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INTRODUCTION

Marksman Consulting Services Pty Ltd (Marksman) was engaged by Envestra Limited to prepare a report benchmarking the performance of Envestra South Australia and Envestra Queensland against other Australian gas distributors. The report (the September report) was submitted by Envestra to the Australian Energy Regulator (AER) on 1 October 2010 as part of Envestra’s Access Arrangement Information (AAI). The AER engaged consultants Wilson Cook and Co (Wilson Cook) to assess Envestra’s AAI submission as an input into the AER’s Draft Decision in respect of Envestra’s South Australian and Queensland networks. 

This report provides comments on the AER’s Draft Decision and the Wilson Cook report in regard to high level benchmarking as applied to the Envestra Queensland network.

1. SCOPE

2.1
Terms of Reference

The Terms of Reference for this report are as follows:

“Envestra seeks your opinion, as an expert, on the analysis performed by the AER and Wilson Cook of the data in your 2010 Benchmarking Report and on the conclusions they have reached based on that analysis.”

A full copy of the Terms of Engagement is included in Section 10.1.

2.2
Conduct of the Review

The data analysis and preparation of this report were all carried out by Ian Marks (Director of Marksman), whose CV is contained in Section 10.2.

Ian Marks has conducted the review in accordance with the Federal Court’s Practice Note CM7, entitled “Expert Witnesses in the Federal Court of Australia”, which comprises the code of conduct for expert witnesses in the Federal Court of Australia (the Code of Conduct). A detailed statement in regard to the Code of Conduct is contained in Section 10.3.

2. MARKSMAN SEPTEMBER 2010 REPORT TERMS OF REFERENCE 

The Terms of Reference for the Marksman’s September 2010 report
 were as follows:

· To prepare a report benchmarking the cost performance of Envestra’s South Australian and Queensland networks against other Australian gas networks; and

· To undertake a similar analysis as that set out in the WorleyParsons report submitted by Envestra to the Essential Services Commission of Victoria in respect of the 2008-2012 Victorian access arrangement review.

3. MARKSMAN APPROACH & CONCLUSIONS

In its analysis, Marksman included the following gas distributors:

	STATE
	GAS DISTRIBUTOR

	Victoria
	Envestra

	
	MultiNet

	
	SP AusNet

	New South Wales
	Jemena

	Queensland
	Envestra

	
	Allgas Energy

	South Australia
	Envestra

	ACT
	ActewAGL

	Western Australia
	WA Gas Networks


These gas distributors were compared over the following range of Capex, Opex and combined measures:

· Opex $/km

· Opex$/customer

· Opex as % of RAB

· Opex as % of revenue

· Opex $/GJ (Volume customers)

· Capex $/km

· Capex as % of RAB

· Capex $/customer

· Capex $/GJ (Volume customers)

· (Capex +Opex) $/km

· (Capex + Opex) as % of RAB

· Capex vs. Composite Measure

· Opex vs. Composite Measure

In its report, Marksman drew the following conclusion, in respect of Envestra Queensland
:

“It is difficult to draw meaningful conclusions in regard to the efficiencies of Envestra Queensland’s historical Capex and Opex, as Envestra Queensland’s operating conditions are so different. The most comparable gas business is Allgas, and for some measures Envestra compares favourably with Allgas, for other measures it is the other way round or they are much the same. Marksman concludes that Envestra Queensland’s Capex and Opex has historically been commensurate with that of Allgas.”

The intent of the final sentence in the preceding quotation was to convey that the expenditures of the two distributors were commensurate when considering Capex and Opex together. 

In a high-level benchmarking study, it is necessary to consider both Opex and Capex together, for the following reasons:

· Differences in capitalisation policies – distributor A may capitalise various items (resulting in higher Capex and lower Opex) whereas distributor B may treat the same items as operating expenses (resulting in lower Capex and higher Opex).

· Capex-Opex trade-offs – some decisions can be taken by a distributor that lead to an increase in Capex at the expense of Opex and vice versa. For example, a decision to defer mains replacement works would be expected to increase Opex at the expense of Capex.

