capital contributions are et *° Envestra noted that these
are one-off payment$!

118
1
1
1

EnvestraQld access arrangement informatjddctober 2010, p. 91.
EnvestraQld access arrangement informatjddctober 2010, p. 91.
EnvestraQld access arrangement informatjddctober 2010, p. 91.
EnvestraQld access arrangement informatjddctober 2010, p. 91.
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The AER considers that this is consistent withi2(33 of the NGR. Therefore the
AER is not proposing that Envestra amend its acagasgement proposal for capital
contributions.

3.6.2.6 Depreciation
The AER’s assessment of Envestra’s forecast degar@ciallowance is presented in
chapter 4. Table 3.13 reproduces the conclusiams that chapter.

Table 3.13: AER approved depreciation for the accasarrangement period
($m, nominal)

2011-12 2012-13 2013-14 2014-15 2015-16
Straight-line 10.8 12.0 13.1 13.4 14.4
depreciation
Inflationary 8.0 8.6 9.3 9.8 10.4
gain
Regulatory 2.8 3.4 3.8 3.6 4.0

depreciation

The AER requires Envestra amend its forecast degti@e as set out in chapter 4 of
this draft decision.

3.6.2.7 Forecast disposals

The AER accepts Envestra’s submission that theevallany disposals is likely to be
insignificant and considers that forecasting theedor any disposals is problematic.
No amendment is required to Envestra’s accessgeraent proposal for forecast
disposals.

Envestra has submitted that it does not proposelspypsals in the access
arrangement periotf? Envestra submitted that there are a few assetslthaot form
part of the gas distribution system and that npalials of assets have taken place
during the earlier access arrangement pefidBnvestra further submitted that no
material disposals are planned for the accessgenaant period.

3.6.2.8 Adjustment to the capital base for inflation

Envestra used a forecast inflation rate of 2.57cpet in its modelling. The AER’s
consideration of Envestra’s approach to estimagxmected inflation is discussed in
chapter 5. For reasons discussed in chapter SERUSes a geometric average
comprised of the RBA’s most up to date short-tanftation forecasts and the target
range mid-point of 2.5 per cent to estimate aratigh rate of 2.52 per cent over a 10
year period for the access arrangement period ABR therefore rejects the
proposed forecast inflation rate used by Envebtoavever, the AER notes that the
forecast inflation amount will be updated for tieaf decision based on most up to
date information.

122 EnvestraQld access arrangement informatjdBctober 2010, p. 111.
123 EnvestraQld access arrangement informatjdBctober 2010, p. 111.
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3.6.2.9 Summary for projected capital base

The AER has considered the components of Envegirajsosed projected capital
base. Given the amendments required to Envestraf®ped capex, forecast
depreciation and adjustment of the capital basenftation, the AER considers that
Envestra’s projected capital base does not comptymnw74(2) and r. 78 of the NGR.
The AER requires Envestra to make the amendmentasen section 3.8 of this
draft decision.

3.6.3 Closing capital base for the access arrangeme  nt period

Envestra did not propose a depreciation approabke tesed to roll forward the capital
base at the next reset. However, in a responsguery from the AER, Envestra
subsequently proposed an actual depreciation agipfé4t considered such an
approach to be complementary to its proposed effay carryover mechanism for the
access arrangement period.

The AER is mindful of incentives created througé tise of actual or forecast
depreciation to roll forward the capital base atlext reset. A price cap form of
regulation, which applies in the case of Envegirayides an incentive to underspend
capex as the associated allowances for depreciatidmeturn on capital are retained
(at least) until the access arrangement is nexdedy The choice of depreciation
approach interacts with this incentive. A foreaespreciation approach would update
the straight-line depreciation determined in thesidion for actual inflation only

when the access arrangement is next revised. Nistaggnt would be made to the
forecast depreciation for any difference betweeadast and actual capex over the
access arrangement peri@@bmpared t@ forecast depreciation approach, actual
depreciation creates a greater incentive for anlessito underspend its capex
allowance. A forecast depreciation approach redtiissncentive because the
business receives no advantage in terms of refurapital in underspending its
capex allowance. Funds returned to the businessglilre access arrangement period
are subtracted from the capital base (subjecta@tiiustment for actual inflation).
Under an actual depreciation approach, if a busineder spends its forecast capex,
the depreciation adjustment to its capital basedalculated. The business will have
less depreciation removed from its capital base tha funds that were return to it
during the access arrangement period. The norroahtive for a regulated business
under a price cap to underspend its capex allowsnberefore heightened by an
actual depreciation approach.

For example, consider where the AER had foreca®tiillion in capex in a given
year of an access arrangement period with $1 mitiibassociated forecast
depreciation. If the business subsequently spent:

= 3$5 million in capex in that year with associatetlatdepreciation of $0.5
million. Under the forecast depreciation approathilion would be removed
from the capital base for that year, while undeaciual depreciation approach
only $0.5 million would be removed.

124 Envestra, Email to the AERW: AER.EN.16 - remaining asset lives and roll farsy
10 December 2010.
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= $15 million in capex in that year with associatetual depreciation $1.5 million.
Under the forecast depreciation approach $1 milvoald be removed from the
capital base for that given year, while under anaaepreciation approach now
$1.5 million would be removed.

The example above illustrates that a forecast degiren approach is effectively
neutral in its impact on incentives. However, unaieiactual depreciation approach
the business will do better if it can underspeaaté@pex allowance and will be worse
off it overspends its capex allowance.

The AER recognises that a business can undersfseoapex allowance for a number
of reasons. For example, the business could:

= overstate its forecasts
= improve efficiency in provision of the service
= defer spending, extracting additional service dugxisting assets

= compromise on service quality.

An actual depreciation approach is typically usadelectricity distribution. The AER
considers that the actual depreciation approaappsopriate for electricity
distribution given the dynamics of that industryldhe service quality incentives
facing those businesses. Electricity distribut@segally operate in a relatively more
dynamic environment than gas distributors, wheosvgrg demand can apply
significant pressure to increase spending. In sirckimstances, the AER is
concerned that such spending be efficient, whiferdal of expenditure is relatively
less likely given the pressing demands. To pregkadtricity distributors
compromising on service quality, service qualityantive schemes exist that penalise
poor performance. In contrast, gas distributorsegaty operate in a less dynamic
market, which can give them scope to defer experalds the situation allows. Gas
distributors are also not subject to any servicgityuincentive scheme.

The AER considers that a forecast depreciationagubr should be used to establish
Envestra’s opening capital base for the accesagament period commencing 1 July
2016. While a forecast depreciation approach maygmeate as great an efficiency
incentive as an actual depreciation approach, e gonsiders this appropriate

given the nature of the gas distribution indusi&yorecast depreciation approach is
neutral in terms of its impact on a business’s dp&non capex. It does not encourage
deferral of spending nor discourage the maintenahservice quality. If capex
forecasts prove to be well off target, above ooweit reduces the risk to the service
provider and customers by removing from the caigale only the depreciation that
had actually been allowed for by the regulator.

A forecast depreciation approach has been useatibety under the previous Code
and the AER has approved such an approach ingtsides for Jemena’s, Country
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Energy (Wagga Wagga)'s and ActewAGL'’s gas networkss approach is also
consistent with the approach outlined in the AE&sess arrangement guideliie.

With regard to Envestra’s argument for consistemtyveen incentives for opex and
capex efficiency, the AER considers that an adlegreciation approach is not an
efficiency incentive mechanism. Even if it has imibee properties — to reduce
expenditure - it does not have the mechanics @ratitentive mechanisms such as
the EBSS. There are also broader concerns (ingutimissue of Envestra’s ability to
deliver its projected mains replacement progratharate it proposes) that must be
weighed up by the AER in making its decision.

3.6.4 Other access arrangement proposal provisions relevant to the
capital base

3.6.4.1 Capital redundancy policy

Envestra did not propose a capital redundancy yp&dicthe access arrangement
period. Envestra stated that a policy of identiyand removing redundant assets
from the regulatory asset base would not be candistith the national gas objective
set out in section 23 of the NG&.Consistent with the earlier access arrangement
period, Envestra stated that due to the low frequamd asset value of any redundant
assets that might arise, their overall value is atamal. It would not be efficient or
productive to attempt to identify such assets @mdave them from the asset baSe.

Rule 85 of the NGR does not require a businesave a capital redundancy
mechanism. As stated in section 3.6.1.4, the ABRIiders that the value of any
redundant assets in Envestra’s network is unlikefystify the cost of identifying
them and removing them from the asset base. The tA&RRfore does not require
Envestra to have a capital redundancy mechanisna@repts that no adjustments for
redundant assets will be required during the acagasgement period.

3.7 Conclusion

Opening capital base

The AER does not propose to approve the openinidggtdase proposed by Envestra
for the access arrangement period as it does maplgowith r. 77(2) of the NGR and
requires Envestra to make amendment 3.1 set codvbel

Forecast capital expenditure

The AER does not propose to approve the forecagixgaroposed by Envestra as it
does not comply with r. 78 and r. 79 of the NGRe BER requires Envestra to make
amendment 3.2 as set out below.

125 AER, Access arrangement guidelifdarch 2009, pp. 61-62.
126 EnvestraQld access arrangement informatjdBctober 2010, p. 111.
127 EnvestraQld access arrangement informatijdBctober 2010, pp. 109-111.
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Closing capital base for the access arrangement per  iod

The AER considers that a forecast depreciationagubr should be used to establish
Envestra’s opening capital base for the accesagement period commencing

1 July 2016.

Other provisions of the access arrangement proposal

The AER considers that the proposed treatment wfoomforming capex is consistent
with rr. 81-84 of the NGR.

3.8 Required amendments

Before the proposed access arrangement can bet@edcEpvestra must make the
following amendments:

Amendment 3.1:make all necessagmendments to the access arrangement proposal
and access arrangement information in order taohsistent with the following table:

Table 3.14: AER approved opening capital base ($mominal)

2006-07 2007-08 2008-09 2009-10 2010-11 2011-12

Opening capital base 230.5 249.9 269.4 283.8 299.3 316.4
Add cape& 18.4 14.1 13.8 14.2 17.0

Add indexation 5.8 10.9 6.8 8.4 7.8

Less depreciation 4.9 5.5 6.3 7.1 7.7

Less redundant assets 0.0 0.0 0.0 0.0 0.0

Less disposals 0.0 0.0 0.0 0.0 0.0

Closing capital base 249.9 269.4 283.8 299.3 316.4

(a) Excludes capital contributions
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Amendment 3.2:make all necessagmendments to the access arrangement proposal
and access arrangement information in order toohsistent with the following table:

Table 3.15: AER approved forecast capex ($m, 201081

2010-11 2011-12 2012-13 2013-14 2014-15 Total
Mains replacement 7.50 7.49 7.61 7.61 7.43 37.64
Meter replacement 1.12 1.14 1.16 1.18 1.19 5.79
Augmentation 0.52 3.92 0.06 0.22 0.33 5.05
Telemetry 0.48 0.28 0.32 0.40 0.26 1.74
Regulators and valves 0.45 0.39 0.37 0.29 0.30 1.80
IT 2.49 1.30 0.92 0.11 0.07 4.89
Growth assets 11.19 11.65 11.18 10.86 11.58 56.46
Other distribution system 1.44 1.51 1.20 1.14 121 6.49
Other non-distribution
system 0.23 0.26 0.16 0.17 0.16 0.98
Total 25.42 27.94 22.97 21.97 22.52 120.83
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4 Depreciation

Depreciation affects total revenue in two wayssEiit is a component of the
projected capital base, and second, it is a segadapreciation building block.

The AER accepts Envestra’s proposed standard andireng asset lives for the
access arrangement period. The standard assethiaes been revised from those
used in the earlier access arrangement period.r€hgining asset lives have also
been revised based on the proposed standard agset These changes bring
Envestra into line with previous AER decisions relgeg the expected economic lives
of pipeline assets.

The AER rejects Envestra’s proposed forecast degdren allowance. The AER has
determined a total of $64 million in straight-lidepreciation for the access
arrangement period. This total reflects the variéaistors that affect the capital base
over the access arrangement period.

4.1 Introduction

This chapter sets out the AER’s consideration ofeStra’s proposed depreciation
schedule and asset lives for the access arrangg@eod against the requirements of
the NGR. No submissions were received on Envegtrajgsosed depreciation
schedules.

4.2 Regulatory requirements

Envestra is required to provide a depreciation dalgethat sets out the basis upon
which the assets constituting the capital bas¢cee depreciated for determining
reference tariffs (r. 88(1) of the NGR). The scHedunay consist of a number of
separate schedules each relating to an assettmuparasset classes (r. 88(2) of the
NGR).

Rule 89(1) of the NGR provides that the depreamsichedule should be designed:

(@) so that reference tariffs will vary, over tinle a way that promotes
efficient growth in the market for reference seegcand

(b) so that each asset or group of assets is daprdover the economic
life of that asset or group of assets; and

(c) so asto allow, as far as reasonably practgdbi adjustment
reflecting changes in the expected economic lifa particular asset, or
particular group of assets; and

(d) so that (subject to rules about capital redangp an asset is
depreciated only once (i.e. the amount by whichsset is depreciated over
its economic life does not exceed the value ofset as at the time of its
inclusion in the capital base (adjusted, if thecatding method approved by
the AER permits, for inflation)); and

(e) so as to allow the service provider's reasanabkds for cash flow to
meet financing, non-capital and other costs.
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Rule 89(2) states that compliance with r. 89(1) mmaplve the deferral of a
substantial amount of depreciation.

Clause 5(1)(d) of schedule 1 of the NGR, requinesAER, in deciding whether to
approve an access arrangement revision proposaldrvansitional access
arrangement, to take into account the deprecistbedule for the transitional access
arrangement under section 8.32 of the Code.

4.3 Access arrangement proposal

Envestra proposed estimating depreciation usiricagghkt-line method of
depreciation. Table 4.1 sets out Envestra’s fotedbgsreciation for the access
arrangement period.

Table 4.1: Envestra’s proposed depreciation for thaccess arrangement period
($m, nominal)

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

Straight-line

depreciatiorf 9.8 11.3 12.8 14.3 15.6

Source: Envestr&)ld access arrangement informatjddctober 2010, p. 116.
€)) These depreciation figures do not include #gative depreciation adjustment
associated with the inflation of the capital base.

The forecast depreciation amounts for the acceaagement period are based on the
proposed remaining asset lives and standard agsefpresented in table 4.2.

Table 4.2: Envestra’s proposed standard and remainig asset lives (years)

Original Proposed Proposed

Asset Category standard lives  standard Lives  remaining lives

Mains 75 60 52.6
Inlets 75 60 39.4
Meters 31 15 10.0
Telemetry 10 20 17.5
IT systems 10 10 7.5
Other distribution equipment (e.g. regulators) 75 0 4 17.4
Other (e.g. motor vehicles) 75 10 5.0

Source: Envestr®ld access arrangement informatjddctober 2010, pp. 113 and 116.

Envestra proposed adjustments to the standardsdssest from those used by the
QCA in the earlier access arrangement period. @@\standard asset life used by the

1 This clause is also relevant if the AER makesits proposal for revision of a transitional access

arrangement under r. 63 or r. 64 of the NGR.
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QCA for IT systems of 10 years has been retainade&ira benchmarked the
standard asset lives as approved by the AER imt@meess arrangement decisions.
These decisions included access arrangementsifanzeGas Network (NSW),
ActewAGL and Country Energy (Wagga Wagga). In oihstances Envestra
provided a business case assessment (based orc&emyineering factors) for the
standard asset lives it proposdfnvestra used the proposed standard asset lives fo
depreciation of new assets and to adjust the rentpasset lives of existing assets as
at 1 July 201%.

4.4 AER’s consideration

In assessing the depreciation schedules proposEdsstra, the AER reviewed the
proposed:

= depreciation approach
= asset lives, used to determine the depreciatien rat

= forecast depreciation allowance.

4.4.1 Depreciation approach

The AER considers that Envestra’s use of the ditdige depreciation method is
consistent with r. 89(1)(a) of the NGR in allowifog reference tariffs to vary over
time in a way that promotes efficient growth in tharket for reference services.
Over the life of an asset, straight-line deprecrateads to relatively smooth price
changes, which is appropriate as consumption dalatservices is expected to grow
steadily over the access arrangement period.

4.4.2 Assetlives
The depreciation schedule reflects the asset tifése various assets used to provide
the reference services. There are two types of hgss:

1. the standard asset lives to be applied to newsassad
2. the remaining asset lives of existing assets.

4.4.2.1 Standard asset lives

The AER considers that consistency in the asse$ lacross access arrangement
periods ensures that reference tariffs will varg way that promotes efficient growth
in the market for reference services (r. 89(1)fahe NGR). In previous decisions,
the AER accepted the standard asset lives progmstte service provider largely on
the ba4sis that these were the same asset livedarstb@ earlier access arrangement
period.

EnvestraQld access arrangement informatjddctober 2010, pp. 113-116.

¥ Envestra, RFM in email to the AERER.EN.3 - Depreciation modelling err@5 October 2010.
See for example; AERraft Decision: ActewAGL Access arrangement proptmathe ACT,
Queanbeyan and Palerang gas distribution netwodkiy 2010 — 30 June 201Blovember 2009,
p. 54. The standard asset lives did not changthéofinal decision.
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However, the AER is mindful that r. 89(1)(c) of tN&R allows (as far as reasonably
practical) for adjustment to the depreciation scitedo as to reflect changes to
expected economic lives. Accordingly, the AER heangined Envestra’s arguments
with regard to the economic lives of its assets.

In the present circumstances, the AER acceptsdnelard asset lives used by the
QCA were relatively long compared to other gas oekt® in Australia. The standard
asset lives used for the other decisions notednweé&ira are considered to be
consistent with r. 89(1)(b) of the NGR that reqsiessets to be depreciated over their
economic life. Envestra’s benchmarking and busieasss, which set out its
proposed standard asset lives, show that thesgasthasset lives are comparable to
those in other AER decisions for similar assetgaties. Therefore, the AER accepts
the standard asset lives as proposed by Envesttiagf@access arrangement period.

4.4.2.2 Remaining asset lives

Envestra revised the remaining lives of its assated on its proposed changes to
standard asset lives, which are discussed belomexample, the QCA previously
used a standard life for Medium Pressure (MP) Rbijene (PE) mains of 75 years.
Using this life, MP PE mains constructed in 2000a@lild have a remaining life in
2010-11 (10 years later) of 65 years. However, Bmaehas proposed that the
standard life for MP PE mains should be 50 yéarsised this revised standard life to
back cast the remaining life for those MP PE maorsstructed in 2000-01 to arrive
at a revised remaining life for those assets ofetirs (50 years minus the 10 years
the asset has been in the ground). Envestra hi#fsepits approach under r. 89(1)(c)
of the NGR that allows for changes to the econdifaof assets.

The AER agrees with Envestra that r. 89(1)(c) efMGR allows for changes to
assets lives. However, r. 89(1)(c) of the NGR isthe only consideration regarding
the remaining lives of existing assets. Clause(8J1f schedule 1 of the NGR
requires the AER to take into account the deprecistchedules from the earlier
access arrangement. While this clause does not thatithe asset lives from the
earlier access arrangement period need necessardgplied mechanically going
forward, it does require these asset lives be gbogne weight in the AER’s
consideration. Consistency in the remaining as$ses$ pbroposed by a service provider
with the asset lives used for previous access geraent periods has been usual
practice in other AER decisiofis.

For comparative purposes, the AER recalculated irentpasset lives as at 1 July
2011 based on the asset lives used during thereadiess arrangement perfod.
These remaining lives are presented in table /©8.AER also identified an error in
the way Envestra switched depreciation methodssimodel. Envestra agreed to
correct this error. It also adjusted the remairaaget lives calculation to make it

The ‘mains’ asset category contains a varietyains types, each with separate standard asset
lives. Envestra has proposed a standard assef @ years for the ‘mains’ category as a whole
based on mix of mains types it has as at 30 Jug@.20

See for example, AERraft decision: Country Energy Wagga Wagga, Nat@ak Distribution
Network Access arrangement proposal, 1 July 2020 June 2015November 2009, p. 39.

The AER calculated these lives by dividing thesaolg asset values as at 30 June 2011 by their
respective depreciation amounts for 2010-11.
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consistent with its approach for South Australighese revised remaining asset lives
are also shown in table 4.3.

Table 4.3: AER’s and Envestra’s remaining assetuies (years) as at 30 June 2011

Asset Category Envestra revised = Remaining life using

remaining life previous lives
Mains 52.8 64.9
Inlets 38.9 52.3
Meters 10.6 18.9
Telemetry (SCADA) 17.7 234
IT Systems 5.2 12.9
Other distribution equipment (e.g. regulators) 26.7 19.3
Other (e.g. motor vehicles) 2.9 44.1

Source: Envestra, Email to the ABR)V: AER.EN.16 - remaining asset lives and roll
forward, 10 December 2010.

(a) For Telemetry, a negative asset life was catedl as forecast depreciation over
the earlier access arrangement period exceedeatthal capex spent on
Telemetry during that period. The absolute valuthefremaining asset life
calculated has been used for comparison.

The AER is mindful of r. 89(1)(a) of the NGR regaglthe efficient growth of the
market is a relevant consideration in the preseotiimstances. The AER assessed the
step up in prices due to Envestra’s proposed clsaingemaining lives. It found that
prices will be about 1.5 per cent per annum highuer to these revisions. The AER
considers that the size of this impact does nktafBcient growth of the market for
reference services.

Having considered the issues above, the AER acteptemaining lives of existing
assets proposed by Envestra. The AER considersishatly significant weight
should be given to the asset lives used in théee@tcess arrangement period.
However, in the present circumstances, good relasmeen shown to amend the
remaining asset lives. The AER accepts that thpqe®ed revisions to the remaining
asset lives are appropriate and reflective of #se®’ remaining economic lives.

4.4.3 Forecast depreciation

Due to changes to the capital base noted in ch@piéthis draft decision, the AER
has recalculated the forecast depreciation foatoess arrangement period. This
revised forecast is shown in table 4.4.

8 Envestra, Email to the AERW: AER.EN.16 - remaining asset lives and roll farsy
10 December 2010.
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Table 4.4: AER’s draft decision on forecast depreation for the access arrangement
period ($m, nominal)

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

Straight-line depreciation 10.8 12.0 13.1 13.4 14.4
Inflationary gain 8.0 8.6 9.3 9.8 10.4
Regulatory depreciation 2.8 3.4 3.8 3.6 4.0

Regulatory depreciation is straight-line depreoiatet of the inflationary increase in
the capital base for each year. As discussed ipteh&, the forecast inflation has
been set at 2.52 per cent per annum for each yé¢lae access arrangement period for
the draft decision. This inflation forecast will bpdated for the final decision.

Envestra’s depreciation schedule is consistent wid9(d) of the NGR that requires
each asset is depreciated only once. No deferdefeciation under r. 89(2) of the
NGR is required in the present circumstances.

4.5 Conclusion

The AER has accepted the depreciation approackthamnstandard and remaining
asset lives proposed by Envestra. However, dubdonges in the capital base noted in
chapter 3 of this draft decision, the forecast dejation allowance for the access
arrangement period has been revised. The AER tirerdbes not approve the
depreciation schedule proposed by Envestra foatbess arrangement period as it
does not comply with r. 89(1) of the NGR.

4.6 Required amendments

Before its access arrangement proposal can betad¢&mvestra must make the
following amendment:

Amendment 4.2 make all amendments necessary in the accesgamamt proposal
and access arrangement information to take acaduhe revised forecast
depreciation allowance in table 4.4 of this dratidion.
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5 Rate of return

The AER has rejected Envestra’s proposed ratetafmeof 10.64 per cent, as it is not
commensurate with prevailing conditions in the neafer funds and the risks
involved in providing reference services. The AEBfithe view that a rate of return
of 9.96 per cent is appropriate for the benchmamk/ge provider. The AER
considers that Envestra’s proposed rate of retgrderived using financial models
and parameter estimates that are inappropriate. ABR has undertaken a number
of reasonableness checks to confirm the rate afmeat has determined.

This decision reflects the AER’s considerations tha equity beta and MRP
proposed by Envestra were too high with respetheaisks involved in providing
references services under prevailing market coodgi The AER has also rejected
Envestra’s proposed method of setting the debtmisknium, instead finding a
combination of estimates derived from Bloomberg thedAPA Group’s BBB rated
bond provide a debt risk premium which is suffitiencover at least the efficient cost
of debt, and more than sufficient to cover Envésiaatual cost of debt.

The AER calculates a rate of return of 9.96 pettc€his reflects market based
parameters (risk free rate and debt margin) estedaiver an indicative averaging
period of 7 December 2010 to 6 January 2011 anbbeilupdated for the final
decision.

5.1 Introduction

This chapter sets out the AER’s consideration ofdStra’s proposed estimate of an
efficient benchmark rate of return on capital over access arrangement period. The
key issues considered include the selection oflhageepted financial model to
determine the return on equity and the determinatiaelevant parameters—
including the equity beta and market risk premionbé applied in the context of the
capital asset pricing model, and the debt risk juem

The AER’s consideration of the corporate taxatibomaance, including the value of
imputation credits (gamma), is set out in chapter 6

5.2 Regulatory requirements

Rule 72(1)(g) of the NGR requires that the accessigement information for a full
access arrangement proposal must include the prdpase of return, the
assumptions on which the rate of return is caledl@nd a demonstration of how it is
calculated.

Rule 74 of the NGR requires that any forecast bmade included in the access
arrangement information be arrived at on a readertssis, be supported by a
statement of the basis of that forecast or estinaaie represent the best forecast
possible in the circumstances.

Rule 87(1) of the NGR requires that the rate ainmebn capital is to be
commensurate with prevailing conditions in the neaflor funds and the risks
involved in providing reference services.
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Rule 87(2) of the NGR requires that in determirangte of return on capital, it will

be assumed that the service provider meets benkHewais of efficiency, uses a
financing structure that meets benchmark standaesste-gearing and other financial
parameters—for a going concern, and reflects ierathspects best practice. Further,
a well accepted approach that incorporates theat@sjuity and debt is to be used;
and a well accepted financial model is to be used. WACC is given as an example
of a well accepted approach, and the CAPM is gagean example of a well accepted
financial model.

5.3 Access arrangement proposal

Envestra proposed a nominal vanilla WACC approadtetermine the rate of return
on its projected capital bad&his approach requires an estimate of the codebf
and the cost of equity.

Envestra proposed a cost of equity through coraiiter of the CAPM and other
asset pricing modefsSpecifically, Envestra stated that it consideres(standard)
Sharpe-Lintner CAPM, a variant of the this modebkn as the Black CAPM, two
other asset pricing models (the Fama—French tlacerfmodel and the dividend
growth model), and a market-based estiniatke cost of equity derived from these
differing approaches is shown in table 5.1.

Table 5.1: Envestra’s cost of equity proposal

Method used Range for cost of equity (%)

CAPM with component parameters: 10.5-14.1
Risk free rate (%) 5.30

Market risk premium (%) 6.5-8.0

Equity beta 0.8-1.1
Black CAPM 11.4-13.3
Fama-French three factor model 11.6-14.4
DGM based on Australian utility data 11.6-16.7
SFG market based estimate 12.0-14.0
Final range proposed 11.4-14.4

Source: Envestr®ld access arrangement informatjdhOctober 2010, p. 135
(table 9.3); AER analysis.

! The AER notes that Envestra labels its WACC apginca ‘nominal post tax WACC' in its access
arrangement information. The formula set out is thicument is the nominal vanilla WACC
formula and this is the label used by the AER. BinaeQIld Access arrangement informatjon

1 October 2010, p. 144.

EnvestraQld Access arrangement informatjdhOctober 2010, p. 127.

®  EnvestraQld Access arrangement informatjdhOctober 2010, p. 121.
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Table 5.2 shows the full range of WACC parameteop@sed by Envestra. In several
cases (including the cost of equity) a range isquged, and the selection of a point
estimate from within this range was made by Enedsyrusing cashflow analysis
based on credit rating metrits.

Table 5.2: WACC parameters proposed by Envestra

WACC Parameter Envestra proposal
Range Point estimate
Nominal risk—free rate (%) 5.30
Inflation (%) 2.57
Real risk—free rafg%) 2.66
Credit rating BBB+
Debt risk premium (%) 3.24-3.54 3.39
Gearing (%) 40-80 55
Cost of debt (%) 8.54-8.84 8.69
Cost of equity (%) 11.4-14.4 13.02
Nominal vanilla WACC (%) 9.11-12.18 10.64°

Source: Envestr®ld Access arrangement informatijdhOctober 2010, p. 139 (table
9.8); AER analysis.

(a) The real risk—free rate has been derived fitwerBnvestra proposal using the
Fisher equation.
(b) The point estimate is derived from the 11.4404 range, following an analysis

by Envestra of the projected cash flows requiresh&intain the benchmark
BBB+ credit rating.

(c) The minimum WACC occurs with maximum gearingo@per cent cost of debt
11.4 per cent cost of equity, 80 per cent geardmg) the maximum WACC with
minimum gearing (8.84 per cent cost of debt, 14&ragent cost of equity, 40
per cent gearing).

(d) Derived as the mid point between 9.11 and 12.18

In summary, Envestra’s approaches with respectdividual parameters were as
follows:

"= |nflation forecast — based on the RBA's latest éaists, combined with the
midpoint of its target band out to a 10 year fos¢derizon.

= Averaging period and risk free rate — no period waposed, however an
indicative risk free rate was calculated usingdheualised yield on 10 year
Commonwealth Government bonds over a period ofu&inless days ending 2
July 2010.

4  EnvestraQld Access arrangement informatiadhOctober 2010, p. 127.
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= Gearing ratio — aratio of 55 per cent was progdsem within a range of 40 to
80 per cent, based on a Standard and Poor’s report

= Debt risk premium (DRP) — an average of CBASpectand Bloomberg fair
value estimates (interpolated to 10 years) wasqa®g to calculate a premium
with respect to a 10 year, BBB+ credit rating benalk.

= Market risk premium (MRP) — a value of between .8 per cent was proposed

= Equity beta — Envestra proposed an equity betagran@.8 to 1.1, supported by
a report from the Competition Economic Group (CEGEG considered that the
AER'’s practice to exclude the effects of the GFGwhstimating beta has
resulted in a downward bias in its beta estimate.

To support its position that the overall rate datire was appropriate, Envestra
submitted reports from SFG, CEG and Professor BG&romdy. SFG submitted that
given an investor of a comparable firm expectsvaddnd yield of 10.5 per cent and
capital gains of 2.5 to 3.5 per cent, the comm#éygausible cost of equity would be
in the 13 to 14 per cent range. Using the Miller-eigtiani framework, Professor
Bruce Grundy submitted that the equity risk premmust be at least 2.66 times the
size of the debt risk premium.

Envestra submitted that analysis from Officer amshBp suggested the best forward
looking estimate of the MRP in the current marlaiditions is around 8 per ceht.
Envestra submitted that this value was also supgddry CEG, which estimated a
forward looking MRP of 8 per cent based on dividgnawth model (DGM)

analysis® SFG stated that the MRP should not be adjusteBrwestra’s proposed
utilisation rate of 0.23. SFG submitted that, alitjo the AER explicitly incorporated
a utilisation rate of 0.65 in its estimates of tiital excess returrishe adjustment
for theta would be in the order of 0.1 to 0.2 pamt¢cwhich is “well within the bounds
of error"® To support this position, SFG stated that if défe sample periods were
chosen, historical excess return estimates woultieh higher than 6 per ceht.

Officer and Bishop estimated the historical longrt@verage MRP to be 7 per cent.
However, they considered that current market vdhatas at July 2010) is higher
than volatility levels prior to the GFC. Officeré@Bishop submitted that if the MRP

Envestra has not provided the Officer and Bishajper referred to. However, there is a more
recent update of Officer and Bishop’s work datelg 2010. In the first instance, the AER has
referred to the July 2010 paper.

®  CEG,Estimating the cost of capital under the NGR, aorefor Envestra September 2010, p. 39.
As noted below, the value of the forward lookMBP can be informed by looking at long-term
historical averages of annual excess market re{imghe difference between the return on a
broad market index in a year and the return on gowent bonds over the same year). Stock
market indices measure dividends and capital daihslo not incorporate any value in relation to
franking credits, hence it is necessary to “grgsshistorical excess returns by the estimated value
of franking credits to reflect the full value oftuens to equity holders.

8 SFG,The relationship between theta and MRP, ReporEforestra 27 September 2010, p. 2.

®  SFG,The relationship between theta and MRP, ReporEforestra 27 September 2010, pp. 2-5.
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is assumed to revert to a long run average ove, thper cent is the best estimate of
the forward looking MRP over a five year time horiz®

5.4 AER'’s consideration

The AER has not accepted Envestra’s proposed fagtusn. In doing so, and in
determined a rate of return it considers best nteetsequirements of the NGR, the
AER recognises that there is no single precise anivat can be determined through
the mechanistic application of a mathematical fdenau parameter estimates
developed in isolation. In determining an apprdprrate of return the AER has been
required to review a variety of evidence and argusyeand ultimately exercise its
judgment to arrive at an outcome it determines tessts the revenue and pricing
principles and the NGO. To arrive at this outcothe,AER has compared the rate of
return against high level indicators of reasonaddsn These indicators suggest that
the rate of return chosen by the AER is at leaf§icgent to meet the objectives and
requirements of the law and rules, and most likelgxcess of the value needed to
meet these requirements.

The AER’s considerations are summarised in thefatlg main sections:
= an evaluation of why the rate of return set byAR&R is appropriate

= cost of equity models

= equity beta

= the market risk premium

= the debt risk premium

= the method of inflation forecast

= the averaging period and risk free rate

= the gearing (debt to equity) ratio.

Further details on particular matters, including tiverall rate of return, equity beta,
MRP and DRP are contained in appendix C.

5.4.1 Evaluation of the overall rate of return

This section considers the reasonableness of #a@lbvate of return resulting from
parameters assessed and determined by the AERhelseim this chapter. Such a
consideration is relevant in considering the adeywé the rate of return in
accordance with section 24(2)(a) of the NGL whieguires the AER to provide a
service provider with an opportunity to recoveleast its efficient cost. Similarly,
such comparisons can be applied to assess theneddsoess of the rate of return
proposed by Envestra.

10 Officer and Bishop, Market risk premium, Commennsthe AER draft distribution determination

for Victorian electricity distribution network sace providers, July 2010.
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Recent regulated asset sales and trading rati@ggestuthat benchmark returns for
regulated entities have been at least sufficiemd @obably higher than needed) to
meet the cost of capital faced by regulated estifille AER has also considered the
analysis present by Envestra regarding the reatemess of return of equity as
implied by broker reports and expected differermstsveen the costs of debt and
equity. The AER finds these analyses do not suggesinadequacy of the overall
rate of return set by the AER. These consideratmasummarised briefly here, with
further details in appendix C. This appendix algotains further analysis of the
Modigliani and Miller theorem and its implicatiofar the overall rate of return.

5.4.1.1 Recentregulated asset sales

Over the past few years, regulated assets haveallgrgeen sold at a premium to the
regulatory asset base (RAB). The recent purchaS®ohtry Energy’s NSW gas
network by Envestra is one such example. Envestrehpsed the Wagga Wagga gas
network at a 25 per cent premium to the 2010 RA® o per cent premium to the
2011 RAB! Other recent sales have been at premiums of bet@@and 119 per
cent to the regulated asset base, and tradingptagtof between 15 and 73 per cent
(see appendix C).

As supported by Grant Samuel, listed infrastructuntties should theoretically trade
at, and be acquired at, 1.0 times the RAB4owever, all recent asset sales have been
transacted at RAB multiples of greater than on&AB multiple of higher than one
may be justified if the buyer can:

= expect to achieve efficiency gains, reducing opanat and capital expenditures
below that amounts allowed by the regulator

® increase the service provider’s revenues by engiwgalemand for regulated
services

= benefit from a more efficient tax structure, highearing levels, and growth
options

= expect to achieve higher returns if regulatiorelsxed or
® misjudge the true value of the business.

However, the trading and acquisition premiums Hzeen substantial. The AER
considers that premiums of this magnitude are ahfito be explained by the factors
noted above alone. This suggests that the regutatsdf capital has been at least as
high as the actual cost of capital faced by theénmsses, and most likely has been in
excess of the actual cost of capital. The AER a®rsithat market transactions do not

' AER, Final decisioryWagga Wagga natural gas distribution network, y2010-30 June 2015,
March 2010 and ASXEnvestra company announcemé,October 2010, viewed 27 January
2011, <http://www.asx.net.au/asxpdf/20101026/pdé@inblp4xqgc.pdf>

Grant Samuel & Associates Pty Limitédnancial Services Guide and Independent ExperoRep
in relation to the Recapitalisation and RestructofeBabcock & Brown Infrastructur® October
2009, p. 77.

12
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support the view that regulated rates of returalteis under compensation with
respect to actual required rates of return.

5.4.1.2 Cost of equity implied by broker reports

Envestra presented analysis which suggested thabst of capital can be estimated
from broker reports as the sum of the expectedardividend yield and expected
annual price appreciation. Using a dividend yidld@5 per cent and expected
annual price appreciation of 2.5 to 3.5 per cenydstra submitted that 13 to 14 per
cent is a conservative estimate of its requiregrnedn equity.

As discussed in appendix C, dividend yield andtehpppreciation forecasts
provided by Envestra can not be relied upon tottesbverall reasonableness of the
AER’s return on equity. The AER considers the dewnd yield forecast must be
adjusted to remove the component associated wathetiurn on capital. Further, the
capital appreciation can not be relied upon as it:

= represents the expected high over the next 12 rm@mti not the capital
appreciation

® contains a component associated with asset misgrici
= s heavily influenced by the current state of therket.

It is unrealistic to assume that regulated utgittan appreciate in value when capital
is also being returned to shareholders over tirhe. AER also notes that some of the
reports quoted by SFG assume a WACC of around Zgrgrwhich implies that the
benchmark returns set by the AER adequately conapessrvice providers. Further
information on the use of broker reports to testdkerall reasonableness of the
AER’s return on equity are presented in appendix C.

5.4.1.3 Relationship between return on equity and debt

Envestra submitted that in the period January ne 2009 the cost of equity as
defined by the AER was lower than the cost of dabtresult, Envestra considered
this implies that the AER’s cost of equity it taawl, as the cost of equity should
always be greater than the cost of debt.

The AER considers it is valid to assume that tharneon equity would be higher than
the return on debt and this has been the caskohthle AER'’s decisions. However,
the AER considers there are valid reasons for \wkycbst of equity as defined by the
AER was lower than the cost of debt in the periaaudry to June 2009 (see appendix
C). For instance, at this time the risk on longrtéronds seemed real to most
investors leading to a short term beta escalabosudch securities.

5.4.2 Cost of equity

Envestra stated that the standard AER methodolmggédtermining the cost of equity
was deficient, implausible, mechanistic and didewhply with the relevant criteria
from the National Gas RulédMost prominently, Envestra criticised the AER'®us

13 EnvestraQld access arrangement informatidBctober 2010, pp. 124-126.
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of the Sharpe-Lintner CAPM (CAPM) on the groundst ihwas inherently biaséd,
and that using only one model—as opposed to meltippdels—would not result in a
reliable estimate of the cost of equityinstead, Envestra used four models, two
methods, and ‘the application of skill and judgethemarriving at a proposed cost of
equity of 13.02 per cerf.

The AER does not accept the cost of equity propbydenvestra. Most importantly,
the overarching approach used by Envestra—usingplaumodels/methods—is not

a ‘well accepted financial model’, as required b8 of the NGR. This is primarily
because the component models/methods used in tiismodel approach are
themselves not well accepted financial modelseiresl instances, there appear to be
material inconsistencies between what Envestragiahas done and what is
presented in the access arrangement proposal @maanying consultant reports.
Finally, several techniques used to assess thalbeest of equity (as a cross check
on the multi-model approach) are applied incorgectl

Having found that the proposed cost of equity du#aneet the requirements of the
NGR, the AER needs to determine a cost of equaydbes. The AER uses the
CAPM to estimate the cost of equity of 10.48 pertc€he AER’s use of this model
reflects the evidence that, although the CAPM iswithout weaknesses, it remains
the preeminent asset pricing model in financiaheooics. The AER considers that
the use of this model—which is not mechanistic—dussproduce a deficient
estimate of the cost of equity, but rather one thabmmensurate with prevailing
market conditions and the relevant risks involwegrioviding reference services.

The remainder of this section addresses the fatigwssues with respect to the cost of
equity the AER has determined for Envestra:

= the AER’s reliance on the CAPM as a well acceptedehand the reasonableness
of the cost of equity derived from the CAPM

= Envestra’s approach/ methodology with respectéowrell accepted model’
requirement of the NGR, and the unreasonablene$® @iost of equity proposed
by Envestra

= theoretical issues with the CAPM raised by Envestra
= empirical issues with the CAPM raised by Envestra

=  conclusions.

5.4.2.1 The AER'’s use of the Capital Asset Pricing Model

The key issue arising from Envestra’s proposalhgtiver or not the CAPM (as
previously relied on by the AER, and stated asxamgple of a well accepted
financial model in the NGR) produces a reliabléneste’’ The AER acknowledges

14 EnvestraQld access arrangement informatjdBctober 2010, pp. 122-134, 125, 128-129.
15 EnvestraQld access arrangement informatjidBctober 2010, pp. 121-124, 127.
18 EnvestraQld access arrangement informatidBctober 2010, p. 127.

17 EnvestraQld access arrangement informatidd¢tober 2010, pp. 121-126.
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the limitations of the CAPM, which relies on asstimps that are simplifications of
the real world. Further, if robust parameter inpares not available the CAPM will not
produce a reliable estimate. All financial models afflicted by these limitations.

However, even with full awareness of the shortcawiof the CAPM, the AER
considers that it remains the best available mfmfedstimating the cost of equity.
The AER has reached this conclusion by carefulhysatering the strengths and
weaknesses of the CAPM as well as alternative nsadehe context of setting the
rate of return under the NGR, plus its extensiveindinancial markets.

The AER engaged Professor Kevin Davis of the Usiteiof Melbourne to provide
expert advice on the use of the CAPM relative terahtive model$® Professor

Davis concluded that the theoretical and empigcdicisms of the CAPM submitted
by Envestra are not substantiaté&urther, Professor Davis noted various theoretical
and practical problems with the alternative modesksd by Envestra that would be
avoided by the use of the CAPH.

One of the key practical issues highlighted by &sebr Davis is the importance of
having reliable inputs to a model (individual paeder estimates). The CAPM inputs
are relatively robust' As outlined below, the AER has considered the
appropriateness of individual parameters that@abetused in the CAPM (the MRP
and beta). By contrast, the alternative modeldgmard by Envestra rely on
parameter inputs that cannot be estimated withcanfidence®?

The CAPM is cited under r. 87(2) of the NGR as xaneple of a well accepted
financial model. This reflects the CAPM'’s positias the preeminent asset pricing
model employed in financial economics. In this et

» the CAPM has a solid theoretical foundatfbn

= the CAPM has empirical support, particularly whensidering the conditions
relevant to the benchmark firm—such as considdanger time periods,
focusing on return expectations (not return outce)mend adjusting for the effect
of real options?’ Further, there are sound theoretical reasons wimes
conflicting empirical results do not invalidate t8BAPM >

18
19

Kevin Davis,Cost of Equity Issues: A report for the ABR January 2011.

The exception to this statement is that ProfeBsmiis concurs with the theoretical criticism oé thingle
period nature of the CAPM. However, Professor Déxids no basis for Envestra to conclude that this
provides grounds to prefer the BCAPM. Kevin Da@®st of Equity Issues: A report for the AHR, January
2011, pp. 4-10.

Kevin Davis,Cost of Equity Issues: A report for the ABR January 2011, pp. 10-15.

Kevin Davis,Cost of Equity Issues: A report for the ABR January 2011, p. 10.

22 Kevin Davis,Cost of Equity Issues: A report for the AER January 2011, pp. 10-13, 16, 20-21.

3 SharpeW., ‘Capital Asset Prices: A Theory of Market Bifarium under Conditions of RiskJournal of
Finance 1964, vol. 19, pp. 425-442; Lintner, J., ‘The M&alon of Risky Assets and the Selection of Risky
Investments in Stock Portfolios and Capital Budgdtse Review of Economics and Statistic65, vol. 47,
pp. 13-37; Mossin, J., ‘Equilibrium in a Capital As#arket’,Econometrical966, vol. 34(2), pp. 768-83.
See Davis report and references; Also AEGN draft decisionFebruary 2010, page 111-113.
See Davis report, also R. Roll, and S. Ross,th@rcross-sectional relation between expected
returns and betasJournal of Financel1994, vol. 44(1), March 1994, pp. 101- 121; and W
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= the CAPM is the dominant financial model used btalian finance managers
to estimate the expected rate of retfirn

= the CAPM has relatively robust long-term paramétputs?®’

Finally, in addition to considering the robustnesthe CAPM, the AER has also
considered the resulting cost of equity producedminsing this model against the
outcomes observed in capital markets. The adequfatye AER’s rate of return
(including the cost of equity) is examined furtiesection 5.4.1 in the context of
recent asset sales, market valuations and analystts. This information suggests an
appropriate cost of equity is below 10 per centaag be as low as 7.5 per cent. In
this context, the AER considers that the cost oftgegpf 10.48 per cent in this draft
decision would result in a rate of return thahiattis commensurate with the
prevailing conditions in the market for funds ahd tisks involved in providing
reference services (rule 87(1) of the NGR) and phatides Envestra with a
reasonable opportunity to recover at least itsieffit costs (section 24(2) of the
NGL).

5.4.2.2 Envestra’s multiple model approach

The AER has considered whether Envestra has dets/edst of equity using a ‘well
accepted financial model’ as required under r. §Bj2The AER considers that
Envestra’s proposed cost of equity is not based well accepted model. While
Envestra referred to the CAPM (listed in the NGRuagxample of a well accepted
model) it did not use the CAPM for the purposesutd 87(2)(b) of the NGR in
arriving at its proposed cost of equity. Of the migdt referred to, the AER considers
that the BCAPM and FFM are not well accepted fim@noodels while the third
model (the DGM) is not well accepted for use in Australian context.

Envestra’s access arrangement proposal set onge far the cost of equity of 11.4
to 14.4 per cent, from which it selected a poitineste of 13.02 per ceAt.The
process by which these figures were generatedvedatonsideration of the
following models and methods:

= the standard CAPM

* the Black CAPM (BCAPM)

= the Fama-French three factor model (FFM)

Ferson, S. Sarkissian and T. Simin, ‘The alphaofagsset pricing model: A parabldgurnal of
Financial Markets 1999, vol. 2, pp.. 49-68.
% Truong G., Partington, G. and Peat, M., ‘Cost-of-capistimation and capital-budgeting practice in
Australia’, Australian Journal of Managemeritune 2008, vol. 33(1), pp. 95-121 and L. ColerKan,
Maheswaran, and S. Pinder, ‘Narratives in managengorate finance decisioné¢counting and Finance
2010, vol. 50(3), pp. 605-633.
There is considerable debate over the appropp&t@meter inputs for the CAPM (as is evident
from the AER discussion of the MRP and equity bater in this chapter). However, compared to
the parameter inputs to any of the alternative nsopi@posed by Envestra, the CAPM parameter
inputs are well established, statistically robust avidely accepted.
2 EnvestraQld access arrangement informatjadBctober 2010, pp. 134-135, 143-144 (sections 9.17).
2 EnvestraQld access arrangement informatjdBctober 2010, pp. 127-130, 134—135, 140—143i(sex9.6,
9.12, 9.16).
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= the dividend growth model (DGM)
* method based on market assessment

= method based on cashflow analysis to meet crethigranetrics.

The CAPM was included by Envestra as part of iteas arrangement information,
with an estimated CAPM cost of equity between & 14.1 per cefif.As detailed
below, the AER considers the CAPM inputs used tiveat this range—an equity
beta of 0.8 to 1.1 and an MRP of 6.5 to 8.0 pet-e@me not reasonable, and
therefore the AER does not consider this to beaameable CAPM estimate.

Notwithstanding the AER’s concerns over this agilan of the CAPM, Envestra
stated that it would ‘narrow the CAPM range by srokeck against the outputs from
the Black CAPM, FFM and DGM Envestra also stated that its final cost of equity
range was ‘within the range estimated by the CAPMeither of these statements
appears to be correct, since the final cost oftggange (11.4 to 14.4 per cent)
extends outside the CAPM range estimated by Era@&sfnvestra stated at the
outset that the cost of equity ‘will be estimateihg the CAPM, with the outcome
cross checked against estimates obtained from atbleknown and recognised asset
pricing models®* In substance, Envestra did not implement this @gogr, using the
alternative models not as ‘cross checks’ but apthmeary determinants of the cost of
equity. Envestra’s reference to the CAPM in itsesscarrangement information
appears to bear little (if any) relation to theidation of the cost of equity range and
point estimate proposed by it.

Envestra relied on CEG’s recommended cost of eqaitge of 11.4 to 14.4 per cent,
noting that this was ‘broadly consistent with tlkviae from SFG*° CEG explicitly
rejected the (standard) CAPMInstead, CEG considered the BCAPM, FFM and the
DGM and also noted a number of other methi@d$owever it is not clear how much
weight CEG gave to each of the individual model$hods in making its
recommendations, nor is CEG explicit in presentisiglerivation of the final rang&.
The BCAPM appears to have been relied upon tdhedbattom of the range, and the
FFM appears to produce the top of the range. The pstimate proposed by

30
31
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35

EnvestraQld access arrangement informatidd¢tober 2010, p. 134.

EnvestraQld access arrangement informatjddctober 2010, p. 134.

EnvestraQld access arrangement informatjddctober 2010, p. 135.

EnvestraQld access arrangement informatjddctober 2010, p. 135 (table 9.3).

EnvestraQld access arrangement informatjddctober 2010, p. 135.

EnvestraQld access arrangement informatjdctober 2010, p. 135 (section 9.12).

% CEG, Estimating the cost of capital under the NGR: A refar Envestra September 2010, pp. 7-8, 13-14,
and 17.

37 CEG,Estimating the cost of capital under the NGR: Aorefor Envestra September 2010,

pp. 18-48.

Somelimited conclusions can be inferred from CEG’s mpegarding its consideration of various methods.

For instance, CEG uses a method based on the estativns to debt and equity to estimate the dostjoity

at more than 14.4 per cent. It is apparent that itle or no weight has been given to this estiomamethod

given this is outside its recommended rargeG, Estimating the cost of capital under the NGR: A

report for EnvestraSeptember 2010, pp. 7-8, 47-48.
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Envestra was based on a method using cash flowsasiéb meet credit rating
metrics. This method stands separate from anyeobther approachés.

The AER considers that the CAPM is a well acceptedel, however the Envestra
proposal does not ‘use’ the CAPM in determiningabst of equity for the purposes
of rule 87(2)(b) of the NGR. The AER considers tina relevant consideration is not
merely whether the CAPM was present, but whatttedeCAPM plays in the
derivation of the final cost of equity.

Having determined that Envestra did not use the I@Adt the purposes of rule
87(2)(b) of the NGR, the AER has considered whefimrestra’s multi-model
approach otherwise meets the requirements of thR.NG

The AER considers that a multi-model approach tspnecluded by the NGE.
Envestra presented its multi-model approach as wngethat can be regarded as
well accepted, separately from a considerationto€iwcomponent models are
employed! Envestra referred to an ASIC guideline, commentftamy Grant Samuel
and a recent decision by the Australian Competitiobunal in support of its
multiple model approactf.Regarding each of these, the AER notes that:

* The ASIC guideline states that the use of only moelel may be appropriafg,
and stresses that valuation methodologies musatedutly selected?

= The Grant Samuel report on the sale of Alinta tig8pore Power does not
suggest that the CAPM is inadequate, but actuaks the CAPM (rather than a
multiple-model approach) to derive the discourg iatits calculation§®

=  The Grant Samuel report also comments on alteemt the CAPM, and states
that there are ‘more sophisticated multivariate el®@vhich utilise additional risk
factors but these models have not achieved anyfisgmt degree of usage or
acceptance in practicé’.

® The Australian Competition Tribunal statement teatploying a variety of
techniques provides a firmer foundation’ for théreation of individual
parameters and the overall WACC value does nottleéae conclusion that the

39
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EnvestraQld access arrangement informatigdg¢tober 2010, pp. 139-144.

The phrasing of the r. 87(2)(b) of the NGR is siag (‘a well accepted financial model’) howeveisit

possible this may encompass a single aggregatel thaddnas multiple component models.

EnvestraQld access arrangement informatjddctober 2010, pp. 123-124.

EnvestraQld access arrangement informatiddgtober 2010, pp. 123 and 127.

43 ASIC regulatory guideline 111, p. 15 (RG111.49, RG52). Note that althougknvestra states
‘Therefore, the requirements and recommendationtagted in ASIC Regulatory Guideline 111 are relevant
considerations...hothing in the guideline should be construed aga@uirement’ since this is not
the nature of the documemnvestraQld access arrangement informatjddctober 2010, p. 123.

44 ASIC regulatory guideline 111, p. 15 (RG111.49).

%5 Grant Samuel and Associates Pty IEihancial Services Guide and Independent expeef®rt in

relation to the proposed acquisition of Alinta Asseom Singapore Power International Pte

Limited 5 November 2007, Appendix 1: Selection of Disdaates, pp. 6, 10.

Grant Samuel and Associates Pty IEohancial Services Guide and Independent expeefmrt in

relation to the proposed acquisition of Alinta AssieFom Singapore Power International Pte

Limited, 5 November 2007, Appendix 1: Selection of Disdaates, p. 1.
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use of multiple model in general reflects a wetiemted approacH.In particular,
it does not reflect on the appropriateness of oungowhere individual
components of the approach are not sufficientlyisbb

The AER considers that this evidence does not geoaireasonable basis to conclude
that the use of multiple models (in general) islwetepted. While the use of multiple
models may produce a reasonable outcome, whetaetuially does so depends
heavily on the underlying models employed. Havieached this conclusion, the

AER therefore considered whether the various inldial models used by Envestra as
part of its multi-model approach are well accepted.

The Envestra proposal did not, however, attemptésent evidence that the various
financial models it employed (the BCAPM, FFM and B3wvere well accepted. The
CEG report asserts that the BCAPM, FFM and DGMwaet accepted, but does not
provide any evidence on this matteFurther, CEG and Envestra took markedly
different approaches in defining what is ‘well guieel’ *°

The AER considers that the BCAPM is not a well gtee financial model. Surveys
of the cost of capital techniques used by Austndiiaance managers record no use of
the BCAPM> The AER is not aware of any economic regulatongishis model.

The AER considers that the FFM is not a well acegfinancial model. In response
to a recent access arrangement proposal, the ABRie&d at length the evidence for
whether or not this model was well accepted anddap acceptance by any of the
groups it considers relevant, namely academicantial market practitioners or
regulators’

Envestra stated that the DGM is used extensivelyByeconomic regulators, with the
implication that this model is well accepted bystgroup. However, implementation
problems mean that the DGM is not suitable foras¢he primary determinant of the
cost of equity. Professor Davis notes that the DiGgarticularly sensitive to the
input assumptions used. The AER has previouslydnibigt the inputs to the DGM
are highly contentious and cannot be estimated pvi¢bision for Australian

markets>? This is one key difference between the Austradiad US markets, since in
the US there is a much larger pool of data avaslédl the derivation of inputs to the
DGM. The AER considers that, in the context of thlevant (Australian) financial

47 Australian Competition Tribunal, Application byltra Corporation Limited, 2010, paragraphs

477-478.]
8 CEG,Estimating the cost of capital under the NGR: Aoréffor Envestra September 2010, p. 6.
49 CEG Estimating the cost of capital under the NGRepart for EnvestraSeptember 2010, pp. 9—
10 and Envestr&ld access arrangement informatjddctober 2010, p. 121.
Truong, G., Partington, G. and Peat, M., ‘Costa&ital estimation and capital-budgeting practice
in Australia’, Australian Journal of Managemenlune 2008, vol. 33(1), pp. 95-121 and L.
Coleman, K. Maheswaran, and S. Pinder, 'Narrativesanagers' corporate finance decisions',
Accounting and Finan¢e010, vol. 50(3), pp. 605-633
AER, Final Decision, Jemena Gas Networks access arrargéproposal for the NSW gas
networks June 2010, p. 134.
AER, Final decision, Electricity transmission and dibtition network service providers review of weighted
average cost of capital (WACC) parametersviay 2009 (WACC review final decision), p. 219-22ER,
Final decision, ActewAGL gas distributiom 57-61. Further, the AER notes that using DGMdbtmate a
sector specific cost of equity is even more unbédidhan using it to set the market wide cost afityqthe
MRP).
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market for the purposes of r. 87, Envestra haslaotonstrated that the DGM is a
well accepted model.

Overall, the AER considers that the evidence predidy Envestra does not show that
its multi-model approach is a ‘well accepted finahmodel’ for the purposes of

r. 87(2)(b) of the NGR. The AER considers that Estreehas not demonstrated that
the individual models used as the principle comptef its multi-model approach
meet the requirements of r. 87(2)(b) of the NGRc8ithe cost of equity model used
by Envestra does not meet the requirements of GR,Nt cannot be accepted by the
AER.

In otherwise assessing the reasonableness ofapeged rate of return under

r. 87(1), as highlighted in section 5.4.1 aboveydstra’s proposed cost of equity
(13.02 per cent) is well above the cost of equitplied by several sources of
information. Analysis of dividend yields suggestsoat of equity between 7.5 and
8.5 per cent, and analysis of recent asset sategauting ratios also indicates a cost
of equity below 10 per cent. When applied correaither techniques (such as those
based on the relative returns to debt and equdy)ad support the cost of equity
proposed by Envestra.

5.4.2.3 Theoretical issues with the CAPM raised by Envestra

Envestra submitted a consultant report from ProfeBsuce Grundy of the University
of Melbourne that examined the theoretical basistfe CAPM>® Professor Grundy
stated that the CAPM estimates of the cost of gdartcompanies with a beta less
than one (such as the benchmark distribution nétservice provider) were
downwardly biased. Professor Grundy identified foarealistic assumptions
underlying the CAPM as the cause of this downwaad ¥

®  jnvestors can lend and borrow at the risk free rate
®  there are no transaction costs

= the market contains all possible investments (exgjibonds, real estate and so
on)

® investors live for one period only.

The AER considers that in all four cases, the ntageiof the bias is not established
and is likely to be immaterial. Furthermore, in teases the direction of the potential
bias is ambiguous. The AER highlights the followfogeach assumption in turn:

® investors can borrow and lend at the risk freex&mfessor Davis notes that
some private sector entities are able to borromnahterest rate immaterially
above the risk free rate (in his calculation, ambfine basis points)’
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BruceGrundy, The calculation of the cost of capitakefort for Envestra, 30 September 2010, pp. 2-10.
BruceGrundy, The calculation of the cost of capitakefort for Envestra, 30 September 2010, pp. 4-8
Since the CAPM assumes homogenous investors—whdghbe better proxied by the marginal
investor than the average investor—it may be imratthat the majority of private sector entities
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= there are no transaction costs— Davis statesrdnatdction costs are important in
the short term, but immaterial at longer horizotishe AER applies the CAPM
using a long period (10 years). Further, the dioeodf the (very small)
transaction cost bias may be in the opposite dmed¢d that suggested by
Professor Grundy. Transaction costs for equity holders in regulaeergy
networks are relatively low and stable when comgpémemarket wide averages.
Accounting for transaction costs would thereforduee the correlation between
returns on the benchmark firm and the market aweratyirn—lowering its beta
and therefore its expected retdrn.

= the market consists of all possible investmentspite this being labelled a
‘theoretical limitation’, there is actually no statent by Professor Grundy that the
CAPM assumption is incorref Rather, Professor Grundy’s argument is that
‘most empirical investigations of the CAPM’ implented the CAPM by treating
the equity market as if it were the entire markettead of including other major
asset type&' In other words, it is this particular type of te§the CAPM that is
incorrect, not the theory. Professor Davis notes tiie direction of the effect
proposed by Professor Grundy is indetermifiathe location of the mean-
variance efficient portfolio will account for thewariance of all possible
investments and so the end effect may be upwaddwnward.

= the investor only lives for one period— Professavid considers that the CAPM
is conditional with parameters that can vary oiraef? but notes that there is no
agreement on which conditional factors cause vanaicross periods. This
means it is not reasonable to implement a trueitondl CAPM®* However, the
AER implicitly accounts for changes in the undertyiCAPM parameters when it
re-estimates them for each access arrangemeniorevidis allows the AER to
set the rate of return in a manner that mitigatesrmpact of the single period
assumption.

Their impacts aside, in all four cases these theatearguments also apply to the
alternative models proposed by Enve&tr@n a more practical level, several of the
studies cited by Professor Grundy use a short tesinfree rate—the interest rate on

do not have access to funds at these rates. Keaxts[iLost of Equity Issues: A report for the
AER 17 January 2011, p. 9-11.

Kevin Davis,Cost of Equity Issues: A report for the ABR January 2011, p. 9.

Bruce GrundyThe calculation of the cost of capital: A repornt fEnvestra 30 September 2010,

p. 5.

In particular, these companies pay large dividenddertake regular dividend reinvestment
programs, possess steady growth options and hapemionally small bid-ask spreads.

The net direction would depend on the magnitdde@upward change in the risk free rate and the
downward change in equity beta.

Bruce GrundyThe calculation of the cost of capital: A repornt fEnvestra 30 September 2010,

pp. 6-7.

Bruce GrundyThe calculation of the cost of capital: A repont fEnvestra 30 September 2010,

p. 6.

Kevin Davis,Cost of Equity Issues: A report for the ABR January 2011, p. 10.

Kevin Davis,Cost of Equity Issues: A report for the ABR January 2011, p. 9.

Kevin Davis,Cost of Equity Issues: A report for the ABR January 2011, p. 10.

The AER notes that Professor Grundy was askedetatify the theoretical and empirical problems
with the CAPM, but not asked to undertake the sanadysis for the alternative models.
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three month treasury bilf§.In contrast, the AER uses a long term risk free-rethe
interest rate on 10 year government bonds—whieindand 100 basis points higher
than the short term risk free réfe.

Turning to Envestra’s proposal, there are theaaklimitations to each of the
alternative models it uses in developing its cdgiquity estimate. The BCAPM alters
only one of the CAPM assumptions (that investorslead and borrow at the risk
free rate), so may be similarly affected by thesotihree theoretical problems alleged
by Professor Grundy.

Like the CAPM, the dividend growth model assumesd there are no transaction
costs. This may be a material issue for the DGMabse transaction costs are
unequally distributed across the two componente®DGM equation—the purchase
of a share (now) involves one transaction; butréaemption of (all) future cash
flows involves an infinite number of transactiolidransaction costs form a greater
proportion of future cash flows (relative to thegle purchase transaction), then the
discount rate that equates these future cash tiowse current share purchase price
would be lower. In other words, a dividend growtbdual that accounted for
transaction costs would result in a lower costagfital.

The Fama-French three-factor model has no theatdtasis but arose purely from

the observation of empirical patterns (often lambidata mining’)®® While a variety

of theoretical justifications have been advanceer af was developed, none has
achieved consensus support and the authors ofdldelrstate that it needs no
theoretical basis, only empirical succ€%he AER considers that in the absence of a
theoretical basis, there are no reasonable graonosnclude that the model can
reliably predict the return on equity. This is partarly of concern since the FFM was
primarily developed using United States market.da&search using Australia data
does not suggest that the same empirical patteensresent her€.

The AER considers that Envestra and its consultzante not presented any
compelling theoretical arguments to suggest tr@dAPM produces a rate of return
that would not reflect prevailing conditions in timarket for funds and the risks
involved in providing reference services.

5.4.2.4 Empirical issues with the CAPM raised by Envestra

Both the Grundy report and the CEG report examaeghge of empirical evidence
on the CAPM and concluded that the empirical evigettioes not support the CAPM.
In particular, they suggest that the realised oateturn on low beta stocks is higher
than that predicted by the CAPM. This leads digettiithe BCAPM, which both
Grundy and CEG endorse as a better fit for the Boapievidence.

Bruce GrundyThe calculation of the cost of capital: A report Envestra 30 September 2010,

p. 13 (table 1B).

Using current Australian data produced by theeResBank of Australia.

For example, see F. Black, ‘Beta and retutoyrnal of Portfolio Management993, p. 10 and
New Zealand Commerce Commissi@ust of Capital Workshod2 November 2009, p. 22.
F. Fama and E. French, ‘The Capital Asset Pridioglel: Theory and evidencelpurnal of
Economic Perspective2004, vol. 18, p. 41.

AER, Final Decision, Jemena Gas Networks access arraegéproposal for the NSW gas
networks June 2010.
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Grundy and CEG appear to select empirical evidénore the set of papers used in a
previous AER decision, which was concerned withebauation of the FFM
proposed by JGN. While clearly relevant to the eaabn of the FFM, it is not the
case that these papers were selected to give essassnt of the empirical evidence
on the CAPM. In contrast, Professor Davis surveyavant recent academic literature
on the CAPM itself.

Professor Davis notes a number of limitations \thith empirical testing of the
CAPM, including:

* inappropriate statistical testiflg
= use of a time horizon that is too sh@rt

= use of realized returns, which are a biased proxgfpected returdd

= defining a market portfolio that is not mean-vadarefficient’*

It is worth noting the conclusion of Professor Czawi full:

This brief overview of a number of recent studiesvell regarded academic
journals suggests a number of conclusions. Fhistetis ongoing debate
about the statistical tests appropriate and s@itfdsldiscriminating between
and rejecting alternative asset pricing theorieso8d, there is a wide range
of additional explanatory variables which have badded to the standard
CAPM as additional risk factors. While some haweotietical underpinnings,
there remains disagreement on whether they areroagipriced risk factors.
Third, the evidence is mixed on whether alternamagels outperform the
static CAPM, although recognition that the CAPM@nditional with
parameters which can vary over time is important.

In summary, the AER considers that Envestra ancbisultants have not presented
any compelling empirical evidence to suggest that@APM produces a rate of
return that is not the commensurate with prevaitiogditions in the market for funds
and the risks involved in providing reference sessi

5.4.2.5 Conclusion on the cost of equity

Overall, the AER considers that Envestra’s multidelcapproach to estimating the
cost of equity does not meet the requirements ™(2), r. 87(1) and r. 87(2)(b) of
the NGR. Therefore, the AER does not accept theotiee multi-model approach.

The AER instead uses the (standard) CAPM to estitit cost of equity. The AER
considers that the use of the CAPM to estimatedise of equity:

™ As per Ray et al — see Kevin Dav@pst of Equity Issues: A report for the ABR January 2011,

p. 6.

As per Cohen, Polk and Vuolteenaho — see Kevirid)@ost of Equity Issues: A report for the
AER 17 January 2011, p. 5.

As per Campello, Chen and Zhang — see Kevin D&vist of Equity Issues: A report for the AER
17 January 2011, p. 7.

As per Levy and Roll — see Kevin Davipst of Equity Issues: A report for the ABR January
2011, pp. 7-8.
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= complies with the applicable requirements of theLNf&d the NGR

® s consistent with the revenue and pricing prireset out in section 24 of the
NGL

= will or is likely to contribute to the achievemesftthe National Gas Objective
(NGO) in section 23 of the NGL.

