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BACKGROUND	  



	  





Key	  Cri2cisms	  of	  the	  AER’s	  Previous	  Revenue	  Determina2ons	  

§  Excessive	  Weighted	  Average	  Cost	  of	  Capital	  (WACC)	  allowances	  -‐	  that	  
enabled	  	  the	  networks	  to	  achieve	  extraordinary	  profitability	  levels	  	  

§  Excessive	  augmenta0on	  capex	  allowances	  -‐	  driven	  by	  the	  networks’	  
over-‐es2ma2on	  of	  load	  forecasts	  	  

§  Excessive	  replacement	  capex	  allowances	  –	  resul2ng	  in	  the	  premature	  
replacement	  of	  assets	  

§  Excessive	  opex	  allowances	  -‐	  based	  on	  the	  networks’	  historical	  costs	  
rather	  than	  benchmark	  efficient	  costs	  

§  Excessive	  incen0ve	  scheme	  payments	  -‐	  due	  to	  the	  AER	  seLng	  targets	  
well	  above	  the	  efficient	  level	  



Energex	  –	  Historical	  /	  Proposed	  Revenue	  



Ergon	  –	  Historical	  /	  Proposed	  Revenue	  



Ergon	  Proposed	  Revenue:	  Components	  

59%$

10%$

22%$

5%$ 4%$

Return$on$Capital$

Deprecia7on$

Opex$

Tax$Allowance$

Incen7ve$Payments$

Source:	  Derived	  From	  Ergon	  Revenue	  Proposal	  



Building	  Block	  Revenue	  Components:	  The	  AER’s	  Ability	  to	  Influence	  
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THE	  AER’S	  PRELIMINARY	  DETERMINATIONS	  	  
REVENUE	  AND	  PRICE	  IMPACTS	  



What	  We	  Should	  Be	  Seeing	  -‐	  Significant	  Price	  Reduc2ons	  

There	  are	  a	  number	  of	  drivers	  that	  are	  producing	  significant	  downward	  
pressure	  on	  prices:	  

§  Significantly	  lower	  cost	  of	  capital	  requirements	  

§  The	  downturn	  in	  electricity	  demand	  and	  consump2on	  

§  Less	  onerous	  network	  security	  and	  reliability	  standards	  

§  Excess	  system	  capacity	  

§  Reforms	  driven	  by	  the	  Queensland	  Government	  

In	  light	  of	  these	  drivers,	  the	  networks’	  revenues	  should	  revert	  to	  the	  
levels	  that	  applied	  prior	  to	  the	  previous	  two	  regulatory	  periods	  	  



Preliminary	  Determina2ons	  -‐	  Es2mated	  Retail	  Price	  Impacts	  

12	  
Note:	  the	  actual	  price	  impacts	  will	  be	  highly	  dependent	  upon	  the	  energy	  delivered	  by	  the	  networks,	  
and	  the	  networks’	  new	  ‘cost	  reflec2ve’	  tariff	  structures	  currently	  under	  development	  



The	  AER’s	  Preliminary	  Determina2on	  -‐	  Reten2on	  of	  Excessive	  Prices	  

§  The	  AER’s	  preliminary	  determina2ons	  would	  result	  in	  the	  Qld	  DNSPs’	  
prices	  being	  retained	  at	  excessive	  levels	  
	  

§  There	  are	  a	  number	  of	  major	  deficiencies	  in	  the	  AER’S	  preliminary	  
determina2ons	  -‐	  in	  par2cular:	  

o  The	  ongoing	  provision	  of	  excessive	  WACC	  allowances	  

o  The	  ongoing	  provision	  of	  excessive	  capex	  allowances	  

o  The	  ongoing	  provision	  of	  excessive	  opex	  allowances	  



	  

RETURN	  ON	  CAPITAL	  



Australia’s	  Electricity	  Networks	  are	  Extraordinarily	  Profitable	  

§  Australia’s	  electricity	  networks	  are	  much	  more	  profitable	  than	  the	  
regulatory	  framework	  assumes	  -‐	  par2cularly	  the	  government	  owned	  
networks	  

§  Equity	  markets	  and	  investors	  are	  valuing	  the	  networks	  significantly	  
higher	  than	  their	  regulated	  asset	  bases	  (RABs)	  –	  with	  some	  
valua2ons	  at	  over	  150%	  of	  RAB	  	  

§  Lenders	  are	  lending	  to	  the	  regulated	  business	  at	  significantly	  lower	  
rates	  than	  the	  ‘cost	  of	  debt’	  allowances	  provided	  by	  the	  AER	  

§  The	  AER	  is	  inappropriately	  applying	  its	  discre2on	  by	  selec2ng	  WACC	  
input	  parameters	  at	  the	  top	  end	  of	  the	  possible	  ranges	  

§  The	  AER	  has	  consistently	  set	  higher	  WACCs	  than	  other	  comparable	  
regulators	  in	  Australia	  and	  overseas	  