The consideration of Opex or Capex in isolation can therefore lead to incorrect conclusions being drawn. 

4. WILSON COOK TERMS OF REFERENCE 

Capital expenditure 

Wilson Cook was required to review and assess the businesses’ capital expenditure proposals and to advise the AER on whether it considered them consistent with a service provider acting efficiently and in accordance with good industry practice to achieve the lowest sustainable cost of providing the pipeline services. 

In making its recommendations, Wilson Cook was to have regard to the factors listed under section 79(2) of the Rules that the AER will be required to consider in making its decisions. Consideration was also to be given to the national gas objective to promote efficient investment in and efficient operation and use of natural gas services with respect to price, quality, safety, reliability and security of supply of natural gas. 

Operating expenditure 

Wilson Cook was required to review and assess the businesses’ operating expenditure proposals and to advise the AER on whether it considered them consistent with those of a service provider acting efficiently and in accordance with good industry practice to achieve the lowest sustainable cost of providing the pipeline services. 

Where past operating expenditure is proposed as the base on which to establish operating expenditure in the next period Wilson Cook were to provide an assessment of the reasonableness of the base-year level of operating expenditure and the appropriateness of any material changes from that level relating to new requirements or other legitimate causes. 

In making its recommendations, consideration was to be given to the national gas objective to promote efficient investment in and efficient operation and use of natural gas services with respect to price, quality, safety, reliability and security of supply of natural gas. 

Other Requirements 

If the proposed expenditure was not considered reasonable, Wilson Cook was to provide an alternative estimate. 

Attention was to be focused on the material expenditure components but Wilson Cook were to make any recommendations considered necessary in relation to the overall level of capital and operating expenditure. 

5. WILSON COOK APPROACH & CONCLUSIONS

In its report, Wilson Cook has looked at Opex in isolation and has concluded that Envestra Queensland’s Opex is higher than that of other gas distributors, including that of APT Allgas, with whom Envestra Queensland is most comparable.  In disagreeing with the conclusion reached in the Marksman report that “Envestra Queensland’s Capex and Opex have historically been commensurate with that of Allgas”, Wilson Cook has apparently interpreted the Marksman conclusion to mean that Envestra’s Capex is commensurate with that of Allgas and that its Opex is also commensurate with that of Allgas. This is an incorrect interpretation of the Marksman report, as discussed in Section 3.

Wilson Cook has erred in not only its interpretation of Marksman’s conclusions, but also in the use of the report by concentrating on only one side of the expenditure story. The interpretation of results from a high level benchmarking study needs to consider both Opex and Capex together, for the reasons discussed in Section 3
.

Having looked at Opex in isolation, together with some additional information, Wilson Cook then concluded that Envestra’s level of Opex is inefficient and has recommended a specific productivity adjustment.

6. AER’S CONCLUSIONS

In its Draft Decision, the AER mistakenly stated that the Marksman report “concluded that Envestra’s opex has historically been commensurate with that of APT Allgas”
. Following the approach taken by Wilson Cook, the AER then considered several Opex measures in isolation and concluded that Envestra’s 2009-10 base year level of expenditure “cannot be considered to be efficient”.

The AER then went on to apply an efficiency adjustment in the form and to the value recommended by Wilson Cook.

As did Wilson Cook, the AER has erred in not only its interpretation of Marksman’s conclusions, but also in the use of the report by concentrating on only one side of the expenditure story.

7. TOTAL EXPENDITURE COMPARISON

The Marksman report showed that, while Envestra Queensland had relatively higher Opex measures, it performed better than Allgas on most Capex measures.

In its report, Wilson Cook compared Envestra Queensland against APT Allgas, making the comment that:

“Envestra’s Queensland operation is small, with low customer and energy density. However, it operates in a similar geographical environment and is of a similar size to APT Allgas’ operation in Queensland yet, in spite of this, Envestra’s operating cost per km is still 75% higher than APT Allgas’ and its operating cost per customer is 34% higher.” 

