Attachment 11-1
  Response to Draft Decision:  Incentive Mechanism
This attachment sets out:

· amendments made by Envestra consequential to the Draft Decision; and

· where the AER has set out required amendments that Envestra does not accept, this attachment sets out the reasoning for the rejection of the AER’s amendments.

1. Summary of AER Draft Decision

The AER in its Draft Decision has required Envestra to make considerable changes to the way its proposed incentive mechanism operates. The key amendments required by the AER to Envestra’s proposed carryover mechanism include: 
· notifying the AER and adjusting the opex benchmarks if Envestra changes its approach to classifying costs as either capex or opex during the Access Arrangement period; 
· amending the formula in respect of the manner in which carryover amounts are calculated; 

· excluding certain costs from the operation of the incentive mechanism; and
· deleting the provision noting that a negative carryover is not to be carried into the fourth Access Arrangement period. 
This attachment discusses those aspects of the efficiency carryover mechanism that Envestra does not agree with. 
2. Provision of detailed description of Opex/Capex classification change and a calculation of its impact on forecast 

Envestra disagrees with the AER’s requirement that it provide a detailed description of opex/capex changes within an Access Arrangement period and a calculation of the consequent impacts on forecasts.  
While Envestra understands that capitalisation changes can affect the operation and incentive powers within incentive mechanisms, the AER has considerable existing powers to review and provide comment on Envestra’s regulatory accounting frameworks including regulatory accounting regimes and cost allocation method consideration and approval.  The proposed amendment will impose additional compliance costs on Envestra, is more intrusive and is not necessary. 
Envestra therefore submits that amendment 7.2 be withdrawn and that the AER rely on other aspects of the regime to provide this information.
3. Amendment to proposed formula for the first year of the subsequent AA period

Envestra is concerned the amendment to the formula for the first year of the subsequent Access Arrangement period distorts the signals within the incentive mechanism by removing any benefit obtained within the fifth year of the Access Arrangement period.  Further, Envestra considers that the formula appears to provide different carryover outcomes for different years of the AA period, that is, it is internally inconsistent.    

On the first issue, Envestra is concerned that the AER’s decision to remove the efficiency gain/loss in the final year of the Access Arrangement period diminishes the strength of the incentives inherent in the regulatory regime.

Envestra currently works under an incentive regime that provides it with ongoing incentives to reduce opex (and capex for that matter) and to share the benefits with customers, regardless of when those efficiencies are achieved. 
Envestra’s proposed scheme eliminates the incentive on the distributor to withhold efficiency benefits in the final year of the regulatory period when a base year roll forward approach is adopted to forecast operating expenditure. This is because, by assuming no further efficiency gain in year 5, the business will retain any efficiency gain/loss for a five year period, as is intended by the scheme. It also avoids the need to forecast opex and then adjust for this in a later period. 

Envestra considers that the AER approach would significantly lower the incentives to improve efficiency in year 5 of the regulatory period. Therefore, Envestra should be rewarded for achieving the same efficiency gain/loss through the efficiency carryover mechanism regardless of when those gains are achieved. Diminishing the efficiency incentives becomes more of a concern in the light of the decision not to include capex in the scheme. 
Envestra therefore submits that its proposed efficiency carryover mechanism better satisfies the requirements of the National Gas Law, particularly section 24(3) of that law, which requires that Envestra be provided with effective incentives to invest in the distribution network. Envestra therefore does not accept the proposed amendment to the year 6 formulae in respect of its application to year five efficiency gains/losses. 
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