The AER concludes that the cost of equity for Eimaefor the access arrangement
period should be set at 10.48 per cent. This egimdased on parameter inputs (the
risk free rate, MRP and equity beta) that are diesdrin detail later in this chapter.
Further, the AER has cross checked the estimatergia by the CAPM against
market data.

5.4.3 Equity beta

The equity beta measures the standardised coomellagitween the returns on an
individual risky asset or business with that of dtverall market. It represents the
‘riskiness’ of the business returns compared witdt bf the market. A beta estimate
of greater (less) than one implies that the busimesxposed to more (less) non
diversifiable risk than the overall market. Riskuks from the possibility that returns
will differ from expected returns—the greater theertainty around the returns of a
business, the greater its level of risk. As noteova, the AER has applied the CAPM
in determining Envestra’s cost of equity, hencestimate of the equity beta as an
input to the CAPM is required.

Consistent with the WACC review, the AER considanequity beta estimate of 0.8
is appropriate and will result in a rate of retaammensurate with the risk involved
in providing reference services. The AER consideas regulated utilities face lower
systematic risk than the general market, whichimaxily driven by the stable cash
flows of regulated utilities. The lower equity betalue of 0.8 is partly due to the
regulatory regime that provides protection to rated businesses that are not
available to businesses in the competitive enviremparticularly as:

= the tariff variation mechanism allows for the anmadjustment for inflation,
lowering exposure to inflation risk

= the roll forward of the capital asset base ocauis manner that lowers exposure
to cost overruns for capital expenditure

= the cost pass through mechanism allows for ceciasits to be passed on to
consumers during the access arrangement periodriloyvexposure to costs not
forecast at the commencement of the access arramjeariod

= the access arrangement provides for acceleratitireakview submission date on
occurrence of a trigger event

= aservice provider may submit an access arrangevaeation proposal for the
AER'’s approval.
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In this context, the AER rejects Envestra’s proplosguity beta estimate range of 0.8
to 1.1 as it would result in a cost of capital whis excessive with respect to the risk
involved in providing reference services. Appen@ixontains further detail on
particular issues raised by Envestra in relatiobetia.

The AER considers that the empirical evidence miteskin the WACC review
contains the best available estimate of the edpgtg that would apply to a gas
distribution network service providét Although the WACC review was conducted

in an electricity context, gas and electricity Imesises are close comparators. Further,
the sample set of data used to derive the equityibgoredominantly made up of gas
businesses. The sample in the WACC review provadeslue for gas equity beta of
between 0.4 and 0.7. Therefore, an equity beta8opvides the service provider
with an opportunity to recover at least its effitieosts incurred in providing
reference services and meeting regulatory requinesi

The AER stated in the WACC review that gas busieesgsay have higher business
risk than electricity.” However, the AER did not intend to imply that nesis

specific risk should be compensated for in the tydaeta. The AER considers that the
difference in systematic risk exposure betweenagaiselectricity businesses is likely
to be insignificant.

Further, the CEG report submitted with Envestraigppsal contains individual equity
beta estimates for all firms in its sampl&he AER considers the beta estimate
provided in the CEG report demonstrates a betematgirange of 0.4 to 0.7 is still
appropriate for this draft decision. Table 5.3 ogjuces the most up to date beta
estimates from the CEG report. As is evident inet&3, the most recent beta
estimate from Australian comparable firms (with éxeeption of Hastind) is within
the bound of 0.1 to 0.6.

S AER, WACC review final decisioil May 2009, pp. xv—xviii, 239292, 343-361.

% NGL, s. 24(2).

" AER, WACC review final decisiori May 2009, pp.170-108, 257-258.

8 Competition Economics Grougstimating the cost of capital under the NGR, Aorefor
EnvestraSeptember 2010, p. 49.

Given the take over bid, refinancing pressuresratp falls in the share price of HDF in 2009, the
AER considers caution should be used when inténgrétte Hasting beta estimate.
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Table 5.3: Competition Economist Group beta analysi

Comp.etition
Company elchu?tr;otzgltsat S,[rgg& WACC review
gearing
Envestra 0.51 0.10-0.42
Hastings 1.64 0.49-1.01
Australian Pipeline 0.54 0.60-0.92
DUET 0.34 0.19-0.41
Spark Infrastructure 0.53 0.79-1.11
SP AusNet 0.14 n/a

Source: Competition Economist Groufstimating the cost of capital under the NGR A
report for EnvestraSeptember 2010, p. 49 and Olan T. HeBstimating beta,
23 April 2009, pp. 10-18.

Envestra previously received a beta estimate ofat.it Brisbane gas network under
the QCA'’s determination. However, substantial newpiical analysis has been
undertaken since the QCA'’s final decision, whicbvidles a more up to date
estimation of the equity beta for prevailing margenditions as required by the
NGR® The NGR requires the AER to determine a rate oirnethat reflects
prevailing market conditions. Based on this infotiora an equity beta of between
0.4 and 0.7 ensures that the service provideriespportunity to recover at least its
efficient costs incurred in providing referencevés#s and meeting regulatory
requirements! The AER considers that a reduction in Envestrats firom 1.1 to
within a range of 0.4 to 0.7 would be significantigotentially undermine
investment certainty for regulated energy busiresbBiee AER is also mindful it has
recently considered a beta value of 0.8 to be gp@te, if not overstated, for other
gas businesses. On the basis of the informaticsepted here, the AER concludes
that a beta value of 0.8 is appropriate. The AERSsmters that a value of 1.1 does not
provide the best estimate of the equity beta gprewailing market conditior§,and
requires Envestra to amend its access arrangenfenniation as outlined in
amendment 5.1.

5.4.4 Market risk premium

The MRP is the expected return over the risk-fege that investors require in order
to invest in a well diversified portfolio of riski@ssets. The MRP represents the risk
premium investors who invest in such a portfolia eapect to earn for bearing only
non-diversifiable (systematic) risk. The MRP is ¢oon to all assets in the economy
and is not specific to an individual asset or beissm

8 For particular details, see AER/IACC review final decisigiMay 2009 and NGR, r. 87(1).
8 NGL, s. 24(2).
82 NGR, r. 74 (2)(b) and r. 87 (1).
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As noted above the AER has determined that the CARMIId be used to estimate
Envestra’s cost of equitywVithin the CAPM framework, the MRP is scaled up or
down by the equity beta (of a particular assetusitess) to reflect the risk
premium—over and above the risk-free rate—equitgddérs would require to hold
that particular risky asset or business as patefnvestor’s diversified portfolio.
The MRP is an expected or forward looking paramettrin the CAPM. It is the
expected return on the market portfolio minus thk free rate. Envestra proposed the
use of the yield on 10 year Commonwealth GovernrBegurities (CGS) as the
proxy for the risk free rat& The AER has accepted the use of the yield on &6 ye
CGS?¥ To maintain consistency within the CAPM, the MRBstnbe estimated for a
10 year investment horizdA.

The MRP is not observable because it is a forwaolihg measure. There is a range
of evidence that can inform the best estimate @ftinward looking 10 year MRP. In
previous regulatory decisions the AER has useaiist estimates, survey based
estimates, and qualitative data on expected madgetitions to inform the best
estimate. Historical data on realised excess maeketns may provide a starting
point. Surveys provide information on the expeotatiand practice of market
practitioners. Short term estimates of volatiligngrovide some information on the
expected MRP, but are highly variable. In additiothis, short term estimates are
unlikely to reflect a 10 year horizon.

The evidence used to estimate the MRP is impregidesubject to varied
interpretation, a point that is well recognisecaademic literatuf8 and in reports

put forward by regulated entiti@5As a result, the AER and previous regulators have
had regard to a range of indicators, informed bwmaterstanding of the strengths and
weaknesses of each method. The available evidenogrecise and potentially
conflicting, which means a degree of judgment guned to determine the MRP that
is the best estimate in the circumstances and corsumnate with prevailing conditions
in the market for fund®

For the purposes of determining the best estimfateedVIRP for Envestra, the AER
has considered the national gas objective seinaihiei National Gas Law (NGL),
which is to promote efficient investment in, anticént operation and use of, natural
gas services for the long term interests of conssimienatural gas with respect to

8 EnvestraQld access arrangement informatjdbctober 2010, p. 131.

8 See section 5.4.7. The AER considered the teriieofisk free rate in detail as part of the WACC
review. The AER estimated the weighted averageffeterm to maturity for the debt portfolio
of a benchmark efficient energy network business w87 years. This was after hedging was
taken into account. On this basis the AER consitlite previous regulatory practice of using the
yield on 10 year CGS as the proxy for the risk filde was appropriate. See ABRACC review
final decision 1 May 2010, pp. 172-173.

The Australian Competition Tribunal also noted tmportance of consistency between the term of
the risk free rate and the MRP. See Australian Caitipn Tribunal, Application by GasNet
Australia (Operations) Pty Ltd [2003] ACompT 6.

See for example Mehra R. and Prescott E.C., Théyegr@mium, A puzzle, Journal of Monetary Economics
15, 1985, pp. 145-161; Damodoran A., Equity Riskrfuens (ERP), Determinants, Estimation and
Implications, September 2008, p. 1; Doran J.S., Rehrand Goldberg R.S., A simple model for time-
varying expected returns on the S&P 500 Index, Aug@005, pp. 2-3.

Seefor example Officer and Bishop, Market risk premjunreview paper, August 2008, pp. 3—4; SFG, The
relationship between theta and MRP, Report for Enag27 September 2010, p. 5.

% NGR r.87().
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price, quality, safety, reliability and securitysfpply of natural gas. The AER has
also had regard to the revenue and pricing priesipl the NGL, which state a service
provider should be provided with a reasonable ojppdtly to recover at least the
efficient costs the service provider incurs in pdavg reference servicé.

The value of the MRP is a highly contentious issongst academics and market
practitioners and there is no definitive answewbrat the value of the unobservable
MRP should be. The AER has used its judgment tanoal academic evidence and
evidence from a range of other sources to achievaitcome which balances the
objectives set out in the NGL.

5.4.4.1 Previous regulatory practice

In regulatory decisions prior to the AER’s WACC iew final decision in 2008 the
ACCC, the AER and state regulators maintained &eet as the best long term
estimate of the MRP in the Australian market. larexing those earlier decisions for
the purposes of the WACC review (in particular, sidering the MRP previously
adopted by various regulators), the AER noted tieequlent set in 1998 by the ACCC
and the Victorian Office of the Regulator Gene@RG).

The ACCC'’s decision in 1998 was to reject the MRRig of 6.5 per cent proposed
by Transmission Pipelines Australia (TPA) for itssgaccess arrangements and
instead use a value of 6 per cent, taking into aetcthe following evidence and
considerations:

= TPA's consultant, CSFB, proposed 6.5 per cent gilierconventionally accepted
value was 6—7 per cent under the classical taxesyst

= the relatively stable inflationary environment pagwg at the time suggested that
the MRP was less than that observed over recernd yea

= dividend growth model estimates produced by ProfeBavis suggested a MRP
within the range of 4.5-7 per cent

= the probable range for the MRP is 4.5—7.5 per ardt6 per cent is the mid-point
within the range”

In making its 1998 decision for the Victorian gastibution businesses, the ORG
determined that a value of 6.5 per cent as propbgelde businesses was towards the
upper end of the feasible range. However, it careid that 6 per cent was a more
reasonable estimate taking into account the folgwi

= research undertaken by Professor Officer suggéissedhe mean of historical
excess returns was in the range of 6.5 per cehptr cent over the period 1947
to 1991, depending on the specific period over tviexcess returns were
measured

89 NGL, s. 24(2)(a).

% AER,WACC review final decisiorl May 2009.

®L ACCC, Final decisiomAccess arrangement for Transmission Pipelines Aliatand Victorian
Energy Networks Corporatigi©ctober 1998, p. 53.
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= adirect quote from Officer that he had consistenied an MRP of 6 per cent in
his own work, simply on the basis that he belieGgukr cent was consistent with
historical evidence

= dividend growth model estimates produced by Dawsvever the ORG cautioned
against placing too much weight on these givers#rsitivity to assumptions
employed§?

= comments by Davis that historical excess returigized over a 30 year period,
once adjusted for imputation credits, were in trdeoof 5.5 to 6 per cent

= comments by Associate Professor Stephen Grayhbagdnerally accepted MRP
in the Australian market was in the range of 6 ¥ cent®

Further studies were commissioned after the ACGLCQRG’s gas network decisions
which factored into regulators’ considerationshed MRP. For example, in 2005,
Associate Professor Neville Hathaway produced artegpcommending an MRP of
4.5 per cent. Associate Professor Hathaway’s estimas based on a 6 per cent
geometric average of historical excess returnd 835—-2005 that was adjusted by
145 basis points to take account of the increasigeiprice to earnings ratio after
1960%* In 2005, Jim Hancock of the South Australian Cefor Economic Studies
estimated the historical equity risk premium todb&-5.0 per cent, Hancock’s
estimate was based on an arithmetic average o6 % per cent for the period 1974—
2003 adjusted downwards by 1 per cent to take atarudeclining discount rates
and the large unanticipated initial market respdadée introduction of dividend
imputation between July and September 1¥83ther studies suggesting a MRP
greater than 6 per cent should be adopted havéaksoconsidered.

Rather than simply adopting the latest estimatesqted at the time, regulators
carefully considered the various arguments andaitoins surrounding the forms of
evidence presented to them and used judgment vainernfy a view of the most
appropriate forward looking MRP. Decisions by the@C and state regulators
regarding point estimates of the MRP consistertilyse a value of 6 per cent.

In the WACC review final decision, the AER conskelgthe best estimate for the
forward looking 10 year MRP prior to the onsetlod GFC was 6 per cent. This
estimate was based on a range of information imafukistorical estimates, survey

% ORG, Access arrangements — Multinet Energy Pdyalid Multinet (Assets) Pty Ltd — Westar
(Gas) Pty Ltd and Westar (Assets) Pty Ltd — Stré@es) Pty Ltd and Stratus Networks (Assets)
Pty Ltd , Draft decision, May 1998, pp. 211, 212.

% ORG, Access arrangements — Multinet Energy Pdyalid Multinet (Assets) Pty Ltd — Westar

(Gas) Pty Ltd and Westar (Assets) Pty Ltd — Stré@es) Pty Ltd and Stratus Networks (Assets)

Pty Ltd , Final decision, October 1998, p. 199.

Hathaway, Australian market risk premium, Jan2d§5, p. 28.

Hancock. The market risk premium for Australiagulatory decisions, April 2005, p. 13.

Hancock. The market risk premium for Australiagulatory decisions, April 2005, pp. 11-13.

See for example the studies referred to in EEI&Gtricity Distribution Price Review 2006-10

October 2005 Price Determination as amended in st@ace with a decision of the Appeal Panel

dated 17 February 2006 Final Decision Volume 1 &tant of Purpose and ReaspoRsbruary

2006, pp. 359-361 and ESCV, Review of Gas Accesmements Final Decision, October 2002,

p. 324.
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estimates, cash-flow based measures and past t@yybaactice. However, the AER
acknowledged the uncertainty in the market atithe bf the WACC review final
decision. The AER considered one of two scenamosddchave explained market
conditions at that time:

®  The prevailing medium term MRP was above the lemmtMRP, but would
return to the long term MRP over time; or

®= There had been a structural break in the MRP amdbttward looking long term
MRP (and consequently also the prevailing) MRFosva the long term MRP
that previously prevailed.

Due to the uncertainty about the effects of the @RQuture market conditions, the
AER departed from the previously adopted forwarkiog MRP estimate of
6 per cent and increased it to 6.5 per ¢&nt.

Market conditions since the time of the WACC revieawe significantly improved
and now reflect a lessening of concerns about tbenpial ongoing impact of the
GFC and a much more robust long term economic iaaddial markets outlook for
Australia. This suggests a change in circumstafioesthose that justified the AER’s
departure from the long run MRP value of 6 per centhat the uncertainty regarding
the impact of the GFC is no longer a characteradtigrevailing market conditions. In
this context the AER has re-examined the varioun$oof evidence considered at the
time of the WACC review to inform its current viewthe forward looking 10 year
MRP. The AER’s analysis is set out below.

5.4.4.2 Historical estimates of the MRP

Historical excess returns represent the additicetarn that investors could have
earned in the past by investing in a diversifiedfptio of shares. Although not
forward looking, historical excess return estimdtage been reviewed under the
assumption that investors’ expectations of the &diooking MRP are informed by
past experience.

Associate Professor John Handley has provided asgrof historical excess returns
for three time periods up to 2010, which are oetliin table 5.4. These estimates are
arithmetic means and with data available to thead#010 provide a range of 6.1—
6.6 per cent.

% AER, WACC review final decisiori May 2009, p. 238.
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Table 5.4: Historical excess return estimates (assiing an imputation credit utilisation
rate of 0.65)

Historical excess returns 95% confidence interval
1883-2010 6.3% 3.4% —-9.2%
1937-2010 6.1% 1.5% - 10.7%
1958-2010 6.6% 0.4% —12.9%

Source: Handley, An estimate of the historical gausk premium for the period 1883
to 2010, January 2011, p. 8.

Estimates of average historical excess returna@empanied by very wide
confidence intervals and can also fluctuate comaldg with the addition of new
observations for each year. This is illustratethlrie 5.5.

Table 5.5: Historical excess return estimates (assing an imputation credit utilisation
rate of 0.65)

2005 2007 2008 2009 2010
6.6% 6.1% 6.4% 6.3%
1883 6.4%
(1.4%) (1.5%) (1.5%) (1.5%)
6.4% 5.7% 6.1% 6.1%
1937- 6.1%
(2.3%) (2.3%) (2.3%) (2.3%)
7.2% 6.2% 6.7% 6.6%
1958 6.8%
(3.1%) (3.2%) (3.2%) (3.1%)

Source: AER, WACC review final decision, May 2099215; Handley, Memorandum:
Supplement to historical equity risk premium, 27A/Bimber 2008; Handley, An
estimate of the historical equity risk premium floe period 1883 to 2010,
January 2011, p. 8; Brailsford, Handley and MaheanjagRe-examination of
the historical equity risk premium in Australia, @danting and finance, vol. 48,
pp. 90-93; AER analysis.

Note: The standard errors of the estimates areaow in the parentheses. Figures
for 2005 are from Brailsford et al. (2008) and hheen adjusted to reflect an
assumed imputation credit utilisation rate of 0 B&timates have not previously
been calculated for 2006, and the AER has notspétctively calculated figures
for 2006.

The reason for the sensitivity in these resulthasvariability in market returns in any
given year. This is illustrated in figure 5.1, wiigraphs realised historical market
returns minus the proxy for the risk free rate.
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Figure 5.1: Historical realised excess market returs 1883-2008

Historical Realised Market Risk Premium
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Source: Officer and Bishop, Market risk premiuntttier comments, January 2009,
p. 4.

The historical estimates summarised in table 5.dlavsuggest a forward looking
MRP of 6.1 to 6.6 per cent for the period endin@@®0rhese estimates are not
inconsistent with those prior to the GFC. Consistéth past regulatory practice the
AER does not consider historical estimates of exocesrket returns should be applied
mechanistically to give a point estimate of the MBtR restrictive range for point
estimates of the MRP since:

= the estimates are subject to wide confidence iaterand as a result there is low
statistical precision in the estimates

® jt could result in potentially significant changesthe MRP on the basis of what
may be statistical noise, leading to investmeneuamty

= while this information would be taken into accobmtinvestors, their expectations
of the long run forward looking MRP are unlikelydbange annually in response
to the latest historical estimates of the typeuwaled by Handley.

The historical excess return estimates outlined@laoe arithmetic means. Arithmetic
means are more appropriate when the excess reteach year is an independent
observation in a statistical sense. In contrasipgric means are more appropriate
when yearly returns are related to each other tower (for example, if the return is
compounded and accumulates over a certain holdirigg). As long as returns vary
over time, a geometric mean will be less than &hraetic mean. The greater the
volatility in returns, the greater the differencgeen arithmetic and geometric
means.

% The AER notes that expectations about marketaiieKikely to differ at any point in time based on

different economic and financial market circums&smdiowever, this in itself makes estimates of
the actual MRP through time very difficult to estite with accuracy.
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In the WACC review, the AER noted that Blume, a#l we Dimson, Marsh and
Staunton have proposed methods that could be asmddulate an expected MRP
using a weighted average of arithmetic and geometeians ® If historical excess
returns are estimated as geometric means, Assdtiatessor Handley’s latest
estimates of the MRP range from 4.1-4.9 per cealtlel5.6 illustrates the difference
between the historical excess returns estimatgg@setric means or arithmetic
means. The significant difference between theseastionates further demonstrates
the variability of excess returns over time.

Table 5.6: Historical excess returns estimated usingeometric means and arithmetic
means (assuming an imputation credit utilisation rée of 0.65)

Historical excess returns Historical excess returns
(geometric means) (arithmetic means)
1883-2010 4.9% 6.3%
1937-2010 4.1% 6.1%
1958-2010 4.1% 6.6%

Source: Handley, An estimate of the historical gausk premium for the period 1883
to 2010, January 2011, p. 8.

There is already a low degree of precision in his&b estimates of excess returns and
using a weighted average of geometric and arittmme¢ians adds a further degree of
complexity that may not add any greater degregadipion. Therefore, rather than
using a complex weighted average approach, the é&Riders that arithmetic
averages should be interpreted with the understgritiat they may overstate the
expected forward looking 10 year MRP.

5.4.4.3 Historical estimates and the assumed value of impation credits

Officer and Bishop use a 7 per cent long term MRBiH&te in their ‘glide path’
analysis (which is examined further below). Offieed Bishop’s 7 per cent long term
MRP estimate is based on historical excess retlatsup to 2008* Officer and
Bishop have previously stated the main reasondopting an MRP of 7 per cent
over an MRP of 6 per cent was due to the valuenplitation credits, which they
stated had not been considered by Australian regslan the past®® This issue was
considered in detail during the WACC review, whigtre AER noted:

= previous regulators had taken into account theevafumputation credits in the
process of determining 6 per cent as the best astiof the MRF*

= within the Officer WACC framework, it is conceptiyavalid to take into account
the value of distributed imputation credits whetineating historical excess

190 AER, Final decisionReview of weighted average cost of capital pararaeleMay 2010,

pp. 198-199.

The difference between geometric and arithmetiams is discussed further in appendix C.

192 Officer and Bishop, Market Risk Premium, EstimfateJanuary 2010-June 2014, Prepared for
WestNet Energy, December 2009, pp. 9-10.

Officer and BishopMarket risk premium, a review pap&ugust 2008, p. 1.

104" AER, WACC review final decisiori. May 2009, pp. 182—-184.

101

103
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returns by grossing up excess returns after 198théassumed utilisation rate
(theta) of imputation credit$>

The AER explicitly incorporated the value of impuda credits in its estimates of
historical excess returns, which at the time ofdkglanatory statement for the
WACC review produced a range of 5.9—6.5 per ¢&t the time of the WACC
review final decision, the range for historicaliesttes was 5.7—6.2 per céfit Both
of these ranges were ‘grossed-up’ using a utibsatate for imputation credits of
0.65. Neither of these ranges supports a MRP estiof& per cent®®

SFG stated that adopting an assumed utilisatiefoatimputation credits of 0.23 as
opposed to a utilisation rate of 0.65 should ndtice the AER’s estimate of the
MRP. SFG stated that there is such imprecisioherestimate of the MRP that such
an adjustment would be well within the bounds oberTo support this SFG stated
that changing the sample periods considered bjEf would have a more
significant effect on the estimat&s.

The AER has considered historical excess returpbogtky ‘grossed-up’ for a
utilisation rate of 0.65, consistent with the gtifion rate estimate adopted by the
AER for estimating gamma. The excess return eséisnaave first been estimated by
Associate Professor Handley and then adjustedifasaumed value of imputation
credits. Therefore, the historical excess retutimages considered by the AER
should be ‘grossed-up’ for the utilisation rate ifmputation credits used by the AER
for estimating gamma&? The latest historical excess return estimatess'sgd-up’ for
a utilisation rate for imputation credits of 0.2pide a range of 5.8—6.3 per céht.
While the AER has maintained that 0.65 is an apjeigovalue for the utilisation
rate, it highlights that changes in this value rafgct the interpretation of historical
excess returns when setting the MRP.

5.4.4.4 Implied volatility and Officer and Bishop’s glide path approach

Officer and Bishop submitted that an MRP of 8 patds appropriate over a five
year period to 2016 based on a ‘glide path’ apgroac

= Officer and Bishop estimated the volatility impligdm the Black-Scholes
option-pricing formula for 12-month ASX200 indexlaaptions to be

195" AER, WACC review final decisiori. May 2009, p. 209.

196 AER, Explanatory stateme/ACC reviewAugust 2008, p. 170.

197 AER, WACC review final decisiori. May 2009, p. 209.

198 Officer and Bishop also use arithmetic meansthacefore may also overstate the expected
forward looking 10 year MRP. Officer and Bishop&imate uses the same data as Associate
Professor Handley for the period 1883-1958. CorsettyOfficer and Bishop’s 7 per cent long
term estimate of the MRP also suffers from the daaes outlined above.

199 SFG,The relationship between theta and the MRP, Rdpofnvestra 27 September 2007, p. 5.

As noted above, the selection of time periods veeet primarily on the data.

In this regard, the AER notes the utilisatiorerfr imputation credits estimated by the AER is

under consideration by the Australian Competitioifbdnal. The Tribunal’s decision in relation to

the AER’s estimate of the utilisation rate will @t the AER’s best estimate of the utilisation rate
in the future.

Handley,An estimate of the historical equity risk premiumthe period 1883-2010

1 February 2010, p. 6.
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11.9 per cent. This estimate assumed a markepeisknit of option implied
volatility of 0.5. It is a 1-year estimate of theR.

= Officer and Bishop then estimated the geometricayee MRP over five years
assuming the MRP would revert from 11.9 per cer20ihl to a long run estimate
of 7 per cent within a five year peridd?

The AER does not consider Officer and Bishop’safsenplied volatility and their
‘glide path’ approach is a reliable method of estiimy a forward looking 10 year
MRP. The AER’s concerns are outlined in appendix C.

5.4.4.5 Dividend growth model based estimates

CEG submitted that its best estimate of the MR®psr cent based on its dividend
growth model (DGM) analysis. The AER has previousdyed that DGM based
estimates of the MRP are highly sensitive to assiom@'** CEG'’s analysis makes a
number of assumptions, including:

= An imputation credit payout ratio of 100 per centl @an imputation credit
utilisation rate of 0.65, which is used to ‘grogs-estimates of cash dividends

= Dividend growth of 9.8 per cent from 2010 to 2014l $ong run dividend growth
of 2.8 or 3.9 per cent.

The AER has accepted Envestra’s proposed imputetexit payout ratio estimate of
approximately 70 per cent as the best estimatesititcumstances? CEG's DGM
analysis is inconsistent with this imputation ctguiyout ratio estimate. A payout
ratio of 70 per cent would reduce the value ofabwids used in CEG’s DGM
analysis.

DGM assumes that dividends grow into perpetuityid@nd growth cannot be
greater than economic growth because dividends gsenpart of the economy. If the
growth rate for dividends exceeded economic groattispme point dividends would
become larger than the economy, which is logidatiyossible. In addition to this, for
consistency within the CAPM, the MRP needs to lieneded as a forward looking
10 year MRP. Therefore it may be appropriate tdyagpong run dividend growth
estimate, rather than a short term estimate thatt®to a long term dividend growth
estimate. This is particularly relevant as volstilevels have reduced significantly
following the onset of the GFE®

The sensitivity of DGM based estimates to the aggiams made is illustrated by the
variability of estimates from different sourcesr EBaample, CEG’s MRP estimates
from DGM analysis were 8.9 per cent in June/July&8nd 14.2 per cent in

12 Officer and Bishop, Comments on the AER draftritistion determination for Victorian

electricity distribution network service providedsily 2010, p. 19.

AER, Draft decision, South Australian electricity digtition determinationNovember 2009,
p. 315; AERWACC review final decisioil May 2009, p. 218; AERExplanatory statement,
Review of weighted average cost of capital parareglecember 2008, pp. 171-173.

See chapter 6.

This is noted in appendix C.
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November 2008 This differed from Bloomberg’'s DGM based estimaiéthe
MRP, which declined from 8.6 per cent in July 2@08.0 per cent in
January 2009’

Bloomberg's DGM based estimates of the MRP are tgpldeegularly and the
assumptions are also updated regularly. Bloomb&GM based estimates of the
MRP in 2004 and 2006 were 4.5 and 4.9 per cenentisely'® More recently,
DGM based estimates of the MRP from Bloomberg Hantuated from

12.1 per cent in February 2009 to 5.2 per centendinber 2009. In January 2011,
Bloomberg’s estimate was 9.6 per cent. The vaitglmf DGM estimates from
Bloomberg based is illustrated in figure 5.2, whighphs the assumed dividend
growth rate and the MRP estimate. It appears tta@irBberg uses current dividend
growth forecasts and assumes they will grow intp@ity. This may be appropriate
for short term estimates. However, for a 10 yearPMdstimate, the growth of
dividends should not exceed economic growth fotscafierefore, Bloomberg’s
estimates illustrate the sensitivity of DGM basstineates of the MRP to the
assumptions made, but they are not reflectivefofward looking MRP 10 year.

Figure 5.2: Sensitivity of Bloomberg DGM based estiates to growth assumptions
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Source: Bloomberg and AER analysis.

The AER considers that DGM based estimates of tR& Man provide some
information on the expected MRP. However, due &wuriability in the estimates
over time, and due to the sensitivity of resultsifmut assumptions, they should be
limited to providing a general point of referenoe &ssessing the reasonableness of
estimates derived from other sources. CEG’s 8 petr @and Bloomberg's 9.6 per cent
estimate (as at January 2011) provide some canfii@vidence with respect to the

16 AER, Final decision, Review of weighted averagstof capital parameters, May 2009, p. 219.

17 AER, Final decision, Review of weighted averagstof capital parameters, May 2009, p. 219—
220.

18 Officer and Bishop, Market risk premium, a revipaper, August 2008, p. 15.
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MRP implied from historical excess returns discdssgove and from survey
evidence presented in the next section.

5.4.4.6 Survey evidence

Surveys of market practitioners and academicsatetite forward looking MRP
applied in practice. Survey results are subjectreeause market practitioners may
look at a range of different time horizons and they likely to have differing views
on market risk. However, survey based estimatéseoMRP are both forward
looking and reflect actual market practice. Fumhere, the fact that different surveys
and methodological designs tend to invoke the s&s@onses indicates that there is
no reason to suspect any biases in this type dkace. Therefore, the AER is of the
view that survey based estimates should be corsldehen estimating the MRP for
the purposes of this access arrangement review.

In the WACC review final decision, the AER notedttsurvey based estimates of the
MRP prior to the onset of the GFC supported a fotM@oking estimate of
6 per cent:

®= Truong, Partington and Peat (2008) found that tiRPMwdopted by Australian
firms in capital budgeting ranged from 3-8 per ceuith an average of
5.94 per cent. The most commonly adopted MRP waer @ent.

= Capital Research (2006) found that the average BidRipted across a number of
broker dailies was 5.09 per cent.

= KPMG (2005) found that the MRP adopted in indepahé&pert valuation
reports ranged from 6-8 per cent. KPMG'’s reporinsdtbthat 76 per cent of
survey respondents adopted an MRP of 6 per tént.

During the WACC review the AER had regard to theseveys in concluding that the
best estimate of the MRP prior to the onset oiGRE was 6 per cent. However, the
surveys were conducted before the onset of the @fREh was expected to affect
market practitioners’ views of the future.

The most recent survey based estimates of the M&® Fernandez and Del Campo
in May 2009 and May 2010 suggest that market vieitbe MRP did not
significantly differ from those expressed priotthe onset of the GFC:

= Fernandez and Del Campo (2009) found that the M&&id by Australian
academics in 2008 ranged from 2—7.5 per cent witav@rage of 5.9 per cefif.

®=  Fernandez and Del Campo (2010) found that the M&&@d by Australian analysts
in 2010 ranged from 4.1—6 per cent with an averdde4 per cent*

119 AER, WACC review final decision, 1 May 2010, pp. 221-225

120 Fernandez and Del Campo, Market Risk Premium bgeRrofessors in 2008: A Survey with 1400
Answers, IESE Business School Working Paper, WB-V&fy 2009, p. 7.

Fernandez and Del Campo, Market Risk Premium Ws810 by Analysts and Companies: A
Survey with 2400 Answers, IESE Business School, Rtag010, p. 4.
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Independent valuation reports that were complet#adwing the GFC have also
adopted a MRP of 6 per cefit.For example, Grant Samuel noted in 2009 it has
consistently adopted an MRP of 6 per cent andithatw of general uncertainty,

this continues to be a reasonable estirfdt€he AER considers this provides some
indication that expectations of the forward lookit@yyear MRP have not been
affected by the GFC, and that a structural breaketype considered at the time of
the WACC review has not occurréd.Moreover, this evidence supports the view that
6 per cent is the best estimate of the forwardilupkMRP in the current
circumstances.

5.4.4.7 Economic outlook and current market conditions

The AER’s view of prevailing market conditions Heeen informed by recent
comments from the International Monetary Fund (IMRg Organisation for
Economic Co-operation and Development (OECD) ardRbserve Bank of Australia
(RBA). These views indicate that the economic akilfor Australia has improved
considerably since the GFC.

In a May 2010 paper titled th®otential Growth of Australia and New Zealand ie th
Aftermath of the Global Crisishe IMF noted:

For Australia, investment barely fell in 2009, anetrage investment growth
is expected to be slightly stronger over the mediemm ... growth in the
capital stock is expected to be almost twice thellef New Zealand®

The global downturn had a fairly small impact oa fkustralian economy, as
real investment barely contracted in 2009 and tremployment rate went up
by less than 2 percentage points. Not surprisinigtralia’s potential

growth is estimated to have declined by jdgtercent to 3.1 percent in 2009.
In comparison, New Zealand’s decline in potentialgh was only slightly
smaller than that of Canada and the U.S. in 2609.

In its November 2010 economic outlook summary fos#alia, the OECD forecast
robust economic growth in Australia. The OECD state

122 Grant Samuel and Associat€éinancial services guide and independent expesfsort in relation

to the recapitalisation and restructure of Babcaeid Brown Infrastructure9 October 2009,
Appendix 1, p. 7; DeloittéArrow Energy Limited Independent expert’s repord dimancial
services guide2 June 2010, p. 82. Grant Samuel and Associgiteancial services guide and
independent expert’s report in relation to the Coohillips proposh 15 September 2008,
Appendix 4, p. 6. Grant Samuel and Associdkgsancial services guide and independent expert’s
report in relation to the proposed acquisition bétAlinta assets from Singapore Power
International Pte Limited5 November 2007, Appendix 1, p. 6.

Grant Samuel and Associatéfancial services guide and independent expegfsort in relation
to the recapitalisation and restructure of Babcaeikd Brown Infrastructure9 October 2009,
Appendix 1, p. 7.

AER, Final decisionReview of weighted average cost of capital pararagieMay 2010,

pp. 237-238.

Yan SunpPotential Growth of Australia and New Zealand ie #hftermath of the Global Crisis,
IMF Working Paper, WP/10/2May 2010, pp. 9-10.

Yan SunpPotential Growth of Australia and New Zealand ie thftermath of the Global Crisis,
IMF Working Paper, WP/10/2May 2010, p. 19.
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The Australian economy, fuelled by the mining boshmuld grow robustly
in 2011 and 2012 at a rate of between 3% and 48an&growth, driven by
terms of trade gains and dynamic investment, wiuce unemployment’

In its November 2010 statement on monetary potloy, RBA forecast robust
economic growth in the Australian economy. The Ri3éted:

GDP is expected to expand by 3.5 per cent over 20#iCthen by 3.75-

4 per cent over both 2011 and 2012. This foregastirtues to be driven by
the effects of the income boost flowing from theyeigh level of the terms
of trade and the expected substantial increasadimess investment,
particularly in the resource sectdf.

The OECD’s financial conditions index gives an gation of likely future GDP
growth. The OECD has noted that its financial cbods index for the United States,
Japan and the Euro area has stabilised since e ofthe GFC? This indicates a
positive global market outlook and is illustratedigure 5.3.

Figure 5.3: OECD financial conditions index
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OECD, Economic outlook no. 88: Press conferencesPE8 November 2010, p. 17.

The robust economic outlook in Australia, as ndigdgtatements from the IMF, the
OECD and the RBA suggest that market conditiongapim have stabilised to the
extent that investors are no longer factoring thiestantial volatility experienced at
the height of the GFC into their expectations effilture. This is supported by survey

127 OECD,Australia economic outlook 88—country summatgvember 2010,
http://www.oecd.org/document/15/0,3746,en_2649 348%268687_1 1 1 1,00.html, viewed
23 December 2010.

128 RBA, Statement on monetary polidyovember 2010, p. 3.

129 OECD,Economic outlook no. 88: Press conference RPd@sNovember 2010, p. 17.
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evidence and independent valuations presented albbeecfore the conditions that
underlined the AER’s reasons for increasing the M&RE.5 per cent during the
WACC review appear to no longer be present.

5.4.4.8 Conclusion — Market risk premium

The MRP is an unobservable forward looking estim@ite AER considers that the
MRP value chosen should be informed by a rangeideace, noting the particular
advantages and limitations of each source of inébion.

In the WACC review, the AER considered the bestrede of the forward looking 10
year MRP was 6 per cent based on historical estsnatirvey based estimates and
past regulatory practice. However, given prevailingertainty about the potential
impact on investor expectations of the GFC, the ABrcised its judgment to
increase the MRP to 6.5 per cent. The latest egelaow indicates the AER’s
caution in raising the MRP to 6.5 per cent is nugkr warranted. The significant
uncertainty that characterised markets at the tire@AER made the WACC review
final decision has so substantially diminished thet not reflected in prevailing
conditions in the market for funds, nor is it exjgecto form part of forward looking
expectations of returns over the next 10 years.

The latest long term historical estimates of excetgns produce a range of 6.1—

6.6 per cent (assuming an imputation credit utibsarate of 0.65). However,
consistent with previous regulatory practice, tieRAhas not mechanistically relied
on these figures. This is because such measuresveastate the forward looking
MRP, are highly sensitive to additional years ofetvations and are also inherently
imprecise. The AER does not consider the latesbiicsl excess return estimates are
inconsistent with the long term MRP value of 6 pent previously estimated by the
AER and other regulators.

Survey based estimates of the MRP indicate thatiweard looking MRP expected

to prevail in the future has not changed as atre$uhe GFC. Survey based estimates
of the MRP both before and following the GFC suggasvalue of 6 per cent is
consistent with the views of market practitionesademics and independent
valuation reports.

Comments from the OECD, the IMF and the RBA indécaatobust outlook for the
Australian economy, which further suggests thaéster expectations of market
returns would now reflect those seen prior to theet of the GFC.

Estimates derived from DGM analysis currently swgjgeMRP of at least 8 per cent,
however this appears to be entirely dependent@tirtie at which the estimates are
prepared and assumptions used.

Overall the available evidence on the MRP is imigeand as a result the MRP is
subject to a wide margin of variation. The AER haed its judgment to interpret the
evidence currently before it and considers thelalks evidence both prior to, and
following, the GFC supports 6 per cent as the bssinate of the forward looking 10
year MRP in the current market circumstances. TER Aonsiders that an MRP
within the range of 6.5 to 8 per cent proposed byestra is not the best estimate
possible in the circumstances (rule 74(2) of theR)l@&nd is not consistent with the
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requirement that the rate of return is to be consueate with prevailing conditions in
the market for funds (rule 87(1) of the NGR).

The AER considers the MRP of 6 per cent meetsdagairements under the NGR. It
is also consistent with the revenue and pricinggiple set out in section 24(2)(a) of
the NGL, which states that the service provideushbe provided with a reasonable
opportunity to recover at least the efficient co$tse AER also considers the MRP of
6 per cent best meets the national gas objectikighas to promote efficient
investment in, and efficient operation and usenafural gas services for the long
term interests of consumers of natural gas witheetsto price, quality, safety,
reliability and security of supply of natural gas.

5.4.5 Debt risk premium

The DRP is the margin above the nominal risk-fege that a debt holder would
require in order for it to invest in a benchmarkogént firm. When combined with
the nominal risk-free rate, the DRP representseghen on debt and is an input for
calculating the WACC.

The DRP varies depending on the firm’s default.ridke risk of default is generally
taken into account by a firm's credit rating anfteids both the operational and
financial risks of the debt issuance. Typicallypower credit rating is associated with
a higher yield to maturity demanded by investdf&lhe DRP will also vary
depending on the term of the debt. Higher yieldsadren associated with longer
terms of debt, reflecting the increased risk obadprovider defaulting at some point
over the life of a longer term bond.

Prior to the onset of the GFC, when market cond#iwere relatively robust and
liquidity was high, the AER placed heavy reliancetie fair value estimates
produced by Bloomberg and CBASpectrum. Howeveridileg on the
appropriateness of these estimates with respeetd0 year BBB+ benchmark has
become increasingly difficult, and is the subjecs@veral applications for review to
the Australian Competition Tribunal. The decisignGBASpectrum to cease
publishing its estimates makes this task even miffieult, particularly as it reflects
on the reliability of Bloomberg’s estimates givéiey are based on the same type of
market information. To this end, the AER notes Blaomberg ceased publishing its
10 and 8 year BBB estimates in late 2007 and Aug089 respectively, and then
again in June 2010 stopped publishing 10 year A&&d estimates. For the BBB fair
values Bloomberg currently publishes, the AER hamroented previously that these
tend to reflect yield observations for bonds tradelbw a 7 year maturity. However
this assessment was in the absence of any altegri@nchmark developed
independently of the regulatory process. Furtheemalbserved yield data on which
this assessment was made did not display any sgteralationship with respect to
maturity or credit rating, rather yields were ramdp distributed around the
Bloomberg curveé?*

130 That is, investors would typically require a héglyield for a BBB bond, as distinct from the yield
required on an otherwise equivalent AAA rated bond.

131 See AERFinal decision Victorian electricity distributionetwork service providers Distribution
determination 2011-201%®ctober 2010, p. 502.
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In this context, and as further detailed in appef@lithe AER has departed from
placing sole reliance on Bloomberg, and has inst&adaged the extrapolated 10 year
BBB Bloomberg fair values margin with the margiriccgated from the APT bontf?
The key considerations in reaching this decisien ar

= there is some evidence to suggest that the behavidlne Bloomberg curve since
the onset of the GFC is somewhat counter intuiinv@uding the extrapolated 10
year DRP derived from Bloomberg currently beingmall time high

= the characteristics of the APT bond closely mahdsé of the benchmark
corporate bond set by the AER, namely BBB ratedappfoximately 10 year
maturity. As this bond has a lower credit ratingrththe BBB+ benchmark, its use
would be expected to result in a DRP that overstite benchmark cost of debt

= the APA Group is an owner of various regulated amekgulated energy network
assets. The nature of the underlying risk and ntauikewvhich the APA Group
operates resemble those of the benchmark gasm@mrvice provider. To the
extent that credit ratings are an imperfect indicaf default risk, the APT bond
is suitable for deriving a DRP that reflects theksiinvolved in providing
reference services

= arecently issued A- rated, 10 year bond by Stocktisplays yields that are
closer to the APT bond, and significantly below é&x¢rapolated Bloomberg 10
year estimates. This gives further support foring/yon the APT bond over
Bloomberg

= afurther 10 year BBB+ rated DBCT bond has yielag aire higher than
Bloomberg’'s BBB fair values, however the AER hascdunted this observation
for the purposes of comparison given previous ssuth its owner and credit
wrapper.

While the available evidence is limited, the AERsders that placing sole reliance
on Bloomberg estimates would result in a rate tfrrethat is excessive with respect
to the risks involved in providing reference seedcin particular, Bloomberg
estimates imply that prevailing conditions in defairkets are more risky now than
during the GFC. This is counterintuitive, and otbeidence (such as that assessed in
section 5.4.4) indicates financial market condgitvave substantially improved since
this time.

In these circumstances the AER considers it prutdeatiopt an approach which does
not place complete reliance on either BloombertherAPT bond. Accordingly the
AER has set the DRP as an average of the spredles ektrapolated Bloomberg 10
year, BBB fair value estimate and of the APT boraturing in 2020. Based on the
indicative averaging period for this draft decisitrese two information sources
produce margins over the risk free rate of 4.81ceat and 3.06 per cent, which the

132 The margin on the APT bond reflects a simple awefdoth Bloomberg and UBS yields over the
20-day averaging period ending 6 January 2011.
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AER has averaged to produce a DRP of 3.93 per'¢&fihe AER considers this is
the best DRP estimate possible in the circumstaoicEavestra>* The AER has also
considered that the benchmark will provide Enveatcamfortable margin with
respect to its expected actual cost of debt owefdtthcoming access arrangement
period.

Placing equal reliance on Bloomberg and the APTdlmmtrasts from the most
recent decision of the AER (for the Victorian etaxty distribution businesses) that
determined the DRP based on a 75 per cent weigtdiagtimates from Bloomberg
and a 25 per cent weighting to estimates from tR& Aond. The increased reliance
on the APT bond in this decision is primarily tlesult of Bloomberg’'s more recent
estimates being unusually high, and recent issuahttee Stockland bond. The AER
also notes that the Victorian decision is curretity subject of a merits review before
the Australian Competition Tribunal. The AER wibirtesider the outcome of the
merits review and the implications, if any, for DRP as appropriate.

5.4.6 Inflation forecast

The expected inflation rate is not an explicit paeser within the WACC calculation.
However, it is used in the revenue model to forenaminal allowed revenues and to
index the capital base. It is an implicit componefiihe nominal risk-free rate, with
implications for the return on both equity and ddlste inflation forecast must be
consistent with the ten year investment horizothefrisk free rate.

Envestra’s method of calculating forecast inflatioto apply the RBA'’s short-term
inflation forecasts extending out for two years émelmid-point of the RBA'’s target
inflation band (that is, 2.5 per cent) for the rémey eight years>° The forecast is

the geometric average of the annual inflation farheof the ten years. This method is
accepted by the AER as reasonable and is consigiinits recent regulatory
determinations.

Envestra’s forecast of 2.57 per cent is slightifedent from the 2.52 per cent
calculated by the AER, as presented in table Shé.AER considers this difference is
due to an inadvertent error by Envestra. For thhpgae of this draft decision, the
AER has adopted an inflation forecast of 2.52 et over a ten year period.

133 As notedpreviously, the margin on the APT bond reflecsimaple average of both Bloomberg and UBS
yields over the 20-day averaging period endingrfudey 2011.

134 Consistent with NGR, r. 74(2)(b).

135 1t should be noted that the AER has previousdus market-based inflation forecast derived by
taking the difference between indexed and nomimah@onwealth Government Security (CGS)
yields. The AER notes the resumption of issuancereésury Indexed Bonds by the Australian
Office of Financial Management in October 2009. AR will closely monitor developments in
capital markets to determine the effect of this m&smance on the relative demand and supply for
indexed CGS.
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Table 5.7: AER inflation rate forecast

Jun- Jun- Jun- Jun- Jun- Jun- Jun- Jun- Jun- Jun- Geometric
12 13 14 15 16 17 18 19 20 21 average

AER
inflation  2.75% 2.50% 2.50% 2.50% 2.50% 2.50% 2.50% 2.50% 092.5 2.50% 2.52%
forecast

Source: RBA, Statement on monetary policy, Novan@fd 0, p. 62.

The AER considers that the estimate of expectddtioh should be updated to
incorporate the latest available data closer tdithe of the final decision. Inflation
forecasts can change in line with market sensdata and regulatory practice in
Australia has been to update these forecast valube time of making a decision.
The AER will update its estimate of inflation basedthe latest RBA forecasts as
close as is practical to the date of the final sieai.

5.4.7 Averaging period and risk free rate

The risk-free rate measures the return an invesboifd expect from an asset with
zero volatility and zero default risk. The yield lmmg-term Commonwealth
Government Securities (CGS) is often used as aydxhe risk-free rate because
the rl|§6k of government default on interest and depayments is considered to be
low.

In the CAPM framework, all information used for giamg the rate of return should
be as current as possible in order to achieve brased forward looking rate and a
rate of return that is commensurate with prevaitingditions in the market for funds.
While it may be theoretically correct to use thetlom day rate as it represents the
latest available information, this can expose #reise provider and customers to
daily volatility. For this reason, an averaging heat is used to minimise volatility in
observed bond yieldS’

For the purposes of its access arrangement propgfreatstra proposed to calculate
the risk free rate as the annualised yields oneld €GS over an indicative averaging
period of 20 business days ending 2 JdfEnvestra did not propose a final averaging
period which is a necessary component for the detation of the rate of return as
required by r. 87 of the NGR.

When asked about the omission of final averagimgp@en its proposal, Envestra
responded that it intends to provide the final agarg period as part of its revised
proposaf-*®

The AER considers that under r 74 of the NGR, ag@sed final averaging period
must be submitted as part of the access arranggrapasal to support the estimates
of WACC parameters (such as the risk free ratedetd risk premium), rather than
providing an intention to submit an averaging peab a later date. Also as no final

136 AER, WACC review final decisiorl May 2009, pp. 128-174.

137 AER, WACC review final decisiori. May 2009, pp. 128-174.

138 EnvestraQld access arrangement informatiahOctober 2010, p. 131.

139 AER, Note for file,Telephone discussion with EnvestBa& 20 October 2010.

88



averaging period was proposed, the AER does naid@enEnvestra has
demonstrated that its proposed approach to caécthiatrate of return satisfies the
requirements of r. 87 of the NGR.

The purpose of allowing the service provider to im@te the final averaging period is
so that it can execute appropriate financing aearents prior or during the
averaging period if it so chooses. This approagussfied under s. 24(2) of the NGL,
as it ensures that the service provider has oppitytto recover at least its efficient
costs. However, the AER considers that the finaraging period should not include
a date in the past. This is to prevent gaming efrfgulatory regime by deliberately
selecting an averaging period with a high risk fi@e that would not be consistent
with the requirement of r 87(1) of the NGR.

The AER requires that a final averaging periods$gtig the following design criteria
should be adopted for the access arrangement period

1. The final averaging period should be nominateddvaace of the
commencement of the access arrangement periochanttinot include a date
in the past.

2. The final averaging period should be between 104fhdusiness days in
length.

The AER will accept a final averaging period thaets the averaging period design
criteria and falls within the following boundaries:

® The final averaging period is nominated by Enveatridne time of or no later than
the lodgement of its revised regulatory proposal

= The final averaging period starts on a day thatftisr notification to the AER of
the proposed period

= The final averaging period ends on or before Friz@yApril 2011
* The final averaging period is between 10 and 4(ness days in lengtH®

If Envestra does not nominate a final averagingopen its revised proposal, the
AER intends to assign a final averaging period theéts these criteria. In this event,
the AER will notify Envestra in writing of the ped it will apply in its final decision.
For the purpose of calculating relevant WACC partansefor this draft decision, the
AER use an indicative averaging period of 20 bussrdays ending 6 January 2011
yielding a nominal risk free rate of 5.68 per cent.

5.4.8 Gearing ratio

The gearing ratio is defined as the ratio of tHee®f debt to total capital (that is,
both debt and equity) and is used to weight thésaafsdebt and equity when
formulating the WACC.

140 Note that an averaging period of 40 business dayddwuse the entire available time, i.e. start on
3 March 2011 and conclude on 29 April 2011, as Arday (25 April 2011) falls on Easter
Monday, and no additional public holiday is grantedasmania. Accordingly, 26 April 2010 is a
business day as per s. 10 of the NGL.
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Envestra considered the efficient level of geashguld be in the range of 40 per cent
to 80 per cent based on a report prepared by Sth8dBoor’s in 2001, a recent draft
decision released by New Zealand Commerce Commig¢kiaCC) and its own

credit rating analysis. Envestra proposed thabdrehmark efficient gearing ratio
should be of 55 per ceft:

The AER considers that Envestra’s proposed geaaitig of 55 per cent does not
reflect what would apply for the benchmark effidigas distribution business, and is
therefore not consistent with the objective of @L and the requirements of r. 87 of
the NGR. Instead, the AER has determined thatw@evafl 60 per cent is appropriate
with respect to these requirements.

Envestra established the lower bound of its rangarh efficient gearing ratio based
on NZCC's draft reason paper for electricity distiion services*> However, the
decision to apply 40 per cent gearing ratio for Neamland distribution businesses
was made under a different cost of capital fram&tbtConsequently, the AER
considers this information should have very litiaring on estimating the efficient
gearing ratio for Envestrd?

The proposed gearing ratio of 55 per cent liebabibttom end of the range (55 per
cent to 80 per cent) for BBB credit rated distribatutilities as reported in the
Standard & Poor’s repotf> The AER considers this report is of limited releva to
this review given the analysis was prepared in 2Q0bMer rule 87 of the NGR, the
AER needs to determine the gearing ratio baseti@atssumption that the service
provider meets the benchmark level of efficiencytiespect to the gearing ratio,
this requires the AER to consider an appropriatellef compensation for costs of
debt and equity that arise under an efficient ehtiructure.

Consistent with the approach taken in the WACCeawyithe AER considers it
appropriate to select a group of comparator busege® inform the level of gearing
for the benchmark efficient gas network businé83he 2001 Standard & Poor's
gearing ratio range was derived based on anal{3is atilities around the world,
each with exposure to country specific risks, argltated under different regim&s.
These factors form an integral part of Standardofr® analysis of the gearing ratio
range. Given that no information was provided anploportional representation of
Australian utilities in the sample, the AER consglthese utilities may not be close

EnvestraQld access arrangement informatjddctober 2010, p. 138.

New Zealand Commerce Commission, Input Methodek({Electricity Distribution Services)
Draft Reasons Paper, June 2010.

New Zealand Commerce Commission, Input Methodek({Electricity Distribution Services)
Draft Reasons Paper, June 2010, pp. 236—-237.Ulc¢be noted that unlike the capital framework
adopted by the AER, under the simplified BrennaltyLraodel applied by the NZCC, the cost of
capital increases with gearing ratio (leverage).

It should be noted that New Zealand Commerce Cission also have the view that in making its
decision, little weight should be placed on therpeplevels determined by overseas regulators,
instead it determines that the greatest informativalue is New Zealand regulatory precedent.
Standard & Poor’s, Utilities: International UtyliRatings and Ratios, September 2001.

146 AER, WACC review final decisiori. May 2009, pp. 121-124.

147 Standard & Poor’s, Utilities: International UtjliRatings and Ratios, September 2001.
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comparators for the benchmark efficient gas netvboidiness in Australid*® On this
basis, the AER considers that little weight shdaédplaced on this information when
estimating the efficient gearing ratio for Envestra

The AER considers that a gearing ratio of 60 pet i the benchmark efficient
electricity business is supported by the most reaeailable empirical evidence as
presented in table 528° In the WACC review, the AER included gas businssse
close comparators to the benchmark electricityriess. The AER considers that this
reasoning also holds in reverse—that is, elegyrimitsinesses are close comparators
for the benchmark efficient gas busin&¥<-urther, the majority of businesses in the
WACC review sample were involved in gas netwdrksThe AER considers that the
best estimate arrived at on a reasonable Basisthe gearing level for the benchmark
efficient gas business is 60 per cent. This is ist&ist with the requirement of r 87 of
the NGR that the rate of return on capital is t@bemensurate with prevailing
conditions in the market for funds.

Table 5.8: Average gearing levels

Year Average gearing levels (per cent)
2002 65.1
2003 64.8
2004 61.7
2005 64.6
2006 63.0
2007 60.5
Average 2002-07 63.3

Source: AERWACC review final decisigiMay 2009, p. 124, table 5.3

5.5 Conclusion

The AER does not propose to approve the rate ofrrein capital proposed by
Envestra as it does not comply with r. 87 of theRN&hd requires Envestra to make
the amendments set out below.

148 The AER considers that the close comparatoree@benchmark efficient network business should

be all businesses that operate in the Australiatkghand have operations which predominantly
involve network businesses in the energy sectar, SER,WACC review final decisioil May
2009, pp. 121-124.

149 AER, WACC review final decisigiMay 2009, pp. 124-125.

150 AER, WACC review final decisigiMay 2009, pp. 104-110.

31 For the Bloomberg gearing ratio analysis, fivé @fiisix businesses were involved in gas networks;
for the Standard and Poor’s gearing analysis, auief eighteen businesses were involved in gas
networks. AERWACC review final decisiogri May 2009, pp. 121-127.

152 NGR, r. 74(2).
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5.6 Required amendments

Before its access arrangement proposal can betadc&mvestra is required to make
the following amendment:

Amendment 5.1:make all amendments necessary in the access amang proposal
and access arrangement information to take acajuhe rate of return calculated in
accordance with the following table.

Table 5.9: WACC parameters for the access arrangemé period (units as stated)

Parameter

Nominal risk—free rate (%) 5.68
Inflation (%) 2.52
Real risk—free rate (%) 3.08
Equity beta 0.8
Market risk premium (%) 6.0
Debt risk premium (%) 3.93
Gearing (%) 60
Cost of debt (%) 9.61
Cost of equity (%) 10.48
Nominal vanilla WACC (%) 9.96
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6 Taxation

The AER has accepted the post-tax approach progmsé&shvestra for the access
arrangement as it is consistent with the AER’s Llaparoach. It has also accepted
the way that taxation is to be calculated (incluglthe use of a 30 per cent corporate
tax rate), the opening tax asset base as at 1204yl and the tax asset lives proposed
by Envestra. These matters were investigated bgEfe and found to have been
appropriately determined by Envestra.

No tax loss carried forward is expected as at iy All11. The AER reviewed
Envestra’s assessment of its tax loss carried failvead considered it unlikely that
there would be any tax loss to be carried ovehwdccess arrangement period.

Envestra’s estimate of the use of imputation csdoltinvestors (gamma) of 0.2 has
been rejected by the AER. Based on the currendlifadole evidence, the AER
considers the best estimate for the value of gatorba 0.45.

The AER has calculated a total $8.5 million in fist tax for the access
arrangement period. This forecast reflects thegedirevenue and cost figures
presented in the various chapters of this draftislen.

6.1 Introduction

This chapter provides the AER’s assessment of Era/eproposed approach to
establishing an allowance for taxation for the as@rangement period. No
submissions were received on Envestra’s proposealltavance.

6.2 Regulatory requirements

Rule 72(1)(h) of the NGR provides that the accesmigement information for an
access arrangement proposal must include the prdpusthod for dealing with
taxation, and a demonstration of how the allowdncéaxation is calculated.

Rule 76(c) of the NGR provides for the estimatest ©f corporate taxation as a
building block for total revenue insofar as thigplicable.
6.3 Access arrangement proposal

Envestra proposed a post-tax approach for the aeresngement periddEnvestra
proposed determining the forecast cost of tax (HGT¢ach year of the access
arrangement period in accordance with the followiorgnula?

FCT = (RTI+STR) « (1 -vy)
where:
RTI; is an estimate of the regulatory taxable incomedgulatory year t that

would be earned by a benchmark efficient distribatodetermined by the
AER post-tax revenue model.

EnvestraQld access arrangement informatjddctober 2010, p. 146.
EnvestraQld access arrangement informatjddctober 2010, p. 147.
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STR is the expected statutory tax rate for regulay@ar t; and is the
assumed utilisation of imputation credits.

The determination of RTI is based on the same spsiéd to determine the
regulatory revenue requirement. Specifically, RSTtalculated as the
regulatory revenue requirement less operating edpee that is deductible
for tax purposes, tax depreciation and interesergp. The STR is set at
30 per cent while the value of imputation credjtei( gamma) is set at 0.2.

Envestra established an opening tax asset base) (@& 1 July 2011 of

$131.2 million. The model Envestra used to deteentlire opening TAB was
reviewed by PWG.The value of the assets in the opening TAB waiveeéifrom
Envestra’s tax asset registers. These registess lieeen reviewed annually by PWC
since Envestra’s inception in 199 The registers include all assets in the network,
including non-regulatory assets, although Envestgects the value of non-
regulatory assets that might be included in the Té&Be immaterial (and most likely
non-existenty. A break down of Envestra’s proposed TAB is setinuable 6.1.

Table 6.1: Envestra’s proposed tax asset base aslafuly 2011

Asset Category Tax value Tax Remaining Tax Standard

($m, nominal) Lives (yrs) Lives (yrs)
Mains 90.7 23.2 20
Inlets 24.6 16.3 20
Meters 12.6 13.0 15
Telemetry 0.3 8.1 10
IT systems 0.3 1.0 4
Other distribution equipment 1.9 17.7 20
Other 0.8 6.6 10

Source: Envestr&ld access arrangement informatjddctober 2010, p. 152.
€) For discussion on why the remaining life fasthasset exceeds the standard life,
please refer to section 6.4.2 below.

Envestra made an error in section 10.5 of its acagsngement information as it
repeated the tax loss carried forward analysig$ddouth Australian network. In
response to an inquiry from the AER, Envestra cordgd that it supported the
analysis in PWC's report that there was no tax tassed forward.

EnvestraQld access arrangement informatjddctober 2010, Attachment 10-1.
EnvestraQld access arrangement informatjddctober 2010, p. 148.

EnvestraQld access arrangement informatjddctober 2010, p. 149.

Envestra, Email to AERRE: AER.EN.O6 - Question concerning the tax carfedard,
1 November 2010; and Envest€d access arrangement informatjddctober 2010,
Attachment 10-1, p. 13.

o g A~ W
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Envestra submitted that the reasonable range fangais between zero and 0.5, and
proposed a point estimate of 0.As per the approach adopted in recent AER
determinations, Envestra’s approach to estimatargrga was to separately estimate
its subcomponents, specifically the payout ratie giroportion of imputation credits
generated that are distributed to shareholdersjlrenthte of imputation credit
utilisation (or theta). Envestra submitted thataberopriate range for the payout ratio
is 0.66 to 0.71, given the following:

= studies completed by Officer and Hathaway, Synsrdgteofessor Officer and
Peter Feros support this range

= the AER’s adoption of a 100 per cent payout ratia simplifying assumption and
does not reflect a best estimate as required bN@¥R, and is also inconsistent
with the practice of market practitionérs

= the AER’s consultants have noted that assumingnextaand distributed credits
have equal value would likely overstate the valtigammma’

With respect to the utilisation rate, Envestra pisga a range between zero and
0.74%° In support of this, Envestra stated:

= all the issues identified by the AER with the SRGdy have been addressed by
SFG and Associate Professor Skeels who concludéhih&FG estimate of 0.23
is the best available dividend drop-off estimate

= the AER has not established that multicollineanig affected the SFG estimate,
but merely speculates that there is potentialtfarid there is no reason to assume
that multicollinearity is any less of an issuelie Beggs and Skeels stdtly

= the AER should not rely on the Handley and Maheawa&ax statistics study as it
does not empirically estimate the redemption rateniputation credits for the
post-2000 period. Rather, it only assumes, thatedlemption rate for individuals
and funds over this period is 100 per cent ancetbes only reflects an upper
bound value of thetd

= the Handley and Maheswaran study should not bedrelpon as it is based on
assumptions created by the authors, has potengiddatdological issues and other
issues with the underlying data

= the AER’s approach of averaging the theta estimateduced by the Handley and
Maheswaran study, and again with that estimated free Beggs and Skeels

EnvestraQIld access arrangement informatigd¢tober 2010, p. 138.
EnvestraQld access arrangement informatidd¢tober 2010, p. 155.
EnvestraQld access arrangement informatjddctober 2010, p. 156.
EnvestraQIld access arrangement informatigd¢tober 2010, p. 154, 158.
EnvestraQld access arrangement informatid@ctober 2010, p. 158.
EnvestraQld access arrangement informatid@d¢tober 2010, p. 160.
EnvestraQld access arrangement informatid@d¢tober 2010, p. 161.
EnvestraQld access arrangement informatio@¢tober 2010, p. 162.
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divid%‘ld drop off study, does not result in a comave outcome and lacks
logic.

Envestra stated that the value of 0.65 for gammahwias been adopted by the AER
in its recent electricity and gas pricing decisidogs not provide sufficient revenue
and cash flow to support business operations dtehenmark BBB+ Standard &
Poor’s credit rating®

Table 6.2 sets out Envestra’s forecast tax alloedorcthe access arrangement
period. These forecasts reflect all the proposelsimpact on the revenues/expenses
that Envestra expects to earn/incur over the aaeasgement period.

Table 6.2: Envestra’s proposed tax allowance ($mominal)

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

Tax 4.1 4.3 4.4 4.6 4.7

Source: Envestr&ld access arrangement informatjddctober 2010, p. 167.

6.4 AER’s consideration

The AER accepts Envestra’s proposed post-tax apprioa the access arrangement
period (r. 72(1)(h) of the NGR). This approach hasen adopted in all previous AER
gas and electricity distribution decisions. Therative pre-tax approach has not
been used by the AER to date.

In assessing the forecast tax allowance proposé&thigstra, the AER has reviewed
the proposed taxation calculation and the comparidat form part of that
calculation, including:

1. the opening tax asset base, used to determinesfardation
2. the tax asset lives, used to determine the rat@xadepreciation

whether there is any tax loss carried forward ftbeearlier access
arrangement period that needs to be offset againse tax claims

4. the use of imputation credits (gamma).

These issues are considered in turn below. Betli@sg considerations, any other
component that affects revenues/costs will affeetforecast tax allowance.
Accordingly, a change to any of the proposed reeust components in this draft
decision will require the forecast tax allowancééorevised.

6.4.1 Opening tax asset base

There was no existing TAB for Envestra that cowdddlled forward from the earlier
access arrangement period to establish the op@#iBgas at 1 July 2011. While the
QCA used a post-tax approach for its building b¥oaksessment, this approach used
the regulatory capital base to estimate tax degtiea. Accordingly, Envestra had to
develop a TAB for the first time.

15
16

EnvestraQld access arrangement informatid@¢tober 2010, p. 162.
EnvestraQIld access arrangement informatiddctober 2010, p. 166.
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The AER has reviewed the tax asset base model gelrbly Envestra and accepts
the opening TAB as proposed. The approach adopt&shbestra to setting the
taxation asset base reflects the approach outhgede AER in its issue paper on
transitioning from pre-taxation to post-taxatioarfreworks-" No issues were
identified by PWC with the model. The AER has aiet identified any issues with
the model. The value of the assets used in the haneleerived from tax asset
registers that have been reviewed annually by Pie2 49972

The AER accepts Envestra’s position that the vafieny non-regulatory assets that
might be included in the TAB is likely to be immagé. Any non-regulated assets that
are included in the TAB would increase tax deptemieand reduce Envestra’s
forecast tax allowance. In such circumstance, Braeetearly has an interest to
identify any significant non-regulated assets axadugle them from the TAB.

6.4.2 Asset lives

Tax depreciation reflects the asset lives of théoua tax assets. There are two types
of tax asset lives:

1. the standard tax asset lives to be appliedwoassets, and
2. the remaining tax asset lives of existing assets

The AER has reviewed the tax asset lives and fiadissue with the tax asset lives as
proposed by Envestra. The standard tax lives pegpbg Envestra are consistent
with the requirements of tHacome Tax Assessment Act L990m 1 July 2002, the
effective lives of gas distribution assets becauigext to a statutory cap of

20 years? Envestra’s proposed standard tax asset livesomsistent with these caps.
Therefore, the AER accepts the standard tax assstproposed by Envestra.