Yet, if the same consideration was given to Capex, it would have shown that Allgas’ capital cost per km is 34% higher than that of Envestra and its capital cost per customer is 75% higher than Envestra’s.

The Marksman report showed that
 Envestra and Allgas were together at the top of the range for total expenditure per km, but that Envestra had a higher total expenditure as a % of RAB than that of Allgas. Although not detailed in the Marksman report, a further analysis of the data contained in the report shows that Allgas had a higher total expenditure per customer than Envestra, whereas Envestra had a higher total expenditure per GJ, supporting the report’s conclusion that Envestra’s total expenditure has historically been commensurate with that of Allgas.

8. CONCLUSIONS

Both the AER and Wilson Cook have misinterpreted the Marksman report conclusion that “Envestra Queensland’s Capex and Opex has historically been commensurate with that of Allgas” [emphasis added]. The intent of this conclusion was that the expenditures of the two distributors were commensurate when considering Capex and Opex together. This conclusion reflected consideration of both Capex and Opex and included combined Capex and Opex measures.

Both Wilson Cook and the AER have made an inappropriate use of the Marksman report, in that they have focussed on the Opex measures only and have not given consideration to the Capex measures. Based on only part of the picture, the AER and Wilson Cook have gone on to conclude that Envestra Queensland is inefficient.  

The only way that the AER (and Wilson Cook) could conclude that Envestra Queensland was inefficient, was if it performed poorly across most Opex measures and across most Capex measures, which is not the case.
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10.2
CV Ian Marks

EDUCATION AND QUALIFICATIONS

1997 – Diploma of Company Director’s Course, Australian Institute of Company Directors

1968 – Fellowship Diploma of Electrical Engineering, Royal Melbourne Institute of Technology

PROFESSIONAL AFFILIATIONS

Member, Institution of Engineers, Australia

Graduate, Australian Institute of Company Directors

PROFILE

Ian has extensive management experience, at middle, senior and general management levels, covering a diverse range of functions. He played a significant role in implementing extensive changes within the Electricity Supply industry in Victoria, including the disaggregation, corporatisation and privatisation of the industry; the establishment of new business units; work process redesign; the implementation of quality systems and culture change. He has a wide range of management and technical consulting experience in the energy sector. His strengths include highly developed analytical and problem solving skills, strong process and task orientation, good written and verbal communication skills and a highly effective team player. Ian is the director of his own company and has been a director of a number of other companies.
PROFESSIONAL EXPERIENCE

1999-
MARKSMAN CONSULTING SERVICES PTY LTD


Director

Provided management and technical consulting services to a range of clients, including Regulators, electricity and gas Distribution Businesses, consulting engineers and national contracting companies. Assignments included strategic advice, regulatory cost reviews, project management, business planning, workshop facilitation, training, technical auditing, process redesign and asset sale due diligence. 

Was a Principal Consultant on behalf of the AER in the recent review of Transend’s proposed Capex and Opex as part of the electricity transmission regulatory price reset in Tasmania. Was a Lead Assessor on behalf of the QCA for the Opex and Capex review of Energex and Ergon Energy businesses as part of the 2004 regulatory price reset in Queensland.  Was Lead Assessor for the ICRC for the Opex and Capex review of ActewAGL as part of the 2003 regulatory price reset.  Assisted ESCOSA in the 2004 electricity price reset process in South Australia.

Was a Principal Consultant assisting Envestra to prepare for the current gas price resets in South Australia, Queensland and Victoria by providing a critical assessment of Opex and Capex past expenditure and forecasts, together with benchmarking of gas distributor expenditures. 

Was a Lead Assessor in conducting due diligence assessments on behalf of potential purchasers of electricity distribution businesses in Victoria and South Australia. 

