Attachment 15-2
  Response to Qld Draft Decision: Tariff Variation 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 Draft Decision required Envestra to make the following amendments: 
1. To amend the tables in Annexure B of the Access Arrangement (AA) to reflect new revenue and volume inputs – this has been dealt with in other sections of this response (Amendment 12.1);

2. To replace the proposed side constraint value of 10% with a lower value of 2% (Amendment 12.2); 

3. To amend the definition of Xt in the tariff control formula (Amendment 12.2);

4. Delete the third paragraph in section 4.4.1 of the AA to reinforce the 2% side constraint (Amendment 12.2);

5. Amend Annexure B of the AA to make clear that the initial reference tariffs are in 2011-12 dollars and the first tariff variation is made for the year commencing 1 July 2012 (Amendment 12.3);

6. Amend section 4.6 of the AA to insert a AER’s suggested paragraphs on the process for tariff variations (Amendment 12.4), including the provision of a rounding convention;

7. To amend section 4.6.1 of the AA to insert procedures for Trigger Event variation processes (Amendment 12.5);

8. To delete section 4.5 in the AA and insert the AER’s suggested paragraph in relation to the process for the AER approving Trigger Events and to list and define these events (Amendment 12.6); 

9. To make consequential amendments to the AA to reflect Amendments 12.1 – 12.6 ((Amendment 12.7);

In response to these requirements Envestra has either amended the proposal or declined to make the amendments and provided additional information as requested. These responses are set out as follows:

· Amendment 12.1 has been made in accordance with this submission to the AER;

· Amendment 12.2 (in relation to the side constraint value) has been made.  As discussed in section 2, Envestra considers that a side constraint of 2% is unreasonable, unworkable, without precedent, contrary to price signalling incentives and accordingly without any reasonable basis of support.  Further information has been provided in Section 2;

· Amendment 12.2 has been made in relation to the definition of Xt;

· Amendment 12.3 has been made in relation to the expression of the reference tariffs and first tariff variation date;

· Amendment 12.4 (in relation to (a) the requirement for variations to be notified 50 business days prior to the date of implementation; and (b) the requirement for Envestra’s gas quantity inputs to be independently verified or audited; and (c) the requirement to provide annual data on a quarterly basis) has not been made. Each of these requirements are impractical, unnecessary and costly.  Envestra has however provided a rounding convention as per Amendment 12.4. Further information on each of these items is provided in section 3a through to 3d.

· Amendment 12.5 has been substantially made;

· Amendment 12.6 been made;

· Amendment 12.7 has been made.  

2. Amendment 12.2 – Appropriate Value of Side Constraints 
Envestra considers that the AER’s Draft Decision to impose a side constraint of 2%, as distinct from Envestra’s proposal of 10%:
· is impractical in the context of ordinary pricing requirements;

· is inconsistent with the AER’s position in recent decisions;

· adopts an electricity industry framework which does not have the variations in volumes experienced in the natural gas industry; and

· hinders Envestra’s ability to rebalance its tariffs, which directly inhibits the incentive powers within the control mechanism selected for Envestra, being a weighted average price cap and not a price cap.

There are significant practical issues with the AER’s Draft Decision.

Envestra currently has an ability to utilise rebalance tariffs, subject to side constraints, to ensure that it remains able to recover its allowed revenue when volume changes occur.  These volume changes occur for a range of reasons, being economic (customers closing facilities) or environmental (weather patterns leading to lower demand for heating loads) and are part of the ordinary operation of a gas distribution business.  The choice of a weighted average price cap control mechanism allows Envestra to follow these loads, adjusting tariffs when volumes change in order to ensure that all customers continue to pay for the return on and of the network and operating costs overall.