The AER also accepts the remaining tax asset pv@sosed by Envestra. These lives
were appropriately rolled forward from 1 July 19880 June 2011 reflecting
Australian Taxation Office (ATO) changes in taxatiraent during this period. Once
an asset begins to be depreciated at a standarfdiifax purposes, it generally
continues to be depreciated at that life untilyfalepreciated’ If there have been
changes in standard tax lives over time, the reimgitax asset lives for a category of
assets can reflect assets with different rategpfeatiation for tax purposes. As
shown in table 6.1 the remaining tax life for tlsset category of mains exceeds the
proposed tax standard life for this asset categdihyile it seems an illogical outcome,
this is because the standard tax life for mainsiiaed prior to 1 July 2002 being
significantly longer than those used for mains aeglafter this time due the change
in the statutory cap noted above.

7 AER, Electricity Distribution Network Service ProviderBransition of energy businesses from

pre-tax to post-tax regulatiodune 2007, p. 12.

EnvestraQld access arrangement informatjddctober 2010, p. 148.

Australian Taxation OfficeTaxation Ruling TR 2010/2 — ‘Income tax: effectifeeof depreciating
assets’ 2010, p. 10.

The AER’s issue paper on transitioning from faeation to post-taxation frameworks also
requires the “vintage profile of regulatory asselen first subject to tax” be used to roll forward
the TAB. AER,Electricity Distribution Network Service Providerfransition of energy
businesses from pre-tax to post-tax regulgtihme 2007, p. 12.
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6.4.3 Tax loss carried forward

The AER reviewed PWC'’s analysis of whether Envesiliehave any tax loss carried
forward as at 1 July 2011. The analysis coveregénmd 2001-02 to 2010-11 and
showed that there was no tax loss carried forwHnd. AER is satisfied that PWC'’s
analysis is appropriate and therefore that then® imx loss carried forward that
needs to be accounted for in the assessment obEa\sforecast tax allowance.

6.4.4 Use of imputation credits (gamma)

Under the Australian imputation tax system, donedasirestors receive a credit for
tax paid at the company level (an ‘imputation cr¢dhat offsets part or all of their
personal income tax liabilities. For eligible shaotelers, imputation credits represent
a benefit from the investment in addition to angtcdividend or capital gains
receivedUnder a post tax revenue building block framewabkk talue of imputation
credits is recognised when determining the corpadratome tax building block.

The AER and other regulators define the value giutation credits in accordance
with the Monkhouse definition, where ‘gammg) (s defined as a product of the
‘imputation credit payout ratio’ (F) and the ‘usiéition rate’ §). Gamma has a range
of possible values from zero to one.

Under the National Electricity Rules the AER isipdrcally required to consult on
and publish a Statement of Regulatory Intent (SGQRting out values, methods and
credit rating levels relevant to determining thagheed average cost of capital
(WACC) for electricity network service providers. May 2009 the AER completed
its first “WACC review” and published a SORI whiphescribes a gamma value of
0.65 for electricity transmission determinationsvdich the SORI is applicable. This
value has been applied in subsequent electrictyiblution determinations, where the
AER has determined that there has been no persuagidence to depart from 0.65.

While the SORI has no direct or formal applicapitio gas access arrangements, the
AER’s WACC review and SORI were intended to prowgdedance to the gas sector
on WACC related matters.

On 13 October 2010 the Australian Competition Tmdglhanded down its decision
and reasons for decision with respect to the remepéal by Ergon Energy, Energex
and ETSA Utilities of the AER’s South Australia aQdieensland distribution
determinations in relation to gamma. The Tribuailnd errors by the AER in its
treatment of the imputation credit distributionioadnd the utilisation rate. However,
the Tribunal did not make a determination on theem value of gamma and directed
the AER to undertake further work and seeks a tdpmn the AER in relation to
various aspects of the calculation determinatiogashma. One element of this work
relates to the payout ratio, where on 24 Decem@#&0 2he Tribunal issued a decision
finding that, on the basis of the information befdr a value of 70 per cent was
appropriate.

The gamma aspect of the application for reviewdigeha’'s New South Wales gas
network has also been stayed by the Tribunal. Ti®ifal is waiting for the outcome
of the review of the South Australia and Queenskdisttibution determinations in
relation to gamma before it makes a decision orgmema to be applied in access
arrangement for the Jemena New South Wales ga®retw
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The further work as part of the Tribunal proceedirggnot available for this draft
decision however the AER has made this decisiotheiasis of all relevant
information currently before it. The aforementiori@tbunal decisions in relation to
gamma may be before the AER when determining tied élecision for Envestra, and
will be taken into account by the AER at that tirhavailable.

The remainder of this section summarises the AEB/sideration of Envestra’s
proposal in terms of the following key areas:

= overall considerations with respect to gamma
= payout ratio
= estimation of theta using tax statistics

= estimation of theta using dividend drop off studies
6.4.4.1 Overall considerations on gamma

Determining the value of gamma is difficult asaguires various assumptions at both
the theoretical and empirical levels, and is algdgext to other issues in the
development and interpretation of empirical evigenc

The AER and other regulators have estimated eggiityns (of which gamma forms
part) using the capital asset pricing model, und@ch one must determine the value
of imputation credits to the particular (marginaNestor(s) that sets prices and
returns in the relevant market. The residenceisfitivestor is a crucial assumption
one must make as an Australian domestic investbralue imputation credits
whereas a resident in a country without a dividemgutation system would not value
credits at all. During the WACC review the AER atbapa domestic CAPM
framework which recognised foreign investors togk&ent they influenced market
outcomes.

Estimation of gamma is typically done by separa¢stymating the ratio of credits
generated to those that are paid out, and theutiffgation rate of these distributed
credits (theta). Many studies have attempted ter ithfe value of theta from changes
in share prices on ex-dividend days. These stut@subject to numerous issues
given the many other known and unknown factors éffatct share prices, the variety
of measurement techniques available and the inflieh particular data examined.
Interpretation of results from dividend drop-offidtes is also problematic given
differences in the personal tax arrangements avidhaial investors and their differing
risk perceptions regarding trading around the eiddnd date.

Other studies attempt to infer a value of thet&xgmining data from the ATO which
is subject to issues of interpretation given theigaar conceptual framework
adopted.

Empirical evidence relating to the payout ratio as® been the subject of debate
given the practice of companies retaining imputaticedits and questions about
whether and how these are valued by investors.
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The method adopted by the AER to derive an estimiagamma in the SORI was to
assume a payout ratio of 100 per cent. The AERimate of theta was obtained by
averaging the values derived from the Handley aatiddwaran tax statistics study
(0.74) and from the Beggs and Skeels dividend dfbptudy (0.57). The AER took a
simple average of these two values to arrive hetatvalue of 0.65 on the basis that
bothmethodologies were somewhat uncertain in termsafiging a point estimaté.

The resulting theta value of 0.65 was then muéiplby the assumed payout ratio of
100 per cent to derive a gamma estimate of 0.65.

6.4.4.2 Estimating the payout ratio

As noted above, an ongoing issue in relation tg#yeut ratio is the practice of
companies to not distribute all imputation cretlitst are created each year. The AER
has acknowledged its conclusions in the WACC reviegarding a 100 per cent
payout ratio were based on a misinterpretatioratd gresented during the WACC
review. The AER accepts that estimates of a panaiict of approximately 70 per cent
reflect total or average observations over theouartime periods considered, whereas
during the WACC review the AER interpreted theskies to be the amount of all
imputation credits created in a given year to Istrithuted to shareholders in that
same year. The correct interpretation of theseegalneans that the proportion of
credits in franking account balances (which argestibd to time value decay) is not
simply 30 per cent of total credits generated eyear and that the 70 per cent value
includes franking credits generated in a year and put in the same year, as well as
franking credits generated in previous years. Tdhere is no constant or
predictable relationship between the time a ciiedienerated and when it is paid out.

However, the AER does not consider this evidenp@aris an assumption that
retained credits have zero value, as implied byeStra’s submission that the payout
ratio lies in a range of between 0.66 and 0.71rdkhee strong theoretical grounds to
support the conclusion that investors place sorheevan retained credits and
reasonably expect that this value may eventuallyassed back to them. A payout
ratio of approximately 70 per cent implicitly assesmetained credits (which as at
2007 amounted to $148 billion for Australian busEes?) are worthless, which the
AER considers to be an extreme assumption.

For the purposes of Envestra’s access arrangereantipthe AER acknowledges,
however, that it is unlikely that there would bsignificant payout of retained
imputation credits in the immediate future.

Based on these considerations, the AER concludés th

= consistent with previous decisions, the estimatddevof the payout ratio is
within a range of 70 to 100 per cent

= the 70 per cent payout ratio estimated from vargiudies reflects the average
payout ratio. These studies do not provide anymédion regarding the value of
retained credits

2L AER, Final decision, WACC parametetglay 2009, p. 468.
22 gsynergiesEstimating a WACC for the APT Allgas DistributioatiNork, September 2010, p. 79.
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= the view that retained credits have value to sl@dehns and may be eventually
distributed is supported by the AER’s consultaats] is also supported on
theoretical grounds given the rational expectatiat businesses will return this
value to shareholders

= the empirical evidence currently before the AERpsuts a value of the payout
ratio of 70 per cent, which the AER has adoptethadest estimate possible
under the current circumstances in accordancerwith(2) of the NGR.

6.4.4.3 Use of dividend drop-off studies to estimate theta

Dividend drop off studies attempt to infer a vatii¢he imputation utilisation rate by
observing changes in share prices on ex dividetesgdthen decomposing this change
into the implied market value of dividends paid @amy attached imputation credits.
There has been ongoing debate since the AER’s WAR@w about the study relied
on by the AER (Beggs and Skeels) and alternativdiess presented and revised by
SFG that the AER has not relied on.

The AER acknowledges that it has not been postildgply the same level of
scrutiny to the Beggs and Skeels dividend drogstftly as to SFG’s studies.
However the AER has consistently maintained thatethante filtering approach
adopted by Beggs and Skeels is superior to th@stxgmd arbitrary method employed
by SFG. The different filtering methods employedi@mine the reliability of SFG’s
estimates and also magnify issues associated witticailinearity.

SFG’s comment that a larger data set generallyougs the reliability of estimates
may be true, provided there are no issues witlytiadity of observations in the data
set, over which the AER has repeatedly raised cosc&he AER recently re-
examined SFG's data in the context of its finalisiea for the Victorian electricity
distribution network service providers (DNSPs), ethillustrated the sensitivity of
SFG'’s theta estimates to its filtering approach aaaiated the AER’s reluctance to
rely on the study for this reason.

The AER replicated the result of a 0.23 value etalifrom SFG’s February 2010
study and applied the Cook’s D statistic to intgate the SFG 2010 data set. The
most influential observation identified was Angld@éshanti (AGG), with a

Cook’s D statistic of 1.59. AGG is a CHESS Depayitaterest (CDI) and represents
an interest in a foreign company. For a CDI itiféa@llt to isolate the share price
change effect due to the stock going ex-dividenchfother factors and this may
represent a reasonable economic justification ttuebe the AGG observation from
the SFG data set. In addition, AGG is highly prieed pays high dividend per share,
making it influential in the least squares-basepession. The AER conducted a
sensitivity analysis of SFG’s estimated theta usiregfollowing filtering options:

= if one AGG observation (19 February 2001) is exetliche estimated value of
franking credits is increased from 0.227 to 0.432

= jf all the 12 AGG observations are excluded from data, the estimated value of
franking credits is increased from 0.227 to 0.506
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= if all the top one per cent influential observaidbased on Cook’s D-statistic) are
excluded from the data, the estimated value okirancredits is increased from
0.227 to 0.394°

The AER acknowledges that a thorough examinatiddrss’s dataset would be a
costly and time consuming exercise, however antedfathis magnitude has already
been undertaken by Beggs and Skéels.

Multicollinearity is a symptom inherent in all ddend drop-off studies. Given the
presence of multicollinearity, measuring the imgh&lue of imputation credits
through dividend drop-off studies is uncertainitas difficult to isolate the effects of
cash dividends and imputation credits. Multicolangy makes the results of the study
more sensitive to a small number of observatiorikimihe relevant data set. That is,
the presence of multicollinearity underlines theartance of an appropriate data
filtering method to remove unreliable observatiofise sensitivity of results to a
limited number of observations was demonstratedaborelation to SFG’s data set.
Beggs and Skeels’ method of developing economiqaditified filters and applying
these ex ante to the entire data set contrasts$fe@is dividend drop-off study, and
therefore multicollinearity is expected to be legan issue for the Beggs and Skeels
study.

The AER maintains its view that the SFG dividendpdoff study should not be relied
upon and that theta value of 0.57 estimated by Begd Skeels is the best available
estimate.

6.4.4.4 Issues in estimating theta from tax statistics

Tax statistics provide relevant information foriestting the value of imputation
credits. The distribution of franking credits regpgats a means by which a credit for
taxes paid by the company is passed onto sharekdtdavestors will utilise such
credits to offset their taxable income, and redbed tax liability, to the extent that
their tax status and domicile permits. As per @sifon from the WACC review, the
AER considers that the theta estimate of 0.74 ddritom the Handley and
Maheswaran study is the most reliable estimatdaaifrom tax statistics.
Envestra’s arguments do not represent any subgtastues with this study or the
AER'’s use of its estimates.

The Handley and Maheswaran study estimates angaggresduction in personal
taxes due to the aggregate receipt of frankingitsréignoring the time value loss of
money from receipt of the franking credit and reteif the tax saving® As it is
significantly unlikely that credits would be womimore than this amount, the
redemption rate represents an upper bound on the gaa distributed imputation
credit (theta).

23

We assume the same weights applied to samplevaltisms as per SFG Feb 2010, p. 5.
24

For example, the reported number of ordinarydsiud events for Beggs and Skeels (2006) was
5511 after filtering — see Beggs and Skelarket arbitrage of cash dividends and franking
credits 2006, p. 252. , while SFG's data set (afterrfilg) consisted of 3201 observations — see
SFG,Response to the AER draft determination in relatibgammaJanuary 2010, p. 2.
Handley,Further Issues Relating to the Estimation of Gam@®etober 2010, p. 17.
Handley,Further Issues Relating to the Estimation of Gam@®etober 2010, p. 20.
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The AER'’s reliance on tax statistics is consisteitth previous advice obtained from
McKenzie and Partington who recommend the consiideraf information drawn
from multiple types of studies when estimating gaihThe AER disagrees with
Envestra’s arguments that tax statistics shoulcbloepletely ignored in this process.

In addition to these conceptual arguments, Envésgidighted concerns raised by
Neville Hathaway regarding the robustness of thedhey and Maheswaran study
given issues with data and assumptions made bguthers. The AER addressed
Hathaway’s criticisms recently in its final decisitor the Victorian electricity
distribution businesses, where it concluded:

...Hathaway and the DNSPs have incorrectly arguetktieaHandley and
Maheswaran study makes unsubstantiated and ungdzsassumptions.
Additionally, the AER notes that Hathaway's anaysierely implies that
these assumptions are unreasonable without prayalifficient evidence to
demonstrate that this is the case. The Handleywatteswaran study has
been peer-reviewed by members of the Economic Rqudblication, which
provides scrutiny of Handley and Maheswaran's aptions and should
provide further comfort as to their reasonablerf@ss.

Handley has acknowledged that the utilisation estenated in Handley and
Maheswaran ignores the time value difference betweeeipt of the imputation

credit and the attached tax savitigror this reason, the true value of theta must be
below those estimates derived from tax statistitebtaining a point estimate of theta
from this study the AER takes the 0.81 theoretiggder-bound estimate from the pre-
2000 period and adjusts it downward to generatara pstimate of 0.74 to reflect the
time value loss of money. This time value loss wiapproximately reflect a period

of no more than a period of 18 months (being thmetiaken between when a credit is
received to when it is utilised) discounted atrisk free rate given the certainty of
investors being able to utilise the credits. TheRAEONsiders that the estimate of 0.74
would conservatively reflect the time value lossrainey, given the lack of
appropriate data to undertake a more precise edionl

Overall the AER does not believe that there isicigifit reason or evidence to over-
ride its view that the assumptions made by Handley Maheswaran are reasonable,
and as such the study provides valuable informati@stablishing a value of theta.
The AER’s adjustment to the Handley and Maheswastimates to derive a point
estimate of theta from tax statistics is a conger@and practical method of
incorporating this information, and recogniseslimtations inherent in this type of
study. Based on these considerations, the AER aiasthat the theta point estimate
of 0.74 produced from tax studies is still appraf@i

6.4.4.5 Miscellaneous gamma issues
This section addresses the following issues raigeinvestra and its consultants:

2" McKenzie and PartingtoiEvidence and submissions on gamiarch 2010, pp. 3—4.

% AER, Final decision Victorian electricity distributionetwork service providers Distribution
determination 2011-201%®ctober 2010, p. 557.
2 Handley Further Issues Relating to the Estimation of Gam@etober 2010, p. 20.
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= the AER is inconsistent in its interpretation ofgncal studies with respect to the
market value of cash dividends and imputation ¢sedi

= the AER’s previous determinations on gamma arensistent with IPART’s
recent determination

= the AER’s approach to assigning any value to iragon credits is inconsistent
with the practice of market practitioners

= agamma value of 0.65 would result in cashflows #na inadequate to maintain a
benchmark BBB+ credit rating.

Envestra’s (SFG’s) statement that there is an isistency in the valuation of cash
dividends was presented to the AER and address&driecent determination for the
Victorian electricity distribution business&sin summary, the AER does not consider
that the value of cash dividends has been incamlgtapplied across CAPM and
dividend drop-off models. The coefficients reflectithe value of cash dividends
derived from market based studies (i.e. that ingalgh dividends are valued less than
100 per cent, as per the CAPM) reflect the impédifterential personal taxes and
risk. In this way, they do not reflect the aftemqmany-before-personal tax value of
one dollar of dividends.

The AER acknowledges Envestra’s statement regatBiAT’s view of the value of
gamma of between 0.3 and 0.5, and notes thatstimsw consistent with the AER’s
view in light of its re-examination of the valuetbl payout ratio.

The AER does not accept Envestra’s statementhbaAER should adopt an
assumption that franking credits have no value Birbpcause this is the practice of
corporate valuation professionals. As the AER hasipusly stated during the
WACC review, this practice does not necessarilylyntipat market practitioners
unequivocally believe that imputation credits haeeo value, and may simply assign
a value of zero for a variety of reasons, includimg complexity and uncertainty in
estimating their valug'

Envestra’s analysis regarding cashflow adequady repect to a BBB+ rated firm
were addressed in chapter 5 in relation to theafteturn.

6.4.4.6 Conclusion on gamma

The AER considers that, based on the material otlyravailable, 0.45 is the best
estimate of gamma arrived at on a reasonable bagntly available, as required by
r. 74 of the NGR. This is based on an assumed pagba of 70 per cent and a theta
estimate of 0.65. The estimate of theta refle@sstimple average of the values
derived from the Beggs and Skeels dividend drogtoifly (0.57) and the Handley
and Maheswaran tax statistics study (0.74). Inhiacthis conclusion the AER has
considered the information submitted by Envestrpaaisof its access arrangement
proposal, as well as the advice of the AER’s cdasis.

% AER, Final decision Victorian electricity distributionetwork service providers Distribution

determination 2011-201%®ctober 2010, p. 581.
31 AER, Final decision, WACC parametetglay 2009, p. 409.
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In summary, the AER considers:

= the true value of the payout ratio is within a ramg 70 to 100 per cent, however
empirical evidence does not support a value opth@ut ratio above 70 per cent

= given the material currently available, the AER siders that for this draft
decision, the theta value of 0.65 is still apprafi

= when the 70 per cent value of the payout ratimmlmned with a theta of 0.65,
the value of gamma is 0.45.

The AER considers that the adoption of a gamma4¥ & consistent with the
revenue and pricing principles set out in sectidrothe NGL and will or is likely to
contribute to the achievement of the national ggsative in section 23 of the NGL.

However, the AER notes that the further work as pbthe Tribunal proceedings is
not available for this draft decision. Any Triburtgdcisions on this matter will be
taken into account by the AER at the time of timalfidecision for Envestra.

6.4.5 Forecast tax allowance

Due to changes discussed above and the variousabtheges that affected
Envestra’s proposed revenues/costs, the AER hakudated the forecast tax
allowance for the access arrangement period, agrshmotable 6.3.

Table 6.3: AER tax allowance for the access arranggent period ($m, nominal)

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

Tax 1.8 1.8 1.7 1.6 1.6

6.5 Conclusion

The AER has accepted the tax approach proposedvssEa. However, due to
changes in gamma and the various other factorsripatct on revenues and costs, the
forecast tax allowance for the access arrangeneighas been revised. The AER
considers this revised forecast tax allowance eamdluded as a building block for
revenues under r. 76(c) of the NGR.

6.6 Required amendments

Before its access arrangement proposal can betad¢&mvestra must make the
following amendments:

Amendment 6.1 make all amendments necessary in the access amangproposal
and access arrangement information to take acafngamma of 0.45.

Amendment 6.2 make all amendments necessary in the accesgamamt proposal
and access arrangement information to take acajuhe revised tax allowance in
table 6.3 of this draft decision.
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7. Incentive mechanisms

Envestra has proposed an incentive mechanism appfi/ to opex for the access
arrangement period.The AER accepts that a mechanism to provide iivesnfor the
achievement of efficiencies in opex should beanelbut considers that amendments
are required to the mechanism proposed by Envésfare it can be approved as
being consistent with the NGR and the NGL. Thesndments include adding
specific safeguards to ensure that Envestra ipeaalised or rewarded for changes
resulting from matters outside its control, ensgrthat the incentive works not only
for Envestra but against it should it not achietfeceencies, and other specific
amendments to the formulaic calculation of thecedficies.

7.1 Introduction

This chapter sets out the AER’s analysis and cenaitbn of Envestra’s proposed
incentive mechanism for the access arrangemerdgeri

7.2 Regulatory requirements

Where an incentive mechanism is operating in thikeeaccess arrangement period,
the NGR requires that Envestra includes in its s&egrangement proposal details of
the carryover of increments (decrements) for adficy gains (losses). It should also
demonstrate how an allowance is to be made fosaaly increments (or decrements)
(r. 72(2)(i) of the NGR).

For the access arrangement period, the NGR allon&rivestra to propose (or for the
AER to require) one or more incentive mechanismanimourage efficiency in the
provision of services (r. 98(1) of the NGR). Suam@chanism may provide for the
carryover of increments (decrements) for efficiegains (losses) from the access
arrangement period to the next (r. 98(2) of the NGR

Where an incentive mechanism is proposed the N@&nes Envestra to:
® include the rationale for proposing such a mechmarfrs 72(1)(l) of the NGR)

= ensure that the proposed mechanism is consistémtiva revenue and pricing
principles (r. 98(3) of the NGR).

In assessing Envestra’s proposed access arrangdmehER must take into account
the transitional provisions of the NGR includingus$e 5(1)(a) of schedule 1 of the
NGR. This relates to the operation of an incenthezhanism approved under section
8.44 of the Code. In patrticular, the AER is reqdite ensure that revenue
calculations made for the access arrangement pprageerly reflect increments or
decrements resulting from the operation of thentize mechanism in the earlier
access arrangement period.

1 EnvestraQLD access arrangement informatjddctober 2010, pp. 168—169.
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7.3  Access arrangement proposal

7.3.1 Proposed incentive mechanism

Envestra has proposed to include in its accesagaraent a rolling carryover
incentive mechanism applied to opex. Envestra basgted that the proposed
incentive mechanism would result in Envestra ratgithe reward associated with an
efficiency-improving initiative for five years aftéhe year in which the gain was
achieved

7.3.1.1 Calculating efficiency gainsor losses

Envestra has proposed that the opex annual eftigigain (or loss) for any year can
be calculated as follows:

Efficiency Gain = Underspending Underspending
where:
Underspending= Opex L Opex*?

7.3.1.2 Treatment of final year of access arrangement period

In the access arrangement proposal Envestra sedntithas assumed that it will not
achieve more than the forecast productivity gatwben the penultimate and last
years of the access arrangement period. This eféé¢imeans that if Envestra makes
an efficiency gain in the final year of the accagsangement period, there would be
no carryover in respect of that yéar.

7.3.1.3 Adjustments

Envestra has proposed that the carryover of ctetieckefficiency gains will be
calculated in a manner that takes account of aapg in the scope of activities that
formed the basis of the approved forecast opexe&na submitted that this will only
occur where the changes in scope arise from exageactors and where they
impose material additional costs on Enve3tra.

7.3.1.4 Exclusions

Envestra has proposed that the costs associate@mwimpost or complying with any
retailer of last resort requirements will be exéddrom the operation of the incentive
mechanism. Envestra has further proposed that tigy activity that Envestra and
the Regulator agree to exclude from the operatidheincentive mechanism will be
so excluded.

EnvestraQLD access arrangement informatjddctober 2010, p. 168.
EnvestraQLD access arrangement informatjddctober 2010, p. 168.
EnvestraQLD access arrangement informatjddctober 2010, p. 169.
EnvestraQLD access arrangement informatjddctober 2010, p. 169.
EnvestraQLD access arrangement informatjddctober 2010, p. 168.
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7.3.1.5 Application of carryovers

Envestra has submitted that to the extent thagative carryover (in net present
value terms) amount results at the end of the aa@angement period, that amount
will not be carried into the following access agament period.

7.3.1.6 Establishment of fixed principle

Envestra has proposed that the incentive mechamigmrespect to operating
expenditure efficiencies, be established as a fprattiple until the end of the fourth
access arrangement period (that is, 30 June 2021).

7.4 AER’s consideration

7.4.1 Proposed incentive mechanism

The AER has identified a number of issues with Binageés proposed incentive
mechanism that will need to be addressed befofe &umechanism can be approved.

74.1.1 Operating expenditur e incentive mechanism

The AER agrees in principle to the application mfirrcentive mechanism to
encourage efficiencies in opex, but considersttimmechanism as proposed by
Envestra is not consistent with the N&R.

Envestra has proposed an incentive mechanism ppéiea only to opex° This
approach is consistent with the efficiency bersfdring scheme (EBSS) developed
by the AER under the National Electricity Rufeand the AER'’s decision on
ActewAGL under the NGL*?

In only applying the incentive mechanism to opexAER notes that there may be an
incentive to shift opex to capex. As the AER doesanvisage implementing a

similar incentive mechanism to capex, the AER aters that this concern can be
partially mitigated by ensuring that any reclassifion of opex or capex is reasonable
and does not adversely affect the calculation efcdrryover amounts. To mitigate
this risk a number of safeguards are required topéeemented by Envestra and
provided to the AER, including:

= jts approach to classifying costs as either opecapex

= adetailed description of any costs that are reiflad between opex and capex
during the access arrangement period

= adjustments made to the forecast opex used tolatdhe carryover amounts so
that the forecast expenditures are consistenttivéltapitalisation changes.

EnvestraQLD access arrangement informatjddctober 2010, p. 169.

EnvestraEmail response to the AER’s questid® November 2010.

° NGR, r. 98(1) and (3).

10 EnvestraQLD access arrangement informatjdBctober 2010, p. 168.

1 AER, Electricity distribution network service provider&fficiency benefit sharing schepdeine
2008, p. 8.

12 AER, Draft decision: ActewAGL — Access arrangement psapéor the ACT, Queanbeyan and

Palerang gas distribution network 1 July 2010 -J8®e 2015November 2009, p. 78.
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If Envestra’s approach to classifying costs asegitpex or capex should change
during the access arrangement period, this coelateran inconsistency between the
forecast and actual opex figures used to calctit@earryover amounts. In
calculating the carryover amounts, the measureofeattual opex must be done
using the same cost categories and methodologytaszdculate the forecast opex
for that access arrangement period. The AER corssttiat the provision of this
information is required for the AER to determinatthny such cost reclassification is
reasonable. This requirement would remove any ineefor the capitalisation of
opex purely to exploit the operation of efficiernmglculations, which the AER
considers would not be consistent with r. 98 ofi\ii&R.

7.4.1.2 Calculating efficiency gainsor losses

The AER considers that Envestra’s approach to tlog the opex annual efficiency
gain (or loss) is not appropriate for year one year five of the access arrangement
period.

For all years of the access arrangement periodogxaethe first and last years, the
AER considers that the method for calculating efficy gains and losses can be
expressed as:

E=F-A)-(Fi1-Au1)

where:

E; is the efficiency gain in year i of the accessagement period.
F is the forecast opex in year i of the access gamarent period.
A is the actual opex in year i of the access arnaegée period.

The AER considers that the above equation is noecbfor the first year of the
access arrangement period. This is because forexaesnditures for the first year will
be newly formulated and will be based on the mpdibudate estimates of forecast
coitls%e’ Instead, the efficiency gain for the first yea®12—-12) should be calculated
as:

Ei=(R-A)

where:

E; is the efficiency gain in year one of the accessrgement period.
F1 is the forecast opex in year one of the accesmgement period.

A is the actual opex in year one of the access geraant period.

13
14

NERA, Efficiency carryover mechanism: a report for Trémgl, September 2004, p. 3.
AER, Draft decision: ActewAGL — Access arrangement psapéor the ACT, Queanbeyan and
Palerang gas distribution network 1 July 2010 -J8®e 2015November 2009, p. 79.
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The AER considers that consistent with the AER'SBBand decision on
ActewAGL, these formulaic additions to Envestraisantive mechanism ensure that:

= there is clarity as to the operation of the mectrani

= the estimate of the carryover amount is arriveohaa reasonable basis, consistent
with r. 74 of the NGR.

7.4.1.3 Treatment of final year of access arrangement period

The AER considers that Envestra’s proposed apprimachlculating efficiency gains
and losses in the final year of the access arraageperiod (2015-16) can be
expressed as the following equation:

As*=Fs— (R — Ag)

where:

As* is the estimate of opex for the final year of Hezess arrangement period.
Fs is the forecast opex for the final year of theemscarrangement period.

F, is the forecast opex for the penultimate yeahefdccess arrangement period.
A4 is the actual opex for the penultimate year ofdbeess arrangement period.

The AER notes that carryover amounts from the acaggangement period will form
part of total revenue in the following access ageanent period. As the next access
arrangement review will be finalised before the ehthe access arrangement period
in which the incentive mechanism applies, an egémaust be used to derive the
actual opex used to calculate the carryover fofitied year. To account for this, the
AER considers that consistent with the EBSS an@wWaiGL decision, this equation
should be used to calculate the carryover for ithed f/ear of the access arrangement
period.

Further, the AER considers that where differencess detween the estimates*A
and the actual opex incurred in the final yeahef&ccess arrangement period, the
first year of the following access arrangementgue(il July 2016 to 30 June 2021)
should be adjusted as follows:

Es = (Fs — Ae) — (5 — As) + (Fa — Au)

where:

Es is the efficiency gain in the first year of théléeving access arrangement period.
Fs is the forecast opex for the first year of thédwing access arrangement period.

As is the actual opex for the first year of the fallog access arrangement period.

15 AER, Draft decision: ActewAGL — Access arrangement psapéor the ACT, Queanbeyan and

Palerang gas distribution network 1 July 2010 -J8®e 2015November 2009, p. 80.
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Fs is the forecast opex for the final year of theemscarrangement period.
As is the actual opex for the final year of the asa@sangement period.

F4 is the forecast opex for the fourth year of theeas arrangement period.
A, is the actual opex for the fourth year of the asa@rangement period.

This approach assumes no additional efficiency gathe final year of the access
arrangement period and offsets the implicit careyamount in the following access
arrangement period. It is also consistent withaperoach taken in the AER’s EBSS
for electricity’® and the AER’s decision on ActewAGL under the N&L.

The AER proposes to amend Envestra’s incentive argsin to include the specified
eguations to calculate the efficiency carryover ants for the final year of the access
arrangement period, and also to provide an adjutdtioehe first year of the

following access arrangement period. The AER carsithat in the absence of
information about the actual opex in the final yefthe access arrangement period,
the amendment will allow for an estimate of theayaver amount to be arrived at on
a reasonable basi8.

7414 Adjustments

The AER considers that rewarding or penalising sirigss for changes in activity
scope that are outside of its control (that is,gexmus) would not serve the intention
of promoting efficiency in the provision of servicas required under the NGRAs
such, and consistent with the AER’s EBSS and ActélAlecision, the AER accepts
that the incentive mechanism should exclude exagefarctors.

The AER considers that where forecasts do notatette efficient level of opex, it is
possible that Envestra could experience a windth or loss. Therefore, the AER
seeks to minimise the risk of a windfall gain asddoy allowing an adjustment in
forecasts for a change in scope. The AER acceptsdfta’s proposal that such an
adjustment should only occur where the changesdpesarise from exogenous
factors (that is, outside of the control of theibass) and where they impose material
additional costs on Envestra.

In order for the AER to assess the changes indbpesof activities and the impact of
these changes on the approved expenditure, thechB&lders that Envestra should
provide information on these changes. This inforamashould include detailed
explanation and reasoning for the changes in sandean outline of the impact of the
changes in scope on the approved forecast opex.

6 AER, Final decision, Electricity distribution networkrsice providers: Efficiency benefit sharing

scheme, Appendix Bune 2008, p. 6.

AER, Draft decision: ActewAGL — Access arrangement psapéor the ACT, Queanbeyan and
Palerang gas distribution network 1 July 2010 -J8@e 2015November 2009, p. 80.

18 NGR, r. 74(2).

¥ NGR, r. 98(1).

17

111



7.4.15 Exclusions

The AER considers that the efficiency promotioneshiye of an incentive
mechanism would not be served by providing a bgsinath benefits or penalties for
variances in costs over which it has no controk AER will therefore have regard to
whether or not an opex category is controllablemagsessing whether it should be
excluded from the operation of the incentive mearan

The AER accepts Envestra’s proposal that the esstsciated with an impost or in
complying with any retailer of last resort requirams will be excluded from the
operation of the incentive mechaniéhithe AER considers that these costs result
from factors external to Envestra and can be censtdtlas uncontrollable costs.

Further the AER considers that, consistent withEB&S, a range of additional
uncontrollable costs should also be excluded fioenoperation of the incentive
mechanism, including:

= amounts for approved cost pass through events

= debt raising costs

® insurance costs

= superannuation costs for defined benefits anderagnt schemes

= other specific uncontrollable costs incurred ambreed by Envestra during the
next access arrangement period, which the AER dersshould be excluded in
accordance with the NGL and NGR.

The AER considers that if Envestra seeks to exdudber costs from the operation
of an incentive mechanism that it needs to spedifguch costs and the basis on
which they are deemed to be uncontrollable.

74.1.6 Application of carryovers

The AER rejects Envestra’s proposal to excludeafs@ication of negative carryovers
from the operation of the incentive mechanism. Thisecause the AER considers
that the application of a symmetrical mechanismedgiired to encourage efficiency in
the provision of servicésand it provides Envestra with effective incentites
promote economic efficiency.

To encourage efficiency in the provision of sergidhie AER considers that an
incentive mechanism should have regard to the ineehenefits of a symmetric
scheme as allowed under r. 98(2) of the NGR. ThR Akamined the

2 EnvestraQLD access arrangement informatjdBctober 2010, p. 168.

2L NGR, r. 98(1).
2 NGL, s. 24(3).
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appropriateness of applying negative carryover artsoun detail as part of its
decision on the EBSS for electricfty.

In its decision on the EBSS, the AER identifiedrfowain circumstances where
negative carryover amounts may arise. These include

= aone-off decrease in opex

= shifting of opex into year four of the access agement period
® an ongoing increase in opex

= forecasts not reflecting the efficient level of a5é

Where the circumstances relate to variations ix@yer which Envestra has control,
the AER considers it appropriate that Envestraeshath users a portion of the cost
increase through the application of a negativeyoaar. The AER considers that this
is required to provide Envestra with an effectineentive to reduce controllable
opex.

In circumstances beyond Envestra’s control, th@@sed incentive mechanism
provides safeguards to minimise or prevent a negatrryover amount arising. For
example, a negative carryover amount arising asualtrof forecasts not reflecting the
efficient level of opex will be offset by adjustitige benchmark amounts for changes
in the scope of activities as discussed in sedtidril.4 above.

Furthermore the AER considers that, in the absehtee symmetrical application of
both positive and negative carryovers, there vélhio incentive for Envestra to strive
to achieve efficiency gains in the last years efdlacess arrangement period where it
has exceeded forecasts at the start of the acoasgi@ement period. Where
substantial inefficiencies are incurred at the beigig of the access arrangement
period, Envestra may not be able to recoup thetigeifinal years and will hence
defer any efficiency gains to the start of the reedess arrangement period. The
application of a negative carryover will ensuret ti@ incentive mechanism will
encourage efficiency consistently across the eatioess arrangement period.

7.4.1.7 Establishment of fixed principle

The AER rejects Envestra’s proposal to establistptioposed incentive mechanism
as a fixed principle, until the end of the fourtitess arrangement period (that
is, 30 June 202,

The AER considers that there is merit in monitoting operation of the incentive
mechanism. At the next access arrangement revieagsessment should be carried
out to determine:

% AER, Explanatory statement: Proposed electricity disitibn network service providers efficiency

benefit sharing schem@pril 2008, pp. 7-8.

AER, Explanatory statement: Proposed electricity disitibn network service providers efficiency
benefit sharing schemApril 2008, p. 8.

EnvestraEmail response to the AER’s questiaz¥ November 2010.

24
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= whether the incentive mechanism is still relevantEnvestra given its position at
the time of the next review

= how effective the mechanism was during the prevmrsod

= whether the incentive mechanism needs to be mddifiéncrease its
effectiveness

= whether there are any new costs which should beded or excluded from the
operation of the incentive mechanism.

The incentive mechanism will need to be amendeat #iis assessment to ensure that
it operates as necessary to fulfil the requiremehts98 of the NGR. The
establishment of a fixed principle would preveny aequired changes to the incentive
mechanism.

The AER has also considered the possible concenregulatory certainty which
may arise if the incentive mechanism is not impleteé as a fixed principle, but
considers the risk to be low. Even without beirfixed principle, the incentive
mechanism permits that any increments (decreméatsfficiency gains (losses) are
necessarily carried over to the next access arnegeperiod in line with the NGR.
The AER considers that this should allay any pdesibcertainty as to the calculation
of entitlements for efficiency gains over the ascagangement period.

7.5 Conclusion

The AER does not approve the incentive mechanisipgsed by Envestra as it is not
consistent with r. 98 of the NGR and s. 24(3) @ NGL. The AER considers that
various amendments are required. Where these ansgnslimvolve annual reporting
requirements these are set out in appendix E.

7.6 Required amendments

Before the access arrangement proposal can bevagopfenvestra must make the
following amendments.

Amendment 7.1: amend the access arrangement proposal to inclstiteanent
under s. 5.2 that, if Envestra changes its apprtmclassifying costs as either capex
or opex during the access arrangement period Erarestra must adjust the forecast
opex used to calculate the carryover amounts sdhiibdorecast expenditures are
consistent with the capitalisation changes.

Amendment 7.2: amend the access arrangement proposal to inclstiteanent
under s. 5.2 that, if there is a change in Envssaigproach to classifying costs as
either capex or opex Envestra must provide to th& A& detailed description of the
change and a calculation of its impact on foreaadtactual opex.

% NGR, r. 98(2).
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Amendment 7.3: amend the access arrangement proposal to inclstéteament
under s. 5.2 that carryover amounts for the fiestryof the access arrangement period
will be estimated using the following equation:

Ei=(F—A)

where:

E; is the efficiency gain in year one of the accessmgement period.
F1 is the forecast opex in year one of the accesmgement period.
A is the actual opex in year one of the access geraant period.

Amendment 7.4: Envestra must delete and replace the second dutypualer s. 5.2

of the access arrangement proposal to state thigbgar amounts in the second,
third, and fourth years of the access arrangememgare to be estimated using the
following equation:

Ei=(F-A)-(Fi1-A1)

where:

E; is the efficiency gain in year i of the accessagement period.
Fi is the forecast opex in year i of the access gearent period.
A is the actual opex in year i of the access arnaege period.

Amendment 7.5: Envestra must delete and replace the eighth dot poder s. 5.2 of
the access arrangement proposal to state thabearmrgmounts in the last year of the
access arrangement period are to be estimated th&rigllowing equation:

As* = Fs— (R — Ay)

where:

As* is the estimate of opex for the final year of Hezess arrangement period.
Fs is the forecast opex for the final year of theemscarrangement period.

F, is the forecast opex for the penultimate yeahefdccess arrangement period.
A4 is the actual opex for the penultimate year ofdbeess arrangement period.

Amendment 7.6: amend the access arrangement proposal to inclstéteament
under s. 5.2 that carryover amounts for the fiestryof the access arrangement period
commencing 1 July 2016 are to be estimated usidolfowing equation:

Es = (Fs— As) — (5 — As) + (Fa — Ay)

where:

115



Es is the efficiency gain in the first year of théléaving access arrangement period.
Fs is the forecast opex for the first year of thédwing access arrangement period.
Ag is the actual opex for the first year of the fallng access arrangement period.
Fs is the forecast opex for the final year of theesscarrangement period.

As is the actual opex for the final year of the asa@sangement period.

F4 is the forecast opex for the fourth year of theeas arrangement period.

A, is the actual opex for the fourth year of the asa@rangement period.

Amendment 7.7: Amend sub point 1, dot point 7 of s. 5.2 of theems arrangement
proposal to state that the information will be pded to the AER, and will, without
limitation, quantify and substantiate the impactte scope changes on the original
benchmarks.

Amendment 7.8: amend dot point 5 of section 5.2 of the accessigerment proposal
to state the following costs will also be excludies the operation of the incentive
mechanism (i.e. the amounts in relation to thesegcaies will be deducted from both
the forecast opex and actual opex):

= amounts for approved cost pass through events

= debt raising costs

® insurance costs

= superannuation costs for defined benefits anderagnt schemes

= other specific uncontrollable costs incurred ambreed by Envestra during the
access arrangement period, which the AER conssgihensld be excluded in
accordance with the NGL and NGR.

Amendment 7.9: delete dot point 9 of s. 5.2 of the access arnawegée proposal
which states:

To the extent that a negative efficiency carryquemnet present value terms)
amount results at the end of the Third Access Ayeament Period, that
amount will not be carried into the Fourth AccessaAgement Period.

Amendment 7.10: amend dot point 3 and dot point 4 of s. 5.2 ofabeess
arrangement proposal to include costs associatibdingfficiencies and negative
carryover amounts during the access arrangemeiodper

Amendment 7.11: delete s. 5.1 of the access arrangement propdseth\states:
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5.1 Fixed Principle

Rule 98 allows for a full access arrangement ttuihe one or more incentive
mechanisms to encourage efficiency in the provisioservices by the
service provider.

This incentive mechanism is a fixed principle wheii apply until the end
of the Fourth Access Arrangement Period on 30 2024.
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8 Operating expenditure

Operating expenditure (opex) refers to the opegtmaintenance and other costs of
a non-capital nature incurred by a service providtethe provision of distribution
pipeline services. This expenditure also includegscincurred in increasing long-
term demand for pipeline services and otherwiseldg@ing the market for pipeline
services.

Envestra has applied a base year roll forward mdthbforecasting opex. It
proposed opex of $110 million ($2010-11) over tteeas arrangement period,
representing a real increase of 16 per cent on @ancurred expenditure in the
earlier access arrangement period. This increase lteeen principally substantiated
by increasing unaccounted for gas (UAG) costsnied for increased network
development, and various non-base year costs amdases resulting from input cost
escalation.

The AER reviewed Envestra’s proposed opex anaitstituent components under its
roll forward method against the NGR and the NGLe AR engaged independent
consultants Wilson Cook to provide expert engimgpadvice on whether Envestra’s
proposed opex is prudent and efficient, and AcEessomics to provide expert
economic advice on the reasonableness of Envedtiesast labour costs.

Having considered the advice of its consultantgetber with internal analysis, the
AER considers that Envestra’s proposed opex i€osistent with the NGR and
NGL requirements. The AER has set out a numbemehdments that Envestra is
required to make to its access arrangement propasaluding changes to input cost
escalation, reductions in network development aAdGléxpenditure and several of
the proposed non base year costs. Overall, the adeRpts $85 million in opex over
the access arrangement period, which is 23 per lesstthan proposed by Envestra.
The accepted amount represents an 11 per cent tiedun real terms compared to
actual expenditure over the earlier access arrangeinperiod.

8.1 Introduction

This chapter sets out Envestra’s opex proposalfl@édER’s consideration of
Envestra’s proposal and submissions from intergsaeties.

8.2 Regulatory requirements

Rule 91 of the NGR provides that operating expemdimust be such as would be
incurred by a prudent service provider acting efity, in accordance with accepted
industry practice, to achieve the lowest sustamabkt of delivering pipeline
services.

The access arrangement information for an accessgament proposal must include
operating expenditure (by category) over the eaaleeess arrangement period and a
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forecast of operating expenditure over the acceasgement period and the basis on
which the forecast has been derived.

Any forecast or estimate must be supported bytarstnt of the basis of the forecast
or estimaté. A forecast or estimate must be arrived at on saegble basis, and must
represent the best forecast or estimate possitiheinircumstances.

The access arrangement information must includ&eligoerformance indicators to
be used by the service provider to support expereltb be incurred over the access
arrangement periot.

8.3  Access arrangement proposal

Figure 8.1 compares Envestra’s actual opex expaedit the earlier access
arrangement period with that approved by the pressiregulator (the QCA) and
expenditures proposed to the QCA in previous resiew

Figure 8.1: Envestra opex — historic (actuals v f@casts) vs proposed

Envestra QLD opex
. Actual [ Estimate —A— QCA allowance

Envestra's forecast
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Source:  QCAAllgas & Envestra gas distribution networks — Drdécision
March 2001, p. 208;
QCA, Envestra gas distribution network — Draft decisi@®cember 2005,
pp. 91-101;
EnvestraAccess arrangement information proposal — EnveQuaensland
Network, September 2005, p. 8; and
EnvestraQIld access arrangement informatijddctober 2010, p. 30; and
EnvestraEmail to the AER, re: Envestra — Opex categorieR AR 02
Response 101020.daz0 October 2010.

NGR, r. 72(1)(a)(ii) and r. 72(1)(e).
NGR, r. 74(1).

NGRr. 74(2).

NGR r. 72(1)(f).
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8.3.1 Earlier access arrangement

Envestra underspent its allowed opex in the eaalieess arrangement period by five
per cent. There is a 12 per cent divergence betaeteral opex and expenditure
proposed to the QCA in the previous access arraegeraview.

Table 8.1 disaggregates these expenditures byarsteshowing that Envestra’s
underspend was driven principally by significantlerspends in the categories of full
retail contestability (FRC) of 20 per cent, and UAfZ30 per cent. These categories
outweighed the overspends recorded for the categofiadministration and general,
operating and maintenance and network development.
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Table 8.1: Envestra’s historic opex (allowed vs ingred), ($m, 2010-11j°

2006-07 2007-08 2008-09 2009-10 2010-11 Total
Allowed 14.5 14.0 13.7 13.6 13.5 69.4
operating & Incurred 137 126 135 134 136 668
Variance (%) -5.7 -10.3 -1.3 -1.3 0.4 -3.7
Allowed 2.3 2.5 2.8 2.9 2.9 13.3
Qgﬂgfnaﬂo” & Incurred 2.3 1.6 2.6 3.4 34 133
Variance (%) 2.0 -34.4 -7.2 18.0 18.8 0.3
Allowed 1.0 1.0 1.0 1.0 1.0 51
Network development Incurred 1.0 1.0 1.0 1.2 1.2 5.3
Variance (%) -2.3 -3.9 -6.1 17.2 204 4.9
Allowed 0.1 1.8 1.5 15 1.5 6.3
FRC operating costs  Incurred 0.0 1.9 1.1 1.0 1.0 5.0
Variance (%) -100.0 5.6 -24.7 -30.3 -29.8 -20.0
Allowed 1.5 1.4 1.3 1.2 1.1 6.6
Unaccounted for gas Incurred 1.7 1.7 0.4 0.4 0.5 4.6
Variance (%) 12.2 18.7 -71.0 -66.7 -59.5 -30.1
Allowed 19.5 20.7 20.3 20.2 20.0 100.6
;‘(’;ae"n%‘i’tirraetmg Incurred 187 187 186 194 196  95.1
Variance (%) -3.7 -95 -8.6 -3.7 -1.6 -5.5

Source:  Envestr&ld access arrangement informatjddctober 2010, p. 30; and
EnvestraEmail to the AER, re: Envestra — Opex categorieR AR 02
Response 101020.daz0 October 2010.

8.3.2 Forecasting method

For the access arrangement period, Envestra fdrepas by applying the base year
roll forward method. It submitted that there isomecof opex that is generally static
and recurrent in nature. Given the incentive natdithe regulatory regime in the

> The AER has converted 2009-10 real dollars iftb0211 real dollars.
Envestra’s access arrangement proposal repditeeed figures with two additional opex
categories (total material changes and network gemant fee). However, to allow for

meaningful comparisons with incurred expenditutgs/estra advised the AER of the appropriate

allocation of these opex categories.
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earlier access arrangement period, the latestofeaarifiable costs should reveal a
service provider’s efficient core opéEnvestra’s method involved:

1. selecting an efficient base year (2009-10) usitigehclata from the earlier
access arrangement period. Network developmentUa&@ were removed
from the base and forecast on a year by year basis

2. rolling forward the base year costs (that is, ofpegeand maintenance,
administration and general) by applying variousakgors to account for
changes in network growth (scale), input costsoilaland materials) and
inflation

3. forecasting certain costs on a year by year b@ikisse are costs for which the
base year is not reflective of costs expected tiodared over the access
arrangement period, including:

a. network development
b. UAG
c. Non-base year costs:
i.  Opex related to capex
ii.  Ad hoc opex programs
iii. Step changes — for permanent increases/decreasest#n

Envestra submitted that the base year does naide@ny non-recurrent
expenditur€. Further, while submitting that the base year df®a.0 represents the
most recent year for which the AER will have fudlay results when conducting its
review, Envestra submitted that it had been necgs$saely on nine months of actual
data and three months of forecast data. It subdnittat the three month forecast
represents the best estimate of costs to be irtdueng that period and that it would
submit regulatory accounts to confirm the accumfane numberd?

8.3.3 Forecast operating expenditure

Envestra’s forecast opex for the access arrangepeeiatd is set out in figure 8.1. It
shows that Envestra has in this access arranggrausal, like its previous
proposal to the QCA for the earlier access arramgenproposed a significant step
increase in total opex. Envestra’s proposal repitese 15 per cent increase on actual
opex and 9 per cent increase on allowed opex iedher access arrangement
period.

Table 8.2 disaggregates Envestra’s proposal by oggories, showing that sizeable
increases on actual opex in the earlier accessgamaent are proposed across all
categories of opex. The most notable increaseterldhe categories of network
development (61 per cent), UAG (31 per cent) andiaigtration and general

(51 per cent).

EnvestraQld access arrangement informatjddctober 2010, p. 74.
EnvestraQld access arrangement informatjddctober 2010, pp. 74-75.
EnvestraQld access arrangement informatjddctober 2010, p. 80.

19 EnvestraQld access arrangement informatjdBctober 2010, pp. 77—78.
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Table 8.2: Envestra’s forecast opex for the acceasrangement period ($m, 2010-11} *2

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

Operating & maintenance 14.2 14.5 13.8 13.7 13.5 .6 69
Administration & general 3.5 3.9 4.1 4.2 4.3 20.0
Network development 1.7 1.7 1.8 1.8 1.8 8.8
Unaccounted for gas 1.7 15 1.2 0.9 0.6 6.0
Full retail contestability 1.0 1.0 1.1 1.1 1.1 5.3
Total forecast opex 22.2 22.7 21.9 21.7 21.3 109.7

Source:  Envestra, Email to the AERjvestra — Opex categories AER EN 02 Response
101020.dog20 October 2010; and Envestidtachment 1-2 — RIN Template,
Proforma 6 (revised 101020).xls

While Envestra proposed that debt raising cosiadladed as an opex item, it has
excluded this cost category from all tables irpitsposal that present previous and
proposed opex. The AER has followed Envestra’sagagr in this chapter by
presenting opex without debt raising costs. Howether total revenue figures set out
in chapter 9 present opex inclusive of debt raisiosts. The AER’s consideration of
debt raising costs is set out in appendix F.

8.4 Submissions

The AER received a submission from Origin Energggioning the reasonableness
of Envestra’s proposed network development experaliOrigin noted that past
marketing expenditure had little or no impact ostomer growth or consumption. In
addition, according to Origin, Envestra has notifiesl the increased costs of its
future development projects or explained how thégdto current projects. Origin
guestioned whether Envestra as the distributorbeas placed to deliver such
programs.>

8.5 Consultant review

The AER engaged Wilson Cook, engineering consdidatreview whether the
technical aspects of Envestra’s proposed opexradept and efficient. Wilson Cook
reviewed Envestra’s opex in the earlier accessigement period in order to
contextualise the forecast opex and to asses&lbetion of the base year as well as
the forecast opex as proposed.

11
12

The AER has converted 2009-10 real dollars i@tb0211 real dollars.

Envestra in its access arrangement proposaldadimon-base year costs and incremental growth
as separate cost categories in the forecast extpesdlo enable meaningful comparisons with
historical expenditures, Envestra has advised R As to the appropriate allocation of these
costs across other opex categories.

Origin, Submission on Envestra (Qld) and APT Allgas acagssigement proposals

26 November 2010, pp. 2-3.

13
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Wilson Cook noted that actual opex in the earlaesas arrangement period was
approximately 5.5 per cent less than its approged|] with variances in all opex
categories?

In regard to the base year, Wilson Cook considirednot be efficient, based on
reported productivity levels and analysis of conaige opex benchmarks. Wilson
Cook recommended that a productivity improvemenisichent be applied to the
base year throughout the access arrangement pétindegard to forecast opex,
Wilson Cook made the following key recommendatiths:

= Adjustments are required to several proposed s$tapges and other non-base
year costs, including a reduction in Envestra’psed savings attributable to
reduced leak repairs. The latter was recommendedrijunction with its
recommended reduction in the mains replacemenixgajoposal.

= That UAG levels be set at the level that Envesteggntly measures, being
0.5 per cent of gas input for its networks as aleho

The AER has had regard to these recommendaticaygpiying the NGR and NGL.

8.6 AER'’s consideration

8.6.1 Base year selection

Envestra proposed 2009-10 as being an efficier year for the purpose of
forecasting the operating and maintenance anddimengstration and general opex
categories.

The starting point when applying a base year myliverd method of forecasting
expenditure, also commonly referred to as the awaefficient cost method’, is the
selection of a base year from a series of actyadmditures. The general rationale
behind the adoption of this method is that manyafmms are largely of a recurring
nature—requiring only escalation for expected clearig input costs or scale, or step
changes for regulatory or business environmenitzditss.

However, the rationale is based on various assomptiirstly, that previous
expenditure can be used as an indicator of likelyre expenditure. Secondly, that
the selected base year actually reflects effi@ependiture in a previous period. To
test these assumptions, consistent with previaydatory decisions, a number of
conditions are to be considered, including:

®=  The base year should not include non-recurrentredpge—such expenditure
would not be reflective of that to be incurred otrer forecast period. Further, it
would be a form of double counting if a busines®agdroposed opex related to
non-base year costs of a non-recurrent nature.

14 Wilson Cook,Review of expenditure of Queensland & South Auatrajas distributors: Envestra

Ltd (Queensland)December 2010, p. 1.
15 wilson CookReport — Envestra (Qldpecember 2010, p. 2.
6 wilson CookReport — Envestra (Qldpecember 2010, p. 2.
I EnvestraQld access arrangement informatjdBctober 2010, p. 76.
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=  The expenditure should reflect actual rather tlomedast or unrealised
expenditure—to reduce the possibility of artifityahflated expenditure figures.

®= The base year should be as close as possible tordoast period—to present an
accurate reflection of a business’ current opegadimd organisational
circumstances.

Further, and importantly, the AER needs to be ctarfi that the expenditure realised
in the base year was efficient. This can be donednyparing its level with that
realised in other years of the earlier access geraent period, and between
businesses if such data is available.

These conditions need not all be met, but rathesidered on balance as a basis on
which to assess the base year’s consistency wathetiiuirements of r. 91 of the NGR.

While accepting that 2009-10 is sufficiently re@msitive of Envestra’s current
business and operational circumstances, the AER mloieconsider that the actual
level of expenditure is an efficient base for f@sting opex as required under r. 91 of
the NGR. The AER requires that the base year bedetg via an annual efficiency
adjustment to forecast opex.

In accepting that 2009—-10 should be set as theymaserather than any other year of
the earlier access arrangement, the AER consideecidllowing matters:

= the advice of Wilson Cook that when compared toptfeeeding years and
expenditure approved by the QCA, the base yeaesepts Envestra’s present
costs in the opex categories for which the rolisfard method has been appfigd

= 2009-10 is sufficiently close to the access arrarayd period to be an indicator
of current business and operational circumstances

= total opex in the earlier access arrangement pésitatecast to be below that
approved by the QCA.

However, while Envestra will underspend in relationts approved opex in the
earlier access arrangement period, the AER hasifiéenconcerns with the actual
efficiency of these expenditures, having had re¢g@aanumber of comparative
analyses submitted by Envestra and the advice HOWiCook. These analyses
suggest that Envestra’s opex performance has dettd over the course of the
earlier access arrangement period.

Wilson Cook indicated that the comparative analyspsrts submitted by Envestra
demonstrated a concerning trend in Envestra’sieffay performance. Firstly, from a
productivity perspective, the report prepared bgrieenic Insights for Envestra
concludes that Envestra’s productivity has declioeer recent years.Its

productivity performance is inferior to that of ettgas distribution businesses, even

18 Wilson Cook,Report — Envestra (Qldpecember 2010, p. 45.

¥ EnvestraSA access arrangement information — AttachmentBednomic insights — The
productivity performance of Envestra’s South Adgraand Queensland Gas distribution
systemsOctober 2010, pp.38-39.

125



if the comparative businesses are larger in masscand have higher customer and
energy densitie®

Further, from a cost benchmarking perspective, 8ilSook noted that the data
presented in the report undertaken by Marksmakfwestra did not appear to
support the conclusions set out in that repoithe Marksman report benchmarked
Envestra’s opex against nine other gas distributofgustralia using a range of
performance indicators, and for a time-series f2002-2003 to 2009-2016.The
report suggested that it was difficult to draw magful conclusions in regard to the
efficiency of Envestra’s historical opex as its igtimg conditions are so different.
The most comparable business was APT Allgas. Tiperreoncluded that Envestra’s
opex has historically been commensurate with thaRT Allgas?®

However, as noted by Wilson Cook, the data in tlzekgiman report supports a
different conclusion. The data indicates that pat#rly since 2006-07, Envestra has
recorded higher opex than all other gas distrilsutothe sample, including

APT Allgas. The only indicator in which Envestraoeded a figure less than another
business was for ‘opex as a percentage of RABAhith only Actew AGL recorded
a higher cost. Envestra’s opex on a per kilomeustomer, GJ, and percentage of
revenue basis is markedly higher than any othedgisbutor in the sample. Since
2006-07, the divergence has increased over theeadithe earlier access
arrangement period as can be seen from figurearl 8.3

Figure 8.2: Comparative performance—opex per kilomge, Marksman
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Source:  Envestr&A access arrangement information — AttachmentMa&ksmanp.6.

20 Wilson CookReport — Envestra (Qldecember 2010, p. 46.

2L wilson CookReport — Envestra (QldPecember 2010, pp.43-44.

22 These included: opex per kilometre; opex perarust; opex as a percentage of the RAB; opex as
a percentage of revenue; and, opex per GJ.

EnvestraSA access arrangement information — Attachmenta&ksman Consulting Services —
Gas distributor benchmarking report Envestra Soltistralia and Queenslan@®ctober 2010,

p.17.

Data for all other indicators has been set otihhénMarksman report. Envest&A access
arrangement information - Attachment 5-8: Marksmastober 2010, pp.5-8.
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Figure 8.3: Comparative performance—opex per custoer, Marksman
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Source: Envestr&A access arrangement information - AttachmentMaskman
October 2010, p. 7.

The Marksman report also compared Envestra’s opgopnance using a composite
indicator, that is, an indicator comprising of vars elements including length of
mains, customer numbers and sales volume. Allidigtrs were plotted against a
straight line of best fit, with Envestra lying beldhe line. The Marksman report
concluded that this result demonstrated that Era/estpex was consistent with that
of other gas distributors.

Given that the individual indicators in the Marksnraport suggested that Envestra’s
performance has not been consistent with thatheradistributors, particularly since
2006—07, Wilson Cook undertook its own comparistfsng data from the
Marksman report, Wilson Cook separated out dat2@08—09 for all gas distributors
in the sample. It concluded that Envestra’s opexidegen relatively higher than other
distributors when considered both on a per kilomatrd per customer basis, as can
be seen from figures 8.4 and &°5.

% EnvestraSA access arrangement information — AttachmentM&ksman October 2010, p. 15.

% 2008-09 was chosen as this represented the sussitryear for which data from all distributors
was available and is a year close to the year chogé&nvestra as the base year. Wilson Cook,
Report — Envestra (Qldpecember 2010, p. 46.
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Figure 8.4: Comparative performance—opex per kilomge (2008-09)
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Source:  Wilson CoolRkeport — Envestra (Qldpecember 2010, p.44.

Figure 8.5: Comparative performance — opex per custmer (2008-09)
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Source:  Wilson CookReport — Envestra (QldPpecember 2010, p.44.

Further, given the identified concerns with the paosite indicator in the Marksman
report, Wilson Cook undertook its own calculatiaseng the same indicators, but
presenting these as a percentage of average caldastributors in the sample. As
shown in figure 8.6, the analysis demonstratesEhagestra’s performance is above
the mean on all measures by between 20 and 10&p&Y

27 Wilson Cook,Report — Envestra (QldPecember 2010, p. 44.
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Figure 8.6: Comparative performance—composite indiator (2008-09)
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Source:  Wilson CoolRkeport — Envestra (Qldpecember 2010, p. 45.

Finally, in addition to its consideration of theayses comparing Envestra with other
distributors, Wilson Cook’s own comparison of umaites for calculating the cost of
adding new customers to the network revealed tatgsare double those that
Envestra incurs in South Austrafia.

The AER considers that as 2009-10 is representatiZavestra’s current operating
and organisational circumstances, this year rdati@r any other in the earlier access
arrangement period should be set as the base2@¥-10 is more likely to lead to
the best forecast possible in the circumstancebttarefore lead to an efficient
expenditure level.

However, the AER has considered cost and prodigitemparisons with other
distributors which suggest that Envestra’s opexgpoerance has been deteriorating
markedly since 2006—07. The AER considers that &nas 2009-10 base year level
of expenditure cannot be considered to be efficient

Given the deteriorating performance across allg/e&the previous access
arrangement period, and that years prior to 200&+& Mot sufficiently close to the
access arrangement period to be representativevasEa’s circumstances, simply
selecting a different year as the base would rsuilve the concern. Therefore, the
AER considers it necessary to apply an efficierdjystment to the base year level of
expenditure, consistent with the recommendatiowibéon Cook*®

A number of approaches could be employed to deterithie adjustment. The AER
considers applying an annual compounding adjusthoethie base year level
throughout the access arrangement period is plaéeta the alternative of providing
a sudden change to one y&awith regard to the actual adjustment values, tEBRA
accepts Wilson Cook’s advice that the adjustmethedase year should be set at
2.5 per cent per annum, compounding to a totalatamluto the base year roll forward
of 16 per cent. The adjustment results in an awebage year expenditure level for
the access arrangement period that is consisténiteiaverage in the earlier access

% Wilson CookReport — Envestra (Q)dDecember 2010, p. 46.
29 Wilson CookReport — Envestra (QldPecember 2010, p. 46.
%0 Wilson CookReport — Envestra (Q)dDecember 2010, p. 46.
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arrangement period, that is, $17 million ($2010-1t13lso brings Envestra closer to
the mean derived by Wilson Cook from the distribuwtomparative data contained in
the Marksman repoft: The AER considers that this adjustment would peeda
forecast that is arrived at on a reasonable baiglucing the best forecast possible in
the circumstances consistent with r. 74 of the N&R), lead to expenditure that is
efficient and consistent with r. 91 of the NGR.

The amendments required to be made to Envestraf®ped base year roll forward
forecasts are set out in table 8.3.

Table 8.3: AER amendments to Envestra’s base yeaolt forward ($m, 2009-10)

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

Adjustment (%) 5.1 7.7 10.4 13.1 16.0
Operating & maintenance 0.7 1.1 1.4 1.9 2.3 7.3
Administration & general 0.2 0.3 0.4 0.5 0.6 1.9
Full retail contestability 0.1 0.1 0.1 0.1 0.2 0.5
Total adjustment 0.9 1.4 1.9 2.5 3.1 9.7

8.6.2 Roll forward forecasts

Envestra has forecast its ‘administration and gadhand its ‘operating and
maintenance costs’ using the roll forward metffofihe AER accepts the advice of
Wilson Cook that Envestra’s application of costadstors to roll these costs forward
is appropriate, having reviewed the applied prapostof labour and materiafs.
However, the AER has itself separately considenedattual cost escalators applied
by Envestra and considers that these should natdepted as they have not been
arrived at on a reasonable basis and for this rethgy cannot provide for the best
forecast in the circumstancés.

Further, and in relation to Envestra’s proposedaipey and maintenance opex, the
AER considers that the proposal for opex relatddneestra’s Network Management
Fee within its operating and management agreemimtiee APA Group is not
consistent with the NGR and NGL. As such the AERsiters that these costs need
to be removed from the opex forecast for the acagssigement period.

3L wilson CookReport — Envestra (QldPecember 2010, p. 46.

32 EnvestraQld access arrangement informatjdBctober 2010, p. 73.
3 Wilson CookReport — Envestra (Q)dDecember 2010, p. 47.

3 NGR, 1. 74(2).

130



8.6.2.1 Outsourcing and margins

Envestra outsources its network operating actwitiethe APA Group under its
operating and management agreement (OMA 280Ehvestra makes a number of
payments to the APA Group under the OMA, includifg:

= re-imbursement of reasonable costs incurred byABY Group

= anetwork management fee (NMF)—which includes & @mxovery component, a
margin and an incentive payment

® incentive payments—one for opex, based on per @ictdns in opex, and one
for capex, based on reductions in capex associthchew connectiond’

Envestra proposed that the NMF be set at threegyerof total revenue derived by
Envestra across its networks, totalling [c-i-c]liait ($2010-11) for the access
arrangement period and incorporated into Envestigéx forecast. No incentive
payment is proposed for the access arrangemeiiiéri

In submitting that the costs incurred under the OM@& consistent with the NGR,
Envestra advanced the following ration&le:

= the relevant consideration under the NGR is wheteexpenditure is likely to
lower overall costs compared to alternative arramggs, that is, in-house service
provision. Having regard to r. 91 of the NGR, Enxesubmitted that it does not
need to show that expenditure is in fact the lowastainable cost achievable.