Ergon	  Profitability	  Trends	  
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Qld	  DNSPs:	  Compara2ve	  Profits	  per	  Connec2on	  
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Energex	  and	  Ergon’s	  Actual	  Return	  on	  Equity	  
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The	  Queensland	  Electricity	  Networks’	  Extraordinary	  Profitability	  
	  

§  In	  recent	  years	  Energex	  and	  Ergon	  have	  achieved	  return	  on	  equity	  levels	  
of	  around	  3-‐4	  2mes	  the	  level	  that	  the	  AER	  assumed	  in	  its	  ‘return	  on	  
equity’	  allowance	  

§  These	  returns	  are	  well	  in	  excess	  of	  the	  returns	  being	  achieved	  by	  
Australia’s	  best	  performing	  ASX50	  en22es	  	  

§  These	  returns	  are	  being	  achieved,	  despite:	  
–  Electricity	  networks	  being	  effec2vely	  ‘zero	  risk’	  businesses;	  and	  
–  Queensland’s	  networks	  being	  amongst	  the	  least	  efficient	  in	  the	  NEM	  

§  The	  AER’s	  preliminary	  determina2ons	  will	  result	  in	  Energex	  and	  Ergon	  
con2nuing	  to	  deliver	  extraordinary	  returns	  over	  the	  next	  5	  years	  



The	  AER’s	  Preliminary	  WACC	  Determina2ons	  

WACC	  	  
Component	  

2010-‐15	  
Determina0on	  

Qld	  DNSPs’	  
Revenue	  Proposals	  

AER	  	  
preliminary	  
Decision	  

Cost	  of	  Equity	   	   	   

	  	  	  	  	  	  	  Risk	  Free	  Rate 5.89%	   3.63%	   2.55%	  

	  	  	  	  	  	  	  Market	  Risk	  	  Premium 6.5%	   7.57%	   6.5%	  

	  	  	  	  	  	  	  	  Equity	  Beta 0.8	   0.91	   0.7	  

Total	  Cost	  of	  Equity	   11.09%	   10.5%	   7.1%	  

Cost	  of	  Debt 8.87%	   5.91	  -‐	  6.36%	   5.01%	  

Total	  WACC	   9.76%	   7.75	  –	  8.02	  %	   5.85	  %	  



Return	  on	  Equity	  -‐	  Inappropriate	  Use	  of	  the	  AER’s	  Discre2on	  

§  The	  AER	  has	  inappropriately	  applied	  its	  discre2on	  by	  seLng	  the	  cost	  
of	  equity	  input	  parameters	  at	  the	  top	  of	  the	  possible	  ranges	  

§  Stakeholders	  provided	  extensive	  evidence	  to	  jus2fy	  the	  AER	  applying	  
cost	  of	  equity	  parameters	  at	  the	  botom	  end	  of	  the	  ranges,	  i.e.:	  

§  A	  market	  risk	  premium	  (MRP)	  of	  around	  5.0%	  	  
§  An	  equity	  beta	  of	  0.4	  

§  Stakeholders	  also	  provided	  evidence	  that	  demonstrated	  that	  the	  
AER’s	  move	  from	  a	  gamma	  of	  0.5	  to	  0.4	  is	  not	  jus2fied	  



The	  AER’s	  Preliminary	  Cost	  of	  Debt	  Allowance	  

§  The	  AER’s	  preliminary	  return	  on	  debt	  allowance	  represents	  a	  debt	  risk	  
premium	  (nominal	  debt	  less	  the	  nominal	  risk	  free	  rate)	  of	  around	  2.5%	  

§  	   This	  debt	  risk	  premium	  is:	  
o  Similar	  to	  the	  debt	  margin	  than	  it	  provided	  to	  the	  networks	  for	  the	  previous	  

regulatory	  period	  –	  i.e.	  during	  the	  Global	  Financial	  Crisis	  
o  Around	  2.5	  2mes	  the	  debt	  margin	  provided	  by	  IPART	  in	  previous	  regulatory	  

periods	  
o  Over	  4	  2mes	  the	  debt	  margin	  currently	  provided	  by	  Ofgem	  for	  the	  UK	  

networks	  

§  This	  will	  con2nue	  to	  deliver	  extraordinary	  windfall	  profits	  to	  the	  
Queensland	  DNSPs	  over	  the	  next	  regulatory	  period	  



The	  Use	  of	  BBB+	  Ra2ngs	  

•  The	  AER	  claims	  that	  it	  has	  used	  BBB+	  ra2ngs	  in	  the	  development	  of	  
its	  return	  on	  debt	  allowance	  

•  However,	  due	  to	  limita2ons	  in	  the	  availability	  of	  Australian	  BBB+	  
data,	  in	  prac2ce	  BBB	  ra2ngs	  have	  been	  used	  	  