The AER’s Draft Decision, which appears to adopt a benchmark side constraint level from the electricity industry, where 2% has been mandated in the National Electricity Rules, significantly alters Envestra’s ability to use its allowed control mechanism in the manner set out above.  The electricity industry, as distinct from the gas industry, experiences reasonably stable growth in demand and volume, both of which invariably rise and have risen over the last 20 years in a demonstrable way.  Natural gas, however, being a fuel of choice, being heavily dependent on the foresight of developers and being directly correlated to economic growth and weather patterns, experiences significant variability from year to year.  The AER’s adoption of a 2% side constraint is therefore inappropriate and beyond any reasonable basis of support.  

Beyond these issues of practicality, the AER has an obligation under Rule 97 (3), in deciding whether a particular reference tariff variation mechanism is appropriate to a particular access arrangement, to have regard to:
a) the regulatory arrangements (if any) applicable to the relevant reference services before the commencement of the proposed reference tariff variation mechanism; and

b) the desirability of consistency between regulatory arrangements for similar services (both within and beyond the relevant jurisdiction).

Envestra’s current regulatory arrangements provide for a side constraint value of 2.5%, which has been a considerable issue for Envestra in rebalancing its tariffs and has not allowed Envestra to use the WAPC to rebalance its load.  

The AER, in making its decision, has not considered the background information provided by Envestra in relation to its issues with the current 2.5% constraint, nor the gas industry specific reasons for allowing the 10% value for Jemena, which are relevant for Envestra.

Instead, it has chosen to treat Envestra’s proposed 10% value as unnecessary.  The AER’s position is neither supported by evidence nor any reasons. Instead, the AER has merely stated that the fact it has developed a position in relation to the highly developed and volume stable Victorian electricity industry means it can extend this to the gas industry.  The AER has not considered any matters relevant to Envestra or its market, which it is required to do.  

Envestra maintains its view that it requires a maximum side constraint of 10% (but no less than 5%), in order to manage its WAPC and limit one off price increases to customers.  

3. Amendment 12.4
Tariff Adjustment Submission date 

Envestra does not support the AER’s Draft Decision that would require Envestra to notify the AER of a tariff variation 50 days prior to commencement.  This decision is not consistent with Rule 97(3)(b) of the Rules which require the AER to have regard to “the possible effects of the reference tariff variation mechanism on administrative costs of the AER, the service provider, and users or potential users”.  In considering its position on this issue, the AER has had regard only for its own administrative costs.

Envestra acknowledges that the proposed 20 business days may not give the AER sufficient time to consider tariff variations, however the proposed submission date of around 15 April is before the date at which the ABS releases the March Quarter CPI (normally late April.)  This is unworkable and denies Envestra the opportunity to properly consider changes to reference tariffs in submitting those changes to the AER. This is not an efficient outcome having regard for the administrative costs of preparing the same submission twice. 

On balance, having regard for both the administrative costs on both the AER and Envestra, Envestra supports a continuation of the current 35 business days.  This provides Envestra with approximately 8 business days from the release of the March CPI to prepare a submission and the AER at least this amount of time to approve those tariffs. 
Audited Quantities 

Envestra does not support the Draft Decision requirement that it provide an audited statement to support the gas quantity inputs in the tariff variation formula.  This decision is not consistent with Rule 97(3)(b) of the Rules which require the AER to have regard for “the possible effects of the reference tariff variation mechanism on administrative costs of the AER, the service provider, and users or potential users”.  In considering its position on this issue, the AER has not had regard for Envestra’s administrative costs.

Envestra notes that:
· Past annual tariff adjustments have been approved by the AER without the requirement of independently audited/verified quantities – Envestra is unaware of any issues with the quality of this data as no concerns have ever been raised by the AER to date; and

· The requirement for an audit or verification of quantities is a new administrative cost (approx $15,000 - $20,000 per annum per network) to be borne by Envestra customers without any recognisable public benefit nor any identifiable issue with the current data that requires such an audit.

Envestra therefore proposes that the AER remove this requirement having had regard for Rule 97(3)(b) of the Rules.  