= outsourcing via the OMA enables Envestra to obdagnificant scale and scope
efficiencies

= were it not to pay the NMF, Envestra would not bkedo access these
efficiencies, with the alternative being to undketall operating activities in-
house, at greater cost.

In support of its rationale Envestra submitted repby:

* KPMG (peer reviewed by Worley Pars8f)ghat compares OMA expenditure
with that which would be incurred were Envestra¢oform the services in-
housé.

35
36
37

EnvestraQld access arrangement informatjddctober 2010, p. 44.

EnvestraQld access arrangement informatjddctober 2010, p. 46.

For the access arrangement period, Envestra jgraposing to include expenditure associated
with incentive payments associated. Enve&raail AER.EU.07November 2010.

EnvestraQld access arrangement informatjddctober 2010, p. 46; and, EnvesEamalil
AER.EU.07 November 2010.

EnvestraQld access arrangement informatjddctober 2010, pp. 44-57.

EnvestraQld access arrangement information - Attachment B/6rley Parsons - The cost of gas
distribution service — Reviewdctober 2010 pp. 1-20.

EnvestraQld access arrangement information - Attachment BEfSMG — The cost of gas
distribution service when capabilities are retairiaternally, October 2010, pp. 1-180.

38

39
40
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=  Marksman and Economic Insights, benchmarking Enasstosts and
productivity, suggesting that Envestra’s overapp@xditure compares well with
other gas businesses and that its overall expeadind therefore the OMA and
NMF is efficient®?

= NERA Consulting, which concludes that Envestra’s N&bmpares well with
other margins in comparable industrfas.

AER’s consideration

Envestra’s opex and capex forecasts include expeedifor activities outsourced to
the APA Group. In terms of opex, Envestra’s acegsmngement proposal also
includes expenditures to cover an above cost mavgioh Envestra submits is
required to access the outsourced activities.

A service provider’s decision to outsource or pdavservices in-house is a matter for
a service provider to evaluate taking into congitien the relevant potential
efficiencies. The AER recognises that there is@ylod economic literature that in
some cases supports outsourcing as being effitléthere significant economies of
scale, scope and low transaction costs exist, faueh as Envestra might well find it
more efficient to outsource particular operatiometivities to a much larger firm such
as the APA Group. The literature indicates thaguaoh situations, the decision to
outsource not only allows the contractor to perféieoutsourced activities more
efficiently, but allows the firm to obtain efficieres from specialising in what it does
best® In support of its proposal Envestra has also stibchevidence, including
affidavits from senior management, outlining thega of efficiencies that it asserts it
receives by outsourcing to the APA Grdiip.

The AER is concerned only with the consistencyxgiemditures incurred via this
outsourcing with the NGR and NGL. The AER must heagard to whether proposed
expenditure is such as would be incurred by a pruskervice provider acting
efficiently, in accordance with accepted good iridupractice to achieve the lowest
sustainable cost of delivering pipeline servicesegsliired under r. 91 of the NGR. In
response to the latter part of this requiremert AER does not agree with Envestra’s
claim that the passage “achieve the lowest sustem@®st” should be interpreted as a
form of best endeavours rather than an absolutéreegent.

2 EnvestraQld access arrangement informatieAttachment 5-8: Marksman Consulting Services —

Gas distributor benchmarking report Envestra Solitistralia and Queenslan@®ctober 2010, pp.
1-33; and, EnvestrQld access arrangement informatieAttachment 5-7: Economic insights —
The productivity performance of Envestra’s Soutbktfalian and Queensland Gas distribution
systemsOctober 2010, pp. 1-49.

EnvestraQld access arrangement informatieAttachment 5-9: NERA — Benchmark study of
contractor profit marginsOctober 2010, pp. 1-47.

*  Coase, R.HThe nature of the firmEconomica, 1937, pp.386-405; Williamson, OMarkets

and HierarchiesFree Press 1978e economic institutions of Capitaliskree Press, 1985;
Transaction Cost Economici® Holstrom and Tirole, 1989, Handbook for IndigdtOrganisation,
Ch.3, p. 135.

Prahalad, C.K. and Hamel, B®he core competence of the corporatiblarvard Business Review
(v. 68, no. 3), 1990, pp. 79-91.

EnvestraQld access arrangement informatjddctober 2010, pp. 54-55; aridld access
arrangement information — Attachment 5-2: Affidafilohn FergusorOctober 2010.
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Where outsourcing is obtained through competitiegk®t processes, the AER is able
to presume that the price paid for such serviceffisent. However, where this is not
the case, particularly where services are accesaatn-arms length transactions,
the AER cannot assume that prices within such ageats are efficient. The AER
considers that such circumstances might influensenace provider to artificially
inflate expenditures, particularly via the additmiprofits/margins on top of
expenditures for pure direct and indirect cost vecp?’

To assess the consistency of Envestra’s proposeld With these requirements, the
AER has applied the conceptual framework set otliénAER’s Victorian electricity
distribution decisiorf® This multi-step framework investigates the circtanses
surrounding the manner in which the contract wasred into, and then, if required,
the economic rationale behind the payments withis ¢ontract?’

Given the AER’s concerns with contracts sourced oon-competitive basis, the

AER considers it necessary to investigate the omigtances in which such contracts
are sourced and the relationship between the atatrand the service provider. To
this end, the AER’s assessment begins with thediep of this framework, a
presumption threshold test. By investigating mattdrpotential concern, the test does
not replace the NGR criteria but rather assistsABR in determining whether such
contracts and the payments therein are consisiémtive NGR, and in particular

r.91.

Step 1 - Presumption threshold test

The AER considered whether Envestra had an inaemtiagree to non-arms length
terms at the time the contract (that is, the OMApwegotiated. The notion that a test
be applied to investigate circumstances which ctadd to incentives for artificially
inflated5 Oprices has not only been accepted butigposed previously by consultants
NERA.

Circumstances in which the AER considered therentrbg an incentive to agree to
non-arms length terms include whéte:

= the outsourcing is with a related party;

= the outsourcing contract is not determined indepatig from the negotiations of
some other contract or agreement; and

= some other side payment or benefit is conferrati¢service provider in
exchange for accepting an artificially inflatedgexi

4" AER, Victorian Electricity Distribution Network Servideroviders — Final decision 2011-2015
October 2010 p. 150.

8 AER, Victorian Final decision 2011-201®ctober 2010, p. 152.

%9 A detailed description of the steps within thimceptual framework is set out in the AER’s

decision on the Victorian electricity distributibnsinesses. AER/ictorian Final Decision 2011-

2015 October 2010, p. 152.

These comments were contained in a report corfonisg by Multinet as part of its gas access

arrangement review (2008-12) by the Essential 8er@iommission of Victoria. NERA,

Treatment of outsourcing arrangements — Multinet distribution October 2007, pp. 34-40.

®l  AER, Victorian Final decision 2011-20]1®ctober 2010, p. 164.
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The APA Group is the largest shareholder in Enggstivning a significant interest of
30.6 per cent, with the Cheung Kong Infrastruc{@il) group being the second
largest shareholder with 19.97 per c&ithese ownership levels afford both groups a
presence on the board of Envestra. Despite Env@stramission that the OMA is
managed in an independent manner and subjecid¢bretinagement protocdfs the
APA Group is a party related to Envestra. The AERautious that such situations
might minimise incentives to reduce the cost ofdbtsourcing, given that the value
of the contract charge has minimal effect due toenship interests’ The AER
acknowledges that the CKI group’s ownership level presence on the board of
Envestra may counter balance the possible infludratethe APA Group can exert
over Envestra.

The AER is also aware that, at the time the APAUBrbecame the outsource service
provider to Envestra, it was in the process of aoggfrom Origin Energy a 17

per cent equity interest in EnvestPalhe AER considers that in circumstances where
an outsourcing contract is not determined indepetigl&om the negotiations for

some other arrangement, then a service providemmoglgave an incentive to

minimise the cost of the outsourcing contract. Téisecause the price that service
provider is willing to pay under the outsourcingntract will depend on the outcome
of the second arrangeméefit.

Similarly, the 1997 divesture of the Envestra netway Boral (later, Origin) and the
agreement under which Boral’s subsidiary, Boralrpésset Management (BEAM)
(later, Origin Energy Asset Management, OEAM) beedhe outsource operations
provider to Envestra, occurred as part of the sarmoader transaction. Under such
circumstances, it is not possible to presume ti@tontract reflected arms length
terms.

Given the simultaneous nature of these transactioh897 and then in 2007, and
significantly, given that the agreement betweendstna and the APA Group was not
the result of a competitive open tender processAtER considers that it cannot
presume that the terms of the agreement are efticiéhe AER considers that the
agreement does not pass the presumption threstiolkver, this does not mean that
the AER considers that the expenditures thereinlghwot be recovered, but rather
that more detailed scrutiny of the merits behireléRpenditures is required.

Step 2 — Economic rationale

The AER questions the economic rationale behindkenve-cost margin and whether
this is consistent with the requirements of r. the NGR and the national gas
objective®” Such margins in effect allow Envestra and the ARaup to withhold
from consumers, the benefits of the efficienciesvéd from their outsourcing
agreement for an indefinite time which the AER d¢dess contradicts the intention of
the regulatory framework.

52
53

EnvestraSA access arrangement informati@ctober 2010, pp. 48-51.
EnvestraSA access arrangement informati@ctober 2010, pp. 53-55.
** AER,Victorian Final decision 2011-201®ctober 2010, p. 164.

®  EnvestraQld access arrangement informatjd@ctober 2010, p. 52.

*  AER, Victorian final decision 2011-201p. 165.

" Section 23 of the NGL.
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The regulatory framework’s intent is such that muolg service providers are
provided with incentives to ensure that price ontes are consistent with what would
be expected to be realised in a workably competitinarket. This intention was noted
by NERA, in its overview of the decision by the &ipe Court of Western Australia
in the matteRe Michaeland indeed by the AEMC in its final rule deteration in
relation to chapter 6A of the NER.

Consistent with this intent, the AER has reviewse prudence and efficiency of
Envestra’s proposed opex for an access arranggredotl. Should Envestra achieve
efficiencies of any form, whether through outsongoor any other administrative,
operational or technological improvement, overdberse of the access arrangement
period it is permitted to retain the benefits adgl efficiencies, but only for a period
of time. The earlier access arrangement periodigeadvior an opex efficiency
incentive mechanism. For the access arrangementpean efficiency mechanism
would continue to reward Envestra for any histdréfficiencies obtained, including
via its %gtsourcing arrangement, and allow it taireassociated benefits for a period
of time.

The scheme operates such that, consistent witAERs EBSS in electricity, after 6
years from the time in which the efficiencies aralised, the service provider is
required to share these benefits with consumerthédcommencement of a new
access arrangement period, expenditures realigbe iparlier period are used as the
basis on which to forecast expenditut®$his process attempts to replicate what
would be expected to occur in a competitive mankbere premiums cannot be
charged for indefinite periods of time, unless assumes continuous service
improvement$?

The AER considers that to allow Envestra and thé &Poup to indefinitely

withhold from consumers the benefits of efficiersdieey derive, through additional
costs for margins is at odds with the intentiothef regulatory framework to replicate
a workably competitive market. For this reasonhsexpenditures would generally
not be characterised as consistent with the lostesthinable cost, as set out inr. 91
of the NGR, or for that matter, efficient. Neithveould this be in the long term
interests of consumers with respect to price, fswgan the national gas objectite.

However, unlike its South Australian network, Enva's access arrangement for the
earlier access arrangement period in Queenslandadidontain an efficiency
carryover mechanism for any expenditure. Therefohgle maintaining concerns
over efficiency retention, the AER acknowledges thess argument does not hold

% NERA, Treatment of outsourcing arrangements — Multinet distribution partnershipOctober

2007, pp. 5-10; Re: Michael, ex parte EPIC EneY§g Nominees Pty Ltd & Anor (2002)
WASCA 231, August 2002 and, AEM®ule Determination — National electricity amendment
(Economic regulation of transmission services) 20806 No.18November 2006, p. 93.

As set out in chapter 7, while the AER’s draftid®n is to not approve the carryover mechanism
as proposed by Envestra, the AER considers suatchanism can be approved subsequent to
Envestra undertaking required amendments.

This process is generally referred to as thee'aded cost method'.

Consistent with economic theory, a firm’s abilitycharge above market premiums can only be
sustained by delivering continuous improvementh@product or service that it provides to a
market.

% NGL,s. 23.
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with regard to Envestra’s Queensland network aatalcase for inclusion of some
compensation is appropriate. As no such schemennaace, the efficiency gains
which Envestra submits have resulted from the ecoe® of scale and scope
accessible under its OMA with the APA Group, hagebeen retained by Envestra
for any period of time. The AER came to a similanclusion with regards to
alternative control services in its Victorian etégity distribution decision§®

For this reason, the AER under r. 71 of the NGR,ih&erred that due to the lack of
an operative incentive mechanism in the earlieess@arrangement period, Envestra’s
proposal for expenditure to cover its NMF is coraptiwith r. 91 of the NGR, and
should be allowed in the forecast opex.

While the AER'’s draft decision is to not approve ttarryover mechanism as
proposed by Envestra, the AER considers such aanexh can be approved
subsequent to Envestra undertaking required amamdmEherefore, for the access
arrangement period, an efficiency mechanism wililoglace to reward Envestra for
any efficiencies obtained, including via its outsoiig arrangement, and allow it to
retain associated benefits for a suitable periaihoé. As such, at the time of the next
access arrangement review, the AER intends toitéeslegitimacy of the NMF and
its recoverability under the NGR and NGL.

AER conclusion

The AER maintains its general concerns regardiegebovery of the NMF, where
such margins permit a service provider to indediyitvithhold from consumers the
benefits of derived efficiencies. However, the A&ftepts that as Envestra has not
operated under an efficiency incentive mechanisnopex in the earlier access
arrangement period, it has not been provided witb@portunity to retain the benefits
of efficiencies derived from its outsourcing forygmeriod of time. For this reason, the
AER considers it is appropriate to include the exjieires associated with the
proposed NMF in Envestra’s forecast opex, havirdeum. 71 of the NGR inferred
that it is consistent with r. 91 of the NGR.

8.6.2.2 Growth escalators

Envestra proposed adjustments to its level of @wex the access arrangement period
to account for changes in forecast growth in tke sf the operation (that is,
incremental growth escalators). It submitted thiailevthe majority of its opex is

fixed in the short term, an incremental cost of $3&er additional customer will be
required®

Wilson Cook noted that the sum estimated by Enaestiuded $17.60 for periodic
meter changes (PMC) costs, which it considereckta bapex item. Wilson Cook
recommended that the PMC costs therefore be renfowerthe calculatiof®

Wilson Cook also noted that costs associated wigraiions and maintenance were
double the unit costs that Envestra incurs in Séutstralia. Wilson Cook accepted
that there would be additional costs but recommenilat the same efficiency

% AER, Victorian final decision 2011-201p. 225.
®  EnvestraQld Access arrangement informatjdBctober 2010, p.84.
% Wilson CookReport — Envestra (Qldpecember 2010, p.54.
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adjustment be applied to the incremental growtreadpure that was applied to the
base year expenditure.

The AER considers that Envestra’s growth escalatesds to be amended to remove
the inclusion of the PMC capex costs and to agpdyefficiency adjustment of

2.5 per cent to incremental growth. The resulhefAER’s amendment to Envestra’s
growth escalation is set out in table 8.4.

Table 8.4: AER conclusion on incremental growth esdator ($m, $2010-11)

Incremental growth escalator 2011-12 2012-13 2013+ 2014-15 2015-16 Total

Envestra proposed 0.10 0.21 0.31 0.51 0.62 1.74
Amendment to PMC 0.05 0.10 0.16 0.22 0.27 0.79
Efficiency adjustment 0.00 0.01 0.02 0.03 0.05 0.11
Total AER amendment -0.05 -0.11 -0.18 -0.25 -0.32 -0.91

8.6.2.3 Input cost escalators

Envestra engaged BIS Shrapnel to produce foreohstal cost escalators. Envestra
proposes to apply three types of labour cost etsraland two for the costs of
materials, as set out in table 8.5. All of thesmakdors have been adopted from

BIS Shrapnel’s forecasts.

Envestra’s proposed approach to their applicatambdeen to apply the Electricity
Gas and Water (EGW) labour, general labour and ar&twaterials escalators to its
opex items, based on submitted application ratesdoh real cost escalator.

Table 8.5: Envestra’s proposed real cost escala®(per cent§®

Escalator category Escalator 2011-12 2012-13 2013-12014-15 2015-16
EGW Labour 1.6 1.7 2.3 2.5 2.1
Labour General Labour 1.2 2.7 3.3 3.0 2.3
Construction (capex only) 1.8 2.1 3.9 3.2 2.0
Network materials 2.5 1.5 -0.2 -3.1 -2.4
Materials
General materials 0 0 0 0 0

The AER has had regard both to Envestra’s methaldfing input cost escalation
forecasts (including the data sources and the inteasures) and the method of
applying these escalators to its opex and capekwéiether these met the NGR
requirements. The AER considers that for it to dtesBed that forecast opex or capex

% EnvestraQIld access arrangement informatjactober 2010, p. 85.
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meet the requirements of r. 91 and r. 79(1) ofNl&R, any real cost escalation must
be forecast on a reasonable basis, represent shpdesible forecast or estimate in
the circumstances and be supported by a staterh#me basis of the foreca$t.

The NGR do not require that real cost escalatioagdpdied to a business. Under the
control mechanism applied to Envestra, X-factomeets reflect the path of real
costs and CPl is used to transform real costsnaininal values. Where the AER
does not accept real cost escalation, input costestalated in line with CPI under
the control mechanism.

The AER has reviewed Envestra’s proposed methagblfying escalators and the
escalators themselves for both labour costs andriakst costs.

Application of escalators

Envestra proposed applying its escalators basetd derived cost allocations for
each opex and capex category. It submitted thaethkocations were calculated
using historical averages where available, andraike by using reasonable
estimate$®

Wilson Cook reviewed Envestra’s method for deriviogt escalator application rates
and considered the rates to be reasonable fordpatk and capex, having reviewed
the applied proportions of labour and materfaishe AER accepts Wilson Cook’s
advice that Envestra’s proposed method for costlatr application is reasonable.

Labour cost escalators

The AER does not accept that Envestra’s propodsalitacost escalators allow for a
forecast to be arrived at on a reasonable basregasred under r. 74(2)(a) of the
NGR. The AER does not agree with the method chbgdenvestra, in particular the
index measure used to forecast labour price grawththe method’s exclusion of
productivity effects on escalation.

Index measure

The AER considers that the Labour Price Index (lifthe appropriate measure on
which to forecast labour prices for the purposesaf cost escalation. The AER'’s
reasons for this were set out in detail in its sieci for the Victorian electricity
distribution business€8.In contrast, Envestra has proposed escalators! loesthe
Average Weekly Ordinary Time Earnings (AWOTE) measaf wage growth. The
basic construction and purpose of the two indexes@tical in determining their
appropriateness for use in forecasting labour essalators, as noted in both the
Victorian electricity distribution final decisiomd in several reports prepared by
Access Economics.

®" 1.74 of the NGR.

8  EnvestraQld access arrangement informatidb¢tober 2010, p. 85.

9 Wilson CookReport — Envestra QJdecember 2010, pp. 33 and 39.

9 AER, Victorian Final Decision 2011-2015 - Appendix ®ctober 2010, p. 246.

™ Access Economic§orecast growth in labour costs — Queensland anattSéustralia November
2010, p.86-91., and, Access Economiasecast growth in labour costs, update of Marci@0
report, September 2010, pp.74-79., and, AERtorian Final Decision 2011-201%ppendix K,
October 2010, pp. 245-248.
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The AWOTE index is designed to reflect the avenagges earned by a worker in a
segment of the economy, in this case by state gsedtor. As noted by

BIS Shrapnel, the primary difference between AWGHE the LPI is the influence of
compositional shifts in employmefftChanges in the composition of the workforce in
terms of seniority, occupations within an industegtor or gender distribution are all
reflected in the AWOTE index. By comparison the kéflects the growth in the

price of labour based on costs of fixed levelsséfll and is unaffected by
compositional shifts. The AER considers that thesgevity of AWOTE to
compositional effects is problematic in the contiiorecasting labour cost
escalators—as can be seen from figure 7.

Figure 8.7: Growth in AWOTE and LPI, Australian uti lities sector®
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Figure 7 sets out the progression of LPI and AWQ@Tthe national EGW sector over
time. The volatility shown in figure 8.7 is liketp be exaggerated even further at the
state-sectoral level as the sample sizes in theeged businesses decrease. In its
report, Access Economics noted that the analysiewipositional shifts is sometimes
relevant when analysing the wage progression ofitiie Australian economy.
However, at this level of disaggregation, the AERsiders the benefits from this
analysis are clearly outweighed by the volatileeseit produces. In highlighting the
marked deviation between the two indexes in 2009At6ess Economics stated:

It is therefore worth calculating the degree of positional change that
would explain the current divergence in the AWOTH &Pl assessments of
the pace of wage growth in the utilities sectorrdire past year — that is,
generating 10.7% growth instead of 4.4% growth.

Say the compositional change that other commeistai@ concerned about
involving firing 1% of the workforce, and then g replacements. Further,
for the sake of simplicity of the example, assuha the average wage in the
sector is $100,000 a year.

2 BIS ShrapnelReal Cost Escalation Forecasts to 2015-16 — Quaedsand South Australia
August 2010, p.A.1.

 ABS and AER analysis.

" Access Economic§orecast growth in labour costs (Qld & SAovember 2010, p. 89.

> Access Economic§orecast growth in labour costs (Qld & SAovember 2010, pp. 88-89.
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To get a gap in wage growth equal to that evidantenitly (10.7% growth
instead of 4.4% growth) as a result of such contjposil change, then the
past year would have to have seen 1% of the warkftgome 1,300 people)
earning only half the average ($50,000) being sdck&h their replacements
earning an average of almost fourteen times tt&g8q®00).

The AER accepts the advice of Access Economicauiiag AWOTE is unlikely to
provide a reasonable reflection of the true movamenthe price of labour faced by
Envestra. Further, the AER considers that the prooed volatility associated with
the AWOTE is unlikely to represent a reasonablesifas a forecast, or to produce
the best forecast possible in the circumstancesudk, the AER considers that
Envestra’s forecast is not representative of theiet costs it is likely to face, and
the AER is not satisfied that the labour cost egoas meet the requirements of r. 74
of the NGR, and by extension, r. 79(1) and r. 9thefNGR.

Productivity effects

In line with BIS Shrapnel and Access Economics ABR agrees that productivity is
a key driver of relative wageé§ However, BIS Shrapnel did not explicitly adjust fo
the effect of productivity on per unit of outpubtaur costs. Access Economics
accounts for the effect of productivity in its waigeecasting model by assuming that
more productive workers will be compensated withhier wage$! It also accounts
for productivity effects on the cost of labour it of output. To do so, Access
Economics applies post-forecast adjustments, teatehe assumption that a more
productive workforce will produce the same unibatput of labour at a lower cost.

The AER is of the view that the assumptions madAdiess Economics reasonably
reflect the offsetting impacts of productivity orages and overall unit costs of labour.
The AER considers that Access Economics’ foreaafstsal state-sectoral LPI

growth with productivity adjustments are arrivedata reasonable basis and
represent the best forecast possible in the cirtamoss.

Disaggregation and application of labour cost estafs

The AER accepts Envestra’s proposal to apply restl escalation to disaggregated
labour expenditure categories. Envestra has propsegarate forecast indexes to
escalate EGW labour costs, general labour costs@mtruction labour costs. This is
consistent with previous decisions approved byMER.’® The AER considers that
this level of disaggregation produces a more atewstimation of real labour cost
growth, considering the diversity of occupationghwi Envestra’s pool of labour.

Envestra stated that the types of workers includede ‘general labour’ category
were ‘mainly clerical-administration, professionalsd managerial staff providing
mainly administration and corporate servic€sThe ‘general labour’ escalator

forecasts labour price growth in the Property andiBess Services (PBS) sector

5 BIS ShrapnelReal Cost Escalation Forecasts to 2015-16 — Quaeds& South Australia
August 2010, p. 13; and, Access Econonfiasecast growth in labour costs (Qld & SA)
November 2010, p. 103.

Access Economic$,orecast growth in labour costs (Qld & SAovember 2010, p. 103.
8 AER, Victorian Final Decision 2011-2015 - Appendix Gctober 2010, p.255; and AER,
Queensland Final Decision 2010-2Q%5 413.

EnvestraQld Access Arrangement Informatjddctober 2010, p.85.
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using the ANSIC 1993 classification scheffielowever, Access Economics provided
forecasts based on the ‘administrative and sugaovices’ (ASS) ANZSIC 2006
industry classification. The AER used a weightedrage of EGW labour and ASS
sector labour to forecast the rate of internal latmmst escalation in its Victorian
electricity decision§! The AER notes that Envestra has provided detaigdrate
weightings for its EGW labour, and general labdime AER considers the ASS
classification reasonably reflects the type of lakia Envestra’s ‘general labour’
workforce.

Materials cost escalators

Envestra’s proposed ‘network materials’ cost edoaia similar to the ‘polyethylene’
escalator developed by the Competition Economicai(CEG) that has to date not
been accepted by the AER. Such escalators weregeddy Jemena, Country
Energy and Actew AGL in their current period accasangement review$2® The
AER did not accept the proposed plastics escalaiasy of these review¥.The

AER understands that BIS Shrapnel:

1. derived a historical relationship between crudedites and thermoplastic resin
prices, both converted into $AUD

2. created a weighted average of network pipe priaesd by Envestra, from data
provided by Envestra

3. derived a historical relationship between crudetb#érmoplastic resin and
network pipe prices faced by Envestra

4. used forecast movements in crude oil and thermbpleesin prices to forecast
movements in plastic prices, using the relationslei@rmined in 3.

Under r. 74(2) of the NGR, the AER must be satistleat forecasts are arrived at on
a reasonable basis, and are the best forecasbf@ssthe circumstances. The AER
considers that the BIS Shrapnel report providedfficsent detail on the

methodology, approach to, and computation of tlwalsteps. The report sets out the
general underlying relationships but does not destnate whether the variables were
regressed, which variables were assessed or irt;lodany quantitative assessment
of the models’ predictive success. Due to this lafctetail and substantiation in the
BIS Shrapnel report, the AER considers that thedast based on the proposed
‘network materials escalator’ does not meet theliregqents of rule 74(2). In addition
the AER considers that a reasonable alternativeadetf forecasting network
materials does not exist, and therefore considetssark materials expenditure should

8 BIS ShrapnelReal Cost Escalation Forecasts to 2015-16 — Queeds& South Australia
August 2010, p. 1.

8 AER, Victorian Final Decision 2011-2015 - Appendix Gctober 2010, p. 251.

8 For example: For example: CEBscalation factors affecting expenditure forecaétseport for

ActewAGL. March 2010, pp. 10-12.

JGN,Letter to the AER, JGN access arrangement revisioposal: JGN further response to the

draft decision, 28 April 2010, attachment 2, JGNydHcs cost escalatorg\pril 2010, pp. 2-3

(public version); and Country Energd¢ccess arrangement information, appendix F: CEG,

Escalation factors affecting expenditure forecaatsgport for Country Energydune 2009, pp. 17—

18; and ActewAGLRevised access arrangement informatidemuary 2010, pp. 25-26.

8  AER,JGN Final decisionJune 2010, p. 85; and AERountry Energy Draft decisigiNovember
2009, p.28.; and, AERctewAGL Final decisigrMarch 2010, p. 26.
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not be escalated in real terms. As such, netwotiemahinput costs will be escalated
in line with CPI under the control mechanism.

Envestra proposed zero real cost escalation fatladlr materials. BIS Shrapnel stated
that the general materials escalator includedngeaof items common to most
businesses and organisations such as stationéicg fafrniture, electricity, water,

fuel, rent etc® The AER considers that prices for a diverse baskgbods as
described would reasonably be expected to movieennith CPIl. The AER notes

that CPI is the rate of inflation applied under tlo@trol mechanism. As such, the
AER accepts Envestra’s proposal that no other mahtaput costs should be
escalated in real terms.

AER conclusion on input cost escalators.

The AER considers that Envestra’s proposed redleszslators have not been
estimated on a reasonable basis nor produce thébesast in the circumstances
faced by Envestra. In particular, the AER considers

= the labour cost escalators are not based on theappsopriate method—it uses
the AWOTE index rather than the LPI index, andsf&il effectively account for
the effects of productivity on the cost of labour

= jnsufficient substantiation has been provided bydstra to suggest that its
network materials escalator produces an accuréiéetion of materials costs.

The AER does not approve of Envestra’s real castla®rs and requires that
amendments be made such that:

= the labour cost escalators be replaced with AcEessomics forecast

= the “network materials” escalator be removed.
The results of these amendments are set out ia 86l

Table 8.6: AER’s conclusion on Envestra’s real cogiscalators (per cent)

Escalator category Escalator 2011-12 2012-13 2018-12014-15 2015-16
EGW Labour -0.3 0.1 0.2 -0.8 -1.6
Labour General Labour -1.1 -0.7 -0.2 -1.0 -1.7
Construction - capex only 0.7 0.6 0.5 -0.4 -1.2
Network materials 0 0 0 0 0
Materials
General materials 0 0 0 0 0

8 BIS ShrapnelReal Cost Escalation Forecasts to 2015-16 — Quaedsand South Australja
August 2010, p. 43.
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8.6.3 Specific year by year forecasts

8.6.3.1 Network development

The AER does not accept that sufficient evidencel®en provided by Envestra to
suggest that particular components of Envestratchst network development opex
have been estimated on a reasonable basis aseetpyir. 74(2)(a). The AER
requires that this program be amended.

Envestra proposed a total network development progif $8.8 million ($2010-11)
over the access arrangement period. The overajr@mo comprises of two sub-
programs each with various distinct projects, idiig:°

1. operations support ($4.1 million, $2010-11) — exjikeme to physically manage
the connection of a new customer to the network

2. market development ($4.3 million, $2010-11) — iric@npayments,
advertising, website and IT management, develop@esideployment of new
technologies and other marketing operating costs.

Envestra submitted that the program is necessatitg¢mpt to reverse the declining
average residential consumption of natural gasued@sland, and also increase
customer number¥.

AER’s consideration

Envestra’s proposed network development expendi&8& million, $2010-11)
represents a considerable step increase in costs ednsidered alongside its
previous actual expenditure of $5.3 million ($2010)-and its allowed expenditure of
$5.1 million ($2010-11). In its submission to thER, Origin raised concerns about
the level and subsequent merits of this expendipadicularly for a distribution
busines$?®

While the AER acknowledges that in general, some$oof market development can
be experimental or prospective in nature, experglpuoposals need to be adequately
justified in terms of their expected efficiency.darticular, proposals for projects
involving forecasts of uptake numbers or estimate® required incentive payments
need to be reasonably based on sound economicnaigeThe AER has had regard
to these matters in assessing the particular coemsmf Envestra’s network
development program for consistency with r. 74 aréd of the NGR.

Wilson Cook reviewed the operations and supportpmmnt and noted that the
expenditure is predominantly related to the labouolved in the planning of new
connections. Wilson Cook considered this expenelitvais consistent with previous,
only escalation was applied, and it is prudenteffidient. Based on Wilson Cook’s

8 EnvestraQld access arrangement information — Attachment-6Network Development Plan

October 2010, p. 25.
87 EnvestraAttachment 6-50ctober 2010, p. 1.
8 Origin, Envestra (Qld) and APT Allgas access arrangemeop@sals November 2010, pp. 2-3.
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assessment, the AER accepts that the $4.1m intaperaupport expenditure be
accepted as being consistent with r. 74 and rf #1eoNGR®®

The market development component was not spedyfiagkechnical engineering
matter and was reviewed by the AER. The AER ide#ti€oncerns with three
components of Envestra’s proposed market developpregram. These are
considered in turn.

Incentive payments

Envestra proposed to spend $1.1 million ($2009+d @yovide an incentive of [c-i-C]
to the uptake of gas hot water systems in Queethsldre program and its positive
business case has been linked to an uptake nurh#¢0 @additional units per year,
submitted as being based on the results of preyaoagrams in central heater units
and hot water units in 2005 and 208 he AER reviewed the uptake number
forecast for this program and does not find sudfitievidence that the program will
lead to an uptake of 440 units per year. It isewadlent how Envestra has extrapolated
the results of previous programs to arrive atutsnsitted figure. As such, the AER
considers that contrary to r. 74(2) Envestra hasleamonstrated that the estimate has
been arrived at on a reasonable basis nor repsetenbest estimate.

Further, the AER does not consider that Envestsaaldaquately explained the level
of incentive payment that is required to inducealypt Such an assessment
necessarily needs to demonstrate how the levalcehtive payment is economically
efficient and consistent with the lowest sustaieatast, as required under r. 91 of the
NGR.

Website & IT management

Envestra proposed $0.3 million ($2009-10) in totadr the access arrangement
period to develop a website to provide a rangafirmation, including: promotion of
natural gas; informing customers on how to conaadtarrange for appliance
installation; and, collating market research infation*

While in general, such programs may have some snéhné AER considers that
Envestra has not submitted sufficient informatiomdicate if the website is to be in
addition to Envestra’s current website, and ifwgby the proposed features cannot be
accommodated in its current website. Further, tB®As concerned that expenditure
on website development for the purpose of marke¢ldement could be double
counting on other information technology relatedtsdhat are already included in
Envestra’s base year costs. A case has not beentsat to how the proposed
expenditures differ and are in addition to thosthabase year, and that those in the
base year would still be required. As such, the ABRsiders that the proposed
expenditure for website and IT management is neghedent nor efficient as
required under r. 91 of the NGR.

8 Wilson CookReport — Envestra (Qldpecember 2010, p. 48.
% EnvestraAttachment 6-50ctober 2010, p. 26.
1 EnvestraAttachment 6-50ctober 2010, p. 27.
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Development & deployment

Envestra proposed $1.3 million ($2009-10) overateess arrangement period to
establish a role in facilitating the deploymenegblving new technologies in the
Queensland markét.

The AER is generally supportive of efforts to deypethe market for pipeline services
where these can lead to increases in demand tleé#feict disperse the individual
impact of tariffs to recover network costs. Whiteapting that such efforts can have
lagged effects, the AER needs to be satisfiedttiaéxpenditures are efficient and
prudent. The activities proposed within EnvestoEgelopment and deployment
project appear to go some way beyond market pramaittivities and into activities
of a more developmental nature. Origin in its sudsion to the AER, has questioned
the reasonableness of Envestra’s proposed netvemda@pment expenditure. It
submitted that it was not aware of any new gasnelcigies in the medium term that
could lead to an increase in gas consumption indsdikely to have below average
consumption. It further considered that it was aygparent that Envestra as the gas
distributor is best placed to develop the markettie relevant technologiés.

The AER has considered these concerns in the dooftéixe NGR and NGL
requirements and with regard to the business achssnaed by Envestra. The AER
considers that Envestra has not sufficiently derratest how the efficiency of this
project has been assessed, nor the resulting éstirmgefficiency improvements.
Further, while the benefits have loosely been dlesdrin the context of mitigating
falling average consumption in Queensland, the ABRhot find evidence to suggest
that a link has been advanced by Envestra as tickég impact of these programs on
its demand forecast.

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

8.6.3.2 Unaccounted for gas

The AER does not accept that Envestra’s forecalstA@® volume is arrived at on a
reasonable basis and is the best forecast in ttienestances as required under

r. 74(2) of the NGR. The AER considers that thedast should reflect a lower
volume of UAG across the access arrangement pdtiather, the AER considers
that Envestra has not established a reasonablefoagsis gas price assumption within
the UAG forecast.

UAG is defined by Envestra as the difference betwbe amount of gas injected into
the network and the amount billed to custonféBnvestra submitted that an
estimated 80 per cent of UAG volume is associatiéld kvaking cast iron and
unprotected steel main3Envestra proposed a total of $5.9 million ($2008)-f

opex over the access arrangement period in ordérttopurchase gas to compensate

92 EnvestraAttachment 6-50ctober 2010, pp. 27-28.

% Origin, Envestra (Qld) and APT Allgas access arrangemeop@sals November 2010, pp. 2-3.
®  EnvestraQld access arrangement informatjd@ctober 2010, p. 77.

% EnvestraQld access arrangement informatjdBctober 2010, pp. 27-28.
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for gas losses in the netwotkEnvestra’s forecast is based on certain assunspéisn
to the forecast price of gas and the likely voluwh&AG, as set out in table 8.7.

Table 8.7: Envestra’s proposed UAG opex assumptior{$2009—105”

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

Volume (GJ) [text removed — c-i-C]
Price ($) [text removed — c-i-C]
Total UAG opex ($m) 1.70 1.46 1.20 0.92 0.62 5.89

AER considerations

Envestra’s proposed UAG opex represents a subaitamtrease on its allowed
expenditure in the earlier access arrangementgefiee AER has reviewed both the
volume and price assumptions within this forecagih Wilson Cook engaged to
provide the AER with its engineering advice on vokume.

UAG volume

Wilson Cook was not satisfied that the projectegle of UAG in the access
arrangement period were consistent with the deditiends reported by Envestra.
Wilson Cook considered that there was not evidéoseipport a forecast that
suggests that the level of UAG in the access aemegt period should be any greater
than that which Envestra measured in 2009-10—Hh&iiger cent or 92.3 3.

The AER accepts the advice of Wilson Cook that Etraés forecast UAG volume is
not a reasonable estimate given the historicatlifrand therefore, given the
requirements of r. 74(2)(b), does not approve thanie as proposed by Envestta.
The AER requires that Envestra’s volume assummfddAG be amended as set out
in table 8.8.

UAG price

Envestra’s proposed UAG opex assumes a forecastardrgas price of [c-i-c] for
every year of the access arrangement pefibEnvestra submitted that it has
previously contracted for the supply of gas for UAGI that it is in the process of
tendering for another similar contract for the ascarrangement period. As this
process is not complete, Envestra sought the eageite of the Core Energy Group
(Core) to produce a forecast price of §3s.

The Core report forecasts a gas price based ortarcg/pe of individual contract
with unique and specific characteristics and teamd conditions that it considers

96

EnvestraQld access arrangement informatjddctober 2010, p. 73.
97

EnvestraQld access arrangement information: Attachment@t2ensland networks opex
forecast — UAFGOctober 2010, p. 1

% Wilson CookReport — Envestra (QldPecember 2010, pp. 48—49.

% Wilson CookReport — Envestra (Qldpecember 2010, pp. 48—49.

190 EnvestraAttachment 6-2 Queensland networks opex forechgtFG, October 2010, p. 1.
101 EnvestraAttachment 6-20ctober 2010, p. 1.
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Envestra would require for the purpose of UXGImportantly, the forecast contract
price is comprised of an estimate as to the cogtasfdelivered into Brisbane (that is,
a wholesale plus transmission cost), but with aalt#ti assumptions as to required
contract premiums and retailer margifiSThe AER has had regard to both of these
factors.

Approving premiums on gas prices for the purposeA6 opex would be
inconsistent with the AER’s approach to date. kevpus gas distribution decisions
such as for Jemena Gas Networks and ActewAGL, ikabsses have only
proposed, and the AER only accepted, a forecastedet! gas price (that is,
wholesale plus transmission cost§)The AER considers that Envestra has not
submitted sufficient evidence to support an alteveaapproach in these
circumstances.

The AER acknowledges the difficulty in sourcing pallata on individual contract
prices and premiums, but considers that the Caerreloes not advance sufficient
evidence to indicate that the significant premiand margins proposed are
consistent with market practice. These amount-iecjger cent of the total contract
price forecast by Cor€” Therefore, the AER considers that the forecasbisarrived
at on a reasonable basis and is not the best &irectine circumstances. In addition
to not meeting these requirements under r. 74eoNBR, the AER considers that the
resulting UAG opex cannot be determined to be ieffiic consistent with r. 91 of the
NGR.

Further, the AER notes that Core’s estimate ofradast wholesale delivered gas
price into Brisbane of [c-i-c] is substantially higy than other current market
forecasts ® In a recent report for the Queensland Governmemiual Gas Review,
McLennan Magasanik Associates (MMA) forecast priae&holesale delivered gas
into Brisbane”®’ These prices, shown in figure 8.8, have been dérn similar
assumptions, but produced figures significantly lgsn those proposed by Envestra.
As such, the AER considers that the forecast habe®n demonstrated to be arrived
at on a reasonable basis and represent the besagbiin the circumstances. Further,
the AER considers that the forecast would not aghibe lowest sustainable cost of
delivering pipeline services as r. 91 of the NGRurees.

Figure 8.8: Comparative forecasts of wholesale (dekred Brisbane) gas prices ($/GJ)

[figure removed — c-i-C]

The AER requires that Envestra’s UAG opex forebasamended such that it
incorporates only a delivered cost, in this casdesived by MMA. The AER requires

192" Core Energy GrougEastern Australia Natural Gas Market — Market ovew & price outlook to

2016,September 2010, p. 35.

Core Energy GroupMarket overview & price outlook to 2016eptember 2010, p. 45.
AER, Final decision: Jemena Gas Networks — access arrangepnepbsal for the NSW gas
networks 1 July 2010 — 30 June 20J6ne 2010, p. 275; and AERnal decision: Access
arrangement proposal ACT, Queanbeyan & Palerangdistsibution network 1 July 2010 —
30 June 2015March 2010, p. 85.

Core Energy GroupVlarket overview & price outlook to 2018eptember 2010, p.45

Core Energy GroupMarket overview & price outlook to 2018eptember 2010, p. 45.

197 MMA, Report to DEEDI: Annual gas market revielune 2010, p. 63.
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that Envestra’s proposal be amended such thataotporates the volume and price
assumptions set out in table 8.8.

Table 8.8: AER conclusion on UAG ($2009-10)

2011-12 2012-13 2013-14 2014-15 2015-16 Total
Volume (GJ) [text removed — c-i-C]
Price ($) [text removed — c-i-C]
Total UAG opex ($m) 0.43 0.47 0.54 0.54 0.55 2.53

8.6.3.3 Non-base year costs

Envestra proposed nine items as being non basegst. These were proposed as
being either opex related to capex, ad-hoc opesgteqr changes, in total representing
a decrease of one per cent of total opex, or $1l®m($2010-11).

Figure 8.9: Envestra’s proposed non-base year costs

g Opex felated to gapex Ad-hoc opex Step changes Total
N~

Envestra submitted that these are required in dadprovide services that are not
included in the base ye#f With specific regard to step changes, Envesttacthat
they should be justified and therefore considered case by case basis and included
in the forecast if the cost meets the criteria &flr of the NGR.

The AER agrees with Envestra to the extent thatpaagosal for opex, whether it be
contained in a base year or as a step change, tebdsassessed against the NGR, in
particular, r. 91 and r. 74 of the NGR, and s. Pthe NGL. However, the AER

would expect that as Envestra has chosen to apphga year roll forward method,
any expenditures proposed as non base year castilshflect certain circumstances
and allow the AER to determine if they are indesssonable additions.

Firstly, as an auditing exercise, the AER needssgure itself that the expenditures
are to reflect changes in costs that are not rteftein the base year. Secondly, with
specific regard to step changes, these shoulcerElaxogenous changes in costs
associated with either changes in the operating@mwent, or changes resulting

198 EnvestraQld access arrangement informatjdBctober 2010, pp. 81-84.
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from new or modified regulatory obligations. Bothtloeese matters would reflect
circumstances in which it is not reasonable tomssthat a business’s base year
expenditures will be reflective of future requiramtseor pressures.

However, the AER has also considered whether amnoeéstra’s proposed step
changes, that do not have the characteristicseod¢lbond point, are otherwise
required in order for Envestra to provide pipek@evices in a prudent and efficient
manner, consistent with the NGR and the NGL.

The AER sought the expert advice of Wilson Cookeiation to whether Envestra
would be a prudent service provider acting effidiewith respect to its non base year
costs. The AER’s considerations of each of theviddial business cases for these
items against the NGR and NGL, having regard taathace of its consultant are set
out in table 8.10. Overall, the AER considers 8iatof the nine non base year costs
require either amendment or are not approved ag lwansistent with the NGR. The
AER'’s required amendments are summarised in taBlar® detailed in table 8.11.

Table 8.9: AER conclusion on Envestra’s non base gecosts ($m, $2010-11)

Non base year costs 2011-12 2012-13 2013-14 2014-17915-16 Total
Total proposed 0.3 0.6 -0.4 -0.7 -1.1 -1.3
ﬁ)”(‘:zg‘lr)?em to opex related 0 011 -0.08 -0.06 002 -0.28
Amendment to ad-hoc opex -0.05 -0.01 -0.01 -0.01 .01-0 -0.09
Amendment to step changes -0.05 -0.23 -0.25 -0.28 0.32- -1.16
Total approved 0.20 0.47 -0.58 -1.05 -1.41 -2.83
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Table 8.10: AER consideration of Envestra’s non-bge year costs ($m, $2010-11)
Item of expenditure Envestra Wilson Cook recommendation AER consideration
proposal
Opex related to capex
IT costs - opex associated with 0.66 Envestra has not demonstrated or quantifiedlimed efficiency The AER accepts Wilson Cook’s advice that Envesasnot
the “roadmap” capex projet? improvements associated with the project, theretfoee demonstrated the expenditure to be efficient agired under r. 91 of the
expenditure has not been demonstrated to be eititie NGR.
Fringe point pressure - 0.02 The costs have been estimated in accordaticestablished The AER accepts Wilson Cook’s recommendation thatsork be
maintenance of new equipment schedules for similar assets. The work is prudsseta considered prudent asset management and the etyrenefficient, as
to install additional pressure management and the expenditures are effi¢iént. required by r. 91 of the NGR.
monitoring data loggets'
Leak repair cost saving- -4.38 The basis of the calculation is reasonahlethe leak repair The AER accepts the basis as reasonable consigtant 74(2)(a).

reduction to opex associated with
leak repairs due to reduction of

leaks resulting from the mains
replacement prograft?

savings should be reduced by 8.5 per cent commateswith the
recommended reduction to the mains replacementamog**

However, the AER considered that the mains replac¢iwapex program
be reduced. Consistent with this reduction, whigtresents the best
estimate in the circumstances as required by R)@l) the associated
leak repair savings should be reduced. The AERiderssthat the leak
repair savings be reduced by 8.5 per cent.

Adhoc opex

Brisbane River crossing
inspection - integrity assessment
of Brishane River crossing
pipeliné*®

Australian Standard AS2885.3 requires the pipeiA®©P and
risk assessment be reviewed every 5 years incluaingspection
of pipeline integrity. The work is prudent as itsx@esigned to
comply with an external obligation. Envestra’s @sge to the

The AER accepts Wilson Cook’s recommendation thaexpenditure
represents a prudent and efficient response tatenmnal obligation and is
therefore consistent with r. 91 of the NGR.
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Wilson Cook, Report — Envestra (Qld), December@ (. 52.

EnvestraQld access arrangement information — Business GHsé pp. 1-8.

Wilson CookReport — Envestra (QLDPecember 2010, p. 52.
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Wilson CookReport — Envestra (QLDPecember 2010, p. 52.
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standard was likewise efficient, with costs beiagdd on
previous work undertaken by the APA Gradp.

Nil gas consumptioft’ - 0.09 The work is a prudent response to a safdtybigt the proposed On the basis of the NGR and NGL requirements, dioyr. 91, the AER
attendance, maintenance and expenditures are not efficient. No allowance wasderfar the accepts Wilson Cook’s recommendation that no azithfi allowance be
making safe properties increased revenue or reduced UAG that will resoltnffinding made for the costs of this program.
registering no consumption and replacing faulty meters. Industry experienceuzh programs
is that the costs are typically more than offseséyings-"®
Step changes
Knowledge managemént - 0.62 Usually such projects result in significhasiness efficiency The AER agrees with Wilson Cook’s advice that éficies for such a
improvements and this is given as one of the ptgjéenefits. project need to be demonstrated. As this has rest Hene, the AER does
The expenditure was not demonstrated to be efficiemo not approve Envestra’s proposed opex on knowledygagement as it
allowance was made for such efficiency improvemerterefore, does not comply with r. 91 of the NGR.
the expenditure should be rejectdy.
Meter change notification — 0.21 The direct notification costs are reasonabtethere would be The work is a response to numerous customer contplabout the lack
advance natification of additional administration time required. Howevée productivity of suitable notifications. The AER accepts thatwhek is prudent but
interruptions from periodic loss could be eliminated by good planning and foyigiing a does not accept that the costs are efficient. TBR ferefore considers
testing and meter replacement notification “window” to customers to allow flexility on when that the costs do not meet the requirements df of$he NGR and
the work can be done. The costs are inefficientanig the should be amended to include only the direct amdigidtration costs.
allowance to cover direct costs and administrasioould be
accepted?
Gas market administratitf? - 0.31 The STTM has placed greater emphasis on the qualdyreliability of

employing an additional FTE to
support participation in the gas
Short Term Trading Market

the metering data that participants are to protodbe market daily. The
AER accepts that the cost arises from the impasitica new external
obligation on Envestra and is therefore prudentedfidient as required
under r. 91 of the NGR.

116 Wwilson Cook,Report — Envestra (Qldpecember 2010, p. 53.
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Real increase in insurartée- 0.39
proposal supported by Marsh
report'?*

The Marsh report applied several general assungpfmrforecasting a
five year outlook for premiums of various insuramgees (including
property, public liability, and directors and offis). It used market cycle
premium forecast percentages to account for ratéufations over the
access arrangement perigtiThe AER considers the report does not
demonstrate a sufficient correlation between threegs forecasting
assumptions and the year by year forecast mark&t pyemiums for
property, and directors and officers insurance.

The Marsh report noted that property insurance satadtes did not
increase during 2009 due to various facté?&Vhile these factors give an
indication as to historical trends in property irce market prices, the
AER considers that this information doesn’t supjploetforward looking
market cycle premium forecasts. No supporting imfation was provided
in relation to the market cycle premium forecasetsdirectors and officers
insurancé?’ Further, in regard to public liability insurantke Marsh
report noted that it expected flat market condgioner the short term,
but with year on year increases of up to 10 pet icéa 2013 The

AER considers that the Marsh report does not peosidficient detail to
demonstrate how an annual increase of 10 per s@anisistent with the
expectation of flat market conditions over the shem.

For these reasons, the AER considers that Enveasrarovided
insufficient evidence to suggest that the accassmigement period will
necessitate a step increase in insurance costichs the AER does not
consider that the forecast has been arrived atreasmnable basis as
required under r. 74(2)(a) of the NGR
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8.7 Conclusion

The AER proposes to not approve Envestra’s propopes as it does not comply
with the relevant requirements of the NGR and & $s1not consistent with the
national gas objective of the NGL. The AER requiEesestra to make the
amendments set out in section 8.8 of this drafisi@at.

Overall, the AER approves $85 million in opex othex access arrangement period as
consistent with the NGR, which represents a 2Xpet reduction on proposed
expenditures. The total approved opex againstpiftgtosed is set out in figure 8.10.

At the subsequent access arrangement review, tiRevAErequire that Envestra
demonstrate that the non-base year costs acceptddd access arrangement period
have been removed from the year proposed as beriggise year.

Figure 8.10: Envestra’s historic opex vs forecastral allowed

Envestra opex
 Actual q Estimate = —a&— QCA allowance ——Envestra's forecast —li— AER allowance
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Real $m 2010-11

2001-02 2002-03 2003-04 2004-05 2005-06 2006-07 2007-08 2008-09 2009-10 2010-11 2011-12 2012-13 2013-14 2014-15 2015-16

8.8 Required amendments

Amendment 8.1:amend the access arrangement proposal and accasgement
information as necessary to reflect the adjustmeatde to proposed opex for the
access arrangement period set out in table 8.1inaaqgpendix F.
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Table 8.11: AER required amendments to Envestra'forecast opex

2011-12 2012-13 2013-14 2014-15 2015-16 Total
Zgg;ﬁ:gees;;ae bl 22.2 22.7 21.9 217 213 1097
S;iitﬁ:;temde”cy 092  -144 195 256  -318 -10.05
Growth escalation -0.05 -0.11 -0.18 -0.25 -0.32 -0.91
Network development -0.53 -0.53 -0.53 -0.53 -0.53 -2.67
UAG -1.30 -1.01 -0.68 -0.39 -0.07 -3.45
Opex related to capex
IT road map 0.00 -0.15 -0.15 -0.17 -0.17 -0.66
Leak repair cost saving 0.00 0.04 0.07 0.11 0.15 0.38
Ad hoc opex
Nil gas consumption -0.05 -0.01 -0.01 -0.01 -0.01 -0.09
Step changes
Meter change natification -0.03 -0.03 -0.03 -0.03 0.03 -0.15
Knowledge management 0.00 -0.15 -0.15 -0.15 -0.15 -0.62
Real increase in insurance -0.02 -0.05 -0.07 -0.10 -0.14 -0.39
Z%tgllgffg:t'g 291  -345  -369  -409  -446  -18.60
Forecast operating
expenditure less specific 19.23 19.20 18.25 17.54 16.86 91.20
amendments
Effect of nput cost 047 089 124  -157 215 -6.44
Total AER approved 1876 1831 1701 1597 1471  84.76

operating expenditure
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9 Total revenue

The AER has calculated a total revenue requirerf@riEnvestraover the access
arrangement period of $297 million, compared to $&dillion proposed by Envestra.
The main reasons for this difference are the reduastrequired by the AER to
Envestra’s proposed WACC, forecast capex and fetemaex over the access
arrangement period.

Based on the AER approved revenues and demandé$isethe tariffs for haulage
services for both volume and demand customersxqrecged to rise in real terms by
about 2.6 per cent per annum (on average). Théfsaor ancillary services will
increase each year only by the rate of change ih CP

9.1 Introduction

This chapter provides the AER’s estimation of amnexzenue requirements for
Envestra for the provision of pipeline servicesdach year of the access arrangement
period. It draws on the adjustments to Envestredp@sed building block components
discussed in the preceding chapters. No submissiers received on Envestra’s
proposed revenue requirement.

9.2 Regulatory requirements

Rule 72(1)(m) of the NGR provides that the accesmhgement information for a full
access arrangement proposal must include therestahue to be derived from
pipeline services for each regulatory year of tteeas arrangement period.

Rule 76 of the NGR provides that total revenu® ibdé determined for each
regulatory year of the access arrangement periog tise building block approach.
The building block components are:

= areturn on the projected capital base for the year

= depreciation on the projected capital base foyta

forecast operating expenditure for the year
= the estimated cost of corporate income tax forytdas (if applicable)

= any penalty/reward from the operation of an inaenthechanism.

9.3 Access arrangement proposal

Envestra proposed a total revenue requirement @i $8llion over the access
arrangement perioiThe break down of this amount (including the amaetated to
ancillary services) is provided in table 9.1. Ttaikle also provides information on
Envestra’s proposed smoothing of these revenuethamésulting X factors for both
haulage and ancillary services. The same X fa¢tbas is, a single price path) were

! EnvestraQld access arrangement informatijd®ctober 2010, pp.170-172.

155



proposed by Envestra to apply to all volume andatehtustomers of haulage
services. Envestra made an error in the 2010-fffistarcluded in its model. The
commercial and demand customer tariffs did notudelthe existing charges
associated with full retail competition. Envestaarected for this error and provided
an updated model, which has a revised X factohéalage services in the first year
of the access arrangement period and resmoothedues. These corrections have
also been reflected in table 9.1.

Table 9.1:  Envestra’s proposed annual revenue reguement and X factors
($m, nominal)

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

Return on capital 33.1 36.8 41.0 447 48.3
plus regulatory depreciatidn 1.9 2.4 2.9 3.5 4.0
plus operating and maintenance 23.2 24.3 24.1 245 248
plus corporate income tax 4.1 4.3 4.4 4.6 4.7
Total revenue 62.3 67.9 72.5 77.2 81.9
less ancillary services revenue 0.5 0.5 0.6 0.6 0.6
Total haulage services revenue 61.7 67.3 72.0 76.7 81.3
Smoothed haulage services reventie 56.6 66.5 74.5 79.1 84.1
X factors”

Haulage reference services (%) -13.35 -12.00 -9.00 -3.00 -2.00
Ancillary service fees (%) 0 0 0 0 0

Source: Envestrdld access arrangement informatjddctober 2010, pp.170-172 and
Envestra, Email to the AERAER.EN.1 - Questions on tariffs in the PTRM
1 November 2010.

(a) Regulatory depreciation includes the negatareciation impact of inflation
on the capital base.

(b) Negative values for X indicate real price irases under the CPI-X formula.

(c) Corrected figures, compared to initial proposal

9.4 AER'’s consideration

In making this draft decision, the AER has had réga the national gas objective
and the revenue and pricing principles in ss. 2BZhof the NGL respectively. The
AER has examined the various components of Envegiraposed revenue
requirement against these provisions as well assitpgrements of the NGR. The
assessment of the various revenue componentst(m#ervice provider’s proposal

2 EnvestraEmail to the AER, AER.EN.1 - Questions on taniffthe PTRM1 November 2010.
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and any alternative value determined by the AER)paesented in the various
chapters of this draft decision.

One outstanding matter not discussed in other enad the ancillary services
revenues (for special meter reads, disconnectiodseconnections) forecast by
Envestra. The AER reviewed Envestra’s calculatibthese figures and considers
them to be reasonable. The forecasts are basedwastEa’s proposed ancillary
services tariffs for 2010-11, historical demand dralexpected increases in these
tariffs over the access arrangement pefiod.

Bringing the various revenue components togetherAER’s draft decision results in
a total revenue requirement over the access amagrgeperiod of $297 million,
compared to $362 million proposed by Envestra. M@ reasons for this difference
are the reductions required by the AER to Envespredposed:

=  WACC for the access arrangement period
= capex for the access arrangement period

= opex for the access arrangement period.

The total revenue requirement is smoothed and ctwo/éo tariffs using the forecast
demand figures approved by the AER. The annuaheeequirements and annual
price changes (as indicated by the X factors) anensarised in table 9.2. The AER
accepts that the same X factors will apply to alume and demand customers, as
discussed in chapter 12.

®  EnvestraQld access arrangement informatjdBctober 2010, p. 195.
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Table 9.2:  AER’s conclusion on Envestra’s annual reenue requirement and
X factors ($m, nominaly’

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

Return on capital 31.5 33.9 36.6 38.8 40.9
plus regulatory depreciatibn 2.8 3.4 3.8 3.6 4.0
plus operating and maintenance 19.4 19.5 18.6 17.9 16.9
plus corporate income tax 1.8 1.8 1.7 1.6 1.6
Total revenue 55.6 58.6 60.7 61.9 63.5
less ancillary services revenue 0.5 0.5 0.6 0.6 0.6
Total haulage services revenue 55.1 58.0 60.1 61.3 62.9
Smoothed haulage services revenue 52.1 56.5 60.0 .363 67.2
X factors®
Haulage reference services (%) -3.26 -3.00 -3.00 .00-2 -2.00
Ancillary service fees (%) 0 0 0 0 0
(a) Numbers may not add correctly due to rounding.
(b) Regulatory depreciation includes the negatimgreciation impact of inflation

on the capital base.
(c) Negative values for X indicate real price ireses under the CPI-X formula.

The X factors indicate there will be real increaskabout 2.6 per cent per annum (on
average) in haulage reference service tariffs theaccess arrangement period.
There are no real price changes for ancillary sessfees, which will be indexed by
the change in CPI each year.

9.5 Conclusion

The AER does not approve the annual revenue ragairts proposed by Envestra as
these do not comply with r. 76 of the NGR.

9.6 Required amendments

Before its access arrangement proposal can betadcé&mvestra must make the
following amendment:

Amendment 9.1:make all amendments necessary in the access amang proposal
and access arrangement information in order torporate the values noted in
table 9.2 of this draft decision.
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10 Demand forecasts

Demand forecasts are used to calculate the referésxiffs and also influence
forecast capital and operating expenditure linkedhetwork growth.

The AER considers Envestra’s general approach toashel forecasting is

reasonable. The forecast models were developedtwassppropriate key drivers of
future gas demand, and the consumption data wasa@ed where necessary to remove
weather factors that might cause bias in the foséxa

However, the AER considers that the proposed raesadTariff R) consumption
forecast needs to be adjusted to reflect a morbstearate of decline in average
residential consumption in line with the histori¢ednd. The adjusted forecast is set
out in section 10.8, and represents a 5.4 per apatard revision to the proposed
forecast.

10.1 Introduction

This chapter sets out the AER’s consideration efgas demand forecasts submitted
by Envestra to apply over the access arrangemeiodpe

10.2 Regulatory requirements

Rules 72(1)(a)(iii) and 72(1)(d) of the NGR provithat the access arrangement
information for a full access arrangement propémad distribution pipeline must
include:

= usage of the pipeline over the earlier access geraent period showing, for a
distribution pipeline, minimum, maximum and averagenand, and customer
numbers in total and by tariff class

= to the extent that it is practicable, a forecagtipéline capacity and utilisation of
pipeline capacity over the access arrangementgand the basis on which the
forecast has been derived.

Rule 74(1) of the NGR provides that any informatimmhe nature of a forecast or
estimate must be supported by a statement expdpihenbasis of the forecast or
estimate.

Rule 74(2) of the NGR provides that a forecaststineate must be arrived at on a
reasonable basis and represent the best forecaestimate possible in the
circumstances

10.3 Access arrangement proposal

Envestra engaged the National Institute of Econ@nit Industry Research (NIEIR)
to prepare its demand forecabts.

! EnvestraQld access arrangement informatidBctober 2010, p. 174; NIEIRlatural gas

forecasts for the Queensland Envestra distributegions to 2020September 2010.

160



Envestra proposed to divide its customers intcettaeff classes. Customers with
annual consumption less than 10TJ have been albedther to the domestic
(residential) customer class or commercial and lsmadistrial (C&l) customer class.
The demand customer class (Tariff D) consists rgfddousiness customers with
annual consumption greater than 10TJ, chargedeohdhis of their contracted
maximum daily quantity (MDQJ.

NIEIR and Envestra identified the following factavkich will influence gas demand
over the next access arrangement périod

= performance of the Queensland economy

=  dwelling and population growth and demographicdes{ageing population)
®= more stringent building code improving the enerfiiciency of new dwellings
= Envestra marketing programs

= government policy initiatives and efficiency gaingyas appliances

® introduction of Carbon Pollution Reduction Schei@®RS) and retail gas price
increases

A bottom up approach was adopted to forecast resaleonsumptiof.NIEIR
constructed the model to forecast residential comsion based on input assumptions
made in relation to the penetration, market conuosiefficiency gains and lifecycle
of gas appliances, real retail gas price forecasis the projected impacts of
government energy saving initiativas.

For Tariff D and C&I customers, consumption wasefast by NIEIR using an
econometric approachNIEIR included real business retail gas prices{mmirrent
and lagged terms) and gross product by industkegslriver variables in its
econometric regressions.

NIEIR used dwelling stock as the key driver fordoasting residential customer
numbers. Customer numbers for the Tariff D and Cl&sses were based on the
division of total consumption forecasts by histaliaverage consumption per
customer for each industry. The MDQ forecast farfT® customers was derived by
applying the historical load factor to the totahsamption forecast at industry leel.

EnvestraQld access arrangement informatjddctober 2010, pp. 191-195.

EnvestraQld access arrangement informatjddctober 2010, pp. 180-188.

NIEIR, Natural gas forecast for the Envestra Queenslasttidution region to 2019-20,
September 2010, p. 24.

NIEIR, Natural gas forecast for the Envestra Queenslastridution region to 2019-20,
September 2010, pp. 33-40.

NIEIR, Natural gas forecast for the Envestra Queenslastridution region to 2019-20,
September 2010, p. 24.

” Envestra, Email to the AERER.EU.05 - Questions on the demand forec&siovember 2010.
8 Envestra, Email to the AERER.EU.05 - Questions on the demand forec&stipvember 2010.
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The Queensland Competition Authority (QCA) approueavestra actual and
forecast of residential and C&I consumption, anchded customer MDQ are
presented in figure 10.1 and figure 10.2.

Figure 10.1: Volume customer consumption, QCA appneed, Envestra actual and
forecast, 2006—07 to 2015-16
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Source: Envestr@ld access arrangement informatjddctober 2010, p. 189,
Table 13.2; NIEIRNatural gas forecasts for the Queensland Envestra
distribution regions to 202@eptember 2010, p. 53, Table 6.1; and
QCA, Final Decision Revised Access Arrangement for Giafribution
Networks: EnvestraMay 2006, p. 139.

Figure 10.2: MDQ, QCA approved, Envestra actual andorecast, 2006—07 to 2015-16
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Source: Envestr®ld access arrangement informatjddctober 2010, p. 189,
Table 13.2; NIEIRNatural gas forecasts for the Queensland Envestra
distribution regions to 202@eptember 2010, p. 53, Table 6.1; and
QCA, Final Decision Revised Access Arrangement for Gatribution
Networks: EnvestraMay 2006, p. 139.
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10.4 Submissions
Submissions were received from Origin Energy (@igind AGL Energy (AGL):
= Origin submitted that additional information shoblel provided in relation to the

approved, actual and forecast levels of gas consomfor Envestra’s domestic
and non domestic customers.

=  Origin and AGL noted the declining trend in averagasumption per domestic
(residential) customer forecast by Envedfra.

10.5 Consultant review

The AER engaged ACIL Tasman Pty Ltd (ACIL Tasmaemand forecasting
consultants, to provide an independent assessrhém ceasonableness of Envestra’s
proposed demand forecastsACIL Tasman’s assessment included:

= comparison of actual and forecast demand in tHeeeaccess arrangement period
= comparison of forecasts with historical trends eodfidence intervals
= an assessment of NIEIR’s input assumptions andlkegr variable forecasts

= areview of NIEIR’s methodologies for forecastingstomer numbers,
consumption, and MDQ.

The ACIL Tasman noted the followirg:
®= NIEIR’s forecasting approach in general appeatsetoeasonable

= Kkey driver forecasts for C&l and Tariff D custontEmand forecasts are
reasonable

® input assumptions regarding the quantitative imgattributed to particular
factors such as appliance efficiency gains and igorent policies in the
residential consumption forecasting model are galyemot explained

= notwithstanding the discrepancies between diffesentces of information on
average residential consumption, all sources shatvaverage consumption has
risen since 2007 and therefore recent evidence matgsoint to a sustained
downward trend in average consumption as foregasiBIR.

ACIL Tasman recommended that the proposed resalertnsumption forecast
should be adjusted to reflect the historical rdtéezline from 1998—99 to 2008—69.

Origin, Envestra (QId) and APT Allgas access arrangemeop@sals November 2010, p. 1.
Origin, Envestra (QId) and APT Allgas access arrangemeop@sals November 2010, p. 1; and
AGL, Envestra’s Qld gas network access arrangemidotzember 2010, pp. 1-2.

ACIL TasmanReview of demand forecasts for Envestra Qld foattess arrangement period
commencing 1 July 201December 2010.

ACIL TasmanReview of demand forecasts for Envestra, Qiecember 2010, pp 32-33.