•  Consequently,	  the	  AER	  has	  provided	  significantly	  higher	  cost	  of	  debt	  
allowances	  than	  appropriate	  

•  In	  addi2on,	  Energex	  and	  Ergon’s	  actual	  borrowing	  costs	  are	  much	  
lower	  than	  the	  costs	  implied	  by	  their	  credit	  ra2ngs	  



	  

CAPEX	  



	  
CAPITAL	  EFFICIENCY	  



Mul2lateral	  Total	  Factor	  Produc2vity	  
	  

	  



RAB	  per	  Customer	  



Asset Cost per Customer 



Capital	  Efficiency:	  	  Queensland	  Govt	  Independent	  Review	  Panel	  Findings	  

	  	  
“An	  industry	  engineering	  culture	  biased	  toward	  expanding	  the	  network	  
infrastructure	  and	  enlarging	  the	  capital	  base	  of	  the	  NSPs	  -‐	  driving	  
inefficient	  expenditure”	  
	  	  
“A	  deficient	  commercial	  model	  in	  that	  there	  was	  no	  rigorous	  capital	  
ra:oning	  by	  the	  Government,	  as	  shareholder	  and	  provider	  of	  capital,	  to	  
guide	  investment	  decisions”	  
	  
“A	  regulatory	  model	  that	  does	  not	  allow	  the	  Australian	  Energy	  
Regulator	  (AER)	  to	  drive	  the	  networks	  to	  deliver	  efficient	  capital	  and	  
operaDng	  programs”	  	  	  



	  
THE	  QUEENSLAND	  NETWORKS’	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

CAPEX	  PROPOSALS	  



Ergon	  –	  Historical	  /	  Proposed	  Capex	  



Energex	  –	  Historical	  /	  Proposed	  Capex	  



The	  AER’s	  Preliminary	  Determina2ons:	  Total	  Capex	  

Source:	  TransGrid	  Revenue	  Proposals	  (all	  figures	  are	  nominal	  dollars)	  



	  

AUGMENTATION	  AND	  	  	  	  	  	  	  	  	  
CUSTOMER	  CONNECTION	  CAPEX	  



Historical / Proposed Augmentation Capex 
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FLAWED	  DEMAND	  
FORECASTING	  



Consump2on	  Trend	  –	  Na2onal	  Electricity	  Market	  



Declining	  Network	  Demand	  

§  Auer	  decades	  of	  rising	  in	  tandem	  with	  economic	  growth,	  Australia’s	  
electricity	  consump2on	  and	  peak	  demand	  has	  declined	  since	  2009	  

§  All	  credible	  energy	  forecasters	  are	  predic2ng	  that	  Queensland’s	  recent	  flat/
declining	  peak	  demand	  and	  consump2on	  trends	  will	  con2nue,	  due	  to:	  
o  Consumers	  responding	  to	  higher	  electricity	  prices	  by	  reducing	  energy	  use	  and	  adop2ng	  

energy	  efficiency	  measures	  	  

o  Increasing	  penetra2on	  of	  distributed	  genera2on,	  including	  commercial	  and	  residen2al	  
photovoltaic	  (PV)	  genera2on	  

o  Subdued	  economic	  growth	  and	  weaker	  energy	  demand	  from	  the	  manufacturing	  and	  
minerals	  processing	  sectors	  

o  Subdued	  popula2on	  growth	  in	  Queensland,	  par2cularly	  in	  terms	  of	  interstate	  and	  
interna2onal	  migra2on	  

o  The	  impacts	  of	  new	  building	  regula2ons	  on	  energy	  use	  and	  efficiency	  



The	  Networks’	  Flawed	  Demand	  Forecasts......	  

Energex	  and	  Ergon	  were	  rewarded	  with	  ‘windfall	  profits’	  of	  around	  $1	  billion	  for	  these	  
forecas0ng	  errors	  	  (through	  returns	  and	  deprecia2on	  on	  capex	  that	  they	  did	  not	  incur)	  	  
	  



The	  Qld	  Networks’	  Systemic	  Over-‐Es2ma2on	  of	  Demand	  

	  

“Another	  factor	  contribuDng	  to	  the	  escalaDon	  in	  capital	  programs	  has	  been	  
the	  consistent	  over-‐	  es:ma:on	  of	  demand	  by	  the	  NSPs	  

“	  The	  Panel	  also	  notes	  that	  the	  current	  revenue	  cap	  control	  mechanism	  places	  
volume	  risk	  on	  customers”	  

“Where	  demand	  is	  over-‐esDmated,	  capital	  programs	  will	  be	  excess	  to	  
requirements	  and	  network	  tariffs	  to	  customers	  will	  increase	  during	  the	  
regulatory	  control	  period	  to	  ensure	  the	  NSPs	  are	  able	  to	  recover	  the	  
allowable	  revenue”	  

	  	  

Source:	  Queensland	  Government	  Independent	  Review	  Panel	  (IRP)	  on	  Network	  Costs	  	  



AEMO’s	  Flawed	  Demand	  Forecasts......	  