Provision of quarterly data 

Envestra does not support the Draft Decision requirement that it provide annual data in quarterly form.  This decision is not consistent with Rule 97(3)(b) of the Rules which require the AER to have regard for “the possible effects of the reference tariff variation mechanism on administrative costs of the AER, the service provider, and users or potential users”.  In considering its position on this issue, the AER has not had regard for Envestra’s administrative costs.

Quarterly data serves no purpose in the tariff variation mechanism and imposes an increased administrative burden on Envestra which is not justifiable. A single annual value is sufficient for the tariff approval process and has been used in each of the past AER Decisions for Envestra. If quarterly data is required, and the effort in providing this should not be underestimated, then the reasons for this data should be clearly established by the AER. 
Envestra therefore proposes that the AER remove this requirement having had regard for Rule 97(3)(b) of the Rules.  

Rounding Convention
In response to Amendment 12.4, Envestra submits that:

· Tariffs for reference services will to be rounded to two decimals; and

· Tariffs for ancillary reference services will be rounded such that:
· Where the Reference Tariff for an Ancillary Reference Service (as varied) is less than $20, the Reference Tariff (as varied) will be rounded to the nearest 10 cents (with five cents rounded upwards); and
·  Where the Reference Tariff for an Ancillary Reference Service (as varied) is $20 or more, the Reference Tariff (as varied) will be rounded to the nearest dollar (with 50 cents rounded upwards).
4. Procedure for Trigger Event Variation
Amendment 12.5 of the Draft Decision sets out the AER’s requirements pertaining to a trigger event variation, which includes:

“Envestra will notify the AER of Trigger Events within 90 business days of those costs being incurred, whether the costs would lead to an increase or decrease in Reference Tariffs.”

The proposed amendment is not practicable because it only envisages an event (from start to finish) occurring very quickly and any costs incurred similarly being incurred in a short space of time. Many events, however, will occur over a prolonged period. For example:

(a) costs arising from a carbon tax will be incurred annually, in which case Envestra would not be able to notify the AER of all costs incurred within 90 days;

(b) a change in service standard, similar to NECF, could involve capital and operating expenditure over a period of two or more years, hence it is not practicable for Envestra to notify the AER of costs incurred within 90 days of costs being incurred, as this would imply continuous notification;

(c) events involving insurance or third party claims might be mostly settled with most parties in, say 8 months, but it could be that a minority of claims might not be settled for 18 months.
In the majority of cases, it is likely that a proportion of the cost may be  known in the short term but all of the cost may not be known for some time, in which case more than one notification may be required, or a true-up of estimates and actual costs may be appropriate. Hence the trigger mechanism must be flexible in order for it to be workable. Envestra believes that rather than attempting to cover all situations in a defined procedure, the procedure should be flexible to allow a service provider and the AER to agree an efficient means of cost recovery that is adaptable to the particular event. Envestra believes the slightly amended version of the AER proposal, as follows, achieves this.

“Envestra will notify the AER of Trigger Events within 90 business days of the Trigger Event occurring, whether the Trigger Event would lead to an increase or decrease in Reference Tariffs. 

When the costs (arising from the Trigger Event) incurred, or the costs to be incurred, are known (or able to be estimated to a reasonable extent), then those costs shall be notified to the AER. When making such notification to the AER, Envestra will provide the AER with a statement, signed by an authorised officer of Envestra, verifying that the costs of any pass through events are net of any payments made by an insurer or third party which partially or wholly offsets the financial impact of that event (including self insurance).
The AER must notify Envestra of its decision to approve or reject the proposed variations within 30 Business Days of receiving the notification. This period will be extended for the time taken by the Regulator to obtain information from Envestra, obtain expert advice or consult about the notification.
The AER will endeavour to make its decision on whether Envestra should vary Reference Tariffs due to the occurrence of a Trigger Event within 90 business days of receiving a notification from Envestra.

However, if the AER determines the difficulty of assessing or quantifying the effect of the relevant Trigger Event requires further consideration, the AER may require an extension of a specified duration. The AER will notify Envestra of the extension, and its duration, within 90 business days of receiving a notification from Envestra.”