10

11

12
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10.6 AER’s consideration

10.6.1 Introduction

The AER considers the forecast methodology addpyeeinvestra in preparing its
demand forecast and as set out in its proposdbéers arrived at on a reasonable
basis. The AER also accepts that Envestra’s custoomebers, C&l consumption and
Tariff D MDQ forecasts are reasonable. However AE® does not accept the
proposed consumption forecast for residential ensets. The AER considers that
Envestra was unable to provide adequate suppoat fimmber of input assumptions
underpinning these forecasts. The AER considetsibelues are available and
requires that Envestra to adopt these values fecésting demand.

10.6.2 Forecast methodology

Envestra proposed to allocate C&l customers withuahconsumption less than

10 TJ to a new tariff (Tariff C), charged basedfwgir consumption. This represents a
departure from current tariff policy, where all tarmers with annual consumption
less than 10 TJ, or volume customers, are allodatadsingle tariff class (Tariff V).
The AER does not accept the proposed split of velaastomers to two tariff
classes? However, the AER considers the separation of velgnstomers into
residential and C&I customer groups is appropriatehe purpose of forecasting
demand. This is consistent with the approach pusiyoadopted by the QCA, and is
based on the fact that demand for each customapgsdinked to different driver
variables™®

The AER considers the demand forecast methodoldggtad by Envestra appears
reasonable for the following reasons:

= it is appropriate to separately forecast demandesidential, C&l and large
demand customers, as demand for each customer igrbaped on different
driver variables

= Kkey driver variables selected to develop the C&tomer group and Tariff D
demand forecast models are reasonable

= it is appropriate to forecast residential consuomptising two components,
customer numbers and average consumption. The fdangely depends on
dwelling stock growth, while government policieslappliance efficiency gains
are expected to have a material impact on the latte

10.6.3 Residential customer numbers forecast

The AER considers Envestra’s methodology for foséng residential customer
numbers based on dwelling stock forecast is reddengigure 10.3, which shows
historical data, demonstrates a reasonable deferelation between residential
customer growth and growth in dwelling stock. Theetast growth in customer

13
14
15

ACIL TasmanReview of demand forecasts for Envestra, Qiecember 2010, p. 33.

See Chapter 11 of this draft decision.

MMA, Final report to Queensland Competition AuthorityerBand forecasts for Envestra
November 2005, pp. 31-34.
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numbers is higher than dwelling stock growth, lnatly in line with the differences
observed in most recent years.

Figure 10.3:  NIEIR historical and forecast residenial customer numbers and
dwelling stock growths
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Source: NIEIRNatural gas forecasts for the Queensland Envesdstilution regions
to 202Q p. 44 and p. 56.

The forecast annual average residential custonosvtgrof 2.4 per cent over the
period from 2010-11 to 2015-16 is slightly lowearttannual average growth of

2.6 per cent observed over the period from 2006e@D09-10. The decline in
forecast growth is linked to the lower householovgh forecast in 2010-11 and
2011-12 due to a steady recovery of private dwgliwestment from the sharp
decline observed in 2009-1DThe AER accepts this assumption is not unreasenabl
as the projection is broadly consistent with Hogdimdustry Association (HIA)
dwelling start forecasts.

Overall, NIEIR’s dwelling stock forecast is in limath forecasts prepared by Access
Economics and is comparable to dwelling stock and householdbers projections
released by the Queensland Office of Economic datisScal Research (OESE).
Given the close link between numbers of dwelling eesidential customer numbers,
the AER accepts Envestra’s residential customerbeusiforecast is reasonable and
represents the best forecast possible in the cstames.

8 NIEIR, Natural gas forecasts for the Envestra South Alistdistribution region to 2019-20

September 2010, pp. 22-23.

" HIA, State outlook, Queenslangp. A28-29, March 2010.

8 ACIL TasmanReview of demand forecasts for Envestra, Qecember 2010 pp. 6-7.

% OESRHousehold projections by household type by red?606 to 20312008, viewed at
http://www.oesr.gld.gov.au/products/tables/housatprbj-household-type-region/index.gtgnd
Household and dwelling projections Queensland |lgmlernment area2008 viewed at
http://www.oesr.gld.gov.au/products/publications/éehold-dwel-proj-gld-lga/index.php
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10.6.4 Residential customer consumption

Forecasts of average, or per customer consummoonbined with customer numbers
are the basis on which residential gas consumjti@tasts are calculated. While the
AER accepts Envestra’s forecast customer numberAER does not accept the
average customer consumption forecasts proposésstra.

The proposed forecasts show average consumptidinidgaon average by

2.6 per cent per year over the access arrangeragatipThe AER found that,
contrary to views expressed by Envestra in thegsalp historical data over recent
years shows no clear trend of decline in averasjdeatial consumptioff. The short
term trend in average residential consumption asvshin figure 10.4.

Figure 10.4: Actual and NIEIR forecast average gasonsumption per residential

customer
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Source: ACIL TasmarReview of demand forecasts for Envestra, Qiecember 2010,
p. 20.

The AER considers that the average consumptiordsteadopted by Envestra will
tend to understate residential consumption. AClkriian recommended that forecast
residential consumption should be adjusted tocettee long run historical rate of
decline in average consumption of 1.5 per cenypar’* The AER agrees that the
historical rate is more appropriate, and consitlegevised residential consumption
forecast derived on this basis, shown in table,f@dresents the best forecast
possible in the circumstanc&sFigure 10.5 compares the consumption forecast for
residential customers as proposed by Envestragmoed by the AER.

20
21
22

ACIL TasmanReview of demand forecasts for Envestra, Qiecember 2010, p. 23.
ACIL TasmanReview of demand forecasts for Envestra, Qiecember 2010, p. 24.
ACIL TasmanReview of demand forecasts for Envestra, Qiecember 2010, p. 33.
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Table 10.1: AER approved residential (Tariff R) denand forecasts

2011-12 2012-13 2013-14 2014-15 2015-16
AER draft decision 8.65 8.52 8.39 8.26 8.14
Average annual
consumption - GJ
P Envestra proposal 8.41 8.18 7.94 7.70 7.58
Customer AER draft decision 84221 86517 88 833 90984 931
numbers
. AER draft decision 728.5 737.0 745.2 751.6 758.1
Total consumption
-TJ
Envestra proposal 708.3 708.0 705.7 700.4 706.0

Source: NIEIRNatural gas forecasts for the South Australia Etmeegistribution
regions to 2020pp. 63 and 64.

Note: The AER approved forecast was derived baseapplying the long run trend

decline in average consumption to the final yeaaatfial data (2008-09).

Therefore the proposed and approved forecast didestarting from 2009-10.

Figure 10.5 Envestra proposed and AER draft decisn total residential consumption

forecasts
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Source: Envestr&ld access arrangement informatjddctober 2010, p. 189.

The AER reached this view based on the followirasoms.

T T T T
2011-12 2012-13 2013-14 2014-15 2015-16

= Although there are significant discrepancies betwaifferent sources of
information on average residential consumptiongmesd in the access
arrangement information and NIEIR’s repttthe AER agrees with ACIL

Tasman that all sources show that average consoimipdis risen since 2067.

23
24

ACIL TasmanReview of demand forecasts for Envestra, Qiecember 2010, pp. 21-22.
See ACIL TasmarReview of demand forecasts for Envestra, @elcember 2010, p. 23.
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The AER considers that recent evidence does n@ostip strong and sustained
downward trend in average consumption as foregastBIR.?

= Envestra has used average consumption forecast basmalysis by NIEIR. In
its report, NIEIR provided limited references tylewurce materials and provided
little substantiation regarding the calculatiortteé numeric values used in the
input assumption® In the absence of adequate supporting informatioxided
by Envestra, the AER is not satisfied that Envesaimdemonstrated these input
assumptions have been arrived at on a reasonadie ba

During the review, the AER queried Envestra intiefato the observed discrepancies
in information on average residential consumptiatadrom difference sources.
Envestra respondéed:

...In reviewing this data it became apparent thatetlveere some very large
customers that were classed as domestic. Envesgradw applied a “filter”
to the data so that any domestic customer whomses than a 0.27GJ per
day (100GJ pa, or around 10 times the average dmncessumption) are
classified as non domestic.

Envestra has subsequently provided updated hiatatata to the AER, but due to the
lengthy delay in Envestra’s resporf8&CIL Tasman did not review this
information?® The AER found that the updated data is signifigadifferent from

that submitted as part of the access arrangemepbgal as detailed in table 10.2.

25

ACIL TasmanReview of demand forecasts for Envestra, Qiecember 2010, p. 23.
26

Envestra did not respond to the AER’s requestuidher substantiation and source materials used

by NIEIR to develop its forecasts.

AER, Email to EnvestréQER.EN.13 - Questions on demand foregdstsNovember 2010.

The AER understands Envestra’s ability to providemely response regarding demand forecasts

may be restricted by the confidential nature ofNHEIR model.

27 Envestra, Email to the AERevised Queensland Histp December 2010.

% Envestra indicated in its initial response thatxpected to provide updated historical demand dat
for Qld by 25 November 2010 and updated demand&sts shortly thereafter: EnvestEamail to
the AER, RE: Questions from ACIL Tasman on the ddrfaecastsattachment 101122-AER EN
09 Response to AT Questions.d@kNovember 2010.

Envestra provided updated historical data on Z2ebdxer 2010 and updated forecasts on
22 December 2010: Envestra, Email to the ARByised Queensland Histo& December 2010;
Envestra, Email to the AERRW: Revised Queensland History, attachment, Reviad6 QLD
DEC 2010.docx22 December 2010.
2 Envestra, Email to the AERevised Queensland History, attachment QLD HistonAER.xIsx,
2 December 2010.
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Table 10.2: Differences between updated historicalata and access arrangement
proposal data

Difference in customer numbers  Difference in consuption (TJ)

Residential cé&l Residential cé&l
2006 -2126 2159 -29.36 34.64
2007 -2182 2181 -25.11 24.61
2008 -1455 1455 -60.84 69.79
2009 -1491 1492 -90.41 86.07
2010 -1243 1564 -72.12 41.67

Source Envestra, Email to the ABRgvised Queensland Histoattachment QLD
History for AER.xIsx2 December 2010.
NIEIR, Natural gas forecasts for the Queensland Envedgtilution regions
to 202Q pp. 53-54.

The adjustments made by Envestra to the undertjatg can not be verified as
insufficient material was provided to clearly dersvate how and where the
adjustments were made. Examination of the aggrdgitta indicates that the annual
average consumption for customers removed fromeidential class and added to
the C&l class ranged from 11.3 GJ to 57.7 GJ averperiod 2005—-06 to 2009-10.
This does not appear to be consistent with Envestreention to remove customers
with annual consumption of 100GJ from the residémtemand dat¥. It is also
unclear why the numbers of customers removed fremwdsidential sector decreased
over time, while the level of adjustment to constiorpincreased over time.

Envestra’s updated data indicates that the averageal residential consumption for
the whole of 2009-10 is around 8.2 GJ or 22.3 MXJpg. This represents a
reduction of around 2.1 MJ in average daily consiimnpvhen compared to data
presented in the regulatory propo¥al.

The AER analysed the consumption data from a saof@eound 2000 residential
MIRNs (meter installation reference number) subeditbhy Envestra for the tariff
variation mechanism section of the access arrangepneposaf? The data provides
information on average daily consumption for indival customers over the billing
period from June 2009 to June 2010. As an indeeatuation of Envestra’s
calculation, the AER applied a filter to excludesmmers with average daily
consumption of 270 MJ in the sample data as prapbgd-nvestra.

30 Calculated based on Envestra, Email to the AE#¥jsed Queensland Histogttachment, QLD
History for AER.xIsx2 December 2010.

31 Calculated based on Envestra, Email to the AE#¥jsed Queensland Histogttachment, QLD

History for AER.xIsx2 December 2010.

NIEIR, Natural gas forecasts for the Queensland Envesstilution regions to 2020op. 53-54.

EnvestraQld access arrangement informatjddctober 2010, p. 207.

Data sourced from Envesti@ld access arrangement informatjddctober 2010, attachment 15-1,

QLD AAI Attach 15-1 Calculation of Queensland Restdl B

32
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The AER found that the sample average (in anotlmedsvthe sample mean) daily
consumption reduced from 25.4 MJ to 24.0 MJ. Teduction in sample average
daily consumption of 1.4 MJ is significantly legsh the 2.1 MJ decrease (from
24.4 MJ to 22.3 MJ) in the average daily consunmpfar the population mean) for all
residential customers observed in data provideBrbyestra. The sample represents
around 2.5 per cent of the total numbers of residiecustomers, and is considered a
sufficient size to allow comparison of the sampid aopulation means based on
statistical inference.

Using the sample standard deviation, the AER ddrilie 99 per cent confidence
interval for the population mednesulting in the average daily consumption for all
residential customers being between 23.3 MJ to BW.7This indicates that the
average daily consumption calculated by Envestpeans to be statistically
inconsistent with the estimate based on the sadgibe Therefore, in the absence of
further supporting material from Envestra to adgtbese issues, the AER does not
consider it is appropriate to use the updated fdatforecasting demand.

10.6.5 Commercial and small industrial and demand ¢ ustomer
consumption forecasts

The C&Il customer group consists of small businessamers with annual
consumption less than 10 TJ, charged on the bas@nsumption. Tariff D consists
of large business customers with annual consumgpieater than 10 TJ, charged
based on their contracted maximum daily quantitp®).>*

The AER and ACIL Tasman reviewed the key driveialae forecasts prepared by
NIEIR on which Envestra based its C&l customer &adff D consumption
forecasts. The AER considers these forecasts asemable for the following reasons:

= ACIL Tasman advised that the quantum and timintphefforecast increase in gas
prices due to the potential introduction of a carpacing scheme are
reasonablé®

= The AER observed that NIEIR’s GSP forecast is bisoedline with Queensland
Treasury’s 2010 budget projectidhOverall, NIEIR’s GSP forecast over the
period 2010-11 to 2015-16 is lower compared tarstese forecasts from other
sources as presented in table 10.3. Nevertheles#\ER considers NIEIR’s GSP
forecast is conservative but not unreasonable.

33 Assuming the 2000 residential customers are mrahdand independently drawn from alll

residential customers, the 99% confidence intezaalbe constructed using the sample mean, and
the multiplication of sample standard deviatiorthey corresponding critical value from a one
tailed t-distribution.

EnvestraQld access arrangement informatjddctober 2010, pp. 191-195.

ACIL TasmanReview of demand forecasts for Envestra, Qiecember 2010, p. 11.

ACIL TasmanReview of demand forecasts for Envestra, Qiecember 2010, p. 6—7.

34
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Table 10.3: Queensland GSP growth forecasts from kiaus sources

Average of

NIEIR State BIS KPMG Access  forecasts

budget  Shrapnel Econtech Economics other than

NIEIR
2010-11 3.13% 3.75% 2.90% 5.20% 3.78% 3.91%
2011-12 5.53% 4.50% 3.80% 4.60% 4.37% 4.32%
2012-13 4.29% 4.00% 4.60% 3.40% 4.86% 4.21%
2013-14 2.77% 4.00% 4.30% 4.30% 4.32% 4.23%
2014-15 3.19% NA 4.60% 4.60% 4.38% 4.53%
2015-16 3.91% NA 4.40% 3.50% 4.70% 4.20%
Average growth 5 gq, 4.10% 4.27% 4.40% 4.23%

2011-16

Source: NIEIRNatural gas forecast for the Envestra Queenslasttidution region to
2019-2Q September 2010, p. 45; Queensland GovernrBewlget strategy and
outlook 2010-11September 2010, p. 30; BIS Shrapfaal Cost Escalation
Forecasts to 2015/16 — Queensland and South Aistraligust 2010, p. 12;
KPMG EcontechANSIO report December 2010, p. 108; and Access
EconomicsForecast growth in labour costs: Queensland andti$dwstralig
December 2010, p. 8.

Note:  Average of alternative forecasts other th#aIR presented for comparison
purposes only.

The AER accepts that the resultant C&I customerTardf D consumption forecasts
developed based on NIEIR’s forecast of driver \#€is are reasonabléGiven the
direct relationship between customer numbers atadl tonsumption for these
customer classes as discussed in section 10.8HReconsiders the customer
numbers forecasts for these tariff classes ar@enaéde and represent the best
forecasts possible in the circumstanteBhe AER also considers the MDQ forecast
for Tariff D customers, derived by applying thetbrgcal load factor at industry level
to the total consumption forecasts by industryeasonable and represents the best
forecast possible in the circumstanées.

10.6.6 Minimum, maximum and average demand

Rule 72(1)(a)(iii) of the NGR requires that the @& arrangement information for a
distribution pipeline must include minimum, maximamd average demand for the
earlier access arrangement. The AER considersataepdovided by Envestra in its
access arrangement information, and reproduceable 1.0.4 below, meets the
requirements of r. 72(1)(a)(iii) of the NGR.

37 ACIL TasmanReview of demand forecasts for Envestra, Qiecember 2010, pp. 24-33.
3 ACIL TasmanReview of demand forecasts for Envestra, Qiecember 2010, pp. 32—33.
39 Envestra, Email to the AERER.EN.O5 - Questions on the demand forec8d#ovember 2010.
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Table 10.4: Minimum, maximum and average demand 2@-06 to 2010-11
(TJ per day)

2006-07 2007-08 2008-09 2009-10 2010-11

Actual Actual Actual Actual Estimate
Minimum demand 33.44 27.87 26.90 22.83 19.56
Maximum demand 57.22 55.13 58.26 58.46 58.98
Average demand 45.40 45.75 45.50 43.62 43.67

Source Envestr&)ld access arrangement propos@ctober 2010, RIN pro forma
(confidential)

10.6.7 Forecast pipeline capacity and utilisation

Rule 72(1)(a)(iii) of the NGR requires that, to #went practicable, the access
arrangement information should include forecaseloie capacity and utilisation of
pipeline capacity over the access arrangementgeégiavestra provided no
information on pipeline capacity and utilisatioh€TAER understands that a
distribution network is a meshed network made uptafrconnected pipes and that
there are a number of practical considerations igvg why the calculation of
utilisation is not straightforward, and so therefamay not be practicable.

10.7 Conclusion

The AER does not approve Envestra’s proposed deifoaechasts as they do not meet
the requirements of r. 74 of the NGR.

The AER accepts NIEIR’s forecasting approach inegalnappears reasonable and
accepts NIEIR’s customer numbers, C&I consumptioth demand customer MDQ
forecasts are reasonable.

The AER considers that Envestra was unable to geoadequate information to
justify the forecast above trend decline in foréea®rage residential consumption.
As a result, the AER considers the historical cdtdecline is more appropriate. The
AER considers the revised residential consumptioedast derived on this basis, as
shown in table 10.1, represents the best forecasilgle in the circumstances.

Overall, the AER’s amendments to the proposed ddrf@ecast will lower the X-
factor by 0.22 per cent on average over the aaeasgement period. In another
words, the maximum allowed increase in weightedaye prices for all customers is
reduced by approximately 0.22 per cent on averagetbe access arrangement
period.

10.8 Required amendments

Before the access arrangement proposal can betadc&mvestra must make the
following amendment:
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Amendment 10.1:amend the access arrangement information to delele 13.2 and
replace it with the following table:

Table 10.5: AER draft decision on Envestra’s demandfbrecasts

30 June end 2011-12 2012-13  2013-14  2014-15 2015-16
Residential consumption - TJ 729 737 745 752 758
C&I consumption - TJ 1349 1382 1380 1386 1412
Residential customer numbers 84 221 86 517 88833 098a 93 196
C&I customer numbers 2964 3011 3008 3015 3050
Demand customer numbers 69 71 70 70 71
MDQ Demand Customers - GJ 20 975 21 319 21 155 5811 21514
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11 Reference tariffs

An access arrangement is required to set out hegereice provider intends to charge
for reference services. The NGR requires that #sesbfor setting reference tariffs be
explained. This is done by defining the tariff sesand comparing the revenue to be
raised by each reference tariff with the cost ailing each individual reference
services.

Envestra has proposed separate tariffs for domestcccommercial customer classes
to replace the single tariff covering these custanpeeviously. Envestra also
proposed tariffs for three ancillary services iredeof only one previously. The
demand tariffs proposed by Envestra, offered acsossegions, remain the same as
in the earlier access arrangement. Envestra alsivigled a range of information in
support of its proposed tariffs in order to meetRIf@quirements about the
formulation of reference tariffs.

The AER considers that the tariffs proposed by &naeneet many of the
requirements of the NGR. However, the AER consitiats€Envestra has not provided
adequate support for its proposals to split domestd commercial customers into
separate tariff classes, and to categorise demastbeners based on their maximum
demand. The AER also considers that Envestra diddeguately address NGR
requirements on the allocation of revenue betwedéerence services, and between
reference services and other services. In addittoryestra did not include ancillary
services in its demonstration of transaction castd customer responses, and long
run marginal costs. Finally, the AER considers thavestra did not provide
sufficient information to support the prudent disots it proposed for eight
customers.

In revising its reference tariffs to address mattier this chapter, Envestra is also

required to incorporate the various amendments meglby the AER in other
chapters of this draft decision.

11.1 Introduction

This chapter sets out the AER’s consideration ofeStra’s proposals about the
structure of tariffs and allocation of revenueheatthan the level of tariffs against the
requirements of the NGR. Envestra’s access arraegepnoposal addressed the key
aspects of its proposed tariff structure, including

= the number of tariff classes, tariffs, and chargpagameters

= the share of total revenue to be recovered frorh &adf class

= the cost-reflectiveness of tariffs and chargingapsaters.

11.2 Regulatory requirements

With respect to reference tariffs, the NGR requiesestra to:

= specify the tariffs for each reference servicd®(1)(d)(i) and (ii))
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=  demonstrate that total revenue is allocated betwefenence and other services
on the basis of costs allocated according to gepanciples (r. 93(1) and (2))

= divide reference service customers into tariff eéess(r. 94(1)) that are
economically efficient and avoid unnecessary tretisa costs (r. 94(2))

= describe the proposed approach to the settingitffancluding the method used
to allocate costs, and demonstrate the relatiortstipeen tariffs and costs and
provide a description of any applicable pricingpiples (r. 72(1)(j))

= demonstrate that revenue expected from each ¢tdad is within certain lower
and upper thresholds (r. 94(3))

= demonstrate that each tariff and its charging patara must take into account
long run marginal costs, and are determined wiglane to transaction costs and
customer responses to price signals (r. 94(4))

= demonstrate that prudent discounts offered to ocuste are necessary for
competition or efficiency reasons and will likegald to lower tariffs for other
customers (r. 96).

11.3 Access arrangement proposal

Envestra’s tariff proposal is summarised in taldlel1Envestra proposed two
domestic tariffs, two commercial tariffs, eight demad tariffs across six regions, and
three ancillary servicesThe tariff classes proposed by Envestra direetiect the
reference services it proposed, as discussed ptexh2 of this draft decision.

Envestra’s general approach to tariffs in its as@sangement proposal is mostly
unchanged from the earlier access arrangementseitte refinements in terms of the
number of customer classes and the structureiffstdn particular, Envestra split the
previously combined domestic and commercial tatdsses and proposed three
ancillary service tariffs instead of only one pasly. The number and structure of
demand tariffs remained unchanged and the threskaiethich different

consumption charges apply remain unchanged.

1 EnvestraQld access arrangement propos@ctober 2010, Annexure B.
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Table 11.1: Envestra’s proposed tariff classes, tifs and tariff parameters

Tariff classes

Tariffs

Tariff parameters

Domestic services

Commercial services

Demand services

Ancillary services

Domestic tariffs for:
Brisbane and Riverview zone

Northern zone

Commercial tariff for:
Brisbane and Riverview zone

Northern zone

Demand tariffs for:
Brisbane zone
Northern zone
Riverview zone
Special meter read
Disconnection

Reconnection

Fixed base charge

Stepped variable consumption
charge

Fixed base charge

Stepped variable consumption
charge

Fixed base charge (based on
customer’s demand)

Stepped variable demand charge

Fixed charge

Source: Envestr&ld access arrangement informatjddctober 2010, p. 193.

In addition to the changes in tariff structuresgmeed by Envestra, the relative
magnitude of tariff parameters has changed frone#ker access arrangement
period. Specifically, Envestra has slightly re-Imgkad charges, with more revenue to
be recovered by fixed base charges and low le¥elsrssumption and demand. Also,
Envestra proposed categorising customers as decustmimers based on their
consumption and maximum demand levels, as opposedtitheir consumption
levels in the earlier access arrangement périod.

Envestra included in its access arrangement inflitoma detailed description of the
cost allocation method it used to develop tariffisreference services, with the

exception of ancillary servicEEnvestra’s proposal did not include any informatio
regarding the relationship between costs and sariff

EnvestraQld access arrangement informatjddctober 2010, p. 41.

3

EnvestraQld access arrangement informatjddctober 2010, Attachment 14.1, pp. 11-17.
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Table 11.2: Envestra expected revenue compared te@dable and stand alone costs
for domestic, commercial and demand tariffs, 20112 ($m, nominal)

Avoidable cost Expected revenue Stand alone cost
;‘;ﬂief:v'?éﬁris'oa”e and 6.24 18.92 60.39
Tariff R: Northern 0.25 0.70 35.37
;ﬂg\%ﬁ”s'oa”e and 0.24 14.23 35.04
Tariff C: Northern 0.04 2.41 34.33
Tariff D: Brisbane 1.48 11.48 34.33
Tariff D: Northern 0.16 0.60 34.33
Tariff D: Riverview 0 0.63 34.33

Source: Envestr@ld access arrangement informatjddctober 2010, p. 198.

11.4 Submissions
Submissions were received from AGL and Origin.

AGL* and Origin raised a range of concerns with Envestra’s prdpogdivide

volume customers into domestic and commercial costs. AGL queried whether
the change aligned with AEMO procedures, whetheteEma would reclassify all of
its existing volume tariff customers, and whethassifications would occur via the
agreed industry business-to-business systems. Aalstated that the change would
place an unnecessary burden on industry and pallgnequire significant system
changes to network users. For these reasons A@ddteat the existing classification
of volume and demand customers be retafn®dgin stated that the proposal would
cause problems with business-to-business systethsa@® questions about how sites
would be identified as domestic. For these reaSbign stated that the volume
category should not be split into domestic and cencial sub-group$.

AGL? and Origir also raised concerns with Envestra’s proposahtegorise demand
customers on the basis of maximum daily quantigygad of annual consumption
levels, as in the earlier access arrangement pekiGd stated that the new definition
was not in the interests of network users and exedeonsumer¥. Origin stated that it
was unclear whether customers with annual consomgss than 10 TJ but with
maximum daily quantity (MDQ) greater than 50 GJ wé& moved onto interval
metering and, if they are, whether network usetsbeiable to pass on the cost of the

AGL, Envestra’s Qld gas network access arrangemiEovember 2010, pp. 2-3.

Origin, Envestra (QId) and APT Allgas access arrangemeop@sals November 2010, p. 5.
AGL, Envestra’s Qld gas network access arrangemiEovember 2010, pp. 2-3.

Origin, Envestra (QId) and APT Allgas access arrangemeop@sals November 2010, p. 5.
AGL, Envestra’s Qld gas network access arrangemiotember 2010, p. 2.

Origin, Envestra (Qld) and APT Allgas access arrangemenp@sals November 2010, p. 5.
AGL, Envestra’s Qld gas network access arrangemiotember 2010, p. 2.
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new meter. Origin also stated that these customeutd not be easily identified in
current business systems, which would cause bifinofplems. Finally, Origin stated
that it was not convinced there was a sufficiemtdi¢ in cost reflective pricing to
justify the change for a very small group of cuséost*

11.5 AER’s consideration

The following outlines the AER’s consideration afvestra’s proposal for its
compliance with the NGR. The AER has taken intmoaat the submissions
received. The AER has identified those elementsmestra’s proposal that meet the
NGR requirements and those elements that requiemdments in order to
sufficiently demonstrate that certain tariff chaeaistics comply with the NGR
requirements. In addition, the tariffs need to tmeaded to reflect the adjustments
made to revenue and demand, as discussed in chmed 10.

11.5.1 Tariff classes and tariffs

Envestra proposed to divide customers for its egfeg services into four tariff
classes? The AER considers that this is in accordance tighrequirements of r.
48(1)(d)(i) and r. 94(1) of the NGR to specify thclasses.

Envestra considered a range of factors that the édtiRiders relevant to the
economic efficiency of providing reference serviaes the associated transaction
costs, including for example:

® bases for grouping customers, such as usage grafile location
= customers’ changing behaviour and response to pigeeals

= customers’ impact on connection and pipeline cbsts.

The AER considers that Envestra has not adequadelyessed requirements on
economic efficiency and transaction costs in r294¢ the NGR in proposing to
categorise customers as volume or demand custdrases! on their maximum
demand levels. For example, Envestra has proposetpbse an additional criterion
of 50 GJ per day for its demand haulage refereangce customers. Envestra noted
that its proposed ‘daily demand’ criterion for demdaeference services was
previously in place, but was dropped in its eaiecess arrangement period in order
to simplify administrative arrangements. Envestaaesl that it was now clear that
capacity management will be an increasingly impurissue for the network.
Envestra noted that from time to time, there mag Benall number of customers that
may not meet the annual 10 TJ threshold but may tege volumes of gas over a
short period of several hours, with such a pea# E&ipsing that of some smaller
demand customer$.

11
12
13

Origin, Envestra (QId) and APT Allgas access arrangemeop@sals November 2010, p. 5.

This meets the requirements of r. 94(1) of theRNiGr customers to be divided into tariff classes.
EnvestraQld access arrangement informatjddctober 2010, pp. 191-195, 202—-203; Envestra,
QIld access arrangement informatjddctober 2010, Attachment 14.1, pp. 24-25.

14 EnvestraQld access arrangement informatjdBctober 2010, p. 41.
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The AER considers that if capacity management issue, then extending demand
charges to more customers seems to be a sensjisteaah as proposed by Envestra.
However, Envestra did not provide any evidencaufipsrt this claim. Also Envestra
has not discussed the administrative implicatidme-antroducing this approach. The
AER notes that Origin and AGL have raised a nunabeoncerns regarding the
implementation of Envestra’s proposed approddrigin was concerned that
customers with annual consumption less than 10utWih MDQ greater than 50 GJ
would not easily be identified in its current bless systems, which would cause
billing problems. Also, it was unclear to Origin @ther such customers would be
moved onto interval metering and, if they were, thibe network users would be able
to pass on the cost of the new meter.

The AER also notes the submission from ECCSA thgyissted Envestra’s tariffs
should be as close as possible to being cost te#fed@he AER disagrees with the
Origin’s submission that there was not a sufficieenefit in cost reflective pricing to
justify the change for a very small group of custosn For the reasons outlined above
the AER considers that the tariff classes propdseinvestra do not meet the
requirements of r. 94(2) of the NGR.

11.5.2 Allocation of total revenue and costs to tar iff classes

The NGR includes requirements at two levels of nereeand cost allocation — the first
between reference services and non-reference egfand the second between
reference services.

11.5.2.1 Allocation of revenue and costs between referencersices and other services

Envestra stated that it will provide negotiated/ses that are different to reference
services® Envestra also stated that it does not allocates ¢bat are not attributable

to reference services in its cost allocation mddi@his suggests Envestra incurs costs
for reference services that may be attributableoio-reference services. The AER
considers therefore that r. 93 has not been satisfihat is, Envestra has not
adequately demonstrated that total revenue isabdcbetween reference and other
services in the ratio in which costs are allocdte@3(1)) or that costs have been
allocated between reference and other servicesdingao r. 93(2) of the NGR?

11.5.2.2 Allocation of revenue and costs between referencersices

Envestra included in its access arrangement infooma detailed description of the
cost allocation method it used to develop tarifisreference servicéd The AER
considers this description meets the requiremdritseedNGR, except that it omits
ancillary services. Ancillary services are refeeeservices and therefore must be
included in Envestra’s response to r. 72(1)(j){idhe NGR. In its revised access
arrangement proposal, Envestra should includelancservices.

5 Origin, Envestra (QId) and APT Allgas access arrangemeop@sals November 2010, p. 5 ; and

AGL, Envestra’s Qld gas network access arrangemidotzember 2010, p. 2.
* 'NGR,r. 93.
7ONGR, 1. 72(2)()().
18 EnvestraQld access arrangement informatjdBctober 2010, p. 42.
¥ EnvestraQld access arrangement informatidBctober 2010, Attachment 14.1, p. 17.
20 EnvestraQld access arrangement informatjdBctober 2010, Attachment 14.1, p. 17.
2L EnvestraQld access arrangement informatjdBctober 2010, Attachment 14.1, pp. 11-17.
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Also, Envestra did not include any information tantbnstrate the relationship
between costs and tariffs, as required under 4.){2() of the NGR. In its revised
access arrangement proposal, Envestra should déaateribis relationship. The AER
considers Envestra could do so by quantifying tep-by-step cost allocation process
for calculating tariffs that Envestra provided s access arrangement information
(amended to include ancillary services).

11.5.3 Tariff class revenues and parameters

Rule 94 of the NGR imposes limits on the revenag tlan be recovered for each
reference tariff class and includes requiremenéeé to the nature of tariffs and
tariff parameters.

11.5.3.1 Tariff class revenue limits

For each tariff class, the NGR requires that taeffenue lies between the stand alone
cost of supplying customers and the avoidable @isot supplying them. The AER
has reviewed Envestra’s definitions of avoidablé stand alone costs for domestic,
commercial and demand tariff classes and constteysare acceptable for assessing
compliance with the NGR. As shown in table 11.2y&stra calculated avoidable and
stand alone costs for domestic and commerciaf @agses, and for each tariff within
the demand tariff class, and showed that expear#tirevenue lies between these
values.

Compared to the earlier access arrangement, iiffs tanvestra proposed included
slightly re-balanced charges, with a greater sharevenue to be recovered from
fixed base charges and low levels of consumpti@ehdemand. This re-balancing is
permissible under the revenue limits imposed aff tdasses under the NGR. As
shown in table 11.2, the revenue Envestra expectcbver from domestic,
commercial and demand customers lies well withenkitoad range of avoidable and
stand alone costs for each tariff class. As a tethd AER is satisfied that Envestra
has complied with r. 94(3) of the NGR in relationstand alone and avoidable costs
for the domestic, commercial and demand tariffsgas

11.5.3.2 Tariffs and charging parameters

The NGR requires that each tariff and its chargiagameters must take into account
long run marginal costs, and must be determinethgaegard to transaction costs
and customer responses to price sigffaiss discussed in section 11.5.1, the AER
considers that Envestra has not adequately addresgeirements on transaction
costs in proposing two tariff classes in placehef turrent tariff V and in categorising
customers as volume or demand customers base@iomiEximum demand levels.
Aside from these issues, the AER considers thae&ina’'s formulation of tariff
classe®’ shows adequate consideration of transaction epstsustomer responses
for domestic, commercial and demand services buton@ncillary services. This is
because ancillary services were not included ineStra’s discussions of transaction
cost$* and customer responses.

22 NGR, r. 94(4).
% See section 11.5.1.
2 EnvestraQld access arrangement informatjdBctober 2010, p. 202—203.
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The AER also considers that Envestra appropriaetpunted for long run marginal
costs in constructing domestic, commercial and daehtariffs and tariff parameters,
based on its review of section 14.6 of the accessigement information. However,
Envestra did not address how tariffs for ancillseyvices take account of long run
marginal costs and is therefore required to addres®mission in its revised access
arrangement proposal.

11.5.4 Prudent discounts

The AER has considered the prudent discounts Emvpsiposed for eight of its
demand customers are not acceptabhdl but one of these customers has received
discounted prices in the earlier access arrangepsittd, and some in the period
prior to the earlier access arrangement. One custhas been connected relatively
recently. The AER reviewed the confidential infotroa provided by Envestra
against the requirements for approving prudentodists under r. 96 of the NGR.
Based on this review, the AER considers that Halfi®@ proposed discounts appear to
be in response to the potential bypass of Envestretwork in favour of another
pipeline service provider or energy source, asirequy r. 96(2)(i) of the NGR.
However, for four customers (grouped as “projeecHir agreements”), Envestra did
not indicate the reason for the discounted priog$at it was not possible for the
AER to assess the necessity of the discount un@(2) of the NGR. In addition,
Envestra has not demonstrated how any of the digbbunts are likely to lead to
reference tariffs being lower than otherwise, agimed by r. 96(2)(b) of the NGR.
The AER requires Envestra to demonstrate, on ademtfal basis if need be, that the
revenue expected to be recovered from a discouategflexceeds the variable costs
of servicing each customer.

11.6 Conclusion

The AER considers that the tariffs proposed by Btraemeet many of the
requirements of the NGR, including r.48(1)(d)(idan94(1). However, the AER
proposes not to approve the following aspects @eBima’s access arrangement
proposal and requires Envestra to make the amertdreehout in section 11.7.

= all reference tariffs—all reference tariffs requarmendment to reflect
amendments to total revenue and demand set obapters 9 and 10

= new tariff classes (tariff R and tariff C) to repdathe current tariff V—Envestra’s
access arrangement proposal does not comply véthetjuirements regarding
transaction costs in r. 94 of the NGR

= definitions of demand and volume customers basembosumption and
demand—Envestra’s access arrangement proposahdoesmply with r. 94(2)
of the NGR

= allocation of revenues and costs to reference #met services—Envestra’s
access arrangement does not comply with r. 93(dP&(2) of the NGR

25

EnvestraQld access arrangement informatjddctober 2010, p. 203.
26

EnvestraQld access arrangement informatjddctober 2010, Attachment 12-1 (confidential).
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allocation of revenue and costs between tariffsdas—Envestra’s access
arrangement proposal does not comply with r. 7P(1))6f the NGR

other factors influencing tariffs and charging paeters—Envestra’s access
arrangement proposal does not comply with r. 9d{4he NGR

prudent discounts—Envestra’s access arrangemepbgabdoes not comply with
r. 96 of the NGR.

11.7 Required amendments

Before the access arrangement proposal can bevaggpiienvestra must make the
following amendments.

Amendment 11.1:amend the access arrangement information to:

demonstrate that Envestra has had regard to ecorefficiency and transaction
costs in proposing the new basis for categorisolgnie and demand customers

demonstrate that revenue is allocated betweereraferand other services in the
ratio in which costs are allocated between refexemmd other services

demonstrate that costs are allocated between nefe@nd other services
according to r. 93(2) of the NGR

include discussion of ancillary services in thet@ocation description

demonstrate the relationship between costs arftstancluding for ancillary
services

include consideration of transaction costs andotast responses for ancillary
services

address how tariffs for ancillary services takeoairt of long run marginal costs
explain why prices for “project specific agreemémtie discounted (having

regard to r. 96(2)(a) of the NGR) and demonstrate all proposed discounted
prices are likely to lead to reference tariffs lgeiower than otherwise.
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12 Tariff variation mechanism

An access arrangement is required to set out hoiffganay be varied during the
access arrangement period. Envestra has propogadfaivariation mechanism that
allows tariffs to be adjusted by inflation and, wapplicable, an ‘X’ factor each
year. In addition, Envestra has proposed a mechaifics adjusting tariffs in the
event of an approved cost pass through.

The purpose of the tariff variation mechanism mmpagst other things, to permit the
building block revenues to be recovered over tleess arrangement period smoothly
and to take account of actual inflation.

The AER considers that Envestra’s tariff variattormula in principle complies with
r. 92(2) of the NGR. However, the AER considerstti@initial reference tariffs for
reference services and ‘X’ factors must be amenadeeflect the changes to the
forecast total revenue identified in other chaptefrshis draft decision.

The AER does not propose to approve the cost pemsgh mechanism as Envestra’s
proposed cost pass through events are not defileaalyg enough and does not
comply with r. 97 of the NGR. The AER also doesoo¢pt Envestra’s proposed
specific cost pass through events and quantum tdrrabty threshold. The AER has
applied a preferable set of defined events and tenadity threshold of one per cent
of smoothed revenue.

12.1 Introduction

This chapter sets out the AER’s consideration ofdstra’s tariff variation
mechanism. The purpose of the tariff variation na@tém is to permit tariffs to be
adjusted during the access arrangement periodeTddgastments are to account for
actual inflation whilst maintaining the proportiohrevenue to be recovered from
different reference services. The mechanism alsoramodates any other tariff
adjustments that may be required, such as for proaed cost pass through event.
The tariff variation mechanism also sets administegorocedures for the approval of
any proposed changes to tariffs.

12.2 Regulatory requirements

Rule 72(1)(k) of the NGR requires that the accesshgement information for a full
access arrangement proposal must include the sgsxawider’s rationale for any
proposed reference tariff variation mechanism.

Rule 92(1) of the NGR requires that a full accessrgement must include a
mechanism for variation of a reference tariff othex course of an access arrangement
period. Rule 92(2) of the NGR provides that therefice tariff variation mechanism
must be designed to equalise in present value tiEnmasast revenue from reference
services over the access arrangement period armbthen of total revenue allocated
to reference services for the access arrangemeantipe

Rule 97(1) of the NGR requires that a referena#f tariation mechanism may
provide for variation of a reference tariff in acdance with a schedule of fixed
tariffs; or in accordance with a formula set outhie access arrangement; or as a
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result of a cost pass through for a defined evard; combination of 2 or more of
these operations.

Rule 97(2) of the NGR provides that a formula fariation of a reference tariff may
(for example) provide for variable caps on the reseto be derived from a particular
combination of reference services; or tariff bagkate control; or revenue yield
control; or a combination of all or any of thesettas.

In deciding whether a particular reference taréfiation mechanism is appropriate to
a particular access arrangement, the AER mustie@aed to the various factors in

r. 97(3) of the NGR including the need for effidi¢ariff structures; and the possible
effects of the reference tariff variation mechan@madministrative costs; and the
regulatory arrangements (if any) applicable tortdevant reference services; and the
desirability of consistency between regulatory mgeaments for similar services; and
any other relevant factor.

Rule 97(4) of the NGR requires that a referend#f taariation mechanism must give
the AER adequate oversight or powers of approvat gariation of the reference
tariff.

12.3 Access arrangement proposal

Envestra has proposed two reference tariff vanati@chanisms as part of its access
arrangement proposal:

= an annual tariff variation formula mechanism cotesiswith the formula applied
in the earlier access arrangement period, otherttr@value of X.

= 3 cost pass though reference tariff variation meisina®

12.3.1 Annual tariff variation mechanism

Envestra has proposed to maintain the tariff basketal tariff variation mechanism
in the form of a weighted average price cap (WAR@Nula as in the earlier access
arrangement. This approach relies on historicahtjties from two years prior to the
tariff variation year and allows the price contimlrely on actual rather than estimated
guantity data. Envestra stated that the tariff baaknual tariff variation mechanism

is allowed under r. 97(2)(b) of the NGR.

(cP1)@a-x,)=-

EnvestraQld access arrangement informatjddctober 2010, pp. 204-209.

2 EnvestraQld access arrangement informatjdBctober 2010, pp. 204—209.
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where:

CPI, is calculated as the CPI for the year ending 3tcklanmediately preceding the

start of year t, divided by the CPI for the yeadiag 31 March immediately
preceding the start of yetaf

X, is-0.12 for 2012-13
X, is-0.09 for 2013-14
X, is-0.03 for 2014-15

X, is-0.02 for 2015-16

n is the number of different reference tariffs

m is the different components, elements or variabbesprised within a reference
tariff

p! s the proposed compongrf reference tariff in yeart
pt”_1 is the prevailing componepbf reference tariff in yeart—1
', is the quantity of componejibf reference tariff that was sold in yea2.

Envestra has also proposed a rebalancing controlula consistent with the formula
applied in the earlier access arrangement peribey than the side constraint which
it has increased from 2.5 per cent to 10 per dbat (s, Y value increased from 0.025
to 0.10). Envestra suggested that the increadeisitle constraint to 10 per cent will
enable greater flexibility for it to respond to dlgas in customer gas usage profile.
Envestra also noted that a 10 per cent side camsisaconsistent with the tariff
rebalancing control formula approved by the AERJemena’s access arrangement
for the NSW gas networks (JGK)).

Envestra has stated that the CPI definition has béered to a comparator of indices,
consistent with Envestra’s South Australian aceesmgement as opposed to the
current definition which is the change in CPI oagrear. The change in the CPI
definition has no effect on the values calculatedhe formula, but the formula shifts
from having (1+CR) to CP}.°

Envestra has proposed to maintain its referendéstéor ancillary reference services
in real terms over the access arrangement periogedtra has submitted that subject
to AER approval, it will have the right to vary theference tariffs for ancillary

¥ EnvestraQld access arrangement informatjdBctober 2010, pp. 204—209.

*  AER, Draft decision, Jemena access arrangement prodosahe NSW gas networks July
2010-30 June 2015, February 2010.

®  EnvestraQld access arrangement informatjdBctober 2010, pp. 204—206.

185



reference services on 1 July 2011, and thereatftanaly during the access
arrangement period.
12.3.2 Cost pass through tariff mechanism

Envestra has proposed to include a cost pass thmeghanism in its access
arrangement, in order to recover incremental aestslting from material unforeseen
or uncontrollable eventsEnvestra has proposed five defined ‘trigger evéniteing:

= change in impost

network user failure event

compliance obligation event

business continuity event

= carbon pollution reduction scheme event.

Envestra has proposed that a materiality thresbiof.1 million net of third party
payments, including proceeds from insurance, agpall individual trigger event.

12.3.3 Annual tariff variation approval

Envestra has proposed that it will notify the AERespect of any reference tariff
variations at least 35 business days before tleeafamplementation. The

notification will include an explanation and desailf how the proposed variations
have been calculated. Envestra has proposed th&HR have 20 business days to
approve or reject the proposed variations. Theaalmarket participants 15 business
days to prepare for the implementation of the remvif$. Envestra has submitted that
the tariff variation process satisfies requiremeits 97(4) of the NGR°

12.4 AER’s consideration

12.4.1 Annual tariff variation formula mechanism

12.4.1.1 Revenue equalisation

The purpose of the annual tariff variation mechaingser the access arrangement

period is, amongst other things, to equalise isgmevalue terms the building block
costs associated with reference services and tti@paof total revenue allocated to
reference services.

EnvestraQld access arrangement informatjddctober 2010, pp. 204-209.

EnvestraQld access arrangement informatjgdctober 2010, pp. 208-209.

For the purposes of this access arrangement, Bieobnsiders the terms ‘trigger event’ and ‘cost
pass through event’ can be used interchangeabiycdfsistency with past determinations and r.
97 of the NGR, the AER will refer to the ‘cost palssough’ mechanism.

EnvestraQld access arrangement informatjdbctober 2010, p. 209.

EnvestraQld access arrangement informatjdbctober 2010, October 2010, pp. 204—-209.
1ONGR, 1. 92(2).

10
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The AER considers that Envestra’s annual tariffateon formula mechanism in
principle complies with r. 92(2) of the NGR. Howeyvtne AER considers that the
initial reference tariffs from reference servicegsinbe amended as set out in
amendment 12.1. This is required to reflect thengka to forecast total revenue and
forecast demand. The changes in total revenueudliaed in the total revenue
chapter 9 and changes to forecast demand areeadithinthe demand chapter 10 of
this draft decision.

12.4.1.2 Annual tariff variation formula

The AER’s consideration of the Envestra’s propas®aual tariff variation formula is
discussed below.

Side constraints

Since the release of its decision for the JGNABR has reviewed its position on
side constraints in its recent decisions for thetdfian electricity distribution

network service providers distribution determinat{®ictorian DNSPs}? Under r.
97(3) and r. 97(4) of the NGR, the AER must haward to the regulatory
arrangements reflected in the previous tariff wasiamechanisni® and the
desirability of consistency in the mechanism, witahd beyond the relevant
jurisdiction* Further, the AER notes that large stakeholderbwiga both gas and
electricity networks businesses and it is appro@ii@ have consistency across these
businesses.

The AER considers that consistent with the appratciok for its determination for
the Victorian DNSPs, a side constraint of 2 peit ceappropriate for Envestra to
respond to changes in the customer gas usageeprdiihvestra has freedom to
rebalance tariffs at the start of the access aeraegt period as the NGR does not
provide for side constrains at that time. The ABRsiders that within the access
arrangement period, it is important for customerkave a reasonable degree of
certainty to facilitate investments. The AER coessdthat 10 per cent side constraint
proposed by Envestra is too high as it allowsfetd increase up to 50 per cent
across the access arrangement period. Consisthrihe approach for the Victorian
DNSPs, side constraints contained in this drafisii@t do not apply for the first year
of the access arrangement peridd.

The AER acknowledges that not accepting the 1@@et side constraint proposed by
Envestra is not consistent with its decision torape a similar side constraint for
NSW gas service providers. However, in its finatid®n for the Victorian DNSPs,
the AER notes that, any change in its regulatopr@gch necessarily results in some
inconsistency across jurisdictions for a finiteipdr This is because regulatory
control periods (and applicable distribution det@ations) are not concurrent across
jurisdictions and do not have uniform commencendeies-®

12 AER, Draft decision, Victorian distribution network sére providers, Distribution determination,

2011-2015June 2010, pp. 5970; AERinal decision, Victorian distribution network service
providers, Distribution determination, 2011-2018ctober 2010, pp. 31-33, 40-57.

13 NGR r. 97(3)(c).

14 NGR . 97(3)(d).

15 AER, Draft decision, Victorian distribution determinatioJune 2010, p. 60.

16 AER, Final decision, Victorian distribution determinatioOctober 2010, p. 795.
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The AER requires Envestra to change its propodealaecing control formula to
reflect the side constraint value of 2 per centiaocdrporate the other changes as
outlined in amendment 12.2.

The AER notes the side constraints contained imaghalancing variation formula
does not apply for the first year of the accesargement period. The AER considers
that Envestra should consult with its customersaaiff rebalancing in the first year

of access arrangement following the release oAtER draft decision. This would
ensure customers are not surprised by one off largéincreases in 2011-12
(changes in tariffs in the following years of theza@ss arrangement period are limited
by side constraints).

12.4.1.3 Other technical specification matters

In addition to the matters outlined above, theeesairme other technical specification
issues that the AER requires Envestra to addréseselare addressed below.

Envestra has stated that subject to the approwecAER, it will have the right to
vary the reference tariffs for ancillary referesegvices, initially on 1 July 2011 and
thereafter annually during the access arrangeneiads’

The AER does not consider that a tariff variatioechmnism which requires tariffs to
be varied on the first day of the access arrangepeiod (1 July 2011) is practical.
This would require a revision to tariffs that haeeh determined in May 2011 which
would result in unnecessary administrative costh@#\ER would need to assess the
proposed tariffs prior to 1 July 2034 The annual ancillary tariff variation
mechanism needs to be amended as outlined in aneendi.3 so that the first
annual tariff variation is made for the year comnieg 1 July 2012As a
consequence, all tables in annexure B of the a@emsgement must be amended to
be indexed in real 201112 doll&rs.

In order for the tariff variation to be estimatezhsistently each year, the AER
considers it appropriate for Envestra to amenddtess arrangement proposal as
outlined in amendment 12.4(iii) to specify a routglconventiorf°

Envestra also needs to include a clause in itssa@eangement proposal to correct
for errors in subsequent years arising from th@gsed tariff variation mechanisms
as outlined in amendment 12.4().

12.4.1.4  Annual tariff variation approval

The AER considers that the proposed 20 businesstdassess an annual tariff
variation notification does not provide it with agete time to assess a tariff variation
notification?* As outlined in amendment 12.4(i) Envestra is regflito provide a
proposed tariff variation to the AER a minimum Sfsimess days before the variation

" EnvestraQld access arrangement informatjdBctober 2010, p. 207.

8 NGR, r. 97(3)(b).

19 EnvestraQld access arrangement propos@ictober 2010, pp. 24—25.
2 NGR, 97(3)(e).

2L NGR, 97(3)(e).

2 NGR, r. 97(4).
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is to commence on 1 July. This is consistent witleoregulatory arrangements for
similar service$® This means Envestra is required to provide a megdariff
variation on or around 15 April or the next clodassiness day. This will provide the
AER with approximately 30 business days to assessariff notification and users
with 20 business days to implement the tariff clesng

However, this is a short period of time for the AERapprove a tariff variation if an
application is incomplete or information in it istrsubstantiated. As a result, the AER
considers the access arrangement must be amendatliasd in amendment 12.4(i)
to include a requirement to extend the decisioningaime period when the AER
requests further information from Envestra. Thamgements to extend the decision
making time is not new and a similar arrangemerst alowed under the Code.

The AER accepts Envestra’s proposal to use CPIfdatae year ending 31 March
immediately preceding the start of the year ingherual tariff variation formula
mechanisnt’

An important input in the proposed annual tariffigaon mechanism is the use of
past gas quantities to weight each tariff compan€erte AER considers it is
appropriate that Envestra be required to providmdependent statement to support
the actual gas quantities to allow the AER to yetile quantities used in the tariff
variation mechanism, and to ensure it is applietistently every yedf. The
independent verification statement should provateatidited or verified quarterly
and annual quantities for the year consistent thighproposed changes in CPI. This
information will likely be collected as part of amal reporting requirements (audit
requirement to be set out in RIN). The informatiorbe reported during the access
arrangement period is outlined in appendix E. TE®RAequires Envestra to amend
its access arrangement proposal as outlined in cmemt 12.4(ii).

Further, the AER considers that Envestra shouldgigeoits workings, demonstrating
how the proposed tariffs have been calculated ¢or@ance with the tariff variation
formula mechanism. This will allow the AER to m@asily assess whether the tariff
variation mechanism has been applied correctlytaracilitate the administrative
efficiency of the approval proce$sThe AER requires Envestra to amend its access
arrangement proposal as outlined in amendmentil2.4(

12.4.2 Tariff variation mechanism for cost pass thr ~ ough

The AER broadly accepts Envestra’s approach tocharesm for cost pass-through.
The AER considers a pass through mechanism shppldpriately balance the risk
of material and unexpected events that impact serace provider with the long
term interests of consumers. In particular, the AleRsiders there should be
incentives for a service provider to bear some ofsknexpected events, as this will
encourage the service providers to manage or retifp@ costs associated with such
events. The AER also considers that any pass-thromeghanism should be

B NGR, r. 97(3)(d).

24 Code, annex D, section 8.3D (b)(ii).
% NGR, r. 97(3)(e).

% NGR, r. 97(3)(e).

2T NGR, r. 97(4).
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symmetric, such that customers will benefit fronexpected events that materially
reduce the costs faced by a service provider. THER Also considers that a pass
through mechanism should seek to minimise any adtrative costs.

12.4.2.1 Defined cost pass through events

Envestra proposed five defined pass through evesftsred to in its proposal as
‘trigger events2® The AER considers that clearly defined pass thnaents serve

the long term interests of service providers aretausf gas distribution networks. In
particular, clearly defined events create greaggulatory certainty for service
providers and stakeholders by removing any ambegu#bout what costs may or may
not be passed through to customers during the secemngement period. To promote
the symmetrical distribution of risks, the AER cwoless that qualifying events should
be defined so as to return material savings taooosts.

The AER has the following concerns with the defoms of Envestra’s proposed cost
pass through events.

= Network user failure event— Envestra’s proposeavaek user failure event
would fully compensate Envestra for any user insoby leading to financial loss.
The AER considers this risk should be mitigatedEbyestra by forming
appropriate prudential requirements with users. ABR also considers that event
definitions should include a direct reference t® thateriality of impact.

= Business continuity event—the AER notes that Ema&sproposed business
continuity event includes, but is not limited torde majeure events. The AER
considers that the ‘force majeure’ event is noadledefined. The AER also
considers that event definitions should includérect reference to the materiality
of impact.

= Carbon pollution reduction scheme (CPRS) event-AtBR considers that the
form of any future carbon reduction policy is highincertain, and that the timing
and likelihood of any such scheme is unclear atgme The AER considers that
the ‘CPRS’ event is not clearly defined. As tharicand scope of a potential
carbon price cannot be firmly defined in advantejay only be treated as an
unforeseeable event. However, the proposed ‘CPRSites not consistent with
the AER’s interpretation of an ‘unforeseeable’ @/8Mhe AER also considers
that event definitions should include a direct refiee to the materiality of
impact.

=  Change in impost—the AER considers that Envespnaposed definition covers
only a new tax or charge rather than material s®eeor decrease in cost of
providing reference services as a consequenceaoigehin relevant tax. The AER
also considers that event definitions should ineladlirect reference to the
materiality of impact.

% EnvestraQld access arrangement propos@ictober 2010, pp. 10-12.

2 AER, Draft decision, Victorian distribution determinatipJune, 2010, p. 707.
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= Regulatory change (compliance obligation)—Envestadefined this as an event
where it is obliged to comply with new or changddigation. The AER considers
that Envestra’s definition is not clear enough enalot consistent with the AER
interpretation of regulatory change event. The Ad$® considers that event
definitions should include a direct reference t® thateriality of impact.

In its earlier access arrangement, only one defawetht was included: an impost pass
through event® The AER has had regard to these previous arrangsmader

r. 97(3) of the NGR, as well as Envestra’s fivegueed ‘trigger events’, and does not
consider they provide sufficient protection for Estra and other stakeholders against
unforeseeable and uncontrollable risks. The AERsiclans that Envestra faces a
number of other clearly-definable risks that cailliccaten Envestra’s overall financial
viability.

The AER considers the following nominated events,paeferable to Envestra’s
proposed pass through events, and should apphaoe pf Envestra’s proposed
events for the access arrangement period:

= Regulatory change event-means:
A change in a regulatory obligation or requiremémet:
(@) occurs during the course of a regulatory cohperiod; and

(b) substantially affects the manner in which Etneegrovides reference
services (as the case requires); and

(c) materially increases or materially decreases tlosts of providing those
services.

= Service standard event-means:
A legislative or administrative act or decision tha
(@) has the effect of:

() substantially varying, during the course ofegulatory control
period, the manner in which Envestra is requireghtovide a reference
service; or

(i) imposing, removing or varying, during theurse of a regulatory
control period, minimum service standards applieata prescribed
reference services; or

(i) altering, during the course of a regulatocgntrol period, the nature
or scope of the prescribed reference services,igeavby Envestra; and

(b)  materially increases or materially decreades tosts to Envestra of
providing prescribed reference services.

% EnvestraQld access arrangement 2006-208keptember 2007, p. 6.
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= Tax change event-means:

A tax change event occurs if any of the followioguos during the course of a
regulatory control period for Envestra:

(@) achange in a relevant tax, in the applicatmrofficial interpretation of a
relevant tax, in the rate of a relevant tax, othe way a relevant tax is
calculated;

(b) the removal of a relevant tax;
(c) the imposition of a relevant tax; and

In consequence, the costs to Envestra of provigiagcribed reference services are
materially increased or decreased.

=  Terrorism event—means:

An act (including, but not limited to, the useaft or violence or the threat of force
or violence) of any person or group of persons fWwéeacting alone or on behalf of
in connection with any organisation or governmewt)jch from its nature or context
is done for, or in connection with, political, rgious, ideological, ethnic or similar
purposes or reasons (including the intention téuerice or intimidate any
government and/or put the public, or any sectiothefpublic, in fear) and which
materially increases the costs to Envestra of mhong a reference service.

= Network user failure event—means:

A network user failure event means the occurref@m@vent whereby an existing
network user is unable to continue to supply gasstoustomers, and those customers
are transferred to another network user, and whitdterially increases the costs of
Envestra providing reference services.

® |nsurer credit risk event—means:

An event where the insolvency of the nominatedenswf Envestra occurs, as a
result of which Envestra:

(@) incurs materially higher or lower costs forsirance premiums than those
allowed for in the access arrangement; or

(b)  inrespect of a claim for a risk that wouldveabeen insured by Envestra’s
insurers, is subject to a materially higher or lavegaim limit or a materially
higher or lower deductible than would have appligdier that policy.

® |nsurance cap evernt—means:

An event that would be covered by an insurancepdblut for the amount that
materially exceeds the policy limit, and as a re&investra must bear the amount of
that excess loss. For the purposes of this Triggemt, the relevant policy limit is the
greater of the actual limit from time to time ame dimit under Envestra’s insurance
cover at the time of making this access arrangen¥dns event excludes all costs
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incurred beyond an insurance cap that are due teelStra’s negligence, fault, or lack
of care. This also excludes all liability arisingin the Envestra’s unlawful conduct,
and excludes all liability and damages arising fraotions or conduct expected or
intended by Envestra.

= Natural disaster event—means:

Any major fire, flood, earthquake, or other natudégsaster beyond the control of
Envestra (but excluding those events for whichreatensurance or self insurance
has been included within Envestra’s forecast opegagxpenditure) that occurs
during the forthcoming regulatory control periodcamaterially increases the costs
to Envestra of providing reference services.

The AER considers this framework of events mirtbesframework applied in its
decision on the Victorian DNSP%.In that decision, the AER approved all of the
above evenfé with regard to the AER'’s preferred conceptual apph to assessing
proposed pass through evefitghe AER considers that this approach to deterrginin
the cost pass through event framework is equalhyiegble to Envestra, given the
similarities in objectives under the NGL and NELUnder r. 97(3) of the NGR, the
AER must have regard to the desirability of comsisy between regulatory
arrangements for similar services. The AER consitlat the functions of gas and
electricity distribution service providers are stifintly similar as to be considered
‘similar services’ under r. 97(3). Where the eveadgfined in the decision on the
Victorian DNSPs promote the fundamental objectiweder the NEL, they similarly
promote the objectives under the NGL.

The AER notes that the event definitions have reeised—though to the least
extent possible—in order to reflect gas distriboits@rvices. In particular, the AER
notes that the ‘network user failure event’ is defl to mirror the effect of the retailer
of last resort event approved in the Victorian DN$iRal decisiort” to the extent it
applies to Envestra. The AER notes this is consistéh the terminology proposed
by Envestra® The AER notes that the ‘network users’ relevarEnwestra will
generally be gas retailers.

For the reasons described, the AER does not aEeefaistra’s proposed pass through
events. The AER notes it has full discretion wigard to the approval of cost pass
through arrangements. Under r. 40(3) of the NGRAERR can withhold approval of
a proposed element if it considers a preferabégradtive exists that complies with
applicable requirements and criteria under the NGL.

31 AER, Draft decision, Victorian distribution determinatipJune 2010, pp.716-717.

32 With the exception of the ‘network user failurest’, which is in place of the ‘retailer of last
resort’ event approved in the Victorian final démis

33 AER, Draft decision, Victorian distribution determinatioJune, 2010, pp. 416-418.

3 In particular, NGL s. 23 and s.24; NEL s. 7 an@/,

% AER, Draft decision, Victorian distribution determinaticJune, 2010, p. 724.

EnvestraQld access arrangement propos@ictober 2010, p. 10.

193



12.4.2.2 Materiality threshold

The AER does not accept Envestra’s proposed méigttareshold of $0.1 million

for individual pass through eventsThe fundamental purpose of the cost pass-
through mechanism is to offer protection to seryiceviders, where unexpected
events place the financial viability of the servippevider at risk. It is not intended to
recover all costs that a business would otherwesexpected to absorb. The AER
considers Envestra’s proposed materiality threstsoldo low, and would reduce the
incentive for Envestra to mitigate the risk andtsad a pass through event. The AER
considers this would disproportionately burden esers with risk.

Under r. 97(3), and r. 97(4) of the NGR, the AERstrhave regard to the regulatory
arrangements in place in the previous tariff vasiamechanisn and the desirability
of consistency in the mechanism, within and beythiedrelevant jurisdictiori” In its
recent decision for the Victorian DNSPs, the AERsidered the role that pass
throughs should play in the regulatory regithés part of this review, the AER
considered the appropriate risk sharing that shoatadir between customers and
service providers, and the extent to which costshfunexpected events need to be
recovered by service providers. To summarise, thR Aonsidered that:

= the fundamental function of the pass through regsibkat some costs from
unexpected events be passed through to network tesprotect DNSPs’ financial
viability

= providing 100 per cent recovery for all costs imedris not consistent with
promoting the national electricity objective, iroproting the long term interests
of consumers with respect to price. To permit tineual pass through of all costs
incurred would create a price volatility which isdesirable for customers (where
non-recovery of those costs does not present atisituwhere the security or
reliability of the network is undermined)

= such a cost of service regime may impact on theieficy incentives of the
DNSPs, because it would remove the incentive foEBBIto mitigate costs from
unexpected events

= full recovery of costs would be inconsistent witle revenue and pricing
principles, particularly s. 7A (3) of the NEL, whicompels the AER to provide
incentives for DNSPs to act efficiently.

The AER considers that the national gas and etitytobjectives are very simil4f.
Likewise, the AER considers the revenue and pripmaggciples under the NGL and
NEL are consisterit As such, the AER considers that its reasoning ateriality
thresholds in its Victorian DNSPs decision, sumsetiabove, is applicable to this

37 EnvestraQId access arrangement proposé@ictober 2010, p. 10.

3 NGR, r. 97(3)(c).

39 NGR, r. 97(3)(d).

0 AER, Final decision, Victorian distribution determinatipOctober 2010, p. 763.

“ " AER, Final decision, Victorian distribution determinatioOctober 2010, pp. 760—775.
*2 NGL, s. 23; NEL, s. 7.

* NGL, s. 24; NEL, s. 7A.
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gas access arrangement review. A materiality tioldstf one per cent better
accommodates the efficiency incentives requirectutite regulatory regime, and
better satisfies the revenue and pricing principleger the NGL**

Envestra’s cost pass through events have not prelyibeen subject to a specific
materiality threshold® However, the AER considers a defined materialitgshold
better serves the long term interests of enerdsebtaders by providing greater
certainty and consistency for Envestra and itsoensts. For Envestra and its
customers, one per cent materiality thresholds wappdied by the QCA, and by
IPART in previous energy determinatiofisSeveral businesses, including Ergon
Energy and Country Energy, have accepted a onegp¢materiality threshold for
specified cost pass through eveHt¥he AER is not aware of any service providers
that have failed to meet service obligations duiaéooperation of the threshold, and
the resultant inability to pass through costs tst@mers.

Under r. 40(3) of the NGR, the AER can withhold lagyal of proposed cost pass
through arrangements where the AER considers anatdé alternative exists. A
preferable alternative must comply with applicatgleuirements and criteria under the
NGL. As part of this discretion, the AER is ablestt defined cost pass through
events, and to set a materiality threshold fore¢hmeent$® The AER does not accept
Envestra’s proposed materiality threshold, on #mdthat a preferable alternative
exists that better satisfies the requirements und®f of the NGR, as well as the
national gas objective and NGL revenue and pripirigciples?® For the reasons
outlined above, the AER considers that a one parreeenue threshold should apply
to all cost pass through events.

12.4.2.3 Cost pass through assessment criteria

Envestra’s proposed description of cost pass thramgngements is not sufficiently

clear. The AER considers that the access arranggmeposal should set out factors
the AER must take into consideration when assesgi@her an event is a cost pass
through event. These are:

® the costs to be passed through are for the delivigpipeline services
= the costs are incremental to costs already alldwenh reference tariffs

= the total costs to be passed through are buildimgklzomponents of total
revenue

= the costs to be passed through meet the relevaRt dti@eria for determining the
building block for total revenue in determiningeednce services

*“NGL, s. 24.

%5 EnvestraQld access arrangement informatjdBctober 2010, p. 226.