Source:	  CME	  2015	  
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AEMO’s	  Latest	  Energy	  Forecasts	  



The	  DNSPs’	  Augmenta2on	  Capex	  Forecasts	  -‐	  Key	  Deficiencies	  

§  Insufficient	  Top-‐Down	  Restrain	  
o  Over-‐Reliance	  on	  “Botom	  Up”	  Forecas2ng	  Methodologies	  

§  Excessively	  Conserva2ve	  Risk	  Management/Risk	  Assessments	  
o  Systemic	  bias	  to	  overes2ma2ng	  risk	  and	  project	  scopes/costs	  

§  Poor	  Project	  Jus2fica2ons	  
o  Insufficient	  jus2fica2ons	  of	  demand	  drivers	  for	  augmenta2on	  projects	  
o  Insufficient	  jus2fica2on	  of	  reliability	  drivers	  and	  consumers’	  willingness	  to	  pay	  for	  

reliability	  capex	  
o  Unreliable	  load	  forecasts	  
o  Lack	  of	  Cost-‐Benefit	  analyses	  

§  Insufficient	  considera2on	  of	  the	  networks’	  excess	  system	  capacity	  
and	  declining	  system	  u2lisa2on	  	  

§  Non-‐credible	  assump2ons	  for	  material	  and	  labour	  escala2on	  rates	  



	  

THE	  NETWORKS’	  EXCESS	  CAPACITY	  
AND	  DECLINING	  UTILISATION	  



Energex	  -‐	  Historical	  and	  Proposed	  RAB	  Growth	  



Ergon	  -‐	  Historical	  and	  Proposed	  RAB	  Growth	  



Excess	  Network	  Capacity	  

§  The	  networks’	  major	  capex	  programs	  over	  the	  previous	  decade	  have	  
produced	  significant	  levels	  of	  excess	  capacity	  on	  the	  network	  

§  This	  excess	  capacity	  will	  ensure	  that	  they	  exceed	  the	  requirements	  of	  
their	  reliability	  standards	  for	  many	  years	  to	  come	  

§  The	  AER	  has	  not	  demonstrated	  that	  it	  appropriately	  considered	  the	  
networks’	  excess	  capacity	  in	  its	  preliminary	  capex	  determina2ons	  

§  These	  unsustainable	  trends	  will	  con2nue	  –	  the	  networks’	  RABs	  will	  grow	  
by	  around	  18%	  over	  the	  next	  period,	  during	  which	  demand	  is	  expected	  
to	  remain	  flat	  or	  decline	  



Excess	  Network	  Capacity	  
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Declining	  System	  U2lisa2on	  
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Source:	  Bev	  Hughson	  Analysis	  of	  Energex	  and	  Ergon	  RINS	  Data	  



Energex:	  Recent	  Substa2on	  U2lisa2on	  Trend	  



Energex:	  Forecast	  Substa2on	  U2lisa2on	  



Energex:	  Reliability	  Performance	  Trend	  



Ergon:	  Reliability	  Performance	  Trend	  



Augmenta2on	  and	  Customer	  Connec2on	  Capex	  
	  ENERGEX	   Proposed	   AER	  Preliminary	  

Determina0on	  
Difference	  

Augmenta2on	   $513	  M 	  	   $406	  M 	  	   20%	  decrease	  

Customer	  Connec2ons	  (net	  of	  
capital	  contribu2ons)	   $161	  M	   $100	  M	   37%	  decrease	  

Total	   $674	  Million	   $506	  Million	   25%	  decrease	  

	  ERGON	   Proposed	   AER	  Preliminary	  
Determina0on	  

Difference	  

Augmenta2on	   $660	  M 	  	   $558	  M 	  	   15%	  decrease	  

Customer	  Connec2ons	  (net	  of	  
capital	  contribu2ons)	   $280	  M	   $280	  M	   -‐	  

Total	   $940	  Million	   $838	  Million	   10%	  decrease	  



Key	  Concerns	  with	  the	  AER’s	  Preliminary	  Augex	  Determina2ons	  

§  Insufficient	  considera2on	  of:	  
o  The	  networks’	  excess	  capacity	  and	  declining	  u2lisa2on	  
o  The	  reduced	  reliability	  standards	  and	  the	  value	  consumers	  place	  on	  reliability	  
o  The	  networks’	  reducing	  asset	  age	  trends	  
o  The	  networks’	  capex	  efficiency,	  and	  the	  prudency	  /efficiency	  of	  the	  networks’	  

proposed	  capex	  spend	  

§  Inadequate	  scru2ny	  of	  project	  jus2fica2ons	  
§  Load	  drivers	  for	  augmenta2on	  projects	  
§  Reliability	  drivers	  for	  reliability/quality	  of	  supply	  projects	  