Materiality Threshold for Trigger Events

The AER has defined a materiality threshold for trigger events as follows:

“For the purpose of any defined event, an event is considered to materially increase or decrease costs where that event has an impact of one per cent of the smoothed forecast revenue specified in the final decision, in the years of the regulatory control period that the costs are incurred.”
Envestra believes that the definition does not allow for Envestra to at least recover the efficient costs of delivering the reference services. This is because, for instance, if 1% of the smoothed revenue in each year is $1m, and the cost of the event is $1.1m in year one and $0.9m in year 2, then Envestra would only be allowed to recover $1.1m or 55% of the efficient cost, simply because the cost was incurred over a period of more than one year.

Envestra believes this to be contrary to the intended principle of cost recovery of efficient costs, and lead to distortion in cost recovery.

For example, one service provider may be in a position to undertake the expenditure required to meet a new service standard in one year, and recover its cost, whereas another service provider that happens to incur the same expenditure over two financial year may not be able to fully recover its efficient costs.

In order to avoid the above deficiencies, Envestra believes that the materiality test should apply by comparing the total cost of the event to the revenue for one year. 

Furthermore, the concept of materiality exists in order to avoid small claims. Since an event that requires cost recovery over two years still only involves one application to the AER and a single consideration by the AER (ie it does not involve another application and associated costs by the applicant and the AER), there is no logic in dismissing the balance of a cost simply because it falls into the next financial year. 

Consequently, Envestra believes a more appropriate definition is that below, which is incorporated into Envestra’s revised Access Arrangement.

“For the purpose of any defined event, an event is considered to materially increase or decrease costs where that event has an impact of one per cent of the smoothed forecast revenue specified in the final decision, in the year of the regulatory control period that the costs are first incurred.”

Trigger Events
Regulatory Change Event and Service Standard Event
In relation to the Regulatory Change Event and the Service Standard Event, the AER has defined those events has ones which “substantially” effect or vary reference services “and materially increases or decreases the costs of providing services”.

Envestra believes this imposes a double test of materiality which is inappropriate, since it would allow the AER to disallow an event which, in the subjective opinion of the AER, does not have a substantial impact on the “manner” of providing reference services, yet has a material impact on the cost of providing reference services. This would be clearly contrary to the purpose and policy intent of trigger events.

Consequently Envestra believes that the word “substantially” should be deleted from the event definitions.
Insurance Cap Event
Envestra believes that these words should be deleted because they mean that no public liability claim, in excess of $100 million, can be passed through by Envestra.  
Envestra carries public liability insurance to a maximum of $100 million.  A prudent service provider would carry public liability insurance and, consequently, the National Gas Rules allow for Envestra to recover this cost.
The purpose of public liability insurance is to insure a business against claims that it suffers when it is negligent or in default of other (non-contractual) duties.  By allowing service providers to recover the cost of public liability insurance, the National Gas Law recognises that the cost of protecting against public liability is a valid cost.
This makes sense.  No matter how careful any one is, it is difficult to avoid negligence.  It is unrealistic to demand or expect perfection.  People will make mistakes and, in retrospect, with the benefit of hindsight, these will be classified by the law as negligence.  
The effect of the relevant words is that Envestra will have to bear the whole of any public liability claim, to the extent that it exceeds its public liability insurance.  In the case of a large claim, this may result in Envestra’s insolvency, with the consequent disruption to gas supplies.
The AER has included the words because it believes that the words are necessary to provide appropriate incentives on service providers to act prudently.  This is a false assumption because sufficient incentive exists on a service provider to avoid negligence and the consequences of negligence, both in financial terms (the materiality threshold, loss of revenue, etc) and in regulatory terms. There are many reasons why Envestra already has an incentive not to act negligently. These include:
· licence obligations and penalties