% QCA, Final decision, Regulation of electricity distrilior, April 2005 p. 50; IPART NSW
Electricity distribution pricing 2004-05 to 2008-08une 2004, p. 29.

4" AER, Final decision, Queensland distribution determinat?010-11 to 2014-15, May 2010
p. 312; AERFinal decision, Wagga Wagga gas distribution netydfarch 2010, p.77.

* NGR, 1. 97.

49 NGL, s. 23 and s. 24 respectively.
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= any other factors the AER considers relevant amgistent with the NGR and
NGL.>®

Envestra’s access arrangement proposal also ne@udude a requirement to

provide the AER with a statement verifying that tosts of any pass through events
are net of any payments made by an insurer or garty which partially or wholly
offsets the financial impact of that event (inchglself insurance). This is to ensure
that only the net financial impact of an eventassidered for a pass through event, as
the financial impact of some events may be payt@ilwholly compensated or
reimbursed by insurers or third parties as outlimegimendment 12.5.

Envestra stipulated that reference tariff variatias a result of cost pass through
events will take effect from the earlier of theléobing 1 July or 1 Januanr}.The
AER considers mid-period tariff variations to asleus of reference tariffs would be
administratively inefficient, and not be as trarrgpd as adjustments at the
commencement of a regulatory year. The AER consitiher text ‘or 1 January’
should be removed from the second paragraph absett in Envestra’s proposed
access arrangement.

12.4.2.4 Oversight procedures and powers of approval for theost pass through tariff
variation mechanism

Under r. 97(4), the reference tariff variation magism must give the AER sufficient
powers of oversight or approval. The AER does nos@er Envestra’s proposed
procedures for cost pass through variations meeteélquirement. The AER considers
that it must be notified of a pass through everihiwi90 business days of the costs
being incurred, regardless of whether the impaatlevoesult in a positive or negative
impact on tariffs. The AER considers it should fyoEnvestra of its decision on any
cost pass through application within 90 days, ekedyere the AER considers the
pass through application is sufficiently complex@sequire an extension. The AER
will notify Envestra where this is the case—andhef anticipated duration of the
extension—within 90 business days of being notiéthe pass through application.
Time periods for the notification of cost pass tigb events are mandated under r.
6.6.1 of the NER. The AER considers that thereniseason to expect that cost pass
through applications for electricity service prostig should be any less complex than
those for gas service providers. The AER consittergime frames described above
should balance the need for a timely response, tvélilexibility to make a complete
and informed assessment of a cost pass througlcaiiqh.

The AER considers that procedures for the variatiforeference tariffs due to cost
pass through events should be separated from tleaaliscussion of procedures for
tariff variation as set out in amendment 12.5. AR considers this will improve the
clarity of the process and requirements for Eneesind for network users.

0 AER, Draft decision, Jemena access arrangement prodosahe NSW gas networkSebruary

2010, p. 301; NGR 1. 97(3)(e).

*l  EnvestraQld access arrangement propos@ictober 2010, p. 10.
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12.5 Conclusion

The AER does not propose to approve the tariffatemn mechanism proposed by
Envestra as it does not comply with r. 97 of theRN&hd requires Envestra to make
the amendments set out in section 12.6.

The AER also does not accept Envestra’s proposstdess through events. The
AER considers that defined cost pass through ewaasld apply to Envestra, all
subject to a materiality threshold of one per adrthe smoothed forecast revenue
specified in the final decision in the years of tegulatory control period that the
costs are incurred. These events are defined iarttendment 12.5.

The AER considers the description of the mateyialiteshold?, and the description

of the cost pass through mechari$should be defined in the access arrangement as
set out in section 12.6.

12.6 Required amendments

Before the access arrangement proposal can betadc&mvestra must make the
following amendments:

Amendment 12.1 amend the access arrangement proposal to debdés t1-4 of
Annexure B and replace with following updated table

Table 1: Tariff R (Domestic Haulage Reference Serge) for 2011-12 - GST exclusive

dollars

Charges Brisbane & Riverview Northern Zone
Zone

Fixed Charge ($/day) 0.34 0.34
For the first 0.0082 GJ of Gas delivered 22.24 24.44
during a network day
For the next 0.0192 GJ of Gas delivered 15.88 17.44
during a network day
All additional GJ of Gas delivered during & 7.55 8.28
network day

52 Section 12.4.2.2.
% Section 12.4.2.3.
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Table 2:  Tariff C (Commercial Haulage Reference Sefice) for 2011-12 - GST
exclusive dollars

Charges Brisbane & Riverview Northern Zone
Zone

Fixed Charge ($/day) 0.31 0.31

For the first 0.2 GJ of Gas delivered during 16.32 17.92

a network day

For the next 0.3 GJ of Gas delivered during 14.89 16.39
a network day

For the next 0.5 GJ of Gas delivered during 14.45 15.87
a network day

For the next 1.0 GJ of Gas delivered during 13.69 15.11
a network day

For the next 5.0 GJ of Gas delivered during 11.99 13.05
a network day

All additional GJ 8.99 9.88

Table 3:  Tariff D (Demand Haulage Reference Servigdor 2011-12 - GST exclusive

dollars

MDQ at delivery point Tariff Zone

Brisbane Northern Riverview
50 GJ or less ($/GJ) 8,452.42 9,103.28 7,963.21
Plus $/GJ of MDQ
Next 75 GJ 79.61 87.42 8.38
Next 150 GJ 43.85 47.85 8.02
Next 250 GJ 17.52 18.96 7.37
Next 500 GJ 7.99 8.53 7.33
Next 10,000 GJ 4.05 4.43 7.30
Additional GJ 4.05 4.43 7.30

Table 4:  Ancillary Reference Tariffs for 2011-12 -GST exclusive dollars

Ancillary Reference Service Tariff
Special Meter Read 9.40
Disconnection 64
Reconnection 64
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Amendment 12.2:amend Annexure E of the access arrangement proas$allows:

delete the value of; 0.10in the rebalancing control formula in Annexure E,
Box 2 and replace it with value ¥f 0.02.

insert the definition oK; in tariff control formula in Annexure E, Box 1 a@d

X:is defined by the alignment of the Service Provalbuilding block
revenue requirement with the NPV of its forecasereies and is determined
to be:

-3 %in 2012/13;

-3 %in 2013/14;

— 2% in 2014/15;

— 2% in 2015/16.

delete the third paragraph in section 4.4.1 ofteess arrangement and replace
with:

The second Reference Tariff Control Formula isglesil to ensure that the
average revenue (in $/GJ or $/GJ of MDQ) that Emaagceives from any
single type of Haulage Reference Service, afterpgoposed variation to
Reference Tariffs, does not increase by more tiinpllis 2.0 per cent.

Amendment 12.3:amend the Annexure B of the access arrangemepbgabto
include the following statement before Table 1 age 23):

The initial reference tariffs are expressed in &l1-12 dollars and first
annual tariff variation is made for the year comnieg 1 July 2012.

Amendment 12.4:amend section 4.6 of the access arrangementlaa$ol

(i)

delete section 4.6 and replace it with follagi

Envestra will notify the Regulator in respect of &eference Tariff
variations, such that variations occur on the fifsiuly of any year. The
notification will be made at least 50 business dagfere the date of
implementation and include:

(a) the proposed variations to the Reference Fautffid

(b) an explanation and details of how the propasedtions have been
calculated.

If Envestra proposes variations to the Referenc#f3 #otherwise than as a
result of a Trigger Event) and those various hasebeen approved by the
next 1 July then the Reference Tariffs will be gdrivith effect from that

next 1 July by the same percentage increment gedwmt as occurred on the
previous 1 July, until such time as variations tddRence Tariffs are
approved by the Regulator.

If it appears that any past tariff variation contaa material error or
deficiency because of a clerical mistake, accidestifmor omission,
miscalculation or misdescription, the AER may clangbsequent tariffs to
account for these past issues.

Within 30 Business Days of receiving the Servicevitter's Variation
Notice, the AER will inform the Service Providenimiting of whether or not
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it has verified the proposed Haulage Referenceflard/or Haulage
Reference Tariff Components in the Service Provsdéariation Notice as
compliant with the Annual Tariff Variation Mechams

The 30 Business Day periods may be extended fdirtteetaken by the AER
to obtain information from the Service Providertaib expert advice or
consult about the notification. However, the AERstnassess a cost pass
through application within 90 Business Days, inahgdany extension of the
decision making time.

(i) Envestra will include a statement to suppbd Gas Quantity inputs in the tariff
variation formula. The statement will be indeperteaudited or verified and
the Quantity input must reflect the most recentialchnnual quantities available
at the time of tariff variation assessment. TheaoQuantity will be provided
as four quarters of Gas Quantity data reconcilingrt annual total Quantity of
Gas.

(i) Envestra to include a rounding conventiorsettion 4.6.

Amendment 12.5:add a new section 4.6.1 under section 4.6 in¢hess
arrangement to include procedures for Trigger Evanation processes as follows:

4.6.1 Procedure for Trigger Event Variation in Refeence Tariffs

Envestra will notify the AER of Trigger Events with90 business days of those
costs being incurred, whether the costs would teah increase or decrease in
Reference Tariffs.

When making a notification to the AER, Envestrad pwibvide the AER with a
statement, signed by an authorised officer of Emageserifying that the costs of
any pass through events are net of any payments madn insurer or third
party which partially or wholly offsets the finaatimpact of that event
(including self insurance).

The AER must notify Envestra of its decision to lqwe or reject the proposed
variations within 30 Business Days of receiving tiogification. This period
will be extended for the time taken by the Regul&abtain information from
Envestra, obtain expert advice or consult abounhttgication.

The AER will endeavour to make its decision on wkeetEnvestra should vary
Reference Tariffs due to the occurrence of a Triggent within 90 business
days of receiving a notification from Envestra. Hwer, if the AER determines
the difficulty of assessing or quantifying the effef the relevant Trigger Event
requires further consideration, the AER may reqairextension of a specified
duration. The AER will notify Envestra of the exsgon, and its duration, within
90 business days of receiving a notification fronvéstra.

Amendment 12.6 amend the access arrangement proposal to delgters4.5 in the
access arrangement and replace it with the follgwin

Subject to the approval of the Regulator undeNG&R, Reference Tariffs may
be varied after one or more Trigger Event/s ocdarghich each individual
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event materially increases or materially decre#éisesost of providing the
reference services. Any such variation will takieetffrom the next 1 July.

In making its decision on whether to approve thappsed Trigger Event
variation, the AER must take into account the folloy:

® the costs to be passed through are for the delivigpipeline services
® the costs are incremental to costs already alldmeih reference tariffs

= the total costs to be passed through are buildimgklzomponents of total
revenue

= the costs to be passed through meet the relevdiandhGas Rules criteria
for determining the building block for total revenin determining reference
services

= any other factors the AER considers relevant amdistent with the NGR
and NGL.

For the purpose of any defined event, an everansidered to materially
increase or decrease costs where that individwetédwas an impact of
one per cent of the smoothed forecast revenuefsukin the access
arrangement information, in the years of the acaessmgement period that the
costs are incurred.

Trigger Events are:

® aregulatory change event;

= aservice standard event;

= atax change event;

= aterrorism event;

= anetwork user failure event;

® aninsurer credit risk event;

® aninsurance cap event;

= anatural disaster event;

Where

‘Regulatory change everitmeans:

A change in a regulatory obligation or requirentat:

(a) occurs during the course of a regulatory controigoe and
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(b) substantially affects the manner in which Envegtovides reference
services (as the case requires); and

(c) materially increases or materially decreases tesaaf providing those
services.

‘Service standard everitmeans:
A legislative or administrative act or decisionttha

(@) has the effect of:

(i) substantially varying, during the course of a ragudy control period,
the manner in which Envestra is required to proadeference
service; or

(i)  imposing, removing or varying, during the courseaaégulatory
control period, minimum service standards appliedblprescribed
reference services; or

(i) altering, during the course of a regulatory conpeiiod, the nature or
scope of the prescribed reference services, pralgeEnvestra; and

(b) materially increases or materially decrease<tsts to Envestra of
providing prescribed reference services.

‘Tax change everitmeans:

A tax change event occurs if any of the followirggars during the course of a
regulatory control period for Envestra:

(&) achange in a relevant tax, in the applicationfibcial interpretation of a
relevant tax, in the rate of a relevant tax, ahmway a relevant tax is
calculated,

(b) the removal of a relevant tax;
(c) the imposition of a relevant tax; and

In consequence, the costs to Envestra of provipiegcribed reference services
are materially increased or decreased.

‘Terrorism event’ means:

An act (including, but not limited to, the use ofde or violence or the threat of
force or violence) of any person or group of pesswhether acting alone or on
behalf of in connection with any organisation ovgmment), which from its
nature or context is done for, or in connectiorhytolitical, religious,
ideological, ethnic or similar purposes or reagomduding the intention to
influence or intimidate any government and/or fnet public, or any section of
the public, in fear) and which materially increaties costs to Envestra of
providing a reference service.
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‘Network user failure event means:

A network user failure event means the occurrefie@n @vent whereby an
existing network user is unable to continue to $ppps to its customers, and
those customers are transferred to another netusak and which materially
increases the costs of Envestra providing refereapaces.

‘Insurer credit risk event’ means:

An event where the insolvency of the nominatedr@suof Envestra occurs, as
a result of which Envestra:

(@) incurs materially higher or lower costs for insuwampremiums than those
allowed for in the access arrangement; or

(b) in respect of a claim for a risk that would havem@sured by Envestra’s
insurers, is subject to a materially higher or lowlaim limit or a
materially higher or lower deductible than would/@applied under that

policy.
‘Insurance cap everitmeans:

An event that would be covered by an insurancecpdilut for the amount that
materially exceeds the policy limit, and as a reBualvestra must bear the
amount of that excess loss. For the purposes ®ftigger Event, the relevant
policy limit is the greater of the actual limit frotime to time and the limit
under Envestra’s insurance cover at the time ofinggtkis access arrangement.
This event excludes all costs incurred beyond aarance cap that are due to
Envestra’s negligence, fault, or lack of care. Tdig0 excludes all liability
arising from the Envestra’s unlawful conduct, ardledes all liability and
damages arising from actions or conduct expectést@nded by Envestra.

‘Natural disaster event means:

Any major fire, flood, earthquake, or other natutisaster beyond the control
of Envestra (but excluding those events for whixtemal insurance or self
insurance has been included within Envestra’s fiseoperating expenditure)
that occurs during the forthcoming regulatory cohperiod and materially
increases the costs to Envestra of providing raferservices.

Materiality threshold is defined as:

For the purpose of any defined event, an everdnsidered to materially
increase or decrease costs where that event hagpant of one per cent of the
smoothed forecast revenue specified in the finalstten, in the years of the
regulatory control period that the costs are ireaurr

Amendment 12.7:amend the access arrangement information to refleendments
12.1-12.6 as appropriate.
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Part C — Other provisions of an access
arrangement
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13 Non-tariff components

Envestra’s access arrangement sets out proposeatstand conditions that are not
directly related to the nature or level of tariffaid by users, but which are important
to the relationship between the network servicevioler and users. Some of the terms
and conditions vary from those included in the iearhccess arrangement.

The AER proposes to approve some of the termsamditions of Envestra’s access
arrangement proposal. However, the AER proposesonapprove a number of the
terms and conditions. The AER considers that antepd®visions for these terms and
conditions better promote the national gas objectivs. 23 of the NGL. The AER
considers that the national gas objective requttesAER to balance the interests of
the service provider and users.

The AER accepts Envestra’s proposals in relatiogueuing requirements and the
review commencement date proposed by Envestrathsraet the requirements of
the NGR and NGL. The AER also proposes to appravedfa’s proposal not to
include queuing requirements in its access arrargy@mproposal.

The AER proposes not to approve a number of thetardf components of
Envestra’s access arrangement proposal, includaagacity trading requirements;
extensions and expansions policy; the review sidiomslate; and the lack of a
trigger event for the acceleration of the reviewbrsission date. The AER considers
that amended arrangements for these componenty lpettimote the national gas
objective in s. 23 of the NGL

13.1 Introduction

This chapter sets out the AER’s consideration efrtbn-tariff components of
Envestra’s access arrangement proposal. In orddgrtmnstrate compliance with
r. 48 of the NGR, Envestra’s access arrangemepioged includes:

= the terms and conditions that form the basis oféfetionship between Envestra
and its customers

= capacity trading arrangements that allow usersatwster contracted capacity to
other users

= apolicy that addresses whether any extensior exmansion of, the network will
be treated as part of the covered pipeline and thleaimpact on tariffs will be

= dates for reviewing the proposed access arrangsmaadtcommencing the next
access arrangements.

13.2 Terms and conditions

13.2.1 Regulatory requirements

Rules 48(1)(d)(i) and 48(1)(d)(ii) of the NGR rea full access arrangement to
specify the reference tariff and other terms amitid@mns on which reference services
will be provided.
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There are no specific rules in the NGR that gulleAER’s assessment of proposed
non-tariff terms and conditiorlsHowever, in considering Envestra’s proposed terms
and conditions the AER has had regard to rule T@08eoNGR.

Rule 100 requires that an access arrangement rawsirisistent with the national gas
objective and the rules and procedures in forcewthe terms and conditions of the
access arrangement are determined or revised. attomal gas objective is to
promote efficient investment in, and efficient cgg@n and use of, natural gas
services for the long term interests of consumératural gas with respect to price,
quality, safety, reliability and security of supmf/natural gas.

The AER has full discretion in assessing Envespeadposed terms and conditions.
Full discretion means that the AER has discretmowithhold its approval to an
element of an access arrangement proposal ifei\ER’s opinion, a preferable
alternative exists that:

= complies with applicable requirements of the NGO &GR
* s consistent with applicable criteria (if any) scebed by the NGL and NGR.

13.2.2 Access arrangement proposal

Envestra’s proposed general terms and conditiansa@itained in annexure G of the
acces4s arrangement and form the basis of the aage=sment between Envestra and
a user.

Envestra submitted that it has aligned the proptseas and conditions with the
terms and conditions for its South Australian dtisttion network®

Envestra submitted a list of what it considereti¢anaterial changes to its terms and
conditions (not all changes proposed by Envestra weluded in this list). The list
included high level reasons for the chanyEswvestra outlined four broad reasons for
its proposed changes:

= updated for current market conditions

= agreed amendments resulting from negotiations reithilers

= changes for business reasons

* improved wording or clarificatiof.

This contrasts with section 3.6 of the Code, Wisipecifically required the regulator to assess
whether the terms and conditions were reasonable.

NGL, s. 23.

NGR, r. 40(3).

EnvestraQld access arrangement terms and conditi@stober 2010.

EnvestraQld access arrangement informatiddgtober 2010, p. 212.

EnvestraQld access arrangement informatjddctober 2010, pp. 213-214.

EnvestraQld access arrangement informatjddctober 2010, p. 212.
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Envestra submitted that its proposed terms anditonsl are consistent with good
industry practice and are reasonable, as they are:

= essentially the same as those currently applyingérs and have previously been
approved as reasonable (by the Queensland Coropeitithority (QCA))

= sufficiently well defined that the likelihood ofdaspute over the terms and
conditions of access is minimised

= designed to protect and balance the legitimatenkessiinterests of Envestra, users
and prospective usefs.

13.2.3 Submissions

The AER received submissions from AGL and Origimyering many aspects of
Envestra’s proposdlThose submissions relate not only to Envestraspqsed
revisions, but also to existing terms and condgitor which Envestra proposed no
revisions. Envestra made a late submission on 2@ikeer 2010 in response to
AGL’s submission, but not to Origin’s submissitn.

Both Origin and AGL submitted that they cannot ustind the justification for some
revisions proposed by EnvestfeOrigin submitted that the terms and conditions
concerning liabilities and indemnities are weighteequally in favour of Envestfa.
AGL submitted that Envestra seems to have no itgpihile users are responsible
for almost everything® For some terms and conditions AGL and Origin sttami
that there should be reciprocal arrangements betEegestra and usets.

The AER’s consideration of the submissions is aatliin detail in appendix D.

To the extent possible given its lateness, the ARRtaken into account Envestra’s
submission in response to AGL’s submission. In sorstances the AER has not
been convinced by the arguments put forward by &naeHowever, as noted in
Appendix D, in making its final decision the AERIMi&ke into account any
additional material that Envestra can provide fopsut its submission.

13.2.4 AER’s consideration

The AER’s assessment of Envestra’s proposed temchs@nditions is set out in detalil
in Appendix D. Appendix D is divided into two par&he first part covers those
terms and conditions for which Envestra proposedi@ns. The second part covers
those terms and conditions for which Envestra didpnopose revisions. These

EnvestraQld access arrangement informatjddctober 2010, p. 215-216.

AGL, Envestra’s Qld gas network access arrangemisovember 2010; Origirgnvestra (Qld)
and APT Allgas access arrangement propgddtsszember 2010.

EnvestraResponse to AGL's submissi@ecember 2010.

1 AGL, Envestra’s Qld gas network access arrangeminvember 2010, pp. 9-10, 12-13, 15, 18,
21-22, 25-26; Origirnvestra (Qld) and APT Allgas access arrangemenp@sals November
2010, p. 7.

Origin, Envestra (Qld) and APT Allgas access arrangemenp@sals November 2010, p. 6.
AGL, Envestra’s Qld gas network access arrangemidovember 2010, p. 25.

AGL, Envestra’s Qld gas network access arrangemisovember 2010, p. 4; Origignvestra
(Qld) and APT Allgas access arrangement propgsédsrember 2010, p. 6—7, 9, 10-11.
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include terms and conditions that were raised bisssions by AGL and Origin and
any terms and conditions that the AER considerd tebe amended. The AER
considers that Envestra’s proposed revisions tieitas and conditions are not minor.
In assessing Envestra’s proposed revisions and &&hd Origin’s submissions, the
AER has had regard to the national gas objective.

The AER considers that in order to achieve theonatigas objective the interests of
both consumers and gas pipeline service providased to be taken into account. On
the one hand, charges and non-price terms andteamrgithat unduly favour the gas
pipeline service providers are not consistent wighpromotion of efficient
investment in and efficient operation of naturas garvices and are not consistent
with the long term interests of consumers. On themhand, if tariffs, other charges
and non-price terms and conditions are weightddvaur of users without due regard
to the interests of gas pipeline service provideesyice providers may be unwilling
to make adequate investment in the network or deoadequate services. This would
not be in the long term interests of natural gasaomers.

Both AGL and Origin submitted that a number of teramd conditions should be
reciprocal. The AER considers that it is fair aadgonable for some of these terms
and conditions to be made reciprocal. Accordintilg, AER requires certain
amendments.

Overall, the AER agrees with AGL and Origin thatem in aggregate the terms and
conditions are weighted too much in favour of Emrgeslo correct this imbalance the
AER requires Envestra to amend a number of terrd<anditions. The AER’s
reasons are contained in Appendix D.

The remainder of this section summarises the pexpteyms and conditions which
the AER considers need to be amended to balancempmiely the interests of
Envestra and users. The terms and conditions fahaAEnvestra proposes revisions
are considered first, followed by those terms amtddions for which Envestra did
not propose revisions.

13.2.4.1 Proposed revisionsto termsand conditions

Delivery of gas

Envestra proposed new clauses relating to theatglinf gas (clauses 2.4, 2.5 and
16.6)° These provisions relieve Envestra of any liabitityesponsibility to make
inquiries with respect to any gas taken at a delip@int by someone other than a
user. Envestra submitted that the clauses cldsfgds delivery obligation§.

In these circumstances the AER considers that Eravsesould use reasonable
endeavours to mitigate any loss to users. Envestegjuired to amend clauses 2.4,
2.5 and 16.6, as set out at amendments 13.1 a@d 13.

15 All references to ‘clauses’ relate to annexuref@e access arrangement proposal, unless

otherwise stated.

6 EnvestraQld access arrangement informatidBctober 2010, p. 213.
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Gas specifications and receipt pressures

Envestra proposed a new term and condition undehwhwill have no liability to a
user for any loss, cost, damage or expense thenight suffer or incur because
someone (other than Envestra) delivers gas that matecomply with the appropriate
gas specifications (clause 12.5). Envestra subdniktat this clarifies liability in
respect of gas quality.Envestra proposed a similar term and conditioh wéspect
to gas pressure at receipt points (clause 13.4).

The AER considers that if Envestra becomes awan@fspecification gas, or gas
that is outside the prescribed range of pressargsring its network and to the extent
it can take action to prevent it, Envestra showlga. Envestra is required to amend
its access arrangement to take reasonable endsaweauitigate any loss to users as a
consequence of non-specification gas, or gas authel prescribed range of
pressures, entering the network, as outlined ahdments 13.3 and 13.4.

Maximum hourly quantity

Envestra proposed a new term and condition whatestthat the maximum hourly
guantity (MHQ) of gas is the maximum quantity oédhat Envestra is obliged to
deliver during a period of 60 minutes (clause 4.2).

No other references to MHQ (other than clause dc2yrs in the terms and conditions
in annexure G of the access arrangement proposaiedver, there is no reference to
MHQ in the specific terms and conditions (spedidiéndividual users). Only the
maximum daily quantity (MDQ) is required to be agpté¢o between Envestra and the
user® It is unclear how a user's MHQ is determined amywlause 4.2 is included.

In light of this, Envestra is required to deleteude 4.2 from its terms and conditions,
as set out at amendment 13.5.

Requests for reduction in MDQ

Envestra proposed new provisions relating to reigussa user for a reduction in
MDQ. Clause 7.1(b) provides that, prior to Envesiyeeeing to a user’s request for a
reduction in MDQ, the user’s customer must not haken delivery of a quantity of
gas equal to or in excess of 90 per cent of its MDQat least 12 months. Clause 7.7
has the same time period with respect to requestsubsequent reductions in MDQ.
Clause 7.8 provides that if a request is refudegluser must wait at least six months
before lodging a further request.

The AER considers that it is reasonable to allqveod of time in order to gauge
whether a reduction in MDQ is permanent. Howeves,AER considers that it may
be obvious before 12 months has elapsed that agoemhreduction in MDQ has
occurred. In these circumstances it would be apfatepfor Envestra to give due
consideration to requests for reductions in MD@h&scould potentially free up spare
capacity for potential users. Envestra is requicea@imend clause 7 as set out at
amendment 13.6.

17
18

EnvestraQld access arrangement informatjddecember 2010, p. 213.
EnvestraQld access arrangement propos@ictober 2010, annexure F, p. 30.
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In response to an issue raised by AGEnvestra submitted that new customers do
not have to wait up to 12 months for a reductioMDQ as they are unrelated to
existing customers’ The AER does not consider that this is clear fotause 7. To
clarify this matter, Envestra is required to ameladise 7, as set out at
amendments 13.7. and 13.8.

Clause 7.5 provides that, if requested by a useregtra will provide an explanation

for rejecting a request for a reduction in MDQ. R considers that Envestra

should respond in a timely manner. Envestra isirequo amend its terms and
conditions to provide that it will respond to suelguests as soon as practicable, as set
out at amendment 13.9.

Maintenance and renewal of metering equipment

Envestra proposed a new part to clause 9.3 thed usk bear the costs of the
removal of telemetry and interval metering equipmBnvestra submitted that this
clarifies current practice. Envestra also submitted the costs are not already
included in reference tariffs.

The AER considers that Envestra has not providéetsnt information of what the
costs are and that they are not included in thes¢bat are recovered by reference
tariffs. Envestra is required to amend its accessigement proposal by deleting this
provision, as set out at amendment 13.10.

However, when making its final decision the AERIwgiconsider this matter if
Envestra provides evidence that the costs arenohtded in the costs recovered
through reference tariffs.

Inaccurate meters

With respect to meters, Envestra proposed charnbagiargin of accuracy from

‘plus or minus 3%’ to ‘that is permitted by law’lécise 10.6). Envestra submitted that
the metering tolerance has been superseded by eésving standards, and the
reference has been changed to refer to the lewelerince that is permitted by I&fv.

The AER considers that Envestra has not providéctsnt justification for the

proposed revision and that it is unclear in teringlmat the margin is. The AER
requires Envestra to retain the margin of plus mus 3 per cent, as set out at
amendment 13.11.

However, when making its final decision the AERIwgiconsider this matter if
Envestra provides further evidence of the new nrejestandards.

Supply curtailment

Clause 17.3 outlines the order of priority if Envasntends to interrupt or curtail gas
deliveries. The current terms and conditions (&al6.3) state that where two or
more delivery points fall within a particular categ, Envestra will determine the

19
20
21
22

AGL, Envestra’s Qld gas network access arrangemiovember 2010, p. 7.
EnvestraResponse to AGL’s submissi@ecember 2010, p. 8.
EnvestraResponse to AGL’s submissi@ecember 2010, p. 4.
EnvestraQld access arrangement informatjddecember 2010, p. 213.
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order of priority. Clause 16.3 also provides thavé&stra will not set the order based
on the identity of the relevant uséfEnvestra proposed to revise its terms and
conditions by deleting this qualification.

The AER does not accept this revision. The AER idlars that it is appropriate that
Envestra should not discriminate by setting theeolkdhsed on the identity of the
relevant users. Envestra is required to amend €lads3 as set out at amendment
13.12.

Ancillary reference services — payment of charges

The current terms and conditions (clause 18.4)ideothat Envestra will have no
obligation to read metering equipment unless tlee has paid for the service (or,
where permitted by Envestra, agreed to fafnvestra proposed a revision to extend
this requirement to disconnections and reconnegtiolause 18.2).

The AER does not consider that Envestra has jedtifihy it needs to be paid for
these services prior to carrying them out. Envastraquired to amend clause 18.2, as
set out at amendment 13.13.

Other services

Envestra proposed a new term and condition thae&re may provide a user with
other services requested by the user from timarte (clause 19). Charges will be as
agreed to between Envestra and the user or, ialtbence of agreement, the charges
previously notified by Envestra or reasonably dateed by Envestra. Envestra
submitted that this provision clarifies that Envashay provide other services on
request®

It is unclear to the AER what Envestra contemplatesther services and why this
provision is included in the terms and conditiarasher than the services policy. The
services policy already includes a negotiated senit is unclear how the ‘other
services’ in the terms and conditions fit with thegotiated service’ in the services
policy. In light of this, the AER requires this ake to be deleted as set out at
amendment 13.14.

Correction of billing errors

Clause 21 provides that Envestra will not corregt lailling errors if a claim is made
by a user after 11 months of the date of the ire.0lde period in the current terms
and conditions is 12 months (clause 20).

The AER accepts Envestra’s revision to reduce #émo@ from 12 months to

11 months. However, the AER considers it approptilat any claims that a user is
required to pursue by law on behalf of a custorheukl not be subject to the

11 month time period. Envestra is required to an@adse 21 to exempt any claims a
user is required to pursue by law, as set out anament 13.15.

23
24
25
26

EnvestraQld access arrangement terms and conditidngse 2006, p. 10.
EnvestraQld access arrangement terms and conditidngse 2006, p. 12.
EnvestraQld access arrangement informatjddecember 2010, p. 213.

EnvestraQld Access arrangement terms and conditidime 2006, p. 14.
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Delivered quantities

The current terms and conditions (clauses 21.124n4) refer to the quantity of gas
delivered or estimated to have been delivéfdehvestra proposed to add the words
‘or expected to be delivered’ to these terms amdlitimns (clauses 23.1 and 23.7).

The additional words are relevant when invoicingase in advance, as is the case
for Envestra’s South Australian netwdfikHowever, Envestra does not invoice in
advance for its Queensland network. In light o$ ttihe AER requires the deletion of
the additional words as set out at amendment 13.16.

In two instances, Envestra proposed to revisertag and conditions by changing the
term ‘on a reasonable basis’ to ‘whatever basisEtma considers reasonable’. They
relate to the estimate of quantities deliveredifmeter reading is taken (clause
23.4(c)) and the allocation of deliveries in cartaircumstances (clause 23.5(c)).

The AER requires an amendment to clarify that Ema&sestimation or allocation
must be on a reasonable basis. Envestra is reqoiradke to replace the term ‘on
whatever basis Envestra considers reasonable*ovith reasonable basis’, as set out
at amendment 13.17.

The amendments will bring these clauses into liith wlause 5.4(c) (quantities
received) and clause 10.7(c) (basis for correatfameter readings), which use the
terminology ‘on a reasonable basis’.

Right to suspend services

Clause 25.3 provides that Envestra may suspengtssiiv a user fails to pay an
invoice by the due date. Envestra proposed toaléhet current provision that
payments in dispute are exempt from this clauseigel 23.35°

The AER does not consider that Envestra should treerability to suspend services
to a user in the event of a legitimate dispute @einvoice. Envestra is required to
amend clause 25.3 to the effect that paymentssjpute are exempt from the
provisions of clause 25.3. Envestra is also requivenake consequential
amendments to clauses 25.1 (overdue interest) @2da (termination by Envestra),
as set out at amendments 13.18 to 13.20.

Holding over

Envestra proposed a new term and condition thgeisfcontinues to be delivered after
the term of an access agreement expires, Envestrtha user will be deemed to have
entered into an access agreement on the samedachtonditions (clause 26.8).

While the AER understands the intent of the newigron, the AER does not
consider that users should be liable if gas coesrto be delivered due to Envestra’s
negligence. Envestra is required to amend clauske&6set out at amendment 13.21.

27
28
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EnvestraQld access arrangement terms and conditidngse 2006, pp. 14-15.
EnvestraSA Access arrangement terms and conditi@Quiober 2010, clause 20, pp. 18-19.
EnvestraQld Access arrangement terms and conditidime 2006, p. 16.
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Dispute resolution

The current terms and conditions (clause 33.5)ideothat in the event that the
parties cannot agree on a person to be appointad iaslependent expert, they will
request the Institute of Arbitrators to nominageeason® Envestra proposed to
change ‘Institute of Arbitrators’ to ‘the Reguldt@that is, the AER).

The AER does not consider that it has the authontger the NGL to assume this
role. Envestra is required to amend clause 35/2phkacing ‘Regulator’ with
‘Institute of Arbitrators’, as set out at amendm8i22.

Automatic amendments

Envestra proposed that whenever the terms andtcamglof the access arrangement
are amended in accordance with the NGL, the aagseement between Envestra and
the user will also be amended, except to the extemtEnvestra otherwise notifies the
network user (clause 38.2). This is a revisiorhtodurrent clause 36.2, which states
that the access agreement between Envestra andehwiill also change ‘unless
otherwise agreed™

The AER does not consider that Envestra should trevability to unilaterally make
this decision without reference to the user. Th&kRAIHes not approve Envestra’s
proposed revision and Envestra is required to antsratcess arrangement, as set out
at amendment 13.23.

13.2.4.2 Norevisionsto existing termsand conditions

Gas specification

Clause 12.4 provides that a user must notify Emaext soon as practicable if there is
the possibility of non-specification gas being deted into the network by or on
behalf of the user.

The AER considers that this arrangement shouleéttipnocal. Envestra is required to
amend its terms and conditions so that Envestra naigy users if it becomes aware
of non-specification gas in its network, as setaitdmendment 13.24.

Delivery pressures

Clause 14.1 provides that Envestra must ensuralétiaered gas is at a pressure
within the range determined by law or as agreet thié user. Clause 14.2 sets out
the circumstances under which Envestra is excused fability for a breach of
clause 14.1. Envestra is excused from liabilitgspective of whether or not Envestra
was aware of those circumstances.

The AER requires an amendment to clarify that Emaas not relieved of its
obligations if the failure to deliver gas withirethange of pressures is due to its
negligence, as set out at amendment 13.25.

30
31

EnvestraQIld access arrangement terms and conditidngse 2006, p. 24.
EnvestraQIld access arrangement terms and conditidnse 2006, p. 26.
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Set off arrangements

Clause 24.2 provides that a user must pay amowitgydo Envestra in full without
any right to withhold and set off amounts owingthywestra to the user. In contrast,
Clause 25.2 provides that if a user does not pgyaarount owing to Envestra,
Envestra may withhold and set off any amount ovlipdenvestra to the user.

The AER considers that it is reasonable for seanfingements to be reciprocal.
Envestra is required to delete clause 24.2 and drtlanse 25.2, as set out at
amendments 13.26 and 13.27.

Overdue interest

Clause 25.1 provides that Envestra may chargeesiten any amount unpaid by the
due date.

Clauses 25.2 (right to set off unpaid amounts)2m8 (right to suspend services)
refer to ‘any amount due to Envestra under the égent’, but clause 25.1 does not.
The AER considers that the same words should legtedsinto clause 25.1 for clarity.
Envestra is required to amend clause 25.1 as set amendment 13.28.

Termination

Clause 26.2 sets out the circumstances under vldnighstra can terminate an
agreement, while clause 26.3 sets out the circurostaunder which a user can
terminate an agreement.

The AER considers that the same opportunities avigilto Envestra to terminate an
agreement should also be available to users. Haviestequired to amend clause 26.3
to include Envestra’s insolvency and revocatioomferagé’ of the network as
conditions under which a user may terminate ansscagreement, as set out at
amendment 13.29.

Liabilities
Clause 27.6 provides that Envestra will have nailitg to a user for economic or

consequential loss. Clause 27.7 provides that Eravediability for any claim by a
user is capped at $100 million.

The AER considers that it is reasonable for theseigions to be reciprocal. Envestra
is required to amend its terms and conditions wusle consequential loss from a
user’s liability (clause 27.6) and to cap a uskakility (clause 27.7), as set out at
amendments 13.30 and 13.31.

Consumer contract limitation

On 1 January 2011 tigompetition and Consumer Act 20riHplaced th@rade
Practices Act 1974As a result the references to ffrade Practices Act 197

clause 28 are incorrect. Envestra is required bongiLrevisions to its terms and
conditions to reflect the ne@ompetition and Consumer Act 2010 otherwise delete
clause 28 from its terms and conditions, as seabamendment 13.32.

%2 NGL, ss. 102-108.
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Force majeure

Clause 29.4 states that a force majeure eventraaglieve a user of its obligations
to ensure:

= gas delivered into the network meets specificat{ofeise 12.1)
® s within specified receipt pressure (clause 13.1)

= the user has good title to the gas (clause 16.1).

The AER does not consider that users should becgegbéo continue to perform their
obligations when prevented by a force majeure e\miestra is required to delete
clause 29.4, as set out at amendment 13.33.

Network user to assist

Clauses 30.1 and 30.2 require a user to providenrdtion and assistance to Envestra
In certain circumstances.

The AER considers that it reasonable for thesengements to be reciprocal.
Envestra is required to amend its clauses 30.133@ar/ito state that Envestra will
provide users with whatever information and assahey reasonably require, as set
out at amendment 13.34.

Clause 30.3 states that Envestra may provide tgatieam operator whatever
information the upstream operator may require.

The AER considers that Envestra should be requirgdovide whatever information
an upstream operator reasonably requires, as edtihamendment 13.35.

Insurance

Clause 32.5 provides that a network user must ptigmptify Envestra of any event
that might give rise to a claim under any insurgoakécy which the user maintains
under its access agreement with Envestra. Clausep8@vides that a user must not
settle or compromise an insurance claim withoutcthesent of Envestra, which will
not be unreasonably held.

Origin submitted that these clauses are unworkaddause Origin maintains group
insurance policies that cover exposure to a widgeaf agreements. Many insurance
claims would be unrelated to Envestra. Origin alglomitted that even if a claim did
relate to Envestra, it is unclear why Envestra khbave a right to withhold consent
to Origin in settling a claim with its insurets.

The AER agrees with Origin’s submission. The AERuiees clause 32.5 to be
amended to clarify that it only relates to claimgelation to Envestra’s network, as
set out at amendment 13.36. The AER also requigdsctause 32.6 be deleted, as set
out at amendment 13.37.

% Origin, Envestra (Qld) and APT Allgas access arrangemenp@sals November 2010, p. 9.
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Confidentiality

Clause 34 sets out a user’s obligations concercongidentiality. Clause 34.5
provides that Envestra must comply with any confiagity obligations imposed on it
pursuant to the NGL.

For completeness the AER requires an amendmertdusec34.5 so that it refers to
both the NGL and the NGR, as set out at amendn8881

The AER considers that the confidentiality prowsicshould survive the termination
and expiration of an access agreement. In this erasonfidential information is
protected after an access agreement expires emmmsniated. Envestra is required to
amend clause 34, as set out at amendment 13.39.

Notices

Clause 36.1 provides the manner by which noticasessent to either party
(Envestra or the user).

In its response to AGL’s submission in relatiorEtovestra’s South Australian
network>® Envestra submitted that it is willing to amendusia 36.1 to provide for
email® Envestra is required to amend its access arranggmneposal to give effect
to this, as set out at amendment 13.40.

13.2.4.3 Accessarrangement information

As mentioned above, Envestra’s access arrangenfentiation includes a table
summarising the proposed changes to its terms @mditoons. This table seems to be
copied from Envestra’s access arrangement infoomdir its South Australian
network. While the issues are similar, there araeserrors in the table in the access
arrangement information for Envestra’s Queenslatdiork. These are incorrect
references to clauses in Envestra’s current termdscanditions and the inclusion of
two redundant rows (the last two). Therefore, tliERAequires Envestra to amend its
access arrangement information as outlined at amentd13.41.

13.2.5 Conclusion

The AER considers that taken in aggregate the tandsonditions are weighted too
much in favour of Envestra and do not comply withG0 of the NGR. To correct this
imbalance the AER requires Envestra to amend a aupnflierms and conditions.

13.2.6 Required amendments
Before the access arrangement proposal can bevagahenvestra must make the
following amendments

Amendment 13.1: amend annexure G of the access arrangement prdposal
inserting the words ‘Subject to clause 2.5A, & #art of clause 2.4 and 2.5 and
inserting new clause 2.5A:

34
35

AGL, Envestra’s SA gas network access arrangenidonvember 2010, p. 16.
EnvestraResponse to AGL’s submissi@ecember 2010, p. 5.
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‘Envestra will use reasonable endeavours to meigaty loss to the Network User as
a consequence of Gas being taken through the URBd&ry3omeone other than the
Network User or a Network User’s customer.’

Amendment 13.2: amend annexure G of the access arrangement prdposal
changing existing clause 16.6 to clause 16.6(agrtmg the words ‘Subject to
clause 16.6(b),” at the start of clause 16.6(a)iasérting new clause 16.6(b):

‘Envestra will use reasonable endeavours to meigaty loss to the Network User as
a consequence of Gas being taken through the UBd&ryl3omeone other than the
Network User or a Network User’s customer.’

Amendment 13.3: amend annexure G of the access arrangement prdposal
changing existing clause 12.5 to clause 12.5(agrtmg the words ‘Subject to
clause 12.5(b),” at the start of clause 12.5(a)iasérting new clause 12.5(b):

‘Envestra will use reasonable endeavours to meigaty loss to the Network User as
a consequence of Gas being delivered into the N&tthat does not comply with the
specifications required by the Agreement.’

Amendment 13.4: amend annexure G of the access arrangement aidpos
changing existing clause 13.4 to clause 13.4(agrtmg the words ‘Subject to
clause 13.4(b), at the start of clause 13.4(a)iasérting new clause 13.4(b):

‘Envestra will use reasonable endeavours to meigaty loss to the Network User as
a consequence of Gas being delivered at any Rdeeipt at a pressure which is
outside the limits required by the Agreement.’

Amendment 13.5: amend annexure G of the access arrangement ptdpodealeting
clause 4.2.

Amendment 13.6: amend clause 7.1(a) of annexure G of the accemsgament
proposal by deleting the word ‘and’ and replaciingith the word ‘or’.

Amendment 13.7: amend annexure G of the access arrangement prdposal
changing existing clause 7.6 to clause 7.6(a) aserting new clause 7.6(b):

‘Nothing in this clause prevents a new MDQ for ani2ed DP to be agreed on when
the Customer at the Demand DP changes.’

Amendment 13.8: amend clause 7.7 and clause 7.8 of annexure G @ldtess
arrangement proposal by inserting the words ‘fergame Customer’ between the
words ‘further request’ and ‘of Envestra’.

Amendment 13.9: amend annexure G of the access arrangement ptdyyosa
inserting the words ‘as soon as practicable’ aetie of clause 7.5.

Amendment 13.10: amend clause 9.3 of annexure G of the accessyamaant
proposal by deleting the sentence:
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‘Where the Metering Equipment at a DP includes gaongint for telemetry or interval
metering and that equipment is no longer requirethl to be used at that DP, then
the Network User will bear the costs of removalhaft equipment.’

Amendment 13.11: amend clause 10.6 of annexure G of the accessgamaent
proposal by inserting the words ‘or, if no margrprescribed by law, outside a
margin of accuracy of plus or minus 3 per centgiathe words ‘outside a margin of
accuracy that is permitted by law’.

Amendment 13.12: amend annexure G of the access arrangement @dpos
inserting the sentence ‘Envestra will not selecicwiof those DPs to curtail or
interrupt based on the identity of the Network Usg¢the end of clause 17.3.

Amendment 13.13: amend annexure G of the access arrangement ptdjosa
deleting clause 18.2 and replacing it with thedaing:

‘Envestra is entitled to charge the Network Usertii@ Disconnection and
Reconnection of a DP and for a Special Meter Readihe charge will be calculated
in accordance with the Agreement and the applicBekerence Tariff.’

Amendment 13.14: amend annexure G of the access arrangement ptdyosa
deleting clause 19.

Amendment 13.15: amend annexure G the access arrangement prdposeierting
at the end of clause 21 the words ‘except for dayrcthat the Network User is
required to pursue by law on behalf of a Custonfiéhe Network User’.

Amendment 13.16: amend clause 23.1 and clause 23.7 of annexureli @iccess
arrangement proposal by deleting the words ‘or etqueto be delivered’.

Amendment 13.17: amend clauses 23.4(c) and 23.5(c) of annexuret@ecdccess
arrangement proposal by deleting the words ‘on ed&tbasis Envestra considers
reasonable in the circumstances’ and replacing thgmthe words ‘on a reasonable
basis’.

Amendment 13.18: amend clause 25.1 of annexure G of the accemssgament
proposal by inserting the words ‘except for payraentdispute under clause 22’ after
the words ‘unpaid from time to time’.

Amendment 13.19: amend clause 25.3 of annexure G of the accessgament
proposal by inserting the words ‘except for paymentdispute under clause 22’
between the words ‘Related Haulage Agreement, ieth Envestra may cease’.

Amendment 13.20: amend clause 26.2(a) of annexure G of the a@ressgement
proposal by inserting the words ‘except for payrmentdispute under clause 22’ at
the end of the clause.

Amendment 13.21: amend clause 26.8 of annexure G of the accessgamaent
proposal by inserting after the words ‘(as thamntes defined in the Retail Market
Procedures)’ the following words:
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‘except to the extent that the delivery of Gasus tb the negligent act or omission on
the part of Envestra (or any officer, servant, ageontractor or other person for
whom Envestra is liable)’.

Amendment 13.22: amend clause 35.5 of annexure G of the accessyamant
proposal by deleting the word ‘Regulator’ and repig it with the words ‘Institute of
Arbitrators’.

Amendment 13.23: amend clause 38.2 of annexure G of the accessgament
proposal by deleting the words ‘except to the extieat Envestra otherwise notifies
the Network User’ and replacing them with the woedsept as otherwise agreed
between Envestra and the Network User’.

Amendment 13.24: amend annexure G of the access arrangement dpos
deleting the words ‘to Envestra’ in the headinglause 12.4, changing existing
clause 12.4 to clause 12.4(a) and inserting neuseld2.4(b):

‘Envestra will notify Network Users as soon as picable if Envestra reasonably
believes that Gas is being or may be deliveredtimdNetwork which does not meet
the specifications imposed by law or specified lyéstra.’

Amendment 13.25: amend annexure G of the access arrangement @idpos
inserting the words ‘and the failure is not du¢hte negligent act or omission on the
part of Envestra (or any officer, servant, ageottiactor or other person for whom
Envestra is liable)’ at the end of clause 14.2.

Amendment 13.26: amend annexure G of the access arrangement idpos
deleting clause 24.2.

Amendment 13.27: amend annexure G of the access arrangement @idpos
deleting clause 25.2 and replacing it with thedaing:

‘If a party (the first party) does not pay any ambdue to the other party (the second
party) under the Agreement (except for paymentiispute under clause 22), then the
second party may withhold and set off payment gfamounts due or owing by the
second party against any and all amounts due argolay the first party to the second
party. This clause will survive the terminationtbé Agreement..’

Amendment 13.28: amend clause 25.1 of annexure G of the accessgament
proposal by inserting the words ‘due to Envestrdenthe Agreement’ between the
words ‘any amount’ and ‘by the date’.

Amendment 13.29: amend annexure G of the access arrangement idpos
deleting clause 26.3 and replacing it with:

‘The Network User may terminate the Agreement lwesadays’ notice to Envestra at
any time in the event that:

(@) Envestra breaches any obligation under orlatiom to the Agreement and,
where that breach can be remedied, fails to rertfemtybreach to the satisfaction of
the Network User within 14 days after it receivesice of that breach from the
Network User;
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(b) Envestra becomes an externally-administered lbotporate or insolvent under
administration (as defined in the Corporations 2@01) or an Insolvency Event
occurs in relation to Envestra; or

(c) the Network ceases to be a Covered Pipelinerumdfor the purposes of the
National Gas Law (including, but without limitatiom the National Gas Law is
repealed).’

Amendment 13.30: amend annexure G of the access arrangement idpos
deleting clause 27.6 and replacing it with:

‘To the extent permitted by law, neither party vialve any liability to the other party,
for or in respect of any claim (whether in tortciontract or otherwise) for any loss of
business or business interruption, loss of priafes of revenue or loss of opportunity,
or for any other purely economic or monetary lasgpr any indirect, special or
consequential loss, cost, expense or damage, Wwheobther party may suffer or
incur.’

Amendment 13.31: amend annexure G of the access arrangement idpos
deleting clause 27.7 and replacing it with:

‘To the extent permitted by law, the maximum amahat either party will be legally
liable to pay to the other party (and to any ofienson or persons) as damages for
compensation in respect of the death or any peysany injury to any person or any
damage to any property will be limited to $100 roillin aggregate in relation to any
one event or occurrence (aggregating all damagés@npensation due to the other
party and each person in respect of that eventarroence). Neither party will have
any right to recover damages or compensation fteother party in relation to any
claim to the extent that the other party’s lialiliill then exceed the limit set out in
this clause.’

Amendment 13.32: Envestra is required to submit revisions to cl&2&ef
annexure G of the access arrangement proposakftestt theCompetition and
Consumer Act 201@therwise, Envestra is required to delete clause 28

Amendment 13.33: amend annexure G of the access arrangement prdposal
deleting clause 29.4.

Amendment 13.34: amend annexure G of the access arrangement prdposal
deleting clauses 30.1 and 30.2 and replacing thégimtiae following new
clauses 30.1 and 30.2 respectively:

‘Each party will provide the other party at no castl in a timely manner with
whatever information, assistance and cooperatierother party might reasonable
require from time to time in connection with ther&gment or the Services provided
under the Agreement, including information, assiséeand cooperation the other
party requires to comply with its obligations undes law from time to time.’

‘The Network User will cause or procure each Netwdser’'s Customer and each
Upstream Operator to provide Envestra at no casiraa timely manner with
whatever information, assistance and cooperatioeg&ira might reasonable require
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from time to time in connection with the Agreementhe Services provided under
the Agreement, including information, assistanc& @voperation Envestra requires to
comply with its obligations under any law from tineetime.’

Amendment 13.35: amend clause 30.3 of annexure G of the accessgyamant
proposal by deleting the words ‘Envestra may prevahd replacing them with the
words ‘Envestra must provide’ and by deleting theds ‘Upstream Operator may
require’ and replacing them with the words ‘Upstne@perator may reasonably
require’.

Amendment 13.36: amend clause 32.5 of annexure G of the accesgyamant
proposal by inserting the words ‘in relation to tetwork’ between the words ‘or
might have arisen’ and ‘under any insurance’.

Amendment 13.37: amend annexure G of the access arrangement prdposal
deleting clause 32.6.

Amendment 13.38: amend clause 34.5 annexure G of the access arrangem
proposal by inserting the words ‘and National GateR after ‘National Gas Law’

Amendment 13.39: amend annexure G of the access arrangement prdposal
inserting new clause 34.6:

‘This clause 34 will survive the termination or égbion of the Agreement.’

Amendment 13.40: amend annexure G the access arrangement prdposederting
new clause 36.1(d):

‘(d) by email.’

Amendment 13.41: amend table 16.1 of the access arrangement iataymby
deleting the numbers ‘4’, ‘9.6, and ‘17’ and regleg them with the numbers 2.5,
‘9.7" and ‘18’ respectively in the column headedd@lause Number’, and by
deleting the last two rows of table 16.1.

13.3 Capacity trading requirements

A capacity trading policy allows a user to transfentract capacity to another user. In
doing so, it enables a secondary market with mifi@ent price signals and levels of
usage. As service providers do not gain directiynficapacity trading, the NGR
protects users’ rights to trade flexibly and lintiie service provider’s power to deny
this right. The AER notes that Envestra has proppaseequirements for changing
receipt and delivery points under the heading efg&xity Trading®® For

consistency, the AER has also addressed the cludmgeeipt and delivery points in
this section.

13.3.1 Regulatory requirements

Under clause 48(f) of the NGR, capacity tradinguregments are to be included in a
full access arrangement. Rule 105(1) of the NGRireq that capacity trading

% EnvestraAccess arrangement informatio@ctober 2010, p. 211.
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requirements must provide for capacity transfergsccordance with the rules or
procedures of the relevant gas market, if the serprovider is registered as a
participant in a particular gas market. If the ss\provider is not registered, or the
rules or procedures do not address capacity tratheg capacity trading
requirements must comply with r. 105 of the NGR.

Rules 105(3) and 105(2) of the NGR concern thestearof capacity trading
requirements with and without the service provisl@onsent. Capacity trading
requirements may specify conditions under whichseotwill or will not be given,
and conditions to be complied with if consent igegi. A service provider is
precluded from withholding its consent unless & heasonable grounds, based on
technical or commercial considerations, for doing’s

The terms and conditions for changing receipt alovery points are to be included
in a full access arrangeméfitRule 106 of the NGR requires that an access
arrangement must provide for the change of a receigelivery point with the
service provider’'s consent. The service providgrecluded from withholding its
consent unless it has reasonable grounds, bastedlomcal or commercial
considerations, for doing so. The access arrangemay specify conditions under
which consent will or will not be given and condits to be complied with if consent
is given®®

13.3.2 Access arrangement proposal

Envestra stated that no trading of capacity camioan a distribution network, and
therefore did not propose capacity trading requénets. However, Envestra proposed
requirements for changing receipt or delivery pmininder r. 106 of the NGR.

13.3.3 AER'’s considerations

The AER does not accept Envestra’s proposed pogtiocapacity trading. Under

r. 40(3) of the NGR, the AER has full discretionngpose preferable capacity trading
requirements in an access arrangement review vheyealso comply with applicable
requirements and criteria under the NGL and the NG AER considers that an
amended version of Envestra’s proposal would betamnote the national gas
objective®

The AER notes that r. 48 of the NGR requires tHatllaaccess arrangement must
include a service provider’s capacity trading reguents. Rule 105 sets out further
specific requirements that the service providertradbere to for the transfer of
capacity under certain circumstances. The AER densiEnvestra’s proposal does
not satisfy either rule.

The AER also notes that Envestra has always haatcitggrading requirements in
past access arrangemetft¥he AER considers it preferable that Envestra ahiisn

37 NGR, r. 105(4).

¥ NGR, clause 48(h).

¥ NGR, r. 106.

40 EnvestraAccess arrangement informatio@ctober 2010, p. 211.
1 NGL, s. 23.

42 EnvestraAccess arrangement informatio@ctober 2010, p. 211.
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access arrangement to mirror its past capacityniggelovisions, but update these to
apply to distribution networks and reflect the N@her than the Code.

Envestra noted that a capacity trading policy imparable to queuing requirements,
in that both are more relevant to transmissionlisipe than distribution networks.
The AER notes that r. 103 of the NGR— covering guguequirements— contains
distinct requirements for distribution and transsios businesses. Specifically, all
transmission businesses must provide queuing Egeints, but distribution
businesses are exempt unless required otherwideeyER. The AER notes that

r. 105— covering capacity trading— does not drasséinction between distribution
and transmission businesses. As such, the AERaensgihat distribution and
transmission businesses are equally required tage@apacity trading requirements
under r. 105.

The AER notes that other gas distribution busirebs@e continued to propose
capacity trading requirements to satisfy r. #b6Bhe AER considers that Envestra is
not disadvantaged by having a clear capacity topdaolicy if it remains unused, and
that the inclusion of such a policy better satstige requirements of the NGR.

13.3.4 Conclusion

The AER proposes not to approve Envestra’s proppesition on capacity trading
requirements. The AER considers amended requirencendd better promote the
national gas objective in s. 23 of the NGL.

13.3.5 Required amendments

Before the access arrangement proposal can bewvaopiienvestra must make the
following amendments.

Amendment 13.42: amend section 7 of the access arrangement pricgo$allows:
7. Capacity Trading

7.1 Transactions subject to Retail Market Procedures

Transfers of Contracted Capacity will be undertaken

(a) where the relevant parties are registered diipants under the Retail Market
Procedures - in accordance with the Retail Market&dures; or

(b) if the relevant parties are not so registeredaccordance with rules 105 and 106
of the NGR, and this part 7.

7.2 Bare Transfers

43
a4

EnvestraAccess arrangement informatio@ctober 2010, p. 211.

For example; APT Allgagccess arrangement propos&eptember 2010, p. 16; Jemefegess
arrangement proposalugust 2009, p. 35; ActewAGlAccess arrangement proposatine 2009,
p. 39.
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A Network User is permitted to transfer or assifroapart of its Contracted Capacity
without the consent of Envestra if:

- the Network User’s obligations under the Agreetwelated to that Contracted
Capacity remain in full force and effect after trensfer or assignment; and

- the terms of that Agreement are not alteredrasat of the transfer or
assignment (a Bare Transfer).

Prior to using any Contracted Capacity that issihigiect of a Bare Transfer, the
transferor must notify Envestra of the nature ef @ontracted Capacity that is subject
to the Bare Transfer. The transferor must notifyéstra of:

- the subcontract and its likely duration; and

- the identity of the transferee; and

- the amount of contracted capacity transferred.
7.3 Other transfers

A Network User is permitted to transfer or assitjroapart of its Contracted Capacity
(other than by way of a Bare Transfer) with thepwritten consent of Envestra,
where the transfer or assignment is commercialtytanhnically reasonable.
Following such a transfer, the transferor’s righgginst, and obligations to Envestra
are terminated or modified in accordance with thegEacity trading requirements. A
contract then arises between the transferee anesEawon terms and conditions in
accordance with the capacity trading requirements.

Envestra may withhold its consent only on reasaabmmercial and technical
grounds, and may make its consent subject to dondijtbut only if they are
reasonable on commercial and technical grounds.

Examples of the reasonable commercial or techgialnds upon which Envestra
will withhold its consent or make its consent sgbj®e conditions include:

- where there is insufficient Capacity at any panthe Network (either before or
as a result of the transfer) to enable the propGsedracted Capacity to be
transferred or assigned to the proposed User DglReint;

- where Envestra would receive less revenue asudt iif the proposed transfer or
assignment of Contracted Capacity; and

- where the proposed transferee is unable to gd&isvestra that it is able to meet
the requirements set out in section 6 of this Asdasangement.

7.4 Delivery and receipt points

A Network User is permitted to change a DeliverynPand/or Receipt Point from
that specified in an Agreement with the prior vemticonsent of Envestra where the
change is commercially and technically reasonable.
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Envestra may withhold its consent only on reasaabmmercial and technical
grounds, and may make its consent subject to dondijtbut only if they are
reasonable on commercial and technical groundexample might be, if Envestra
would not receive at least the same amount of ievé&nvould have received before
the change.

7.5 Procedure

The following procedure is to be followed in retatito transfers or assignments of
Contracted Capacity (other than Bare Transfers)caadges to Delivery Point and/or
Receipt Points:

- the party requesting the transfer/assignmentabraage to a Delivery
Point/Receipt Point shall submit a written requedEnvestra, setting out the
applicable details. A fee of $100, payable at iime tof the request, will apply to each
request.

- Envestra will complete an analysis to determimetiver the request is
technically and commercially feasible and reasamabhe cost of completing this
analysis will be borne by the party that makesrdgiest. Charges for the analysis
may be made in relation to Demand Delivery Poimiy,cand may vary depending on
the complexity of analysing the request, but wéldgreed in advance with the party
making the request. Costs will be based on an foaté of $100 per person per hour
for each hour after the first hour.

Envestra will reply to requests for a transfer éottihan a bare transfer) or for a
change in Receipt Point or Delivery Point, withih Business Days of receiving the
request, provided the request is accompanied loynrdtion which is reasonably
necessary to enable Envestra to consider the reques

If, at the time the request is made, the Networ&rlisforms Envestra that, due to
hardship, the Network User requires an urgent replis request, Envestra will use
reasonable endeavours to respond to the requéshwito Business Days of
receiving the request, provided the request israpemied by information which is
reasonably necessary to enable Envestra to cortbeleequest.

13.4 Extensions and expansions policy

An extensions and expansions policy sets out thteaddor determining whether
extensions or expansions to the covered pipeli@¢cabe covered by the access
arrangement. Where an extension or expansioneésrdeted to be covered, the policy
determines how the use of that extension or expansill be priced.

13.4.1 Regulatory requirements

Under r. 48 of the NER extension and expansionireauents are to be included in a
full access arrangemefitRule 104(1) of the NGR requires that extension and
expansion requirements may state whether the apdi@ccess arrangement will
apply to incremental services provided as a regdtparticular extension or

% NGR, r. 48(1)(9).
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expansion or outline how this may be dealt with &ter time. If the requirements
provide that an access arrangement applies tomer&l services, r. 104(2) of the
NGR states that the requirements must deal witleffleet of the extension or
expansion on tariffs.

13.4.2 Access arrangement proposal

Envestra proposed an extensions and expansiony piadit is similar to the policy
approved by the QCA in its previous access arraegénkEnvestra noted that it
retained the ‘significant extensions’ criteria thscretionary coverage from the
previous access arrangeméhidowever, the definition of a ‘significant extens to
the network no longer requires an extension toex®&i million of capital
expenditure in order to require the AER to deteemiether the pipeline should be
covered. Pipeline extensions and expansions wekaqusly covered under the
access arrangements by default, unless the anadipgaantity of gas delivered
exceeded 10 TJs per year and the anticipated tapganditure for the extension
exceeded $1 milliofi’ Envestra also removed references to pipeline espas, on
the basis that these are not relevant to distobutietworks'?

13.4.3 AER’s considerations

The AER does not accept Envestra’s proposed extesnsind expansions policy.
Under r. 40(3) of the NGR, the AER has full dismetto impose preferable extension
and expansion requirements in an access arrangeevesw where they also comply
with applicable requirements and criteria underNi@l and NGR. The AER
considers that an amended version of Envestrajsosad would better promote the
national gas objectiv&.

Consistent with its previous decisidfighe AER considers that all extensions to high
pressure pipelines, rather than just ‘significdmgh pressure extensions as proposed
by Envestra?, should be assessed on a case-by-case basivévage. This is
because high pressure pipelines have similar ctestistecs to transmission pipelines,
and could be used either as viable bypass optmasd users, or to support the
existing network. The AER does not consider thgttagh pressure pipeline
extensions should be covered by default. The AERIders this should allow for
sufficient oversight of whether extension costsustide borne by reference service
customers.

In contrast, the AER considers that low and mediuessure pipeline extensions are
more likely to support the existing network thaghpressure pipelines and should
therefore be covered by default. If low or mediuragsure pipeline extensions are not
covered under the access arrangement, the AERderaghat the service provider

46
47

EnvestraAccess arrangement informatio@ctober 2010, pp. 211-212.

QCA, Final decision, revised access arrangement fordjagibution networks: Envestrdiay
2006, pp. 42-43.

EnvestraAccess arrangement informatio@ctober 2010, p. 211.

9 NGL, s. 23.

% For example: AERJemena Gas Network draft decisiétebruary 2010, pp. 348-350; AER,
ActewAGL draft decisiglNovember 2009, pp. 185-186; AE®yuntry Energy draft decision
November 2009, pp. 140-141.

EnvestraAccess arrangement informatio@ctober 2010, pp. 228-229.
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has scope to exercise monopoly power by chargingealeference prices, with cross-
subsidisation from the existing network. For thesssons, the AER considers that all
low and medium pressure pipeline extensions shioelicovered by default.

Unlike extensions to the network, the AER consideas all expansions to the
network should be covered by default. Network espars involve the augmentation
of pipeline capacity within the existing networkydaare likely to be used largely by
existing network customers. Relative to networleagtons, they are less likely to
serve a new or isolated customer or group of custsras a bypass option. As such, it
Is appropriate that any network expansions arereovas reference services under the
access arrangement. The AER does not accept Eaggstisition that pipeline
expansions have little relevance to distributiostemns’* The AER considers that all
potential augmentations to the distribution netwsitkuld be covered under
Envestra’s extensions and expansions requiremaensger to provide certainty to
end users. The AER also notes that Envestra isansenoff by including provisions
for expansions if those provisions remain unused.

The AER considers that coverage on this basispftbesure threshold) should satisfy
the national gas objectivé by promoting the efficient investment in, operatiand
use of natural gas services. The AER considersghagstra should notify the AER
of all extensions or expansions completed or irg@ss at the end of each financial
year. The AER considers this level of transparaacyecessary to satisfy the national
gas objectivé? The AER notes that Envestra’s proposal containsuch provisions,
and the AER requires Envestra to amend the accesmament accordingly.

Envestra may seek to recover non-conforming cagxkpénditure by means of a
surcharg®. The AER considers this will only apply to highepsure pipeline
extensions that the AER does not approve for coeeuader the access arrangement.
Under r. 83(2) of the NGR, the AER considers Emeaestust notify the AER of
proposed surcharges, which may be levied subjabetdER’s approval. The AER

will only approve a proposed surcharge subject 83¢4) of the NGR.

13.4.4 Conclusion

The AER proposes not to approve Envestra’s propesthsions and expansions
policy. The AER considers an amended policy coeliien promote the national gas
objective in s. 23 of the NGL and better adherth&opipeline coverage criteria in

s. 15 of the NGL.

13.4.5 Required amendments

Before the access arrangement proposal can bevagahenvestra must make the
following amendments.

Amendment 13.43: amend section 8 of the access arrangement pricpo$&allows:

8. Network extensions and expansions

2 EnvestraAccess arrangement informatio®ctober 2010, p. 228.

> NGL, s. 23.
> NGL, s. 23.
> EnvestraAccess arrangement propos@lctober 2010, p. 17.
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8.1 High pressure extensions

If Envestra proposes a high pressure pipeline sidarof the covered pipeline, it
must apply to the AER in writing to decide whetkiex proposed extension will be
taken to form part of the covered pipeline and idlcovered by this access
arrangement.

For the purposes of this section 6, a high pregsipedine extension means a pipeline
that exceeds one kilometre in length and is praptsde built to a postcode area
previously not serviced by reticulated gas.