§  Over-‐reliance	  on	  trend	  analysis	  

§  Based	  on	  unreliable	  load	  forecasts	  



	  

REPLACEMENT	  CAPEX	  



Replacement Capex 
 

“We consider the distributors' repex proposals to be a 
key issue for our assessment of their regulatory 
proposals overall…… Our general expectation is that 
repex levels should remain relatively constant over 
time”  

         
       AER Issues paper, Page 15 



Qld	  Networks:	  Historical/Proposed	  Replacement	  Capex	  
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Source:	  Derived	  from	  Energex	  and	  Ergon	  RINS	  Data	  and	  2015-‐20	  Revenue	  Proposals	  



Replacement	  Capex	  Jus2fica2ons?	  
	  
“Energex	  is	  faced	  with	  the	  challenge	  of	  monitoring	  and	  replenishing	  its	  
ageing	  asset	  base” 	  	  

	   	   	   	   	   	   	   	   	   	  Energex	  Revenue	  Proposal,	  P	  82	  

	  

“Despite	  undertaking	  substanDal	  replacement	  programs	  in	  the	  2010–15	  
period,	  the	  distributors	  have	  submiPed	  that	  the	  average	  age	  of	  
network	  assets	  con:nues	  to	  increase.	  They	  argue	  that	  their	  proposed	  
repex	  is	  required	  to	  maintain	  the	  average	  age	  of	  the	  network	  within	  
an	  acceptable	  range,	  consistent	  with	  their	  reliability	  and	  safety	  
obligaDons”	  	  

	   	   	   	   	   	   	   	   	   	   	   	   	  	  AER	  Issues	  paper,	  P	  15	  



Energex:	  Decreasing	  Asset	  Ages	  

Source:	  Bev	  Hughson	  Analysis	  of	  Energex	  and	  Ergon	  RINS	  Data	  



Key	  Issues	  with	  the	  Networks’	  Repex	  Forecasts	  
§  Excessively	  conserva2ve	  risk	  management/risk	  assessments	  

o  Systemic	  bias	  to	  overes2ma2ng	  risks	  and	  project	  scopes	  

§  Insufficient	  top-‐down	  restraint	  

§  Inadequate/poor	  project	  jus2fica2ons	  
o  The	  DNSPs	  have	  not	  demonstrated	  the	  outcomes	  (e.g.	  system	  performance	  outcomes)	  

that	  their	  major	  repex	  programs	  will	  deliver	  
o  Lack	  of	  cost-‐benefit	  analyses	  
o  Bias	  towards	  bulk	  replacements	  of	  targeted	  asset	  categories	  
o  Insufficient	  considera2on	  of	  alterna2ve	  op2ons	  to	  asset	  replacement	  (revised	  

maintenance	  strategies,	  asset	  refurbishments,	  life	  extensions,	  etc.)	  

§  Replacements	  not	  jus2fied	  on	  asset	  condi2on	  
o  Very	  scant	  details	  of	  actual	  asset	  condi2on	  informa2on	  

o  Predominantly	  based	  on	  unjus2fied	  asser2ons	  regarding	  average	  asset	  ages	  	  

§  Insufficient	  considera2on	  of	  the	  networks’	  major	  repex	  programs	  over	  the	  
past	  decade	  



Major	  Flaws	  in	  the	  Networks’	  Es2mated	  Asset	  Lives	  

	  
“Ergon	  Energy's	  esDmated	  replacement	  lives	  are	  shorter	  than	  those	  	  	  
	  	  it	  achieves	  in	  pracDce”	  	  
	  
“Ergon	  Energy's	  esDmated	  replacement	  lives	  do	  not	  reflect	  its	  actual	  
	  	  replacement	  pracDces”	  
	  
	  

“Energex's	  esDmated	  replacement	  lives	  are	  shorter	  than	  those	  it	  
	  	  achieves	  in	  pracDce”	  
	  
“Energex's	  base	  case	  lives	  do	  not	  reflect	  Energex's	  actual	  
	  	  replacement	  pracDces”	  	  
	  
	  

	  
	  
	  
	  

Source:	  AER	  Preliminary	  Determina2ons	  (Atachments	  6,	  Pages	  6-‐79	  and	  6-‐80)	  



AER	  Preliminary	  Determina2ons	  -‐	  Replacement	  Capex	  

	  	   Proposed	  
Repex	  
	  

AER	  preliminary	  
Determina0on	  

Reduc0ons	  

Energex	   $1.25	  Billion	   $622	  Million	   50	  %	  

Ergon	   $894	  Million	   $675	  Million	   24	  %	  

Total	   $2.14	  Billion	   $1.3	  Billion	   39	  %	  

Source:	  AER	  Preliminary	  Determina2ons	  



Key	  Concerns	  with	  the	  AER’s	  Preliminary	  Repex	  Determina2ons	  

§  Insufficient	  considera2on	  of	  actual	  asset	  condi2ons	  
o  The	  AER’s	  repex	  model	  is	  too	  reliant	  on	  asset	  age	  as	  a	  proxy	  for	  

replacement	  drivers	  

§  Over-‐reliance	  on	  trend	  analysis	  and	  acceptance	  of	  the	  networks’	  past	  
asset	  replacement	  prac2ces	  