· commercial prudency – acts of negligence, regardless of insurance coverage, have a cost to the business, both in financial and non-financial (reputational) terms

· normal legal obligations (health and safety regulations, consumer protection law, etc)
In addition, Envestra must pay a significant amount of “deductible” before it can rely on insurance for protection. 
In Envestra’s submission, the AER should seek to strike a better balance between the need to provide an incentive to service providers and the need to ensure continuity and security of gas supplies.
To avoid the risk of uninsured and unrecoverable public liability claims, Envestra could carry a higher level of public liability cover but this would involve higher premiums, in which case Network Users and gas consumers would pay higher reference tariffs.
If the words are retained, the effect of a large public liability claim (in excess of $100 million) may be Envestra’s insolvency, with consequent disruption to gas supplies.  A pass through event may alleviate this risk.
Envestra’s view is that the words should be removed.  The AER’s position on this issue confuses the need to provide appropriate incentives for a service provider to act prudently with the need to protect consumers from the consequences of a large and uninsured claim.  
If a negligence claim does arise, it will not be because it was expected or intended.  By definition, the claim will arise because of negligence.  
In Envestra’s submission, the AER should allow a pass through where a public liability claim exceeds the limit of insurance.  
In summary:
· Network Users have had the benefit of lower premiums associated with the lower cover; 

· the service provider retains sufficient incentives to act prudently; and

· the consequences of insolvency due to a large uninsured claim are too serious to contemplate.  

Envestra has therefore deleted in the definition “This event excludes all costs incurred beyond an insurance cap that are due to Envestra’s negligence, fault or lack of care.”
Network User Failure Event
The Network User Failure Event has been defined by the AER as follows:

“A network user failure event means the occurrence of an event whereby an existing network user is unable to continue to supply gas to its customers, and those customers are transferred to another network user, and which materially increases the costs of Envestra providing reference services.”
Envestra submits that this event should be broadened to take account of where Envestra suffers losses as a result of the insolvency of a Network User (which may or may not be the cause of failure of a Network User. For example, if Envestra had a large claim against a Network User and as a consequence the Network User became insolvent). The current definition is deficient in that it relies upon customers being transferred to another network user, which may not always occur.
The AER considered a ‘network user insolvency pass through’ in the draft determination for the Victorian electricity distribution network.  In that context, the AER concluded that an insolvency pass through was not appropriate because the appropriate method to mitigate against the risk of such an event is through the prudential requirements in cl 6.21.1 of the NER.
In the context of Envestra’s access arrangement, Envestra’s credit policy is designed to provide protection against network user insolvency only to the extent of three months charges.  Thus, if a network user does not have an adequate credit rating, it can satisfy the credit policy by providing a bank guarantee for three months’ average charges.

The credit policy will not protect Envestra where a Network User becomes insolvent in circumstances where, for example, there is a large claim against the Network User (in addition to charges).

Envestra’s proposed definition is therefore as follows:
“A network user failure event means the occurrence of an event whereby an existing network user becomes insolvent or is unable to continue to supply gas to its customers, and those customers are transferred to another network user, and which materially increases the costs of Envestra providing reference services.”
Insurer Insolvency Event
Envestra submits that the access arrangement should include a pass through event where Envestra suffers losses as a result of the insolvency of an insurer, in circumstances where Envestra has an unsatisfied claim against the insurer.  
The AER considered an insurer credit risk event in the draft determination for the Victorian electricity distribution network.  In that context, the AER allowed the pass through event but only as regards increased insurance premiums (or deductibles).  
The AER’s decision did not consider the possibility that an insurer might become insolvent when there is a claim against the insurer and that this might result in the claim not being satisfied.  On the basis of the same reasoning that allowed a pass through for increased premiums (or deductibles), Envestra submits that unsatisfied claims should also be subject to a pass through event.
Envestra therefore has included the following new event:
Insurer Insolvency Event means
 “the insolvency of an insurer resulting in material losses to Envestra as a result of unsatisfied claims.”
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