A notification given by Envestra under this clagsé must:
(@) be in writing;

(b) state whether Envestra intends for the propbggidpressure pipeline extension to
be covered by this Access Arrangement;

(c) describe the proposed high pressure pipelitension and describe why the
proposed Extension is being undertaken; and

(d) be given to the AER before the proposed higisgure pipeline extension comes
into service.

Envestra is not required to notify the AER undes tilause 6.1 to the extent that the
cost of the proposed high pressure pipeline exaertsas already been included and
approved by the AER in the calculation of Referehagffs.

After considering Envestra’s application, and utaldng such consultation as the
AER considers appropriate, the AER will inform Estra of its decision on
Envestra’s proposed coverage approach for thegriggsure pipeline extension.

The AER’s decision referred to above may be madsuch reasonable conditions as
determined by the AER and will have the effectestah the decision.

8.2 Other extensions and expansions

Any extensions to and expansions of the capaciti@Network which are not high
pressure pipeline extensions within the meaningjafse 6.1 will be treated as part of
the Network and covered by this Access Arrangement.

All extensions of low or medium pipelines and exgans of the capacity of the
Network carried out by the Envestra will be treaasccovered under this Access
Arrangement. No later than 20 Business Days folhgwhe expiration of its financial
year, the Service Provider must notify the AER lbéatensions of low or medium
pipelines and expansions of the capacity of thevidet during that financial year,
including all expansions commenced, in progresscantpleted. The notice must
describe each extension and expansion and sethyutiwg was necessary.
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8.3 Treatment of covered pipelines

If an extension or expansion is to be treated @svared network under the access
arrangement, Envestra will offer reference servioeshat extension or expansion at
reference tariffs (ie no change to the referenddp Envestra may levy a surcharge
on users to recover non-conforming capital expeneliin accordance with rule 83 of
the NGR.

Envestra will notify the AER to seek approval ofyammoposed surcharge to be levied
on users of incremental services, and designegctmver non-conforming capital
expenditure or a specified portion of non-confirgnaapital expenditure (non-
conforming capital expenditure which is recovergadreans of a surcharge will not
be rolled into the capital base). Surcharges wily ®e approved subject to rule 84(4)
of the NGR.

13.5 Queuing requirements

Queuing can be used to determine access to ampgéht is fully, or close to fully,
utilised. Typically, new users will be able to lammodated because, unlike
transmission pipelines, distribution networks do oyerate close to full capacity. If
use at one point in the network is nearing capaailgmentation of the network will
normally be undertaken to meet the needs of proispadsers.

13.5.1 Regulatory requirements

Under r. 103 of the NGR, queuing requirements @igetincluded in a full access
arrangement only if the access arrangement is fi@namission pipeline or if the
AER has notified the service provider to includegug requirements.

13.5.2 Access arrangement proposal

Envestra’s access arrangement proposal did natda@dny references to queuing
requirements.

13.5.3 AER'’s analysis and considerations

Envestra is not required to include queuing reguoéets in its access arrangement
proposal as it operates a distribution pipeline thiedAER has not required Envestra
to include queuing requiremenifsThe AER notes that Envestra did not propose
queuing requirements in the earlier access arraegeperiod and that the QCA did
not require any to be included. The QCA came t® ¢bnclusion because it accepted
Envestra’s argument that queues were unlikely tam fdue to a lack of capacity in the
network>’

13.5.4 Conclusion

The AER proposes to accept Envestra’s proposabriatiude queuing requirements
in its access arrangement proposal.

® NGR, r. 103(1).
" QCA, Final decision, revised access arrangement fordjasibution networks: Envestralay
2006, p. 39.
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13.6 Review dates

The NGR includes a general rule that the proposedss arrangement period will
apply for at least five years and be reviewed dtiar years, or sooner in the event of
certain triggers. A five year period between re\sgwovides regulatory certainty for
service providers, in terms of the commercial pai@ns they operate within, as well
as for users, in terms of the price and conditmiraccess to the regulated network.

13.6.1 Regulatory requirements

Rule 49(1) of the NGR requires that a full accesarmement that is not voluntary
must contain a review submission date and a reavistonmencement date and must
not contain an expiry date.

In general, a review submission date will fall fgears after the current access
arrangement took effect or the last revision comrearent date, and a new revision
commencement date will fall one year la&¥The AER is required to accept a service
provider’s proposed review submission and commepoeuhates if these are made in
accordance with the general rule set out in r.f38@®NGR. It may also approve dates
that do not conform to the general rule if it ifsfged that the dates are consistent
with the national gas objective and the revenuepaitihg principles.

The review submission date may occur in advandkeotlate fixed in the access
arrangement if a specified trigger event ocCtiRule 51(2) of the NGR provides
examples of possible trigger events. The AER maigiron the inclusion of trigger
events in an access arrangement and may specifiathee of the trigger everits.

13.6.2 Access arrangement proposal

Envestra proposed a review submission date onforeb& October 2015 and a
revision commencement date on the later of 1 Jol62and the date on which the
AER'’s approval of the revisions to the access gearent takes effect under the
NGR

Envestra’s access arrangement proposal did natdad trigger event for the
acceleration of the review submission date.

13.6.3 AER'’s analysis and consideration

The review submission date of 1 October 2015 pregdy Envestra is later than the
1 July 2015 date indicated by the general rule undg0(1) of the NGR. The AER
considers that a 1 October 2015 review submissab@ would allow significantly less
time for the AER to make its decision on the acegssngements for Envestra
compared to the 1 July 2015 date indicated by émegal rule in the NGR. The AER
considers that a truncated review process may esdisiability to adequately consider
the access arrangements, which could result iruegome that is not consistent with
the national gas objective. On the basis of thesAER rejects the 1 October 2015
review submission date proposed by Envestra.

% NGR, r. 50(1).
* NGR, r. 51(1).
' NGR, r. 51(3).
1 EnvestraAccess arrangement propos@lictober 2010, p. 17.
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As the revision commencement date proposed by Eavesconsistent with the
general rule under r. 50(1)(b) of the NGR, the AfaRst accept it.

The AER notes that the retail energy and gas cdiomscframeworks are expected to
be introduced during the access arrangement pérfaeke frameworks may impact
on the terms and conditions of access for usergatahtial users, such as the credit
support provisions proposed under the National ggn€ustomer Framework
(NECF). In these circumstances, the AER considetd trigger event should be
included to enable the AER to review the approeeohs and conditions of access for
consistency with the arrangements proposed undsethew frameworks.

13.6.4 Conclusion

The AER proposes not to accept Envestra’s propaseew submission date. The
AER considers an amended date could better protheteational gas objective in
s. 23 of the NGL. The AER accepts the review contasrent date proposed by
Envestra.

13.6.5 Required amendments

Before the access arrangement proposal can bewvaopiienvestra must make the
following amendments.

Amendment 13.44: amend section 9 of the access arrangement pidposa

1) delete clause 9.1 and replace it with the foilhmy

Envestra will submit revisions to this Access Agament to the Regulator on or
before 1 July 2015.

2) include the following new clause 9.3:

The AER may require Envestra to revise its Accaesamgement for inconsistencies
between the proposed terms and conditions and @ied¥ NGR.

The revisions submission date stated in clausefdlie access arrangement proposal
will advance on the occurrence of a trigger evasicdbed below. For the purposes of
this clause, a 'trigger event’ occurs if:

(a) there is an amendment to the NGL or the NGRh®National Energy Retail Law
or National Energy Retail Rules commence operatidQueensland; or

(b) the STTM does not operate as anticipated ama@dthess arrangement does not
effectively accommodate the STTM; and

(c) the AER provides Envestra with a notice statheg the circumstances described
in (a) or (b) are significant. An amendment or ¢benmencement in Queensland of
the National Energy Retail Law or National Energgt&l Rules is significant if it
affects reference tariffs. The new review submissiate will be the date 6 months
from the date of the notice provided by the AERamitiis clause.
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A. Confidential averaging period
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B. Actual cost of debt (confidential)
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C. Detailed WACC Issues

This appendix outlines the AER’s consideration etladled issues in relation to
Envestra’s proposed rate of return, under theotlg general categories:

= OQverall rate of return
= Equity beta
= Debt risk premium

= Market risk premium

This appendix should be read in conjunction witaptkr 5.

C.1 Overall rate of return

C.1.1 Recent sale of regulated assets

The AER considers that recent sales of regulateetasan provide useful
information regarding the extent to which the AER/@ighted average cost of capital
adequately compensates regulated service provitleesAER’s consultant, Professor
Kevin Davis stated:

... if access prices are set using the correct dasdpmtal such that expected
future net cash flows provide both the requirednreto capital and the full
return of capital, the market value of equity pliebt will (at the start of the
regulatory period) equal the book (regulatory) eatfi assets. With the
regulatory period, the valuation may differ becaofananticipated changes
in risk premia or cash flows. In principle, if matkvalue exceeds book value,
this suggests that the regulatory rate of retuabisve that required by
investors, and the converse when book value exaeadset valué.

Professor Kevin Davis stated various factors maygeanarket and book values to
differ at the date of the regulatory determinatidfar instance, the market value can
exceed the book value as regulated entities mayb&snvolved in other non-
regulated activities (which are able to earn excegsns), AER’s financial and
operating structure maybe sub optimal and possipiergies associated with
mergers. Professor Kevin Davis states that the lvable may exceed the market
value if regulatory risk is high.

While other factors may be present, the AER do¢sowsider that they fully explain
the purchase price of regulated utilities beingp80cent more than the regulated
asset base.

One of the most recent sales of regulated asseatsh@gEnvestra purchase of Country
Energy’s NSW Gas Networks business. Informatioatie to this sale was

1 Kevin Davis,Cost of Equities — A Report for the AEIR,January 2011, p. 7.
2 Kevin Davis,Cost of Equities — A Report for the A, January 2011, p. 7.
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contained in a market presentation released t&8¥ on 26 October 2010 and is
summarised as follows:

= purchase price of $107 million
® regulated assets represent 70 per cent of purghigse

=  the RAB was $59.6 million as at 30 June 2010 anekcfast to be $63.2 million at
30 June 2011.

The purchase of Country Energy’'s NSW Gas Netwotssrizss was a public tender
and it is therefore reasonable to assume the sakenepresents an approximate of the
true market value. In addition, Envestra had theaathge of knowing the outcome of
the AER'’s final decision on the access arrangerfwgrthe covered pipeline,

including the cost of capital and the cash flonsoagted with that rate of return. The
premium paid by Envestra relative to Country En&rdRAB suggests that the AER’s
weighted average cost of capital does not undeipensate the service provider.
Envestra purchased Country Energy’s regulated sasefpproximately 26 per cent
(19 per cent if the 2011 RAB forecast is used) alibve RAB value.

The AER recognises that Envestra may justify thyh lpiurchase price due to potential
synergistic gains. However, the AER does not cardite 26 per cent premium can
be justified on these grounds alone. The AER canmsithat synergies can be
primarily driven by a minimisation of operating exyituré which is only 34 per

cent of total building block revenue in Envestreése. Even if Envestra was able to
reduce Country Energy’s operating expenditure bfy(lmapossible scenario), this
would not justify the 26 per cent premium paid.

As demonstrated in table C.1 below, all regulatedd have been purchased at RAB
multiples of greater than one, with a RAB multipfeat least 1.2 times.

AER, Final decision\Wagga natural gas distribution network 1 July 2030-June 2015March

2010, p. 5 and ASXgnvestra company announcemet,October 2010, viewed 27 January 2011
<http://lwww.asx.net.au/asxpdf/20101026/pdf/31tdpraxqgc.pdf>

The benefit associated with minimising capital exgiture is limited as it only relates to the return
on capital for difference between actual and fasecapital expenditure for the outstanding year of
the access arrangement period. This being duesttath that actual capital expenditure and not
forecasted capital expenditure is used to deterth@®pening regulated asset base. Further, other
synergistic gains exist, but they are small in niagie.
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Table C.1: RAB multiple for recent regulated assesales

Date Acquirer Target RAIairrrr:glst;ple
Dec 06 APA DirectLink 1.45
Oct 06 APA Allgas 1.64
Aug 06 APA GasNet 2.19
Apr 06 Alinta AGL Infrastructure assets 1.41-152
Mar 06 APA Murraylink 1.47
Aug 04 DEUT/Alinta/Alcoa Dampier to Bunbury Natuk@ahs Pipeline 1.20
Aug 04 APA Southern Cross Pipeline and Parmelia Gas 1.47
Apr 03 Alinta/AMP/Aquila Alinta Gas Network 1.35
Apr 03 Alinta/AMP/Aquila Multinet Gas 1.44
Apr 03 Alinta/AMP/Aquila United Energy 1.52
Aug 02 CKI/HEH Citipower 1.69
Oct 00 Consortium ElectraNet 1.37
Sep 00 CKI/HEH Powercor 1.71
Jun 00 Singapore Power PowerNet 1.49
Dec 99 CKI/HEH ETSA Utilities 1.26
Jul 99 CKI 19.97% of Envestra 1.49
Jun 99 GPU GasNet 1.72
Mar 99 Envestra/Boral Stratus Networks 1.99
Jan 99 Texas Utilities Westar 1.86

Source: Grant Samuel & Associates Pty Limitedancial Services Guide and

Independent Expert Report in relation to the Retedisation and Restructure
of Babcock & Brown Infrastructur® October 2009, p. 78 and Grant Samuel &

Associates Pty Limitedndependent Expert Report in relation to the

Acquisition of the Alinta Assets November 2007, p. 65.

Table C.2 presents analysis from Grant Samuel wshichvs listed infrastructure
firms being traded at premiums significantly abosgulated asset values.
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Table C.2: RAB multiples of regulated assets usingecent market data

Entity Average RAB as at 30 June  Average RAB as at 30 June

2009 2010
SP AusNet 1.50 1.40
Spark 1.81 1.73
DUET 1.21 1.15
Envestra 1.28 1.21

Source: Grant Samuel & Associates Pty Limitedancial Services Guide and
Independent Expert Report in relation to the Retedipation and Restructure
of Babcock & Brown Infrastructuré® October 2009, p. 77. Based on share
prices at 29 September 2009 and average nominal fBARlevant year. RAB
is based on the respective regulatory determinséoeept for DUET which
allows for the $908 million expenditure on the &t&@\ and 5B expansion of
the Dampier to Bunbury Natural Gas Pipeline.

Further, the AER considers the broker reports glediby Envestra also support the
proposition that regulated utilities trade andarquired at RAB multiples in excess
of one.

C.1.2 Cost of equity implied by broker reports

SFG’s analysis of information from broker repodsubject to several shortcomings
when it is used to test the overall reasonableoketfe AER’s return on equity.

SFG noted that the cost of equity can be estimiabea comparable firms as the sum
of the expected annual dividend yield and expeatedial price appreciation. From
various broker reports, SFG estimated that for amaipe firms the dividend yield is
10.5 per centand annual price appreciation is 11.3 per &¢towever, SFG
recognised that this would unrealistically implatitomparable firms are expected to
earn an annual return of 21.8 per cent (10.5 +)1N@netheless, the AER considers
it is unrealistic to assume a price appreciatiohloB per cent as:

= 12 month price targets issued by brokers repremsepkpected high over the 12
month period and do not represent the expectedahcapital appreciation over
the long term

= these forecasts are heavily influenced by the austate of the share market and
the 11.3 per cent suggests that at the time afeghert the stocks were still
recovering from the effects of the GFC, and thagcmvery across the entire
market was expected.

Strategic Finance Grouphe required return on equity commensurate withrenirconditions in
the market for funds Report prepared for EnveiaSeptember 2010, p. 8.

®  strategic Finance Grouphe required return on equity commensurate withlrentrconditions in
the market for funds Report prepared for EnvefaSeptember 2010, p. 12.
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As submitted by Professor Kevin Davis, making uiSleroker forecasts in forming
decision is problematic at besProfessor Kevin Davis considers caution should be
exercised when interpreting capital appreciatiomfibroker reports, as they are
generally accompanied by buy, hold or sell reconaagans. Buy and sell
recommendations are premised on the view that rhprlees are not inline with
fundamentals and not generally linked to an estmég required rate of retufn.
Assuming a buy recommendation is issued (which esigghe firm is underpriced),
the capital appreciation forecasted by the bro&port would include a component
that is associated with the under pricing. Overingkhis mispricing component is a
further shortcoming of SFG’s analysis.

As evident in figure C.1, all of the broker repgutevided by Envestra have either a
buy or hold recommendation. As a result, the AERsaters the capital appreciation
forecasts provided in the broker reports can naidszl to estimate the return of
capital, as the mispricing component would resulin over estimation of the return
on capital.

Figure C.1: Frequency of recommendation in broker eports provided by Envestra

I

BUY HOLD SELL OTHER

Source: Envestra, email to AERE: AER.EN.20 — return on capitdl) February 2011.

As an alternative approach to testing the AER’s obesquity, SFG submitted that
comparable firms are likely to appreciate by 2.83.@®per cent in nominal terms. As a
result, SFG submitted that 13 to 14 per cent (3¥®%, 10.5 +3.5) is a conservative
estimate of the return on equity for Envestra. Hamvethe AER notes that the 10.5
per cent dividend is upward biased due to it beagially composed of a return of
capital (depreciation) component. As a result, SF@idend yield forecast is not
indicative of the company’s profit based returntfoe purposes of indicating the
market cost of capital. Professor Kevin Davis alstes that a component of utilities

7
8

Kevin Davis,Cost of Equities — A Report for the AER, January 2011, p. 16.
Kevin Davis,Cost of Equities — A Report for the AER, January 2011, p. 16.
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dividends (stapled securities) is return of captad should be deducted from the
dividend in performing the calculation:

To the extent that this is the case, the capitalganent of those payments
should be deducted from the “dividend” in perforgithe calculation... it is
not apparent that for many such entities thesestimates of dividendser
seas opposed to estimates of distributions whicloepass dividends,
interest payments on loan and returns of capital.

Using information from annual reports, table C.&ndestrates that a significant
component of utilities total distribution is inteten loan and return of capital. As is
evident in table C.3, the dividend component adltdistributions can be as low as
18.6 per cent.

Table C.3: Break down of Envestra’s and SP AusNebtal distributions

Company Item (cents per share/security) 2009 2010
Envestra Earnings 3.80 2.80
Unfranked dividend 1.89 2.75
Partially franked dividend - 2.75

Loan Note Interest 3.90 -

Loan Note Principal 4.39 -
Total Distributions 10.18 5.50

SP AusNet Earnings 6.99 8.09
Franked Dividend 2.65 3.20
Loan Interest 3.94 4.58
Capital Return 5.57 2.15

Total Distribution 11.81 9.93

Source: Kevin Daviszost of Equities — A Report for the AEF® January 2011, p. 16.

The AER considers that if a nominal price appreamais to be considered (2 — 3 per
cent), the dividend yield must be reduced by 5r5cpet?, so that the dividend

reflects pure return expectations. Accordingly, tin@st appropriate return on equity
that can be derived from analyst reports is 7.55p8r cent and can be derived in two
equivalent ways:

= a5 per cent dividend yield (10.5 minus 5.5) ar&d%a— 3.5 per cent nominal price
appreciation, or

®  Kevin Davis,Cost of Equities — A Report for the AER,January 2011, pp. 15-16.
10 AER analysis. The 5.5 per cent is the differencgiéfd forecast and the maximum yield attributed
to profits. The figure is derived from broker repfarecasts.
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* a10.5 per cent dividend yield and 2 — 3 per centinal price depreciatiot.

Further, SFG stated that the 10.5 per cent divigeegld is conservative as data from
capital raisings imply a dividend yield of 15.11r gent*? However, in addition to the
concerns raised above (primarily that dividenddsahclude return of capital), the
AER considers dividend yields from capital raisittg® not be relied upon as shares
are typically issued at a discount to prevailingkeaprices. Therefore, the dividend
yields obtained in capital raisings are upwarddaleand not reliable. Further, capital
raisings are not arms length transactions, sineg generally involve offers to
existing shareholders.

There is a trade-off between capital gains andddivils. Even though regulated
utilities are able to pay high dividends todaystbomes at the expense of future
dividends and future capital appreciations. HowgNean not be expected that the
firm will not decline in value if it is paying dowits capital over time. As a result, it is
not practical to assume the benchmark efficienvagk service provider can maintain
a high dividend of 10.5 per cent and at the same &xpect its share price to
appreciate.

SFG has only provided limited material from thek®s’ reports consulted and
Envestra provided the broker reports to the AEReaknprior to the draft decision
release dat& As a result, the AER has not been able to adelyumdsess the
information contained in the broker reports prodidy Envestra. Following a limited
analysis, the AER considers the broker reportsigealvby Envestra may not be
reflective of the broker reports quoted by SFG (abée C.4). For instance, Envestra
did not provide certain brokers quoted by SFG, sorde of the reports provided by
Envestra were not quoted by SFG.

" This is supported by Professor Kevin Davis whatest, “Alternatively the terminal vale

assumption should reflect the decline in capitdleaf the security due to repayment of
principle”. See Kevin DavigCost of Equities — A Report for the ABR,January 2011, p. 15.
Strategic Finance Grouphe required return on equity commensurate withrenirconditions in
the market for funds Report prepared for EnveiaSeptember 2010, p. 12.
13 On the 14 January the AER requested the brokartefrom Envestra and asked the broker
reports to be produced by the 20 January. AER, leam&investraAER.EN.20 — rate of retuyn
14 January 2011. Envestra provided the broker tepaorthe 10 February 2011. Envestra, email to
AER, RE: AER.EN.20 — return on capitdl) February 2011.

12
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Table C.4: Broker reports quoted by SFG and providd by Envestra to the AER

Broker reports quoted in the Broker reports provided by
SFG study Envestra to the AER
Ballieu Research X
Citi Group X
Credit Suisse X
Deutsche Bank X
Goldman Sachs JBWere X
JP Morgan X
Macquarie X X
Merrill Lynch X
Morgan Stanley X
RBS Morgan’s X X
USB X X
Wilson HTM X X

Source: Envestra, email to AERE: AER.EN.20 — return on capitdl) February 2011.

Further, the AER considers the majority of the leroleports provided are outdated
and maybe of limited use in estimating the costmfity for the 2011-2016 access
arrangement period. Given that broker reports hgpabvide 3 year forecasts,
Envestra latest broker report (28 April 2008) wolbédof limited use in determining
capital appreciation and dividend yield forecakts tire expected to prevail over the
2011-16 period? The AER questions why SFG did not use more ugate Hroker
reports in its analysis when assessing the costtal.

14 The latest broker report provided by Envestraldiomly be able to provide forecast for the first 6

months of the 2011-2016 access arrangement.
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Table C.5: Broker reports provided by Envestra to he AER

Date Broker Firm analysed
17November 2003 Auerbach Group ENV
20 November 2003 UBS APA
26 November 2003 Auerbach Group GAS
27 November 2003 UBS ENV

29 August 2005 Citi Group HDF
21 February 2006 ABN AMRO ALN, AGL
23 February 2006 ABN AMRO ALN

11 May 2006 Deutsche Bank AGL
19 June 2006 ABN AMRO APA

30 October 2006 Macquarie AAN
28 February 2007 Deutsche Bank AAN

17 August 2007 Macquarie DUE

30 August 2007 Macquarie SKI
25 February 2008 ABN AMRO SKI
27 February 2008 ABN AMRO ENV

26 March 2008 ABN AMRO SPN

28 April 2008 ABN AMRO DUE

Source: Envestra, Email to the ABRE: AER.EN.20 — return on capital,
10 February 2011.

If broker reports are to be used as a cross clwedké cost of equity, all information
in the report should be considered, including steneated WACC contained within
the report. Some of the reports quoted by SFG assuWACC of around 7 per cent.
As a result, this would indicate that the AER WA@Ges not under compensate the
service provider.

The AER further considers that broker report fostg@an not be relied upon as the
firms analysed are not reflective of the benchnsarvice provider. For instance, the
broker reports suggest that Envestra’s gearing ratpproximately 71 per cent,
which is well above 60 per cent assumed for thelemrk service provider. The
higher actual gearing of Envestra would be expettedove the equity return
upward relative to an equity return based on alweack 60 per cent gearing.
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C.1.3 Cost of equity vs. cost of debt

The AER considers the cost of debt has not bedrehidpan the cost of equity in any
of its decisions. In examining why the cost of ¢gerossed over to be lower than the
cost of debt in the period January to June 20@9AHER notes:

= at the time of cross-over the risk of default omgderm bonds seemed real to
most investors leading to a short term beta esoal&dr such securities (the data
is not limited to bonds issued by regulated firniggulated entities did not
present the same risk so the cross-over relatitieeio cost of capital was
perfectly reasonable in the circumstances

®= no companies were actually issuing long term cateobonds at this time. In
particular, there were no actual Australian issBB&8+ 10 year corporate bonds
in existence at the time. Therefore, the ratesegate constructed from other
data and subject to the distortions in the markedre risk of default was a
dominating influence, and the normal market ristedia associated with
corporate bonds of a particular credit rating nogker applied. This means the
comparison is based on data constructed for regylatirposes and should be
discounted

" had the AER issued a decision at this time, the AERRACC estimates would
have reflected higher debt costs.

It is valid to assume that the return on equity lddae higher than the return on debt.
However, the AER does not consider this impliescitst of equity it has set in the
past would have been too low in the period Jantdyne 2009. Instead, the AER
considers this outcome implies that the debt rigkqaum allowed in this period was
unusually high. The AER considers firms do not aepen the issue of long term
bonds for debt financing when markets are volayés the benchmark cost of debt is
based on such bonds even though they did notiexise market at the time and
values had to be based on estimates and extrapo(athich have been the subject of
much debate). The AER considers recent data sutiggdtonds have been issued at
much lower yields than the debt margins considese@EG. If debt margins are
based on more recent data, the consistency isswedrethe debt risk premium and
the cost of equity should not be present.

C.1.4 Modigliani and Miller theorem
The paper submitted by Professor Bruce Grundy nesdihe weighted average cost
of capital formula to express in terms risk prersiach:

D E
R. —R; :VRd +VRe_Rf

_Dr - ERr_
(Rc_Rf)_V(Rd Rf)+V(Re Rf)

Firm _ Risk_Premium=5 Debt_Risk Premiunt VE Equity_ Risk_Premium

FRP=2 DRP+ = ERP
Y, Y,
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However, Grundy assumes the convex relation betwédn and D/V implies that the
DRP must be less than D/V*FRP. That is FRP>DRP*Wtich implies:

2 DRP+E ERP> DRPM
\/ \/ D

Substituting gearing of 60%, Professor Bruce Grusutymits the equity risk
premium must be at least 2.67 times the debt riekum.

Professor Kevin Davis and Associate Professor Han@andley) both caution the
use of the Modigliani and Miller theorem to implyedationship between the cost of
debt and equity> Handley considers the Modigliani and Miller theori the
presence of risk debt is based on the assumptairetjuity and debt are priced in the
(same) integrated market, rather than being piicéseparate) segmented markets.
Handley states that when this assumption is assameaact relationship between
the firms cost of debt and equity can be estaliisAesuming Professor Bruce
Grundy’s theory is correct, Handley considers thdhe equity risk premium is less
than 2.67 times the debt risk premium, this comigly the equity and debt is priced
in:

= an integrated market and the equity risk premiutoasiow
® an integrated market and the debt risk premiuraashigh

= in segmented markets and so the Modigliani ande¥itieorem cannot be used to
infer that the equity is mispriced relative to thebt*®

Taking into account Handley’'s advice, the AER cdass Professor Bruce Grundy
has not demonstrated which of the three situatdnose is most likely to be present.
The Modigliani and Miller theorem could imply thie debt risk premium is
excessive or that equity and debt is priced in ssged markets.

Further, the AER considers the Modigliani and Milkeoposition 2 can be used to
demonstrate that the AER’s weighted average retnroapital does not under
compensate the service provider. According to thoeligliani and Miller proposition
two, the weighted average cost of capital can bmutzded as the return on equity of a
firm with zero leverage. Removing the financiakredement from the Envestra’
equity beta of 1.1 (upper bound of Envestra’s raugeives an asset beta estimate of
0.44. Therefore, using the parameters in Envestragosal the return on equity on a
zero leverage firm as per the Modigliani and Mileoposition 2 is:

r,=r, +58*(MRP)

r, = 530+ 044* (80)

15 Kevin Davis,Cost of Equities — A Report for the AER,January 2011, p. 19 and John Hanley,

Peer Review of Draft Report by Davis on the CosE@diity, 18 January 2011, pp. 9-10.
John Hanley, Peer Review of Draft Report by Dawighe Cost of Equity, 18 January 2011,
pp. 9-10.
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r, =882

As is evident, the weighted cost of capital usimyé&stra’s parameters is 8.82 per
cent. Now to contrast that to weighted average absapital the AER is providing to
Envestra:

r,=r, +58*(MRP)
r, = 568+ 08* (6.0)

r, = 1048
E D
r,=r.(=)+r,(—
SORAG
r,(AER = 1048* (04) + 961* (06)

r,(AER) = 996

As is evident, the AER weighted average cost oitab(®.96 per cent) is significantly
higher than the weighted average cost of capitplied by Modigliani and Miller
proposition 2 using Envestra’s parameters (8.82Zpst). The AER does not intend
to set the weighted average cost of capital basddaigliani and Miller proposition
2. However, the AER does consider that Modigliard Miller proposition 2
demonstrates that the AER’s return on capital dmesinder compensate service
providers.

C.2 Equity beta

The following section addresses issues raised be$ira in regards to the beta
estimate.

Envestra submitted that the sampling period the A&llRd upon in estimating a beta
of 0.8 exhibits a historically low level of volaty, and specifically excluded the
period of the GFC on the basis that this period wdskely to be consistent with the
equilibrium requirement of the CAPM. Envestra sugjgé that beta sampling period
should take into account of the GFC as:

® not including the GFC period resulted in a downwaiess in the beta estimate.
Given the continued systematic shocks and heigtterstability in the global
economy since September 2008 (e.g. European dsisf) cr

= Jagannathan and Wang point out that if a stoclallagh beta when market risk is
high and a low beta when market risk is low, tHemunweighted average
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measured beta for that stock will underestimatéerir=unconditional beta that
investors assign to that stdék

= if the future is uncertain, then most weight shdudgiven to the betas that
existed when the risk was high

= stocks that most likely have low betas (such dgyusitocks and other mature
industry stocks) might nonetheless have high hatpsriods that really matter to
investors (periods of high risk).

The AER does not consider that the GFC period shbelrelied upon when
estimating beta. The AER considers the GFC pedathrepresentative as the market
conditions during the GFC period are unlikely toreiective of the market going
forward. If the GFC period were to be included ampling period, the beta estimate
is unlikely to represent the best forecast possibtae circumstances.This is
consistent with the AER’s exclusion of the ‘techowl bubble’ over the 1990s from
the sample period during the WACC review, which {dduave been to the detriment
of service provider§’

Professor Kevin Davis considers caution shoulddsslwith the argument that poor
stock market performance of regulated utilitiesmiyithe GFC suggests a beta closer
to one.

The weakness in this argument lies in the impliezlenption that actual
returns are indicative of expected returns ovelatively short period of time,
and particularly at a time of significant markesription.**

To infer that utilities have a beta estimate gretitan one, as a result of utilities
having a more negative return than the market theeperiod January 2008 to March
2009, requires an assumption that there was nerdifte in news affecting both
utilities and the overall market in that perfddsiven the market condition in the
period January 2008 to March 2009, Professor KBawis considers this assumption
to be unrealistic. Professor Kevin Davis submitg thnvestra must provide
substantially more analysis to demonstrate thdtdripeta estimates are required for
service providers as a result of the GFC peffod.

Further, the AER’s consultant in the WACC reviewa®Henry, noted that the
estimates after September 2008 and any estimaietlift period (GFC period) are
unlikely to be consistent with the capital ass@tipg model** Olan Henry notes that
the period post 2008-09 are unlikely to be consistéth the equilibrium condition

17" Competition Economics Groufstimating the cost of capital under the NGR, Aorefor

Envestra September 2010, p. 16.

Competition Economics Groupstimating the cost of capital under the NGR, Aoréfor
Envestra September 2010, p. 21.

9 NGR, r. 74(2)(b).

20 AER,WACC review final decisigri May 2009, pp. 269-271.

2L Kevin Davis,Cost of Equities — A Report for the AEI,January 2011, p. 16.

22 Kevin Davis,Cost of Equities — A Report for the AE®, January 2011, p. 16.

% Kevin Davis,Cost of Equities — A Report for the AER,January 2011, p. 16.

2 AER,WACC review final decisiorl May 2009, p. 271.
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required and should be excluded form the samplegender consideratiof.As a
result, the AER considers that the GFC period ghaot be relied up on estimating
beta for Envestra. Further, Envestra has not peavahy evidence that investors
develop expectations on periods when volatilitigigh. The AER considers that beta
should be estimated on the period 2002-2007, wikiehperiod that it considers is a
representative period of prevailing market condsiover the next ten years.

The AER also highlights that Synergies Economic stdting (on behalf of APT
Allgas) submitted that that caution must be exertiwhen estimating equity returns
over the GFC period.

... From August 2007, the normal volatility in equigturns moved below
the lower bound of the control range. Caution ntlustefore be exercised
when estimating equity returns from this sub perBased on this analysis,
this sub period is clearly not indicative of whatmally happens with regard
to equity returns. Alternatively, there may haveta change in the way
investors assess and / or price risk (that isugtstral change) however this
would be difficult to reliably determine withoutweral years of dat.

This reaffirms the AER’s point of view that the GIp€riod can not be relied upon
when estimating the beta.

CEG demonstrates the general utilities stock pricesuding Envestra) fell by more
than the market index in the period 2 January 26@March 2009. As a result, CEG
suggests that the utilities are more risky thamotherall market and should receive a
beta estimate greater than one. As outlined alibeehAER does not consider accurate
conclusions can be drawn from the GFC period ssuhrepresentative of the
conditions that are likely to prevail in the 201%-dccess arrangement period. Further,
Envestra’s actual gearing is more than the bendhiegel of gearing (60 per cent).
Hence, Envestra’s stock price would be more regperis general market movement,
in contrast to a benchmark service provider. Psafekevin Davis considers that
more analysis and evidence must be presentedeothrt the performance of
regulated utilities stock prices relative to therke& during the GFC can imply

utilities have a higher beta estimafe.

CEG provided two forms of asset beta estimateSdAER. One asset beta estimate
was derived using a variable estimation period mdate GFC period and another
estimate was based on 5 year estimate period eddimg2010 with a variable
observation period. The beta estimates are detigen) 55 companies from a
modified sample used by NZ Commerce CommissiontlReésons paper. The AER
considers that the sample of companies used in €&§¥et beta estimate can not be
relied upon when estimating for a benchmark serprogider. The sample is
primarily made up of foreign firms and as was thsecin the WACC review limited
weight should be placed on foreign estimate. Fstaimce, in the WACC review the
AER noted that the difference in the regulatiomos$inesses, the regulation of the
domestic economy, geography, business cycles, eeatid a number of different
factors are likely to result in difference betwesguity beta estimates for similar

% Qlan T. HenryEstimating beta23 April 2009, p. 8.

% Synergies Economic Consultirgstimating a WACC for the APT Allgas DistributioatiNork,
September 2010, p. 31.

27 Kevin Davis,Cost of Equities — A Report for the AER, January 2011, p. 18.
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businesses between countries. As a result, the @dBRiders that foreign estimates
should only be used a cross check of the domestiityebeta estimates.

CEG submitted that it observes a heightened avexsggt beta in the midst of the
GFC crisis of around 0.48 and notes this beta Btk to a level of around 0.38 as
the estimation period of measurement is extendedduforward and backward from
the GFC crisi€® The estimation period that is used to derive t88 €0 0.48 asset
beta estimate is only 170 to 600 trading days. AIBR considers that in determining
an appropriate estimation period there is genecalhsidered a trade-off between the
potential loss in relevance of older in reflectiogvard looking expectations and
having sufficient observations in order to obtaiolust and statistical reliable beta
estimate. As a result, the AER considers that stienation period used by CEG to
derive the asset beta estimate of 0.48 to 0.3&isow to derive a statistically reliable
beta estimate. CEG has not provided informatiog testatistics) to demonstrate that
these asset betas are statistically significanth@ed in the Olen Henry review, the
beta t-statistic increased drastically in the Gle@iqul*°

Further, when beta is estimated in short time fraarshort term CAPM must be
assumed. However, the AER considers such with awgtiort time frame it is known
the assumption behind the CAPM are far less seEareexample the assumption that
transaction costs are negligible is an approximatier a multi-year time horizon but
is highly questionable in a one month time frammilarly, as a one period model the
assumption that the expected return covers thesiare total time horizon may be
reasonable in a five to ten year setting but idamgible in a one month framework.

CEG estimated an asset beta for a 5 year estimag¢iood to June 2010 with a
variable observation period. CEG demonstratesthigaaverage asset beta is 0.38 and
that the beta varies drastically depending on theumt of trading days in the sample
period®* When estimating equity beta, data service prosigenerally use an
estimation period of five years using monthly olaéions. However, the AER does
consider that in most circumstance increasingrtbguiency of the data to weekly or
daily is likely to increase the precision of théirate, as long there is no presence of
thick trading®? Given CEG has not presented any information thiektrading is not
an issue (e.g. the Dimson approach) and other tobss test to demonstrate
observation period is appropriate (e.g. test feo@urrelation and heteroskedasticity),
the AER considers that only the monthly observagieriod should be used. The AER
notes that CEG’s five year asset beta estimategusonthly observations is 0.29,
which translates into an equity beta estimate 629. This would indicate that the
AER beta estimate of 0.8 is sufficient to give Estva@ an opportunity to earn a return
on capital that is commensurate with prevailingdibons in the market for funds and
the risks involved in providing reference servidestther, as was the case with the
asset beta estimate for the small estimation pe@&ds has not provided t-statistics

2 AER, WACC review final decisiori May 2009, pp. 259-261.

2 Competition Economics Grougstimating the cost of capital under the NGR, Aorefor
EnvestraSeptember 2010, pp. 24-25.

%0 Qlan T. HenryEstimating beta23 April 2009, pp. 52—83.

31 Competition Economics GrouRstimating the cost of capital under the NGR, Aorefor
EnvestraSeptember 2010, p. 28.

32 AER, WACC review final decisiorl May 2009, p. 275.
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to demonstrate the beta estimates for the five gs@mation period are statistically
significant.

Envestra submitted that Grant Samuel as part afdespendent expert report in
relation to the “proposed acquisition of Alinta Asfrom Singapore International”
used an equity beta estimate of 0.8-0.9 to valeeggndistribution businesses.
Envestra stated that the beta estimate of 0.8-@9anpre-GFC expectation and is
likely to be higher post-2008. However, the AER bbhtained a more recent Grant
Samuel independent expert which was published @&€1- Given the more recent
post GFC Grant Samuel report still uses a betenasti of 0.8-0.9, the AER considers
that Grant Samuel itself believes that energy iistion businesses beta estimate
have been un-changed as result of the &FC.

C.3 Debt risk premium

The AER considers that the DRP should be basea @ustralian corporate bond
issuance with a term to maturity of 10 years aBB8+ credit rating. The 10 year
benchmark reflects consistency with the term ofrislefree rate, while the BBB+
credit rating reflects what the AER determined dgtihe WACC review following
consideration of comparable energy businedbes.

Envestra stated that the benchmark credit rating faotional regulated entity should
be Standard and Poor’s BBB+ ratitigdowever the methodology proposed by
Envestra for estimating the DRP is infeasible si@BASpectrum has ceased
publication of its 10 year, BBB+ fair value yieldree. Envestra more recently
submitted to the AER that:

In the absence of CBASpectrum, Envestra’s reviggadaach to estimating
the DRP is for sole reliance to be placed on Bloemgis BBB fair value
estimates extrapolated out to the 10 year benchteark Envestra considers
that placing full weight on Bloomberg ensures thatbenchmark DRP will
continue to be based on current data from an intp# market

participant®

Accordingly, the AER has considered Envestra's mecent proposal to rely on
Bloomberg as a sole estimate, as well as examaiteghative sources of information
for estimating the DRP. In particular, the AER kassidered the relevance of the 10
year, BBB rated bond issued by the APA Group aedihrated Stockland bond as
alternative sources of information when settinglilbechmark cost of debt.

C.3.1 Bloomberg

The AER has considered that Bloomberg's fair vaktanates provided one
independent and potential source of yield infororabn corporate bonds with a

3 Grant Samuekinancial Service Guide and Independent ExpertsoReép relation to the

Recapitalisation and Restructure of Babcock & Brdwfinastructure,9 October 2009, Appendix
1, p. 8.
% While the SORI has no status under the NGR, i ivnded to provide guidance to the gas
sector.
EnvestraQld access arrangement informatjddeptember 2010, p. 144.
% EnvestraEmail to the AER15 December 2010.
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BBB+ credit rating and maturities up to 7 yedrslowever, CBASpectrum's decision
to cease publication of its fair value yield curtes given the AER cause to question
the reliability of Bloomberg's estimates as they@mdurce of information when setting
the DRP, particularly given that both Bloombergid £BASpectrum's estimates rely
on similar input data.

In exploring the performance of Bloomberg's estesathe AER has compared them
to the CBASpectrum yield curve and the value ofSkendard and Poor's ASX 200—
a broad based Australian share market index. Td&tseare illustrated in figure C.2.

Figure C.2: Changes in debt risk premia in comparien to the ASX S&P 200
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Source: Bloomberg, CBASpectrum, RBA, AER analysis.

In viewing this figure, one should generally obsgetire DRP moving inversely to
returns in the equity market. That is, during d market when equity returns are
strong, the risk of default on debt should be campzely low. Conversely, as the
equity market falls, and the risk of default acrtigs market increases, the debt risk
premium demanded by investors should logicallyease® While both the
CBASpectrum and Bloomberg series increased inviitle deteriorating equity
market returns, Bloomberg’s spreads continueddeease with improving conditions
in the equity market (implying increasing defaudky. Indeed, the Bloomberg DRP
was actually higher in December 2010 than at ang in recent history including
periods spanning the GFC. In contrast, the CBASpatfair value yield curve
gradually declined in accordance with improved ggonarket conditions.

37 AER, Victorian electricity distribution network serviggoviders, Distribution determination

2011-2015, Final decisigiOctober 2010, pp. 505-506.
% In practice, the interaction between debt and gquirkets is more complicated than this, but
generally, heightened financial risk translateteer share prices and a higher DRP.
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The significant divergence of estimates derivedfi@loomberg data and from
CBASpectrum over the timeframe including and sitmeeGFC is also difficult to
explain. The AER considers it is likely, however rélate to the different proprietary
methods employed by the data service providerantéod of extrapolating
Bloomberg estimates to a comparable 10 year mgtariid the general paucity of
lower rated, long dated bonds.

To some extent, the limited market data that hesntty become available further
suggests that Bloomberg's series may not be repese of bond spreads beyond

7 years. Specifically, in July 2010 the AustralRipeline Trust—the financing arm
for the APA Group—announced the issuance of a feyear, BBB rated corporate
bond (APT bond) with a yield to maturity well beldiat indicated by Bloomberg's
fair value estimates. Similarly, property firm Sttand recently issued a 10-year, A-
rated bond (Stockland bond) with a yield that isently over 100 basis points below
the extrapolated Bloomberg fair value curve.

The paucity of corporate bonds with credit ratiagsr close to BBB+ with maturities
greater than 5 years currently trading in the nmanks been acknowledged by the
Tribunal® For the indicative averaging period for this d@dtision, the AER has
compared all bonds with these characteristicsgpsrted on UBS and Bloomberg.
These bonds are shown in figure C.3, along wittoBiberg's fair value estimates for
5 and 7 years, and an extrapolation to 10 yeamguise AER's extrapolation
method, discussed below).

Figure C.3: Australian corporate bonds with maturities greater than 5 years and credit
ratings ranging from BBB to A-
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Source: Bloomberg, UBS, AER analysis.

¥ APT Allgas Access arrangement submission, effective 01 Julg-2ZD June 203,8ctober 2010, pp. 65—
66; Australian Competition Tribunahpplication by ActewAGL Distribution [2010] ACompT4
17 September 2010, paragraph 75, 77.
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Of the bonds plotted in this figure, the threerofmediate interest are the APT,
Stockland and DBCT bonds, which are consideredrim below.

C.3.2 APA Group bond

The yields on the APT bond are likely to providel@se match to those of the
benchmark corporate bofiiSpecifically, the AER considers that the APT bond—
with a BBB credit rating and 10 year term to mdturiclosely resembles the
characteristics relevant to the benchmark adopyetidoAER in both electricity and
gas determinations. To the extent that credit gaticepture the entire risk of default,
use of the APT bond would be expected to overcosgterEnvestra with respect to
the BBB+ rated benchmark cost of debt.

However, credit ratings are not a perfect indicataihe risks involved in investing in
the provision of reference services. As noted layn&ard and Poor's:

...Standard & Poor’s ratings opinions are not intehdg guarantees of credit
quality or as exact measures of the probability shparticular issuer or
particular debt issue will default. Instead, rasirxpress relative opinions
about the creditworthiness of an issuer or credtity of an individual debt
issue, from strongest to weakest, within a univefseredit risk. The
likelihood of default is the single most importdattor in our assessment of
creditworthines$!

Investors use means in addition to credit ratingdettermine the risks associated with
investing in particular firms. Consequently it @m@mon to observe different yields on
bonds with the same credit rating.

The fact that investors take into account infororatther than credit ratings when
assessing the risk of default is supported by rtemmealysis prepared for the AER by
Oakvale Capital. In particular, when explaining tineergence in yields on bonds
with similar credit rating, Oakvale suggested flaators such as industry (for
example, infrastructure versus financial institatimnds) and liquidity are relevaft.
Similarly, a report by Associate Professor Johndeystated that empirical
evidence may suggest factors other than simplyitaried (as reflected in the
assigned credit rating) are taken into accountieyntarket in pricing bonds.

In this context, the AER regards factors specdicggulated energy networks
affecting the APT bond to be relevant considerationsetting the benchmark cost of
debt. In particular, the default risk of APA Grasipperations reflect its large, fixed
investments whose returns are set in part undeetfimes administered by the AER,
with regard to the NGR and NER. The key featurethe$e regimes (with respect to
investment risks in unregulated sectors) includekéd in" asset values and periodic
resets of prices with respect to updated salesdsts. Hence, to the extent that
investors consider industry specific charactessiticaddition to the assigned credit
rating, the yields on the APT bond would be expdtbeproduce a rate of return that

40
41
42

AER, Draft approach for measuring the debt risk premji8eptember 2010, p. 3.

Standarchnd Poor's, Guide to credit rating essentialsp2p14.

OakvaleCapital,Report on the cost of debt during the averaginggaerThe impact of callable bongds
February 2011, pp. 2-3.

JohnHandley,Comments of the CEG Report: Estimating the 10 ye@+B&®st of deht11 February 2011,
p. 6.
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is commensurate with the risks involved in provglieference services in the case of
Envestra.

C.3.3 Stockland bond

In November 2010, Stockland issued a 10 year, #edraorporate bond. Similar to

the APT bond, the tenor and credit rating of te@iance are comparable to the AER's
benchmark. However the nature of Stockland's assetshe industry in which it
operates differ markedly to that of Envestra.

This notwithstanding, the AER considers that theddyon the Stockland bond
provides a point of reference to assess the rebkaress of Bloomberg's BBB fair
value estimates and also of the APT bond. In #gsurd, the yield on the Stockland
bond is over 100 basis points below the extrapdla@eyear Bloomberg fair value
estimate, while only 10 basis points from the ARRd. The difference from the
extrapolated Bloomberg fair value estimate (ushiyAER's extrapolation method) is
likely to be substantially driven by its lower criedting, however the size of this
difference is such that other factors are likelpgéorelevant. Where Envestra's method
of extrapolation is applied, this difference isajes still.

Overall, while the Stockland and APT bonds prowdé two points of reference,
they both indicate that the extrapolated Bloombianmgvalue may not be
representative of longer dated, low rated bonds.

C.3.4 Dalrymple Bay Coal Terminal (DBCT) bond

The characteristics of the DBCT bond maturing i@ 2énatch the benchmark

10 year, BBB+ corporate bond. The AER, however,grasiously expressed
concerns over the reliability of this bond in comgive analysié: Specifically,
Bloomberg has intermittently published observatitumghe DBCT bonds in the past
and they have been previously excluded from Bloagibdair value estimates given
divergent data feedS.

Further, while the voluntary trading suspension sigsequent market
recapitalisation of BBI occurred in the past, magerceptions of the BBI/DBCT
bonds may have shifted, despite the official creating assigned by Standard and
Poor's remaining unchang&tiThis consideration was supported by Oakvale Clapita
who noted that for the period between April and NM&g0, the uncertainty
surrounding the issuer and the future status oisthee were likely to have been key
contributors to the higher yield on the DBCT bdAdo the extent that these factors
persist—and the large spread on the DBCT bond ar600 basis points) compared
to the smaller spreads on the APT and Stockland$eupports this—the AER
considers that they limit the reliability the DB®odnd for the purpose of assessing
the benchmark cost of debt.

4 AER, Final decision October 2010, pp. 505-506.

45 PwC, Debt risk premium over the approved averaging pkheginning 2 August 201Qctober 2010, pp. 8-
10.

Applicationby ActewAGL Distribution [2010] ACompT4, p. 22, @araph 70.

OakvaleCapital,Report on the cost of debt during the averaginggaerThe impact of callable bongds
February 2011, pp. 20-22.
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In summary, the lack of corporate bonds with BBBttngs and maturities of 10
years makes it difficult to reliability ascertalmetappropriate benchmark cost of debt.
For the reasons outlined above the AER considergtis a positive case for placing
greater reliance on the APT bond in setting the Df¥ieticularly as the
reasonableness of the spreads on this bond arearo@borated by the issuance of
the Stockland bond. In recognising the risks itirsgia DRP on such limited
information, the AER has adopted a cautious appréarcthe purposes of this
decision and considered equally the spreads afttrapolated 10 year, BBB fair
value derived from Bloomberg and of the APT bonewketting the DRP.

C.3.5 Actual cost of debt

Given the limited data available in setting the DR¥@ AER considers it prudent to
consider the actual costs of debt currently inaibye Envestra. This information has
enabled the AER to better consider the appropresenf applying its DRP.
Envestra’s actual cost of debt reaffirms that:

= the benchmark cost of debt set by the AER usingiBleerg and the APT bond is
consist with providing Envestra with a reasonalgpartunity to recover at least
the efficient costs (section 24(2) of the NGL)

= the benchmark cost of debt set by the AER is ctersisvith setting Envestra’s
reference tariff at a level that allows a returmoaensurate with the regulatory
and commercial risks involved in providing the refece service (section 24(2))

= the benchmark cost of debt set by the AER is apptepfor Envestra having
regard to the economic costs and risks of undewaedinvestment (section
24(2)).

To ascertain Envestra’s actual cost of debt, th& Adgsued a notice under section 42
of the NGL requesting information on debt instrutsemith remaining maturities of
greater than 5 yeaf This information is presented in the confidensippendix B. In
supplying this information, Envestra submitted fffat

= information on the actual cost of debt is not ral@vo determining a benchmark
cost of debt

= the information provided in response to the notefects instruments negotiated
in the past which are not reflective of prevailcanditions

= data published by independent and respected previdevide relevant
information on the benchmark cost of debt.

The AER has not based the DRP on the actual ctstpdavided by Envestra. The
AER considers that prevailing conditions have bediected in the use of data on the
APT bond and Bloomberg fair value estimates overinklicative averaging period
used for this decision. This data will be updatedeflect prevailing market
conditions at the time of the final decision.

8 AER, AER notice under section 42(2)(a) of the Nationas Gaw December 2010.
49 Letter from Envestra to the AER, 7 January 2011.
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Similarly, the AER has maintained the incentive Emvestra to achieve efficiencies
in its cost of capital by using a benchmark rathan referencing its actual cost of
debt.

While the AER recognises that this it has obtainistbric information, a certain
proportion of its debt portfolio was issued durthg GFC. Hence, the AER expects
Envestra’s overall cost of debt to decrease asitti$ is retired and new, cheaper debt
is raised or refinanced over the forthcoming aceesmgement period.

C.3.6 Extrapolation method

Since Bloomberg only publishes BBB fair value esties to 7 years, the AER and
service providers have been required to extraptiagecurve to a 10 year tenor for
the purposes of setting the DRP. The AER has neasintly considered that in lieu of
Bloomberg publishing a 10 year, BBB rated fair waéistimate, the spread on
Bloomberg's AAA rated estimates from 7 to 10 yesdasuld be added to Bloomberg’s
7 year, BBB rated fair value cur?@The AER considers that this extrapolation
approach provides a better estimate of the 10 &8, rated yields than an approach
based on linear extrapolation, as proposed by Hrases

Specifically, the AER has previously demonstrateat & linear extrapolation of
Bloomberg's BBB curve (using the change in spreddiéen the 5 and 7 year
estimates, and projecting this to 10 years) ovepmrsates network service
providers, both on theoretical grounds (given theld curves are not linear) and with
respect to testing against earlier reported obsensaof Bloomberg's 10 year BBB
fair value estimated. Further, a linear extrapolation of Bloomberg'seay, BBB fair
value curve results in a 10 year yield estimatectvis greater than the observed yield
on the DBCT bond, for which the AER has previowstpressed its doubts over.

Bloomberg, however, has not published 7 or 10 y&®AA fair value estimates since
June 2010. Regardless, the AER considers that tis¢ isasonable extrapolation
approach is to add the spread on Bloomberg's AAddrastimates from 7 to 10
years—as averaged over the last 20 trading days Wiese estimates were available,
ending 22 June 2010—to the most recent estimatB®omberg’'s 7 year, BBB rated
fair value curve. This approach implicitly assurtiest the spread between
Bloomberg’'s 7 and 10 year, AAA fair value estimatas remained relatively
constant over the period since June 2010. Figutel@low, supports this
assumption.

%0 AER, Final decision October 2010, pp. 510-511.
1 AER, Final decision October 2010, p. 490.
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Figure C.4: Yield curve movements
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Source: Bloomberg, AER analysis.

Notably, Bloomberg's 7 year, BBB rated fair valuge has historically moved
consistently with Bloomberg's 7 and 10 year, AAAedfair value curves. Further,
these yield estimates have all moved consistenitly thhe Australian dollar interest
rate swaps and the Australian CGS. Accordingly AB® considers it reasonable to
infer that had Bloomberg continued to publish 7 &8d/ear, AAA rated fair value
curves, these curves would likely have continueshéwe in line with those examples
provided above. It follows that the spread betwBkromberg's 7 and 10 year, AAA
rated curves reflects as reasonable an extrapolatethod now as it did in

June 2010.

For these reasons, the AER considers that Envesx#fapolation methodology does
not provide for a rate of return on capital thateaasonably consistent with benchmark
levels of efficiency’? In contrast, the AER considers its extrapolatippraach

provides the best estimate possible in the circant&ts of Envestra. Substitution of
Envestra’s method with the AER's approach resaltsrieduction in the DRP of
approximately 35 basis points (based on the indieaveraging period ending 6
January 2011).

C.3.7 Conclusion — debt risk premium

The AER acknowledges that Bloomberg is a well disfabd and independent data
service provider, and that Bloomberg's fair valieddycurves have been relied upon
by the AER in previous regulatory determinationewdver, given the concerns
raised throughout this section, the AER does nosicter that in the current
circumstances complete reliance can be placed aonidderg's fair value estimates.

%2 Consistentith NGR, r. 87(2).
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The AER has also considered other information witichnsiders relevant to setting
the benchmark BBB+ 10 year bond yield. In particullae AER considers that the
credit rating, maturity and similarities betweer thperations of the APA Group and
Envestra are likely to result in the spread onAR& bond being reflective of the
default risk associated with investment in the miow of reference services.
However, the AER has taken a cautious approacliaes not consider that full
reliance can be placed on any one individual bdheé. AER's decision to consider
equally the APT bond and Bloomberg has been sulistath to some extent by
observations from the DBCT bond (which the AER &&sressed doubts over) and
the Stockland bond.

The AER therefore considers that an average ofBhmyg's 10 year, BBB fair
estimate curve and the APA Group bond represeatbé¢lt DRP estimate possible in
the circumstances of EnvestreSpecifically, in exercising its discretion, the Rtas
given equal weight to both Bloomberg's fair valigd/ estimates, and the APA
Group bond. This results in a DRP of 3.93 per o#et the indicative averaging
period ending 6 January 2011.

The AER also considers that this DRP is appropt@egpply in the case of Envestra,
having regard to its expected actual cost of debt.

C.4 Market risk premium

C.4.1 Time periods for historical excess returns

Table C.6: Historical excess returns estimated usgngeometric means and arithmetic
means (assuming an imputation credit utilisation rée of 0.65)

Historical excess returns Historical excess returns
(geometric means) (arithmetic means)
1883-2010 4.9% 6.3%
1937-2010 4.1% 6.1%
1958-2010 4.1% 6.6%

Source: Handley, An estimate of the historical ggusk premium for the period 1883
to 2010, January 2011, p. 8.

The starting points for each sample period in t&hare consistent with those
considered by the AER during the WACC review. Skdiesl that if the sample
periods starting from 1937 and 1958 considerethbyAER had started five years
earlier (in 1932 and 1953 respectively) the AERS8meates would be much higher.
SFG suggested that the AER’s sample periods wegetionally chosen to exclude
years of high excess returns and produce downvsaged estimate$.SFG’s claim
of downwards bias in the AER’s historical excedames estimates is incorrect. The
AER considered the sample periods noted abovénéofallowing reasons, which

%3 Consistentvith NGR, r. 74(2)(b).
* SFG, The relationship between theta and MRP4#5.
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were mostly based on the findings of a study byl&mad, Handley and
Maheswaran:

The period 1883 to 2010 provides a large samplé&whcorporates many years
of excess returns data as well as large negatid@asitive market events.
However, for the period up to 1937 there is a neddy small sample of stocks
available and periods of government stock pricerotsr>

The period 1937 to 2010 provides a slightly small@mber of observations than
the 1883 to 2010 period, but it incorporates a isbastly larger sample of stocks
and avoids the problems associated with data fwih©37.

The two time periods above both incorporate datmfthe Lamberton data series
up to 1958, which is likely to overstate historieacess returns prior to 1958. The
Lamberton data series uses an equal weighted ithidnervalue weighted average
of stock returns, which results in a bias towards lyielding small stocks. In
addition to this, the Lamberton data series corsprdividend paying stocks only,
which results in an overstatement of the marketayee This is because not all
stocks pay dividends. In estimating historical escesturns, Brailsford et. al.
adjusted pre-1958 data by a factor of 0.75 and dasoProfessor Handley
incorporates this adjustment also. However, itnisautain what the exact
adjustment factor should be. Therefore, it is usefeonsider estimates using
data from 1958 onwards as w#ll.

The period 1958 to 2010 provides a smaller numbebservations, but it avoids
the issues associated with data prior to 1958.

C.4.2 The difference between arithmetic and geometr ic means

Table C.7: Historical excess returns estimated usgngeometric means and arithmetic

means (assuming an imputation credit utilisation rée of 0.65)

Historical excess returns Historical excess returns
(geometric means) (arithmetic means)
1883-2010 4.9% 6.3%
1937-2010 4.1% 6.1%
1958-2010 4.1% 6.6%

Source: Handley, An estimate of the historical ggusk premium for the period 1883

to 2010, January 2011, p. 8.

Table C.7 outlines Associate Professor Handley&stahistorical excess returns
estimates calculated as arithmetic and geometrammel he difference between these
estimates demonstrates the variability of excessme over time.

55

56

Brailsford, Handley and Maheswaran, Re-examimatiothe historical equity risk premium in
Australia, Accounting and Finance, vol. 48, pp. 78—

Officer and Bishop appear to incorporate thisismipent in their long-term estimates. See Officer
and Bishop, Comments on the AER draft distributietermination for Victorian electricity
distribution network service providers, July 20h021.
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Arithmetic means are more appropriate when obsenatre considered
independent in a statistical sense. In contrasingéric returns are more appropriate
when observations are related to each other awer {fior example, if yearly excess
returns are the relevant observations, returndeagxpected to accumulate over
time). As long as returns vary over time a georoetrean will always be less than an
arithmetic mean. The greater the volatility in resj the greater the difference
between arithmetic and geometric means.

The difference between arithmetic and geometricraé@comes apparent through a
simple example. Suppose an index starts at 108,téa80 and then increases again to
100, the arithmetic mean return is 2.5 per Géithe geometric mean return is z&fo.
The arithmetic mean return contemplates two possibénarios—the index falls by
20 per cent or the index rises by 25 per cent.géwmetric mean return contemplates
the accumulated return over two years (if the itmelsad a two year investment
horizon, the return over that horizon would be }e€ltas clear that over a two year
investment horizon, the arithmetic mean would oaesthe return. However, if the
investment horizon was one year, the arithmetiernetvould be the correct estimate.
To form an expectation about one year in the fub@ged on historical evidence we
would look at what is possible over a one yearZworj which could be either a loss of
20 per cent or a gain of 25 per cent. In this ceegeometric mean would be an
underestimate of the forward looking return.

The historical excess returns used in AssociatéeBsor Handley's estimates are
calculated on a yearly bastsTherefore, for a 10 year horizon the arithmeti@amef
yearly excess returns in each of the sample pe(iizis years, 73 years, and 52 years)
will overestimate the historical return on a 10nyj@aestment. In contrast, the
geometric mean for each of the samples will undienase the historical return on a

10 year investment because the data reflects alativaureturn over the entire

sample period.

It may seem appropriate to estimate a 10 yearmretithin each of the sample periods
outlined above. However, without any overlap infgeabservations this would
significantly reduce the number of observationse mMhmber of observations within
each of the samples considered would fall from ¥37and 52 yearly observations to
approximately 13, 7, and 5 observations.

Therefore, it is not easy to calculate excessmstaover a 10 year investment horizon
with the available data. Arithmetic means are galheused in estimating expected
values and it is also likely that investors ‘thimi’terms of annual returns, which the
AER noted in the WACC review final decisihHowever, the issues outlined above
suggest that the arithmetic mean of yearly excstssirs are likely to overstate the
excess return over a 10 year horizon.

In the WACC review, the AER noted that Blume, adl we Dimson, Marsh and
Staunton have proposed methods that could be asmddulate an expected MRP

" Afall of 20 per cent plus a rise of 25 per cefivjded by 2.

8 The square root of (1-0.20)*(1+0.25), minus 1.
*  Handley, An estimate of the historical equitknsemium for the period 1883 to 2010,
January 2011, pp. 3-4.

% AER, Final decision, Review of weighted averagstof capital parameters, 1 May 2010, p. 199.
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using both arithmetic and geometric me&rihe results from these weighted
averages produce different results, which makieariier to determine which form of
adjustment is best.Rather than using a complexhigiigaverage or an adjustment
approach, which may not add a greater degree ofgova to historical estimates, the
AER considers that arithmetic averages should teepreted with the understanding
that they may overstate the expected forward lapkid year MRP to some extent.

C.4.3 Implied volatility and Officer and Bishop’s glide path’
approach

The current level of volatility in the stock marlaan be estimated using the volatility
implied by the Black-Scholes option-pricing formutéowever, implied volatility
varies significantly and provides only a very shiertm view of market volatility at
any point in time. This can be seen in figures &8 C.6.

Figure C.5:Implied volatility from option prices as reported by Bloomberg
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Source: Bloomberg, AER analysis.

61

AER, Final decision, Review of weighted average coshgftal parametersl May 2010, pp.
198-199.
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Figure C.6: Implied volatility on S&P/ASX200 as rerted by the ASX
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Source: ASXhttp://www.asx.com.au/products/indices/types/sp286xvix_index.htm

viewed 13 January 2011.

Officer and Bishop submitted that an MRP of 8 petds appropriate over a five
year period to 2016 based on a ‘glide path’ apgroac

= Officer and Bishop estimated the volatility impli#gdm the Black-Scholes
option-pricing formula for 12-month ASX200 indexlaaptions to be

11.9 per cent. This estimate assumed a markepeisknit of option implied
volatility of 0.5. It is a 1-year estimate of theRW.

Officer and Bishop then estimated the geometricayee MRP over five years

assuming the MRP would revert from 11.9 per cer(hl to a long run estimate
of 7 per cent within a five year periéd.

Officer and Bishop implicitly assumed there wasstractural break in the MRP as a
result of the GFC because the MRP is assumed &strva long run MRP estimate
of 7 per cenf? In a previous report, Officer and Bishop advocatsithg a long term
estimate due to the variability in data on marketims>* However, Officer and
Bishop still incorporate the short term 11.9 peartagtion implied volatility into their
estimate of the MRP, rather than simply advocativagy long term MRP estimate of

62 Officer and BishopComments on the AER draft distribution determirmafar Victorian

electricity distribution network service providedaily 2010, p. 19.

% The AER has noted above that Officer and Bish@ger cent historical MRP estimate is an
arithmetic average and is subject to the data ssslated to long term historical MRP estimates
outlined above.

8 Officer and BishopMarket risk premium, A review papekugust 2008, pp. 36—37.
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7 per cent. Officer and Bishop have previouslyestahat due to abnormally high
levels of volatility, it is appropriate to estimdtee forward looking MRP using the
current level of implied volatility and a ‘glide fmaapproach’. Figures C.4 and C.5
show that implied volatility has dropped signifitigrsince the onset of the GFC. It
does not seem reasonable to continue to applyde‘ghth’ approach rather than
applying a long term historical estimate of the MRP

The AER also has a number of concerns with theotisaplied volatility in
providing the best estimate of the MRP over a 1 yiene horizon. Officer and
Bishop’s 11.9 per cent estimate of the 1-year M&Ies on an assumption that the
market risk per unit of option implied volatilitg constant at 0.5. Officer and Bishop
have previously claimed that this approach is figstibased on empirical and
theoretical support from a paper by Doran &f &lowever, Doran et al found that
short run volatility had a surprisingly small impan the medium term MRP.
Specifically, they found that short term volatiliyly has a 10% weight in
determining the medium term volatility and suggéstst investors focus more on
long-term volatility and are relatively insensitit@short term volatility swings?
Doran et al also found that their implied risk aggmh produced a negative implied
equity risk premium from S&P 500 index option paaturing periods of “irrational
exuberance®’ Other research also suggests that option impliéatility is an
unreliable estimator of the expected MRP.

Santa-Clara and Yan studied the ex ante risk prashimplied from S&P 500 index
option prices. Santa-Clara and Yan'’s research stioatsoption implied volatility is
much higher than realised market risk. Santa-GlarhYan state®®

...the average premium that compensates the inviesttire risks implicit in
option prices, 11.8%, is about 40% higher tharptigenium required
compensating the same investor for the realiseakilitf in stock market
returns, 6.8 per cent.

Chernov studied the role of risk premia in volgtifiorecasting and explained why at-
the-money option implied volatility is a biased andfficient forecast of future
realised volatility®®

Based on the research from Doran et al, Santa-alada’an, and Chernov, the AER
considers that option implied volatility is too hlg variable to be used as a basis for
estimating the forward looking 10 year MRP.

% James Doran, Ehud Ronn and Robert Goldbergnflsimodel for time-varying expected returns

on the S&P 500 index, working paper, UniversityTekas, June 2005. See Officer and Bishop,
Market risk premium, further commendganuary 2009, pp. 7-8.