§  Insufficient	  considera2on	  of	  the	  networks	  recent	  repex	  spend	  
o  The	  networks’	  repex	  programs	  over	  the	  past	  decade	  have	  effec2vely	  “pre-‐

installed”	  a	  large	  propor2on	  of	  their	  repex	  needs	  for	  the	  next	  period	  



 

CAPITALISED OVERHEADS 



Qld	  Networks’	  Overheads:	  Queensland	  IRP	  Report	  Findings	  

	  
“The	   IDC	   was	   parDcularly	   concerned	   about	   the	   IRP’s	   reports	   of	   a	  
no:ceable	  cultural	  disregard	  for	  cost	  within	  the	  distribu:on	  network	  
businesses”	  	  
	  
“The	   overhead	   expenses	   (indirect	   costs)	   of	   Ergon	   Energy	   and	   Energex	  
have	  grown	  rapidly	  in	  recent	  years	  and	  places	  the	  Queensland	  DNSPs	  
among	  the	  least	  efficient	  in	  the	  NEM”	  	  
	  
“Addi:onal	  impetus	  is	  needed	  to	  produce	  the	  level	  of	  savings	  required	  
to	  restore	  affordability	  for	  customers”	  



AER	  Preliminary	  Determina2ons	  -‐	  Capitalised	  Overheads	  

	  	   DNSPs’	  
Proposed	  
Capex	  

AER	  Preliminary	  
Determina2ons	  

Reduc2ons	  

Energex	   $900	  Million	   $824	  Million	   8.5	  %	  

Ergon	   $1,017	  Million	   $962	  Million	   5	  %	  

Total	   $1,917	  Million	   $1,786	  Million	   7%	  



Concerns with the AER’s Preliminary Capitalised Overheads Determination 

 
§  The	  AER	  has	  only	  applied	  very	  minor	  reduc2ons	  to	  the	  networks’	  

proposed	  capitalised	  overheads	  	  

§  The	  AER’s	  preliminary	  allowances	  are	  predominantly	  based	  on	  
maintaining	  the	  DNSPs’	  historical	  ra2os	  of	  capitalised	  overheads	  to	  
total	  overheads	  

§  The	  AER	  appears	  to	  have	  accepted	  the	  networks	  claims	  that	  the	  
majority	  of	  their	  overheads	  are	  “fixed”:	  	  
§  Energex	  claims	  that	  around	  80%	  of	  its	  overheads	  are	  “fixed’	  
§  Ergon	  claims	  that	  around	  87%	  of	  its	  overheads	  are	  “fixed”	  

The	  AER	  is	  required	  to	  determine	  its	  allowances	  based	  on	  efficient	  
costs	  -‐	  not	  historical	  costs	  	  



Concerns	  with	  the	  DNSPs’	  ICT	  Expenditure	  
§  ICT	  expenditure	  accounts	  for	  around	  35%	  of	  the	  DNSPs’	  capitalised	  overheads	  

§  Energex	  and	  Ergon	  fully	  own	  their	  ICT	  supplier	  -‐	  SPARQ	  

§  SPARQ’s	  costs	  have	  not	  been	  market	  tested,	  despite:	  
§  Extensive	  evidence	  that	  there	  is	  scope	  for	  significant	  efficiencies	  	  
§  The	  AER	  iden2fying	  that	  applying	  ‘benchmark	  efficient	  costs’	  would	  result	  in	  an	  

approximate	  65%	  reduc2on	  to	  the	  networks’	  proposed	  costs	  

§  The	  networks’	  have	  not	  progressed	  many	  of	  the	  efficiency	  improvement	  
recommenda2ons	  proposed	  by	  the	  Independent	  Review	  Panel	  (IRP)	  on	  
Network	  Costs	  

§  The	  networks	  will	  materially	  over-‐recover	  their	  ICT	  financing	  costs	  

§  The	  networks	  are	  not	  transparently	  repor2ng	  their	  ICT	  costs	  

Despite	  the	  above	  concerns,	  the	  AER	  has	  not	  applied	  any	  reduc0ons	  to	  the	  
networks’	  proposed	  ICT	  costs	  



	  

NON-‐NETWORK	  CAPEX	  



AER	  Preliminary	  Determina2ons:	  	  Non-‐Network	  Capex	  

	  	   Proposed	  
Capex	  
	  

AER	  preliminary	  
Determina2ons	  

Reduc2ons	  

Energex	   $244	  Million	   $244	  Million	   -‐	  

Ergon	   $506	  Million	   $420	  Million	   17	  %	  

Total	   $750	  Million	   $664	  Million	   11%	  



Non-‐Network	  Capex	  



Key	  Concerns	  with	  the	  AER’s	  Preliminary	  Non-‐Network	  Capex	  Allowances	  

§  Insufficient	  considera2on	  of:	  	  
§  The	  major	  efficiency	  improvements	  opportuni2es	  outlined	  in	  the	  IRP	  report	  	  
§  The	  networks’	  projected	  reduc2ons	  in	  workforce	  numbers	  
§  The	  networks	  capex	  efficiency,	  and	  the	  prudency	  /efficiency	  of	  the	  networks	  

proposed	  capex	  spend	  

§  Inadequate	  scru2ny	  of	  project	  jus2fica2ons	  

§  Over-‐reliance	  on	  short-‐term	  trend	  analysis	  (previous	  5	  years)	  

The	  AER	  is	  required	  to	  determine	  its	  allowances	  based	  on	  efficient	  
costs	  –	  not	  historical	  costs	  	  



 

OPEX 



Qld	  Networks:	  Opex	  Growth	  Trend	  

Source:	  Queensland	  Government	  Independent	  Review	  Panel	  (IRP)	  on	  Network	  Costs	  	  



Opex	  Benchmarking	  

§  The	  Rules	  formally	  require	  the	  AER	  to:	  
o  Undertake	  benchmarking	  to	  assess	  the	  rela2ve	  efficiencies	  of	  networks	  
o  Apply	  the	  outcomes	  to	  determine	  efficient	  costs	  for	  the	  networks	  

§  This	  is	  the	  AER’s	  first	  atempt	  at	  applying	  benchmarking	  to	  the	  
determina2on	  of	  opex	  allowances	  for	  the	  distribu2on	  networks	  



Opex	  Efficiency	  



Opex	  step	  changes	  
	  

	  



Opex	  per	  Customer	  



Benchmarking Results - Opex Efficiency Gaps 



Deloite’s	  Findings	  on	  Ergon’s	  Opex	  Costs	  

§  Ergon	  has	  very	  high	  labour	  costs	  and	  employee	  numbers	  compared	  to	  
interstate	  networks	  

§  Ergon’s	  EBA	  provisions	  severely	  restrict	  its	  workforce	  flexibility	  and	  
produc2vity,	  e.g.:	  
o  No	  forced	  redundancies	  
o  Contractors	  are	  unable	  to	  perform	  certain	  tasks	  (unique	  to	  Queensland)	  
o  Prohibi2ng	  certain	  ac2vi2es	  from	  being	  conducted	  by	  a	  single	  person	  (unique	  

to	  Queensland)	  
o  Restric2ons	  on	  outsourcing	  	  
o  Minimum	  appren2ce	  numbers	  

§  Ergon	  has	  not	  implemented	  various	  IRP	  recommenda2ons,	  e.g.:	  
o  Market	  tes2ng	  the	  ICT	  services	  provided	  by	  SPARQ	  
o  Implemen2ng	  a	  local	  service	  agenda	  LSA	  model	  for	  its	  regional	  depots	  



Labour and Workforce Practices - Qld Govt IRP Report 
 
“The IDC was particularly concerned about the IRP’s reports of a noticeable cultural 
disregard for cost within the distribution network businesses”  

“The capital programs and operating costs of the GOCs have increased sharply and 
unsustainably”  

“Overhead expense (indirect costs) have grown rapidly in recent years and 
places the Queensland DNSPs among the least efficient in the NEM”  

“Across the three companies, 647 employees earned in excess of 1.5 times their 
base pay….27 employees earned twice their base pay in 2011/12”  

“Contract resources are used inefficiently……internal resources are being under‐
utilised” 

“The start times of work crews are often not matched to the requirements of particular 
projects. A rigid adherence to these start times means that there is a mismatch, 
leading to reduced productivity and possibly longer outage durations” 

“The differences in fatigue management policies complicate crew scheduling and 
joint workforce management leading to response delays, inefficiencies and 
potential safety issues” 



The	  AER’s	  Process	  for	  Determining	  Efficient	  Base	  Opex	  

1.	  	  Determina2on	  of	  the	  networks’	  raw	  opex	  efficiency	  scores	  using	  benchmarking	  

2.	  	  Determina0on	  of	  the	  ‘Benchmark	  Comparison	  Point’	  

3.	  	  Adjust	  the	  raw	  efficiency	  scores	  for	  ‘Opera:ng	  Environment	  Factors’	  

4.	  	  Calculate	  the	  percentage	  reduc2on	  in	  opex	  

5.	  	  Calculate	  the	  mid-‐point	  efficient	  opex	  

6.	  	  Trend	  the	  midpoint	  efficient	  opex	  forward	  to	  the	  base	  year	  

7.	  	  Adjust	  the	  es2mate	  by	  CPI	  to	  the	  first	  year	  of	  the	  new	  regulatory	  period	  



The	  AER’s	  Determina2on	  of	  the	  ‘Benchmark	  Comparison	  Point’	  