James Doran, Ehud Ronn and Robert Goldbergnplsimodel for time-varying expected returns
on the S&P 500 index, working paper, UniversityTekas, June 2005. See Officer and Bishop,
Market risk premium, further commendanuary 2009, p. 17.

James Doran, Ehud Ronn and Robert Goldbergnpalsimodel for time-varying expected returns
on the S&P 500 index, working paper, UniversityTefkas, June 2005, p. 19.

Pedro Santa-Clara and Shu Yan, ‘Crashes, vtyatiihd the equity premium lessons from S&P
options,” Review of Economics and Statistics, 9223y 2010, p. 450.

Mikhail Chernov, ‘On the role of risk premia iolatility forecasting, Journal of Business and
Economic Statistics, October 2007, vol. 25, nqpt, 411-426.
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Officer and Bishop’s ‘glide-path’ approach incorptas a highly variable 1-year
estimate of implied volatility and then combinegvith a long term historical estimate
of 7 per cent over a five year time horizon. Adssed in chapter 5, realised excess
market returns fluctuate significantly between aifpee and a negative MRP. It is
quite possible that in one year realised exces&ehagturns will be below their long
term estimate of 7 per cent (or 6 per cent), bigtithnot considered in Officer and
Bishop’s analysis. All that is considered is a lesfamplied volatility measured as at
July 2010, which trends downwards to a long terstanical estimate. However, the
realised MRP could be below long term estimatesoime years (eg. below

6 per cent). Officer and Bishop do not take thise @ccount in their ‘glide path’
analysis. The AER considers that the significamiamality in the short term MRP
derived from implied volatility measures makes sastimates an unreliable source of
evidence when setting a MRP for a 10-year investmerizon’®

0 Officer and Bishop’s approach also looks speaifjcat a five year, rather than a 10 year time
horizon. Within the CAPM, the MRP is calculatedias expected return on the market portfolio
minus the risk free rate. For the purposes ofahizess arrangement review the AER has used the
yield on 10 year CGS as a proxy for the risk fie.rAs a result the MRP needs to be estimated
for a 10 year time horizon as well. Therefore,ddition to other problems with Officer and
Bishop’s ‘glide-path’ approach, Officer and Bishognsider a time horizon that is inconsistent
with the assumed 10 year period for the risk fege.r

263



D. AER’s consideration of proposed non-tariff terms and conditions and
Issues raised in submissions

Amendment

Matter Description of terms and conditions, submis®ns and AER’s consideration required

Part 1: Terms and conditions for which Envestra hesposed revisions

Envestra proposed new clauses relating to theatglnf gas. These clauses (clauses 2.4, 2.5 and
16.6) relieve Envestra of any liability, or respiaiigy to make inquiries, with respect to any gas
taken at a delivery point by someone other thasea. lEnvestra submitted that the clauses clasfy it
gas delivery obligation$.

AGL submitted that it does not support these claus&L submitted that:

Delivery of gas
(clauses 2.4, 2.5/ ® Envestra should not be able to absolve itselfadfility by declining to enquire as to the

and 16.6) authority of any person taking gas through a deyiymint

Amendments 13.1
and 13.2.

= Envestra should bear some responsibility for premgnllegal access to its own equipment

= if the clauses are to stand, they should be amesmléthat Envestra must mitigate any losses
caused to network users for gas taken without ailyhidue to illegal access to Envestra’s own
equipment and assets.

All references to ‘clauses’ in this appendix telto annexure G of the access arrangement propmdats otherwise stated.
EnvestraQld Access arrangement informatjddctober 2010, p. 213.

¥ AGL, Envestra’s Qld gas network access arrangeminvember 2010, pp. 4-5.
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In its response to AGL’s submission, Envestra sttiechithat clauses 2.4 and 2.5 reflect reality.

Envestra submitted that it does not know who iesviery property and whether they are the retailer’s

customer*

The AER does not consider that Envestra has setiisily justified inclusion of these new terms
and conditions. To the extent that Envestra ispogtion to manage the risk of the illegal acdess

a delivery point, it should be required to do sbhe RER requires Envestra to amend clauses 2.5 and

16.6 to the effect that Envestra must use reaseratzleavours to mitigate any loss to users.

Envestra proposed a new term and condition (cla@€® under which it will have no liability to a
Gas user for any loss, cost, damage or expense thenight suffer or incur because someone (other
specification: than Envestra) delivers gas that does not comgly tlve appropriate gas specifications. Envestra

Other users
(clause 12.5)

Receipt
pressures:

Other users
(clause 13.4)

proposed a similar term and condition with respegas pressures at receipt points (clause 13.4).

Envestra submitted that this clarifies liabilityrespect of gas qualify.

AGL submitted that Envestra has a responsibilitgdoure its own network and to ensure gas is
delivered in accordance with the appropriate gasifpations and pressure. AGL also submitted

that users should not bear any loss. Rather Ervelktiuld bear the burden and seek redress from

the entity that delivered the gas if the pressurgpecification is incorreé.

In its response to AGL’s submission, Envestra stiiechithat it has no control over the gas that is
injected into its network and therefore cannot ekl liable for the quality of gas delivered by
retailers’

The AER considers that if Envestra becomes awamn@fspecification gas entering its network

N

Amendments 13.3
and 13.4.

~N o o s

EnvestraResponse to AGL’s submissi@ecember 2010, p. 3.

EnvestraQld Access arrangement informatjddctober 2010, p. 213.

AGL, Envestra’s Qld gas network access arrangemiotember 2010, pp. 14-15.
EnvestraResponse to AGL’s submissi@ecember 2010, p. 4.
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and to the extent can take action to prevent weBtra should do so. Envestra is required to ame
its terms and conditions to take reasonable endeayo mitigate any loss to users as a consequ
of non-specification gas entering the network. Etnzeis also required to make a similar
amendment with respect to clause 13.4 (receipspres).

xnd
ence

Maximum hourly
guantity:
(clause 4.2)

Clause 4.2 provides that the maximum hourly quaiitHQ) of gas is the maximum quantity of
gas that Envestra is obliged to deliver during ogleof 60 minutes.

AGL submitted that this is a new clause and sopgtification for its inclusion. AGL also sought
clarification of how Envestra is obliged to delitbe quantity of gas. AGL submitted it is unclear
whether this is by agreement between Envestratendsef

In its response to AGL’s submission, Envestra stiieahithis is an existing clause in the current
access arrangement for its South Australian netfaakise 5.2). Envestra did not address the ot
matters raised by AGE..

No other references to MHQ (other than clause dc2yrs in the terms and conditions in

annexure G of the access arrangement. Moreovee, itheo reference to MHQ in the specific ter
and conditions (specific to individual users). Otilg maximum daily quantity (MDQ) is required
to be agreed to between Envestra and the'fidérerefore, the AER does not understand why th
provision is included in the terms and conditiolise AER also agrees with AGL’s submission a
considers that it is unclear how a user’s MHQ igdwrined. In light of this, Envestra is required t
delete clause 4.2 from its terms and conditions.

h/‘EFnendment 13.5.

ms

AGL, Envestra’s Qld gas network access arrangemiEotember 2010, pp. 5-6.

9
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EnvestraResponse to AGL’s submissi@ecember 2010, p. 7.
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Quantities
received
(clause 4.5)

Clause 4.5 provides how Envestra will determiné,if necessary, the quantity of gas delivered
through a receipt point on behalf of a user. Theetu terms and conditions (clause 5.5) do not
contain the words ‘if it is necessary’.

AGL submitted that it should be clarified who deaimsecessary and how this is communicated
between a user and Envestfa.

In its response to AGL’s submission, Envestra sttiechithat with the advent of REMCo and more
recently AEMO, Envestra no longer needs to detegrmjection allocations. Envestra submitted
that the clause covers any location or circumstmdeere it might be necessary.

The AER accepts AGL’s explanation in response td.AGubmission and does not require an
amendment.

None.

Daily overruns:

MDQ increase
(clauses 5.4 and
5.5)

Envestra proposed that the description of a deglipeint be revised from ‘Telemetered DP’ to
‘Demand DP’.

AGL submitted that Envestra should justify the pregd revision. AGL also submitted that the typeone.

of metering that will be installed at a Demand ¥eds to be clarifiet

In its response to AGL’s submission, Envestra sttiechithat ‘telemetered’ is an outdated term,
related to a time when all demand delivery poingseanot telemetered. Envestra submitted that

11
12
13
14

EnvestraQld access arrangement terms and cond#jalune 2006, p. 3.
AGL, Envestra’s Qld gas network access arrangemiotember 2010, p. 6.
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since all demand delivery points are now telemetates not necessary to identify such points a
telemetered demand delivery poifits.

The AER accepts AGL’s explanation in response AGLibmission and does not require an
amendment.

1°2)

Reduction in
MDQ
(clause 7)

Envestra proposed new provisions relating to retgumsa user for a reduction in MDQ. The
provisions have been taken from Envestra’s terndscanditions for its South Australian network
revised in its access arrangement proptisalause 7.1(b) provides that, prior to Envestraeing
to a user’s request for a reduction in MDQ, the’ssgistomer must not have taken delivery of a
guantity of gas equal to or in excess of 90 pet oeits MDQ for at least 12 months. Clause 7.7
the same time period with respect to requestsubseaguent reductions in MDQ. Clause 7.8
provides that if a request is refused, the usett mag at least six months before lodging a furthe
request.

Origin submitted that the 12 month period is togtnietive as some permanent reductions could

place over a matter of days (for example, a redagti plant capacity). Origin submitted in cases
where ths%permanent reduction is not immediateigiet, the period should be reduced from 12
6 months.

as

nas

Amendments 13.6 to
f13.9.

take

to
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The AER considers that it is reasonable to allgye@od of time in order to gauge whether a
reduction in MDQ is permanent. However, the AER a@grees with Origin’s submission that it

may be obvious before 12 months has elapsed thertnaanent reduction in MDQ has occurred. In

these circumstances it would be appropriate foreStra to give due consideration to requests fo
reduction in MDQ as this could potentially free spare capacity for potential users. Envestra is
required to amend clause 7 to provide that eittreicondition in clause 7.1(a) or the condition in
clause 7.1(b) needs to be satisfied, rather thémdmnmditions.

AGL submitted that the terms and conditions areutiér new customers who have to wait for up

to 12 months. AGL submitted that new customergarelised for a previous occupant’s pattern
usage. AGL raised a similar concern with respectdaase 7.7 (subsequent requests for a reducti
in MDQ) and clause 7.8 (non-acceptance of prewiegsest, for which the waiting period is
six months)'®

In its response to AGL’s submission, Envestra stiiechithat new customers do not have to wait

—

of
on

12 months (or six months with respect to clausg fé:8a reduction as they are unrelated to existing

customers?

The AER notes Envestra’s response to AGL’s subimsdiut does not consider that the terms and

conditions make this clear. Accordingly, Envessragquired to amend its terms and conditions t
clarify that clause 7 does not prevent a new MDrafdelivery point to be agreed on when the
customer at the delivery point changes.

Clause 7.4 provides that when Envestra agreesaduetion in MDQ, the MDQ will be reduced
from the date specified by the user.

AGL submitted that Envestra should justify inclusif this clausé®

In its response to AGL’s submission, Envestra stiieahithis is an existing clause in the current
access arrangement for its South Australian neti@akise 6B.5). Envestra also submitted that it

(@]
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did not understand AGL’s concern as the clause Imeztates to acceptance and implementation of

a request! The AER accepts AGL's explanation in response A&Giibmission does not require
amendment.

Clause 7.5 provides that, if requested by a usere&tra will provide the user with an explanation

for rejecting a request for a reduction in MDQ.
AGL submitted that a reasonable timeframe shoulh&erted into clause 725.

In its response to AGL’s submission, Envestra stiiechithis is an existing clause in the current
access arrangement for its South Australian net{alakise 6B.6). Envestra also submitted that
rejection of a request for a reduction in MDQ igerand it has never been an is$te.

The AER agrees with AGL and considers that it israpriate for Envestra to respond in a timely
manner. Envestra is required to amendment its tarmdsconditions to the effect that if will provid
an explanation as soon as practicable.

D

Temporary
increase in
MDQ:

Demand delivery,
points
(clause 8.1)

Envestra proposed new terms and conditions rel&ingmporary increases in MDQ. Clause 8.1
provides that a user may request Envestra to deligeiantity of gas that exceeds the user's MD

AGL submitted that Envestra should include an imfation protocol for advising whether the
request has been accepted or rejetted.

In its response to AGL’s submission, Envestra stiiechithat existing communication protocols
(email, letter etc) will continu&,

Q.

None.
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Request for
temporary
increase in MDQ
(clause 8.2)

Clause 36 sets out how either party is to notig/ather party. In light of this, the AER does not
require an amendment.

Envestra proposed that requests for a temporargase in MDQ will be subject to an
administration fee of $200 and a fee for an engingeanalysis (if required) of $100 per hour.

AGL submitted that Envestra should justify thesesf8

Envestra’s proposed fees are the same as thosstEnpeoposed for its South Australia network
that case fees are already in place and Envestppged increases ($150 to $200 for the
administration fee and $85 to $100 per hour forethgineering fee). In its response to AGL'’s
submission, Envestra submitted the level of thess §tem from the access arrangement submi
in 2005 (for its South Australian network) and as& of movements in engineering labour costs
justifies the proposed increases. Envestra nogdtile fees will be in place until mid 2016.

The AER approves Envestra’s proposed fees fordtatSAustralian network® Given that the work
involved is likely to be similar for its Queenslandtwork, the AER also approves Envestra’s
proposed fees for that network and does not reguir@mendment.

In

5sion

Maintenance and
renewal of
metering
equipment
(clause 9.3)

Envestra proposed a new term and condition thas waé bear the costs of the removal of
telemetry and interval metering equipment.

AGL submitted that Envestra should justify the adlinction of this provision. AGL submitted that
is not clear how the costs will be calculaféd.

Amendment 13.10.
it
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In its response to AGL’s submission, Envestra stiiechithat the costs are not included in tariffs.
Further, Envestra submitted that the clause refleatrent and historical practices of the user

paying*°

While the AER notes Envestra’s submission, Envdsdsanot provided details to the AER of what
the costs are and has provided no evidence thattieeexcluded from the costs that are recovered
by reference tariffs. In the absence of evidendbéacontrary the AER considers that the costs gre
likely to be factored into reference tariffs.

Therefore, Envestra is required to delete this giactause 9.3. However, when making its final
decision the AER will reconsider this matter if EBstra provides evidence that the costs are not
included in the costs recovered through refereactd.

Envestra proposed changing the margin of accurameters from ‘plus or minus 3%’ to ‘that is
permitted by law’. Envestra submitted that the meg¢gtolerance has been superseded by new
metering standards, and the reference has beegethémrefer to the level of tolerance that is
permitted by law'*

Inaccurate
meters
(clause 10.6)

AGL submitted that it is unclear what law is beneferenced. AGL further submitted that if the Ia

y
allows a greater margin than 3 per cent, it isteérdental changé? ‘Amendment 13.11.

In its response to AGL’s submission, Envestra stilechithat laws, regulations and approvals from
technical regulators change over time and diffemfistate to state. Envestra also submitted that|new
terms are to be applied consistently in South Alistand Queensland and soon in Victoria, where
allowed standards différ.

31 EnvestraQld Access arrangement informatidBctober 2010, p. 213.

32 AGL, Envestra’s Qld gas network access arrangemidnvember 2010, pp. 13-14.
% EnvestraResponse to AGL'’s submissi@ecember 2010, p. 4.
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The AER considers that Envestra has not providéatnt justification for the proposed change
and that the proposed change is unclear in termdaf the margin is.

The AER requires Envestra to retain the margincotieacy of plus or minus 2 per cent if no marg
of accuracy is prescribed by law. However, wheningaks final decision the AER will reconsider
this matter if Envestra provides further evidentthe new terms that Envestra submits are to be
applied consistently in South Australia and Quesarl

n

Delivery
pressure
(clause 14.1)

The current terms and conditions provide that Emaesill deliver gas at a pressure (or range)
prescribed by law, or agreed to by the partiest®o less than 1.13 kpa (clause 13*Bnvestra
proposed to delete the reference to a pressuessthan 1.13 kpa.

AGL submitted that Envestra should provide the Hémi the proposed revision.

None.

In its response to AGL’s submission, Envestra stilechithat the delivery of 1.13 kpa is obsolete as

some areas are now being reticulated at highesipres®

The AER accepts Envestra’s explanation in resptm#ésL’s submission and does not require an
amendment.

Supply
curtailment:

Notice of
curtailment

The current terms and conditions (clause 16.2¢ shat Envestra must give four days notice for
planned maintenance or augmentation of the netvikarkother reasons for curtailment Envestra
will give ‘whatever notice is reasonable in thecoimstances®’ Envestra proposed to revise this

clause to ‘such period of notice as required by.law

None.

34
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(clause 17.2)

AGL Zgé)mitted that the four daysaeofor planned maintenance and augmentations sheuld
retained.

In its response to AGL’s submission, Envestra stiiechithat curtailment requirements are set ou
various jurisdictional codes (soon to be replacgethe NECF framework/obligations) and
replicating them is unnecessary and results inrisisbencies?

Envestra’s proposed revision will align clause With the equivalent provision in its current
access arrangement for its South Australian netwidik AER accepts Envestra’s explanation in
response to AGL’s submission and does not requi@@endment.

tin

Order of priority
(clause 17.3)

Clause 17.3 outlines the order of priority if Envasntends to interrupt or curtail gas deliveries.
The current terms and conditions (clause 16.3g $kett where two or more delivery points fall
within a particular category, Envestra will detemethe order of priority. Clause 16.3 also provid

that Envestra will not set the order based ondkatity of the relevant uset®Envestra proposed o

delete this qualification.
AGL submitted that Envestra should provide reasonthe proposed revisioH.

In its response to AGL’s submission, Envestra stilechithat the words are unnecessary as Enve
is obliged not to discriminate in all its dealirgs.

It is not clear to the AER to what Envestra is nefigg when it states it is obliged not to discriieie

es

Amendment 13.12.

psStra

in all its dealings. The AER considers that itppeppriate that Envestra should not discriminate

by
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setting the order based on the identity of theveele users. Envestra is required to amend its ter
and conditions to retain this provision.

ms

Ancillary
reference
services:

Standards
(clause 18.1)

Payment of
charges
(clause 18.2)

As part of its ancillary reference services, Enrgeptoposed to change ‘Envestra will Disconnec
and Reconnect DPs (delivery points)’ to ‘Envestithumdertake Disconnection and Reconnectio
of DPs’.

AGL submitted that the use of the word ‘undertak@ly mean Envestra could charge for an atte
to undertake the request, as opposed to perforthexgequest. AGL submitted that the word
‘undertake’ should be deletéd.

In its response to AGL’s submission, Envestra stiiechithat the revisions reflect the defined terr
in the list of definitions”

The AER notes that the words ‘Disconnect’ and ‘Reaxt’ are not defined terms in Envestra’s
glossary, whereas ‘Disconnection’ and ‘Reconnetaoe. The AER considers that the proposed
change merely reflects this and the meaning otldugses is unchanged. The AER does not con
that the word ‘undertake’ extends to instances wlitee work is not performed. The AER does n
require an amendment.

The current terms and conditions (clause 18.4)ideothat Envestra will have no obligation to rea
metering equipment unless the user has paid fosghace (or, where permitted by Envestra, agr
to pay)* Envestra proposed a revision to extend this reqent to disconnections and
reconnections (clause 18.2). Envestra providedeasans for the proposed revision.

[
n

mpt

ns

Amendment 13.13.

sider
Dt

ad
eed

AGL submitted that it does not support the inclasid this clause. AGL submitted that this claus
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along with clauses 19 (other services) and clabsg @ight to suspend services), means that the
benefits flowing to Envestra and consequentialichetnt to users would be grossly disproportion
and amount to an unfair tertfi.

It is not clear to the AER that the benefits to &stva and the detriment to users would be ‘gross
disproportionate’, as submitted by AGLNevertheless, Envestra has provided no reasonstwhy
needs to be paid for these services prior to aagrihem out. As Envestra has provided no

justification for the revision, the AER rejectsaitd requires clause 18.2 to be amended accordir]

ate

ly

aly.

Other services
(clause 19)

Envestra proposed a new term and condition thae&rew may provide a user with other services

requested by the user from time to time. Chargd<wias agreed to between Envestra and the
or, in the absence of agreement, the charges pigyiaotified by Envestra or reasonably
determined by Envestra. Envestra submitted thattovision clarifies that Envestra may providé
other services on requéét.

Origin submitted that it does not understand tlséifjaation for this provision and that prices shbl
be transparent and subject to publicafion.

AGL noted that charges will not be approved byAlRdR. AGL submitted that it does not support
inclusion of this clause. AGL submitted that tHsuse enables Envestra to commence charging
services it performs without agreement from the.tse

In its response to AGL’s submission, Envestra stiieahiclause 19 allows retailers to request

]

user

I Amendment 13.14.

for
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services other than reference services. Envestoasabmitted that Envestra must determine the
charges for such services on a reasonable basthainithis is how the access arrangement has
operated since its inceptich.

It is unclear to the AER what Envestra contemplatesther services and why this provision is
included in the terms and conditions, rather thnenservices policy, which already includes a
negotiated service. It is unclear how the ‘othevises’ in the terms and conditions fit with the
‘negotiated service’ in the services policy. Gitkis uncertainty the AER requires clause 19 to
deleted.

Correction of
billing errors
(clause 21)

The current terms and conditions (clause 20) pethat a user will not make a claim for an erro
an invoice if more than 12 months from the datthefinvoice has elapsé8Envestra proposed to
change the period to 11 months.

Origin submitted that an exception should be ma@gigin is required by law to pursue a claim @
behalf of a customer, as there is no time limitatiothese circumstancas.

AGL submitted that it does not agree with the reiduncin the time period from 12 months to
11 months. AGL further submitted that Envestra shgustify the reductiori?

The AER does not consider that the reduction fr@mbnths to 11 months is significant and
accepts Envestra’s revision. The revision is ie livith the 11 months period in Envestra’s currer
and proposed terms and conditions for its SouthrAlign network (clauses 20 and 21
respectivelyy>

rin

n

Amendment 13.15.

it
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The AER does agree with Origin’s submission, howeVke AER considers it appropriate that a
claims that a user is required to pursue by lawkhoot be subject to the 11 month time period.

Envestra is required to amend clause 21 to exemyptlaim a user is required to make by law on

behalf of a customer.

Delivered
guantities
(clause 23)

The current terms and conditions (clauses 21.124n4) refer to the quantity of gas delivered or
estimated to have been deliver@&Envestra proposed to add the words ‘or expectée welivered’
to these terms and conditions (clauses 23.1 ang.23.

AGL submitted that it is unclear why the additiomairds have been includéf.

In its response to AGL’s submission, Envestra stilechithat these proposed revisions merely
reflect that some invoicing is in advarie.

Unlike its South Australian network, Envestra doesinvoice in advance for its Queensland
network. While the additional words ‘expected todedivered’ are consistent with the access
arrangement for Envestra’s South Australian netwibry are inconsistent with the access
arrangement for its Queensland network. In lighhe$ the AER requires their deletion.

In two instances, Envestra proposed to revisertas and conditions by changing the term ‘on a

reasonable basis’ to ‘whatever basis Envestra dersreasonable’. They relate to the estimate of
quantities delivered if no meter reading is takeayse 23.4(c)) and the allocation of deliveries in

certain circumstances (clause 23.5(c)). The praposédsions revert to terminology proposed by
Envestra at the previous review, but which wasctefby the QCA?

Amendments 13.16
and 13.17.

56
57
58
59

EnvestraQld access arrangement terms and cond#jadune 2006, pp. 14-15.

AGL, Envestra’s Qld gas network access arrangemiovember 2010, p. 22.

EnvestraResponse to AGL’s submissi@ecember 2010, p. 5.

QCA, Final Decision, Revised Access Arrangement for Giafibution Networks: Allgas Energyvay 2006, pp. 12—-13.

278




The AER requires an amendment to clarify that Ema&sestimation or allocation must be on a
reasonable basis. Envestra is required to makenen@ment by replacing ‘on whatever basis
Envestra considers reasonable’ to ‘on a reasomasiis’. This is consistent with clause 4.5(c)

(quantities received) and 10.7(c) (basis for cdives) which use the terminology ‘on a reasonahle

basis’'.

Method of
payment
(clause 24.1)

The current terms and conditions (clause 22.1)ideothat a user may make a payment to Envestra

by telegraphic transfer or electronic funds tran&f&nvestra proposed to delete electronic funds
transfer as a payment option.

AGL submitted that it seeks the basis for the remhof this payment optioft.

Origin submitted that the term ‘telegraphic tramsébould be explained. Origin further submitted
that payment by electronic funds transfer shouldlmved®?

Envestra did not address this issue in its respmnA8&L’s submission.

Envestra’s proposed revision will align clause Wit the equivalent provision in its current

None.

access arrangement for its South Australian netwidrk AER considers that clause 24.1 allows for

payment by electronic funds transfer, if agreeavbenh Envestra and the User.

Failure to pay:

Right to set off
unpaid amounts

Under the current terms and conditions (clause)Znfestra may set off any amount it owes to aAmendments 13.18 t

user against any amount due but not paid by the ager than amounts that are under dispute.
Similarly, under the current terms and conditiazlayse 23.3) Envestra may suspend services if

13.20.
a
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(clause 25.2)

Right to suspend
services
(clause 25.3)

user fails to pay an invoice by the due date, atfien amounts that are under dispute. Envestra
proposed to delete the qualification that exempisnents in disput®

AGL submitted that it seeks the reasoning behied#moval of the relevant teXt.
Envestra did not address this issue in its respmnA8&L’s submission.

The AER considers that it would be unreasonablsdovices to be suspended because of non-
payment of amounts in dispute, particularly astémms and conditions provide for a user to

withhold payments in dispute (clause 22.1). TheefEnvestra is required to amend its clause 2
to exclude payments in dispute and also make coesgigl amendments to clause 25.1 (overdug
interest) and clause 26.2(a) (termination by Emagst

In relation to clause 25.2, AGL submitted that tyyges of payment that fall within the definition o
‘any amount’ need to be clarifiéd.

In its response to AGL’s submission, Envestra stiieahithat the clause is a generic one used in
contracts?’

The AER notes that clause 25.2 refers to ‘any armdue to Envestra under the Agreement’. The
AER considers that the meaning and intent of cl@%s2 are clear and is not convinced by AGL’
submission that an amendment is required.

\1”4

\"ZJ

5.3
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Holding over
(clause 26.8)

Envestra proposed a new term and condition thgesfcontinues to be delivered after the term of an
access agreement expires, Envestra and the useevdéemed to have entered into an access
agreement on the same terms and conditions. Tit@sgement will continue until a new agreement
is entered into, or the delivery point is discortedg¢or the user ceases to be the current usbaof t
deliveryeeoint. Envestra submitted that this neavision reflects existing agreements with
retailers:

Origin submitted that the circumstances under whlahse 26.8 operates should be clarified. AGL
submitted that it interprets this clause to meat tihe user remains responsible for gas even if the
flow of gas is due to EnvestfAAGL submitted this would allow Envestra to recothes costs
associated with the delivery of gas, notwithstagdirat the loss was due to an act or omission by

Envestre® Amendment 13.21.

In its response to AGL’s submission, Envestra stiieahithat this new clause has been adopted from
existing agreements with retailers, who have regaess inclusion. Envestra also submitted that
clause 26.8 provides that gas will continue to flawhe event that a new contract is not finalised
before a current contract expirs.

The AER understands the intent of the new provseamd considers that they have merit. However,
the AER shares the concerns expressed by AGL aigihOfhe AER does not consider that users
should continue to pay for gas that is not requibed continues to be delivered due to the negtigen
act or omission on the part of Envestra (or Eneéswfficers, servants, agents or contractors).
Envestra is required to amend clause 26.8 accdyding
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Service
provider’s
liability:

Contributions
(clause 27.2)

Clause 27.1 specifies the circumstances under vifiefestra will indemnify a user for damage and
injury. Envestra proposed a new clause 27.2 whadigces Envestra’s obligations under clause 27.1

to the extent that the user contributes to the d@noa injury.

AGL submitted that it seeks justification for tmew clause. AGL further submitted that Envestra

seems to have no liability compared with ugérs.

In its response to AGL’s submission, Envestra stiieahithis is an existing clause in the current

access arrangement for its South Australian netviemkestra submitted it is a standard clause in

agreement&

The AER understands that terms and conditionsisfifiture limiting a party’s liability is commor
in commercial contracts. The AER considers that itasonable for one party’s liability to be
reduced because of the acts or omissions of tlex ptrty. The AER does not require an
amendment.

None.

Mitigation
(clause 27.4)

Envestra proposed a new term and condition thas usast use reasonable endeavours to mitigate

every claim it might have against Envestra.

AGL submitted Envestra should justify inclusiontlis new provision. AGL submitted that it
suggests that users ‘are agents (of Envestra)empansible for the action or inactidi.’

In its response to AGL’s submission, Envestra stiiechithat this is a common clause in
agreements. Envestra submitted an example of A@Garbang aware that its supplier was deliver

None.

ng
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non-specification gas, in which case AGL should nessonable endeavours to instruct its supplier

to cease supplying that g4s.

The AER understands that mitigation clauses arenommin commercial contracts. The AER does

not require an amendment.

Force majeure:

Consequences 0
force majeure
(clause 29.2)

Clause 29.2 provides that either party is excusaa fts obligations as a consequence of a force
majeure event. Envestra proposed to add a quaildicehat either party must take whatever
precautions ought reasonably to have been takendare that a force majeure event does not
prevent performance of its obligations.

AGL submitted that it seeks to understand whateamh by ‘whatever precautions ought reasonably

to have been taker®.

In its response to AGL’s submission, Envestra stilechithat the obligations are reciprocal and théNone.

words appear self-explanatdf.

Envestra’s proposed revision will align clause 28ith the equivalent provision in its current
access arrangement for its South Australian network

The AER considers that it is reasonable to exgextlioth parties will take whatever action they
reasonably can to limit the impact of a force megeavent. The AER accepts Envestra’s
explanation in response to AGL’s submission andsdae require an amendment.

Notice of entry

The current terms and conditions (clause 31.2¢ skett Envestra must give notice of entry as
required by law.” Envestra proposed to revise this clause by adtiagf no notice is required by

None.

74

EnvestraResponse to AGL’s submissi@ecember 2010, p. 6.

> AGL, Envestra’s Qld gas network access arrangemidnvember 2010, p. 26.

76

EnvestraResponse to AGL’s submissi@ecember 2010, p. 8.

283




(clause 33.2)

law, Envestra must give reasonalileano
AGL submitted that what constitutes ‘reasonablécedshould be clarified®

In its response to AGL’s submission, Envestra stiiechithat what constitutes reasonable notice
whatever is reasonable in the circumstaries.

Envestra’s proposed revision will align clause 38ith the equivalent provision in its current
access arrangement for its South Australian netwidik AER accepts Envestra’s explanation in
response to AGL’s submission and does not requi@@endment.

IS

Dispute
resolution:

Selection of
expert
(clause 35.5)

The current terms and conditions (clause 33.5)ideothat in the event that the parties cannot agree

on a person to be appointed as an independenttettpar will request the Institute of Arbitrators {

nominate a persofi.Envestra proposed to change ‘Institute of Arbitrsitto ‘the Regulator’.
AGL submitted that it seeks to understand the bafsEnvestra’s proposed revisidh.

In its response to AGL’s submission, Envestra stiieahithat it considers that the AER would be
more familiar with the issuég.

The AER does not consider that it has the authontyer the NGL to assume this role. Envestra
required to amend clause 35.5 by replacing ‘Regdlatith ‘Institute of Arbitrators’.

Amendment 12.22.

is
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Automatic
amendments
(clause 38.2)

Envestra proposed that whenever the terms andtcmmglof the access arrangement are amend
accordance with the NGL, the access agreement betievestra and the user will also be
amended, except to the extent that Envestra otkemwatifies the network user.

This is a revision to the current clause 36.2, Whitates that the access agreement between
Envestra and the user will also change ‘unlessnaibe agreed® It also contrasts with the acces
arrangement information, which states that Envesttha user may agree that some or all of the
terms and conditions of their access agreementnailchange (in the event that the terms and
conditions in annexure G of the access arrangentemige f**

The effect of the proposed revision would give Estraesole discretion to determine whether the
terms and conditions of an existing access agreewitdna user continue in the event that the tef
and conditions of the access arrangement change.

In respect of Envestra’s South Australian netwé®&L submitted that that Envestra should not &
able to unilaterally decide not to change an acagesement’ In response to AGL’s submission,
Envestra submitted that a user’'s agreement mayicospecific terms and conditions that have tf
effect of varying a standard term approved by #witator. Subsequent amendments to standar
terms therefore would not be applicable to the’ssgreement®

The NGL (section 322) provides for service provedand users to negotiate terms and condition
different to those contained in an access arrangerimethe event that the terms and conditions ¢
an access arrangement change, the parties shopktipéted to determine whether or not the ter
and conditions of their existing access agreentemild also change. The AER does not conside

edin

\"ZJ

rT/l\srnendment 13.23.

e

ne

f
ms

however, that it is reasonable for a service prewvid have sole discretion to determine this.
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Therefore, the AER does not approve Envestra’sqeeg revision and Envestra is required to
amend its terms and conditions arrangement acagydin

Part 2: Terms an

d conditions for which Envestra hasproposed revisions

Clause 5 provides that users will be charged foeeding their MDQ.

Origin submitted that this creates considerableiatnative burden and challenges for Origin.

Daily overrun Origin submitted that the extra cost of customens wverrun MDQ could be captured through the
charges MDQ ‘ratchet mechanism’ set out in clauses 5.4 &84’ None.
(clause 5)
The AER is unclear about how Origin considers thatterms and conditions should be amended.
The AER also considers that it is reasonable farelStra to charge users for exceeding their MDQ.
Therefore, the AER does not require an amendment.
A user must notify Envestra as soon as practicabihere is the possibility of non-specificationsga
being delivered into the network by or on behalfrd user.
Gas
specifications: | Origin recommended that Envestra should be requareeciprocate and notify users of non-
specification gas in the network, particularly amstimes it will be the network which is the Cau$E, - ndment 13.24
Notice to of the non-specification g&s. o
Envestra

(clause 12.4)

The AER agrees with Origin’s submission and considieat it is appropriate for Envestra to notif
users if Envestra becomes aware of non-specifitg#s in its network. Envestra is required to
amend its terms and conditions accordingly.

Yy
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Delivery
pressure
(clauses 14.1 an
14.2)

)

Clause 14.1 provides that Envestra must ensureléhiaered gas is at a pressure within the range
determined by law or as agreed with the user. €l44ds2 sets out the conditions under which
Envestra is excused from liability for a breacltlaluse 14.1. Envestra is excused from liability
irrespective of whether or not Envestra was awathase circumstances.

Origin submitted that the condition ‘due to thehteical, practical and physical limitations of the

Network’ (clause 14.2(a)) should be deleted. Orgyibmitted that it is so broad that it is diffictdt
understand under what circumstances Envestra teuheld to its obligations under clause 14.1.
Origin further submitted that the physical and picad limitations of the network are factors that

should be taken into account when determining defipressure®’

In its response to a submission by AGL relatinghwestra’s South Australian network, Envestra

submitted that clause 14.2 reflects the situatian Envestra cannot be accountable for matters thamendment 13.25.

are outside its control. Envestra further submitted it should not be required to design a netwark
to take account of 1 in 100 year events, as sudstwould be inefficient and inconsistent with the
NGR.

The AER agrees with Envestra’s response to AGLIssssion and considers that the clause

reflects matters that are outside Envestra’s coriRegarding Origin’s submission concerning the
technical, practical and physical limitations oé thetwork, the AER agrees that these are factors
that should be taken into account when determideiiyery pressures. The AER notes that clause

14.1 provides for Envestra and a user to agreesbwvedy pressures and the factors mentioned albove

would be relevant to the negotiations. However ABR requires an amendment to clarify that
Envestra is not relieved of its obligations if fadure to deliver gas within the range of pressuse
due to its negligence.

89
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Clause 20 sets out the terms and conditions coimggtime invoicing and payment for references
services.

Invoicing and | AGL submitted that it does not support invoicincaiivance”
payment None.
(clause 20) In its response to AGL’s submission, Envestra stiieahithat it doesn’t invoice in advance for its
Queensland network.
In light of this, the AER does not require an anmaedt.
Clause 20.6 provides that a user must pay the ansbomwn in any valid tax invoice.
Payment of AGL submitted that the word ‘valid’ should be defir?
invoices None.

(clause 20.6)

In its response to AGL’s submission, Envestra stiieahithat it doesn’t understand the issue, but
that it is willing to delete the word ‘valid®

The AER considers that the provisions are clearremdmendment is required.

Set off
arrangements:

No set off
(clause 24.2)

Clause 24.2 provides that a user must pay amowitgydo Envestra in full without any right to

withhold and set off amounts owing by Envestrahnuser. In contrast, Clause 25.2 provides that if

a user does not pay any amount owing to Envesinggdfra may withhold and set off any amoun
owing by Envestra to the user.

In relation to Envestra’s South Australian netwAEL submitted that both parties should have t

Amendments 13.26

tand 13.27.

he
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Right to set off
unpaid amounts
(clause 25.2)

same rights with regards to set off arrangem&nts.

In its response to AGL’s submission, Envestra stiiechithat payments are from AGL to Envestra

and not vice vers®.

The AER agrees with AGL’s submission and consitleaisit is reasonable for set off arrangeme
to be reciprocal. While the AER notes Envestralansigsion that payments are from a user to

Envestra, there may be occasions when Envestrammwesy to a user (for example, as a result of

an overpayment). Envestra is required to ameneritss and conditions accordingly.

Nts

Overdue interest
(clause 25.1)

Clause 25.1 provides that Envestra may chargeesiten any amount unpaid by the due date.

In relation to Envestra’s South Australian netwdkigL submitted that the word ‘any’ needs to b
defined so that it is clear what types of paymanéscaptured by this clau$e.

In its response to AGL’s submission, Envestra stiieahithat it does not understand the isSue.

The AER notes that Clauses 25.2 (right to set pffaid amounts) and 25.3 (right to suspend
services) clauses 25.2 and 25.3 refer to ‘any atawmto Envestra under the Agreement’, but
clause 25.1 does not. The AER considers that time seords should be inserted into clause 25.1
clarity. Envestra is required to amend its tern @mnditions accordingly.

112

Amendment 13.28.

for

Termination

Clause 26.2 sets out the circumstanndsr which Envestra can terminate an agreemetig wh

Amendment 13.29.
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(clauses 26.2 an
26.3)

Hclause 26.3 sets out the circumstances under vehuder can terminate an agreement.

Origin submitted that the same opportunities abé#ldo Envestra to terminate an agreement shg
also be available to users (such as, insolven&nweéstra or the network ceasing to be a covere(
pipeline under the NGL¥

The AER agrees with Origin’s submission. The AERsiders that it is reasonable for the
provisions to be reciprocal. Envestra is requigedrhend clause 26.3 to include Envestra’s
insolvency and revocation of coverdyef the network as conditions under which a usey ma
terminate an access agreement.

puld
)|

Liabilities
Limitation period
(clause 27.5)

User’s liabilities
(clauses 27.6 an
27.7)

Clause 27.5 provides that Envestra will have nailitg to a user unless full particular detailsasfy
claim are lodged within three months after theralaiecomes known to the user.

Origin submitted that a three month period is ifisignt to put together full particulars of a claim
Origin submitted that in the absence of such asedaoth parties would be entitled to a statutory
limitation period of 6 yearf™

The AER considers that it is appropriate that usbmild promptly lodge claims with a service

dprovider. As Origin has not submitted what it coless to be a reasonable time period, the AER

not convinced by Origin’s submission that three thens an unreasonable time period.

Clause 27.6 provides that Envestra will have nailiist to a user for economic or consequential
loss. Clause 27.7 provides that Envestra’s ligbibt any claim by a user is capped at $100m.

Amendments 13.30
and 13.31.
is

Origin submitted that the liabilities and indemesgtiare unequally weighted in favour of Envestral.

% NGL, ss. 102-108.
19" Origin, Envestra (Qld) and APT Allgas access arrangemenp@sals November 2010, p. 7.
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Origin submitted that a user’s liability should depped and indirect and consequential losses
excluded, as is the case for Envestra (clausesa®id®7.7)%*

The AER agrees with Origin’s submission and consideat it is reasonable for these provisions
be reciprocal. Envestra is required to amend itageand conditions to cap a user’s liability (ckawu
27.6) and exclude consequential loss from a usabgity (clause 27.7).

14

Consumer
contract
limitation:

Limitation of
liability
(clause 28.2)

Clause 28.2 limits the liability of Envestra undlee Trade Practices Act 1974

Origin submitted that this clause will need to Ipelated to reflect changes to thede Practices
Act 1974that come into effect on 1 January 2014.

The AER agrees with Origin that clause 28.2, as$ agetlauses 28.3 and 28.4, need to be updat
reflect the provisions of the ne@ompetition and Consumer Act 201hich replaced th&rade

Practices Act 1974nd came into effect on 1 January 2011. Envestexjisired to submit revisions

to its terms and conditions to reflect this, orasthise delete clause 28 from its terms and
conditions.

eé%endment 13.32.

D

Force majeure:

Key obligations
(clause 29.4)

Clause 29.4 states that a force majeure eventraaslieve a user from its obligations to ensure;

gas delivered into the network meets specificat{ofamise 12.1), is within specified receipt press
(clause 13.1), and the user has good title to #isggJause 16.1). In contrast, Envestra is reli@fec
its obligation to deliver gas at the prescribedwel pressure (clause 14.1).

Origin submitted that clause 29.4 is at odds vhthwell accepted concept of force majeure, whi
is an event that prevents the performance of diitiga to the parties. Origin submitted that the
clause be either deleted, or modified to a readerairieavours basts’

ur
| Amendment 13.33.

ch
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The AER agrees with Origin’s submission. The AERgInot consider that users should be
expected to continue to perform their obligatiorew prevented by a force majeure event. Enve
is required to make an amendment to delete cla@igle 2

In relation to Origin’s alternative proposal th&use 29.4 could be modified to a reasonable
endeavours basis, the AER does not consider thisasssary. Clause 29.5 requires Envestra an
users to use all reasonable endeavours to overopreenedy as soon as possible any force maje
event which prevents performance of any obligation.

xstra

d
zure

Network user to
assist
(clause 30)

Clauses 30.1 and 30.2 require a user to providenrdtion and assistance to Envestra in certain
circumstances.

Origin submitted that it does not oppose thesegeand conditions in principle, but considers tha
there should be an equivalent requirement on battigs. Origin further submitted that if Envestr
is able to charge for ad hoc requests, a user dmmtlhave an open obligation to provide whateV
assistance Envestra reasonably requires. Othett@sgser should be able to charge for these
requests®*

The AER agrees with Origin’s submission on thesaas and considers that it reasonable for thg
arrangements to be reciprocal. The AER considegptopriate that either party should provide {
other with whatever information it reasonably regsi

Clause 30.3 states that Envestra may provide irdthom to an upstream operator in certain
circumstances.

t
A
er

Amendments 13.34
and 13.35.

"

he

14

Origin submitted that Envestra should be requirather than have discretion, to provide

193 Origin, Envestra (QId) and APT Allgas access arrangemeop@sals November 2010, p. 7.
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information, as users are so required.

The AER agrees with Origin’s submission and considleat it is reasonable that Envestra should

provide an upstream with whatever information thstteam operator reasonably requires. Envestra

is required to amend clause 30.3 to provide thaeEina will provide an upstream operator only
with information that it reasonably requires.

User's insurance

Claims
enforcement
(clause 32.5)

Claims
settlement
(clause 32.6)

Clause 32.5 provides that a user must prompthfiynBtivestra of any event that might give rise tp a

claim under any insurance policy which the usemta@ns under its access agreement with

Envestra. Clause 32.6 provides that a user mustattdé or compromise an insurance claim withput

the consent of Envestra, which will not be unreavbnheld.

Origin submitted that clause 32.5 implies thatribvork user must maintain insurance specific {o

its agreement with Envestra. Origin submitted thet is unworkable because Origin maintains

group insurance policies that cover exposure tida wvange of agreements. Origin proposed that

the clause should read ‘insurance held pursuamatber than ‘insurance held und&t’.

Origin submitted that clause 32.6 is unworkabl©s&gin may have claims on its group insurance
matters unrelated to Envestra. Moreover, Origimstted that even if the claim did relate to
Envestra, it is unclear why Envestra should haxighd to withhold consent to Origin in settling a
claim with its insurers®’

The AER agrees with Origin’s submission. The AERuiees clause 32.5 to be amended to clarii
that it only relates to claims in relation to Enva's Queensland network. The AER also requires
that clause 32.6 be deleted.

Amendments 13.36
and 13.37.
2 tO
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No notice
(clause 33.3)

Clause 33.3 sets out the circumstances under vidnighstra does not have to give notice of entr
This includes to undertake routine meter replacémereading of meters.

AGL submitted that it understands that it woulddiféicult to provide notice in times of an
emergency, a routine meter reading or illegal tissvever, AGL submitted that it requests the
removal of routine meter replacement from this ségwas notice in those circumstances would a
the user or the user’s customer to provide accesantry®

Envestra did not address this matter in its resptm@AGL’S submission.

The AER notes AGL’s submission. However, it is dleiar to the AER why routine meter
replacement should be treated any differently tdine reading of meters. The AER is not
convinced by AGL’s submission and does not regair@amendment.

5Sist
None.

Confidentiality
(clause 34)

Clauses 34.1 to 3.4 set out a user’s obligations@ming confidentiality. Clause 34.5 provides th
Envestra must comply with any confidentiality olligpns imposed on it pursuant to the NGL.

Origin submitted that the obligations regardingfatentiality should also apply to Envestfa.

Part 16 of the NGR outlines a service provider'’sgalbions concerning confidentiality. In light of
this and the inclusion of clause 34.5 the AER dussequire Envestra to amend clauses 34.1 to
34.4 to provide that they also apply to Envestraweler, the AER requires an amendment to
clause 34.5 so that it refers to both the NGL &@dNGR.

The AER also considers that it is reasonable fofidentiality provisions to survive the terminatig

at

Amendments 13.38
and 13.39.

n

or expiration of an access agreement. In this ntaco&idential information is protected after an

198 AGL, Envestra’s QId gas network access arrangemintember 2010, p. 27.
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access agreement expires or is terminated. Envestguired to amend its terms and conditions
accordingly.

Notices
(clause 36.1)

Clause 36.1 provides the manner by which noticaseasent by either party.

In response to AGL's submission with respect todstra’s South Australian netwotk Envestra
indicated that it is willing to amend clause 36f1h® terms and conditions for that network to
provide for email'* Given that Envestra has agreed to amend its tantisonditions the AER
requires an amendment to give effect to this.

Amendment 13.40.

Entire agreemen
(clause 40.4)

[

Clause 40.4 states that an access agreement gtesstlie entire agreement between Envestra and a

user and supersedes all prior agreements, repatiseistand understandings. It also states that &
implied warranties, terms and conditions are exatuid the extent permitted by law.

In relation to Envestra’s South Australian netwakigL submitted that the provision excluding all

implied warranties, terms and conditions is unnsagsand should be remov&d.

In its response to AGL’s submission, Envestra sttieahithat this is a standard clause in
agreement$§™®

all

None.

The AER understands that this is a common clauseniracts and does not require an amendmr:nt.
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E. Annual reporting requirements

In a number of chapters of this draft decision, AR has indicated that Envestra will have to répertain information on an annual basis.
This information is generally required for the admsiration of an incentive mechanism, to ensurep@nce with an approved tariff variation
mechanism, or to otherwise monitor Envestra’s perémce and compliance with this decision.

This appendix provides a summary of the informakowestra must report to the AER during the acaessigement period. The AER
anticipates that some of this information would-&gorted annually, for example as part of an antaudf variation proposal. Otherwise, the
AER anticipates this information will be collectbd the AER via a regulatory information instrumertis appendix is not exhaustive of the
information the AER may seek through any regulatofgrmation instrument.

Information contained in the table below has bemnvd from the chapters in this draft decision.

TableE.1: Annual reporting requirements

Reference Reporting requirement Purpose
Capital contributions — chapter 3 For each yeaiple details of the nature and value of capital ~ To identify the nature and value of capital
contributions received from users. contributions. Rules 82(2) and 82(3) of the NGRwll

the AER to roll into the capital base a capital
contribution, provided that the access arrangement
contains a mechanism to prevent the service provide
from benefitting through increased revenue from the
user’s contribution to the capital base.
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Reference

Reporting requirement Purpose

Incentive mechanism — chapter 7

Where there isaaghin approach to classifying costs as either To identify the actual total controllable opex cofstr
capex or opex, a detailed description of the chamgea calculation the purposes of the incentive mechanism.

of its impact on forecast and actual opex. To identify the actual opex amounts attributableach

Details to quantify and substantiate scope chamipésh impact on  approved excluded cost category during each regylat
the original benchmarks. year.

Details of specific uncontrollable costs incurred aeported by To determine the efficiency carryover amount easdry
Envestra, which Envestra proposes the AER consfdeexclusion for the application of the incentive mechanism.

from the operation of the incentive mechanism icoagance with

the NGL and NGR.

An outline of the calculation of the efficiency cgsver amount for
the year including identification of any adjustrenade to actual
or benchmark costs (e.g. exclusions).

Annual reference tariff variations —
chapter 12

For each year, on or around 15 April, notify theRAlR respect of  Annual tariff variation approval.
any reference tariff variations such that variasioocur on 1 July,
and include:

® the proposed variation to reference tariffs

® an explanation and details of how the proposedtiaris have
been calculated

® anindependent statement to support the gas quargitts in
the tariff variation formula. The statement sholoéd
independently audited or verified and the quartiput will
reflect the most recent actual annual quantitieslable at the
time of tariff variation assessment. The actualgjitashould
be provided as four quarters of gas quantity datanciling to
an annual total quantity of gas.
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F. Debt raising costs

Debt raising costs are transaction costs—suchgas fees, underwriting fees or
credit rating fees—incurred as debt is raised fin@aaced. The AER does not
consider that the unit rate for debt raising cpstgposed by Envestra (20.3 basis
points per annum, bbpa) has been estimated orsana&ale basis, nor that it is the
best estimate availabteThe AER requires Envestra to use its standard odeftbr the
estimation of debt raising costT.he resulting unit rate of 10.9 bppa is applieth®
benchmark debt component of the capital base imaist the total allowance for debt
raising costs for the access arrangement period.

F.1  Access arrangement proposal

Envestra commissioned a consultant report from iReldouche Tohmatsu (Deloitte)
on debt raising costsEnvestra requested that Deloitte provide estinfatethe
benchmark efficient service provider accessing tiypes of debt funding: domestic
bonds (Medium Term Notes (MTN)) and syndicated beeibt*

Envestra stated that the estimates provided byifieelgere more accurate than the
estimates, based on a 2004 report by the Allen @tng Group (ACG)’ which the
AER has relied upon in recent decisié®ased on the Deloitte report, Envestra
proposed a unit rate of 10.1 bppa for standard defing costs, assuming the use of
domestic MTN on a 10 year refinancing cytle.

Envestra also proposed an additional allowancé®df hippa to cover bridging
finance for six months prior to the issuance ofdhbt® Deloitte stated that this was
necessary to meet the refinancing requirements 8tandard and Poor’s for

! Seer. 74 of the NGR.

2 This standard methodology, based on the 2004 A&pGrt, has been refined by the AER across
previous regulatory decisions, and is explainedieitail below.

Deloitte,Debt Financing CostsSeptember 2010, included as attachment 9.4 tedfravaccess
Queensland, Access arrangement information, Oct2®Ed.

*  Deloitte,Debt Financing CostsSeptember 2010, p. 3 (section 1.3).

ACG, Debt and Equity Raising Transaction Costs, Fingb&eto the Australian Competition and
Consumer Commissipbecember 2004.

AER, Final decision, Powerlink Queensland transmissietwork revenue cap 2007-08 to 2011—
12, 14 June 2007, pp. 94-97; AERpal decision, SP AusNet transmission determima#008—

09 to 2013-1431 January 2008, pp. 148—-150; AEfal decision, ElectraNet transmission
determination 2008—09 to 2013141 April 2008, pp. 84-85; AEREinal decision, New South
Wales distribution determination 2009-10 to 2013-28April 2009, pp. 541-560 (Appendix N:
Benchmark debt and equity raising costs); AERal decision, Queensland distribution
determination 2919-11 to 2014-18ay 2010, pp. 197-199; AERyaft decision, South Australia
draft distribution determination 2010-11 to 201425 November 2009, pp. 235-239, 507-532
(Appendix I: Benchmark debt raising costs), 572—8Apendix K: Benchmark debt raising costs
for the completion method — CONFIDENTIAL); AERinal decision, South Australia distribution
determination 2010-11 to 2014-18ay 2010, pp. 124-133, 371-384 (Appendix J: Dalsing
completion method); AERginal decision - appendices, Victorian electriaitigtribution network
service providers, Distribution determination 202045 pp. 474-501 (Appendix N: Debt raising
costs).

EnvestraQld access arrangement informatjddctober 2010, p. 139.

8 EnvestraQld access arrangement informatjdBctober 2010, p. 139.
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companies with an investment grade credit ratirigs Ted to a total debt raising cost
unit rate of 20.3 bppa.

F.2 AER’s consideration

Issues with the Deloitte report

The AER’s standard method for estimating debt mgisiosts is based on the 2004
ACG report, but this does not mean it is sevensyeat of date. The method uses a
five year rolling window of up to date bond dateaoiler to reflect current market
conditions'® The individual cost components have been indes@ttommodate
inflation.** Further, the AER has refined the ACG method sévienas to reflect
changing circumstancé$The AER considers it misplaced for Envestra ttestaat
the Deloitte report is more accurate because there been ‘significant changes in
debt markets since 2004 when the AER'’s standard method already accounts fo
any such changes.

The AER considers there are several reasons tdudenthat the AER’s method
produces a better estimate than that derived iD#ieitte report. The Deloitte report:

* makes no allowance for multiple bond isstfashen the AER’s method correctly
recognises that because multiple issues spread ¢o®ts they reduce the unit
rate”

= does not adjust for the time value of mofi®when the AER’s method
appropriately amortises up front cdsts

* uses the median bond issue size from 2004 ($175im3tead of the more up to
date estimates used by the AER metfiod

* uses BBB+ rated bonds orfywhen the AER’s method uses a larger and
therefore more statistically reliable sample withloss of relevanéé

Although the Deloitte report also provided dedising costs for syndicated bank debt (on an

ongoing basis), this figure was not proposed byestra.

ACG, Debt and Equity Raising Transaction Costs, Fingb&eto the Australian Competition and

Consumer Commissipbecember 2004, pp. 49-50; see also AERal decision, South Australia

distribution determination 2010-11 to 2014+-May 2010, pp. 131-132.

1 AER, Draft decision, South Australia draft distributioletermination 2010-11 to 2014125

November 2009, pp. 525-527.

For instance, when the WACC increased to suelva that simple division of up front costs might

result in under compensation, the AER adjustedrbthod to allow amortisation. See AHRaft

decision, South Australia draft distribution detémation 2010-11 to 2014-125 November

2009, pp. 527-530.

EnvestraQld access arrangement informatjddctober 2010, p. 139

4 Deloitte,Debt Financing CostsSeptember 2010, pp. 7-9.

5 AER, Final decision, Victorian electricity distributiometwork service providers, Distribution
determination 2011-201%p. 368-369.

6 Deloitte,Debt Financing CostsSeptember 2010, p. 4.

7 AER, Draft decision, South Australia draft distributioletermination 2010-11 to 2014125
November 2009, pp. 527-530.

18 Deloitte,Debt Financing CostsSeptember 2010, p. 8 (footnote 7).

¥ AER, Final decision, South Australia distribution detémation 2010—11 to 2014—1%ay 2010,

pp. 131-132.

10

12

13
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" s not transparent with regard to many key datibates®?

Early refinancing costs

Several recent proposals to the AER have stateditédenchmark firm needs to
obtain debt in three or more months in advancel@mthe debt is actually needed to
retire maturing debt or pay for cap€xThe Deloitte report provides a cursory
examination of this issue and on this basis Enaestiiudes the cost of bridge
financing in its unit rate for debt raising coéts.

Nothing in the Deloitte report changes the AER’aaasion on early refinancing
costs in general, which have been set out in pusvitecision documents:

=  Management of refinancing risk has always beeryackasideration for the
benchmark entity with its investment grade credtitng

= This is not a new requirement introduced by creatihng agencies in the time
since the 2004 ACG report

= There is no reason to conclude that the 2011-26¢€sa arrangement period
will be different in this regard

=  The refinancing plan will include a variety of maess to address this risk, which
may include the completion, commitment and undemgimethods but may also
a broader range of actions.

= Costing one particular form of early refinancing tnis case, bridging finance
through syndicated bank debt) does not mean thehbeark firm should be
compensated at this level.

As in these previous decisions, the AER considaasthe standard debt raising cost
allowance includes sufficient provision for the ragament of refinancing risk and it
would be inappropriate to add the costs of briddingnce to this allowance.

2 Deloitte,Debt Financing CostsSeptember 2010, p. 7.

2L |n particular, debt raising costs are invariarbas all investment grade credit ratings. See ACG,
Debt and Equity Raising Transaction Costs, Fingb&eto the Australian Competition and
Consumer Commissipbecember 2004, pp. xv—xix, 12-13, 15-16, 19-20 AR, Final
decision, New South Wales distribution determimag609-10 to 2013-1428 April 2009,
pp. 545-549; AERFinal decision, South Australia distribution deténation 2010-11 to 2014—
15, May 2010, pp. 131.

22 For example, identifying the number of bonds usedata for tables 5—7 or the derivation of a
5 bppa allowance for credit rating fees. DeloiRept Financing CostsSeptember 2010, pp. 4, 8—
9.

% For example, ETSA UtilitieEE TSA Utilities revised regulatory propos2010—-201514 January
2010, pp. 130-132; and Citipow&evised regulatory proposal 2011-23 July 2010, p. 173.

24 Deloitte,Debt Financing CostsSeptember 2010, pp. 5, 9-10.

% AER, Final decision, South Australian distribution deténation, 2010-11 to 2014—1Blay
2010, pp. 371-384 (Appendix J: Debt raising costcdmpletion method); AEREinal decision -
Appendices, Victorian electricity distribution neink service providers, Distribution
determination 2011-201%®ctober 2010, pp. 479-499 (section N.4.2: Ealyancing costs).

% Further, the context for the quote from Standard Poor’s (dated April 2008) refers only to the
market conditions that year. Deloiti@ebt Financing CostsSeptember 2010, pp. 9-10, citing
Standard and Poor'RatingsDirect: Refinancing and liquidity risks reimabut Australia’s
corporates are set to clear the debt logja2@ April 2008.
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Consistency

The AER considers that there needs to be consisstinbation of debt raising costs
and the cost of debt. This is because of the patdot an inverse relationship
between these two cost categories—higher debhgatgists may be associated with a
lower cost of debt, and vice versa. Table F.1 caegpthe costs for the two main
types of debt in the Envestra proposal and Delogpert:

Table F.1: Relationship between cost of debt and teraising costs (in bppa)

Type of debt Debt raising costs Cost of debt (spread to CGS)  Total cost
Syndicated bank debt 40 250 290
Corporate bonds (MTNSs) 10 335 345

Source: DeloitteDebt Financing CostsSeptember 2010, pp. 8-9, 11; AER analysis.
Note: This table shows the Deloitte/Envestra figuae proposed, and the AER does
not endorse these figures as correct (see latdrapter).

On the figures presented by Deloitte, syndicatetklzkebt has much higher debt
raising costs than corporate bonds. However, shadfset in part by the fact that bank
debt has a much lower cost of debt than corporatel$ It would be inconsistent to
take the higher debt raising costs (from bank dat) combine them with the higher
cost of debt (from MTNSs). That is, although the @& report correctly states that
the use of a bridge to market facility increasesisisuer’s overall debt raising costs,
it should also be noted that this decreases thédebt payments.

The issue of consistency is raised by the Delogp®rt with regard to the use of
international underwriting fees by the AER’s meth®te Deloitte report states that
since the AER has ‘recently’ determined that deisting costs should be based on
Australian capital markets, it can no longer use ithternational data as proposed in
the ACG report®

There has been no change in the AER’s position-béimehmark firm sources capital
in Australia, and both the cost of debt and deising costs have always been based
on Australian data. As the ACG report makes cliedéernational fees are used a
proxy for Australian fees because Australian data arevailable®® As in any case
where a proxy is used, it is important to consigleether this is an unbiased estimate
of the underlying paramet&t In this particular case, the theoretical expeotsis that
the Australian and overseas markets will equild@ter time, and there is no
empirical evidence to the contrary. Neither ACG Deloitte could obtain data on

2 Deloitte,Debt Financing CostsSeptember 2010, p. 9.

% Deloitte,Debt Financing CostsSeptember 2010, p. 7.

2 The ACG quote making this point is printed in Beloitte report. DeloitteDebt Financing Costs
September 2010, pp. 6—7; quoting AQUebt and Equity Raising Transaction Costs, Fingbéte
to the Australian Competition and Consumer Commiisddecember 2004, p.53.

% AER, Final decision, New South Wales distribution defaation 2009-10 to 2013—128 April
2009, pp. 550-553.
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Australian underwriting fees, so the AER methodsusgernational underwriting fees
as an appropriate proxy, and there is no incomsigté

Applying the AER’s standard method

The AER will continue to apply its standard methlodsed on the ACG report (and
subsequent refinements), using updated data. Fablghows the build up of debt
raising costs.

Table F.2: Indicative direct debt raising costs wih a nominal vanilla WACC of
9.96 per cent

Fee Explanation lissue 2lIssues 3lssues 4 Issu€slissues

Amount Raised Multiples of median MTN $245m $490m $735m $980m $1225m

($245m)

Median gross underwriting 7.31 7.31 7.31 7.31 7.31
1. Gross .

. spread, up front per issue,

underwriting fee :

amortised
2. Legal and $115K upfront per issue, 0.76 0.76 0.76 0.76 0.76
roadshow amortised
3. Cc_)mpr_;my $50K per annum 2.04 1.02 0.68 0.51 0.41
credit rating
4. Issue credit 4 basis points up front per 0.65 0.65 0.65 0.65 0.65
rating issue, amortised

0.14 0.14 0.14 0.14 0.14

5. Registry fees  $3.5K per issue, per annum

6. Paying fees $4/$1million per annum 0.04 0.04 0.04 0.04 0.04

Total Basis points per annum 10.9 9.9 9.6 9.4 9.3

Source: ACG, Bloomberg, AER analysis.

Envestra (Queensland) has an opening capital §&316 million, which leads to a
notional debt component of $190 million at the assd gearing ratio (60 per cent).
This amount of debt requires one standard size5{®24ond issue. After adjusting
for the indicative discount rate (9.96 per cené) dippropriate unit rate estimate is
10.9 bppa. This leads to the debt raising allowast®ut in table F.3:

Table F.3:  AER's conclusion on debt raising costss(n, 2010-11)

Description Unitrate | 2011-12 2012-13 2013-14 2014-15 2015-16  Total
Envestra Proposal 20.3 bppa 0.34 0.37 0.40 0.42 0.45 1.97
Amendment -0.14 -0.16 -0.18 -0.19 -0.21 -0.88
AER Draft Decision ~ 10.9 bppa 0.20 0.21 0.22 0.23 0.24 1.10

Source: Envestra Queensland, Access arrangenennation - PTRM, AER analysis
Note: Numbers may not add due to rounding

31 ACG, Debt and Equity Raising Transaction Costs, Fingb&teto the Australian Competition and

Consumer Commissipbecember 2004, pp. 41-45, 49-53.

302



F.3 AER conclusion

The AER does not approve the forecast operatingredipure for debt raising costs
from the access arrangement proposal, since itmutameet the requirements of r. 74
and r. 91 of the NGR. The AER considers that th# dEsing costs shown in

table F.3 are:

= consistent with the expenditure that would be irediby a prudent service
provider acting efficiently, in accordance wit9d. of the NGR

= arrived at on a reasonable basis and represebegtestimate possible in the
circumstances, in accordance with r. 74 of the NGR.

The AER requires Envestra to amend its debt raisorsgs as outlined in amendment
F.1.

F.4 Required amendments

Amendment F.I make all necessary amendments to the accesgeamant proposal
and access arrangement information in order toohsistent with table F.3
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G. Submissions

The AER received submissions on Envestra’s prodosa the following entities:
= AGL Energy Limited

=  Origin Energy Retail Ltd
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Glossary

AAG

ABS
ACCC

ACIL Tasman
AEMO
AGL

APT Allgas
ASX

BOM

bppa
CAPM

CDI

CEG

CFC

CGS
CPRS
DNSP

DRP

EBA

EBSS
EGW

EMRF

access arrangement guideline
Australian Bureau of Statistics

Australian Competition and Consumer
Commission

ACIL Tasman Pty Ltd

Australian Energy Market Operator
AGL Energy Ltd

APT Allgas Energy Pty Limited
Australian Stock Exchange

Bureau of Meteorology

basis points per annum

Capital Asset Pricing Model

CHESS Depository Interest
Competition Economists Group
Construction Forecasting Council
Commonwealth Government Securities
carbon pollution reduction scheme
distribution network service provider
debt risk premium
enterprise bargaining agreement
efficiency benefit sharing scheme
electricity, gas and water

Energy Market Reform Forum
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Envestra Envestra Ltd

FFM Fama—French three factor model

FRC full retail contestability

FTE full time employee

GDP gross domestic product

GFC global financial crisis

GJ gigajoule (1 000 000 000 joules)

HIA Housing Industry Association

IPART Independent Pricing and Regulatory Tribunal

IRR internal rate of return

IT information technology

KPI key performance indicator

LME London Metal Exchange

LRMC long run marginal cost

MDQ maximum daily quantity

MHQ maximum hourly quantity

MIRN meter installation reference number

MRP market risk premium

MTN medium term notes

NECF National Energy Customer Framework

NERA NERA Economic Consulting

NIEIR National Institute of Economic and Industry
Research

NPV net present value

NYMEX New York Mercantile Exchange
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OESR
Origin
O&M
ORER
PJ
PTRM
QLD
RBA
REES
RFM
RIN
ROLR
SA
SEO
SFG
STTM
TAB
TJ
Tribunal
UAG
WACC
WAPC

Wilson Cook

Office of Economic and Statistical Research
Origin Energy Retail Ltd
operating and maintenance

Office of the Renewable Energy Regulator
petajoules (equal to 1000 terajoules)
post-taxation revenue model
Queensland

Reserve Bank of Australia

Residential Energy Efficiency Scheme
roll forward model

regulatory information notice

retailer of last resort

South Australia

seasoned equity offering

Strategic Finance Group Consulting
short-term trading market

tax asset base

terajoules (equal to 1000 gigajoules)
Australian Competition Tribunal
unaccounted for gas

weighted average cost of capital
weighted average price cap

Wilson Cook & Co Limited
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