§  Rather	  than	  apply	  the	  benchmark	  comparison	  point	  at	  the	  level	  of	  the	  
most	  efficient	  DNSP	  (Ci2power),	  the	  AER	  has	  set	  it	  at	  0.77	  -‐	  the	  lowest	  of	  
the	  efficiency	  scores	  in	  the	  top	  quar2le	  (AusNet	  Services)	  

§  The	  AER	  claims	  that	  .....“a	  more	  cau:ous	  target	  is	  appropriate,	  
parDcularly	  given	  this	  is	  the	  first	  Dme	  economic	  benchmarking	  is	  being	  
used	  as	  the	  primary	  basis	  for	  an	  Australian	  regulatory	  decision”	  

§  The	  AER	  has	  not	  jus2fied	  its	  decision	  not	  to	  adopt	  the	  fron2er	  DNSP	  as	  
the	  benchmark	  comparison	  point	  

§  This	  adjustment	  is	  inconsistent	  with	  the	  AER’s	  obliga2ons	  under	  the	  NEL/
NER	  



The	  AER’s	  Opera2ng	  Environment	  Factor	  Adjustments	  
	  Factor	   Energex	   Ergon	  

Bushfires	   -‐	  0.5%	   -‐	  2.6%	  

Cyclones	   0.0%	   4.6%	  

Extreme	  weather	   2.7%	   3.0%	  

Licence	  condi2ons	   0.0%	   0.7%	  

Network	  Access	   0.0%	   1.1%	  

OH&S	  regula2ons	   0.5%	   0.5%	  

Taxes	  and	  levies	   2.7%	   1.7%	  

Termite	  exposure	   0.2%	   0.5%	  

Subtransmission	   3.2%	   4.6%	  

Vegeta2on	  management	   3.4%	   4.1%	  

Immaterial	  factors	   5.0%	   6.1%	  

Total	   17.1%	   24.4%	  



AER	  Preliminary	  Opex	  Determina2on	  for	  Energex	  

The	  AER’s	  Opex	  Forecast	  
	  is	  higher	  than	  Energex’s	  



AER	  Preliminary	  Opex	  Determina2on	  for	  Ergon	  



Ergon’s	  Expecta2ons	  regarding	  the	  AER’s	  Opex	  Determina2on	  

Source:	  Ergon	  Energy	  Presenta2on	  to	  Customer	  Council,	  April	  2015	  



The	  AER’s	  Preliminary	  Opex	  Determina2ons	  

	  	   Proposal	   AER	  preliminary	  
Determina0ons	  

AER2014/15	  -‐	  2018/19	  

Reduc0on	  

Ergon	   $1,821	  Million	   $1,630	  Million	   10	  %	  

Energex	   $1,738	  Million	   $1,738	  Million	   -‐	  

Total	   $3.6	  Billion	   $3.4	  Billion	   5%	  



Key	  Concerns	  with	  the	  AER’s	  Preliminary	  Opex	  Determina2ons	  

§  The	  AER	  has	  not	  jus2fied	  its	  ultra-‐conserva0ve	  adjustments	  to	  the	  
determina2on	  of	  efficient	  opex,	  e.g.:	  
§  Its	  decision	  not	  to	  adopt	  the	  fron2er	  DNSP	  as	  the	  ‘benchmark	  

comparison	  point’	  
§  Its	  ‘opera2ng	  environment	  factor’	  adjustments	  

§  These	  adjustments	  are	  inconsistent	  with	  the	  AER’s	  obliga2ons	  under	  the	  
NEL/NER	  

§  The	  AER’s	  ultra-‐conserva0ve	  opex	  allowances	  would	  deliver	  ‘windfall	  
gains’	  of	  around	  $1.3	  billion	  to	  the	  Qld	  DNSPs:	  
§  $600	  million	  to	  Energex	  
§  $700	  million	  to	  Ergon	  



Summary	  

§  The	  AER’s	  Preliminary	  Determina2ons	  for	  Energex	  and	  Ergon	  
Energy	  are	  very	  disappoin2ng	  

§  There	  is	  extensive	  evidence	  to	  support	  significant	  reduc2ons	  
to	  the	  AER’s	  preliminary	  WACC,	  capex	  and	  opex	  allowances	  

§  Those	  reduc2ons	  would	  s2ll	  deliver	  very	  generous	  returns	  to	  
Energex	  and	  Ergon	  and	  beter	  reflect	  consumers’	  long	  term	  
interest	  



]	  
Thank	  You	  

Hugh	  Grant	  	  

AER	  Consumer	  Challenge	  Panel	  Member	  