Other tasks included benchmarking of business efficiency, organisational structure reviews, preparation and delivery of training programs, auditing of operations practices, preparation of operations audit guidelines, development of safety Guidelines, Bushfire Mitigation audits and development of policies and procedures

1994-1999
EASTERN ENERGY LIMITED, MELBOURNE, VICTORIA


1996-1999
General Manager Distributon/Network 

Initially took on role of General Manager Distribution and subsequently General Manager Network. Activities varied during this period, but responsibilities included:


Responsibilities

· Maintenance and operation of Eastern Energy’s $1.8b distribution network assets.

· Planning and development of the distribution network.

· Providing engineering and technical support to TUA group of companies.

· Setting design and maintenance standards and policies.

· Minimising the risk of bushfires and coordinating environmental activities and policies for TUA group of companies.

· Monitoring network performance and developing strategies for improvement.

· Ensuring Regulatory compliance and positively influencing the development of Regulations.
· Management of 350 personnel and capital budget of $75M.

Accomplishments

· Initiated and then co-implemented a major structural review of subsidiary company, reducing personnel numbers by 17% and saving $3M per year.

· Established contestable metering business.

· Contributed to the strategic direction of two subsidiary companies through role as Director.

· Successfully managed the establishment of a former Division as a subsidiary company.

· Achieved substantial capital and operating budgets.

· Championed and oversaw the acquisition of a vegetation management company.

· Represented the business or the industry on a number of Committees and made presentations to conferences (including the preparation and presentation of a paper to an Asset Management conference in Wellington, New Zealand, as one of several international case studies).

· Championed TUA’s accreditation to ISO 14001.


1994-1996
Manager Network Strategy

Responsibilities

· Planning the major development of Eastern Energy’s $1.8b distribution network assets, including complex design.

· Providing engineering and technical support to TUA group of companies.

· Setting design and maintenance standards and policies.

· Coordinating EE’s bushfire mitigation and environmental activities, including the establishment of policies and guidelines for TUA group of companies.

· Sponsor of sections of TUA’s Quality system.

Accomplishments

· Significantly contributed to the development of Eastern Energy’s initial organisation structure through leadership of a high level review team.

· Established a “green fields” new Business Unit from several differing organisation units, including determining organisation structure and appointing staff.

· Achieved 25% personnel reductions through restructure and rationalisation of Business Unit.

· Led a review of properties, resources and workloads, resulting in the closure of 5 depot sites and the sale of a range of properties.

· Was heavily involved in the sale process when EE was privatised, through making high level presentations, fielding searching questions and providing information.

· Established and chaired a Workplace Health & Safety Committee.

1993-1994
ELECTRICITY SERVICES VICTORIA (ESV)


(State owned electricity distributor and retailer in nearly all of Victoria)


Customer Service Business Manager
Following on from the same role in SECV, reported to CEO of ESV. Was responsible for all activities within geographic territory including:

Responsibilities

· Call Centre
(    New connections

· Billing
(    Public lighting


· Meter reading
(    Maintenance

· Credit control
(    Operations

· Front office customer contact
(    Supply negotiations

· Construction
(    Network planning

· Design 
(    Faults

1969-1993
STATE ELECTRICITY COMMISSION OF VICTORIA

(Vertically integrated, state owned electricity utility)

Customer Service Business Manager – responsible for all activities in territory (commercial and technical); successfully established new Business Unit, including determining organisation structure and appointing staff.


Manager Customer Relations – Head Office role with marketing, customer policy and customer complaints responsibilities.


Development Engineer – design, drafting, survey, planning, sales and information technology systems.


Supply & Design Engineer – design, planning, supply negotiations, energy advisory services and electrical inspection.


System Planning Engineer – system planning and information technology systems.


Works programming & coordination – included responding to customer and Ministerial complaints.


Subtransmission planning & design – route selection, negotiations and line design.


Construction supervision

10.3
Compliance with the Code of Conduct

I, Ian Marks, the author of this report, have read the Code of Conduct and agree to comply with it.

I have made all the enquiries which I believe are desirable and appropriate and that no matters of significance which I regard as relevant have, to my knowledge, been withheld from the report. 

Ian Marks

Director,

Marksman Consulting Services Pty Ltd

10.4
Documents Accessed

AER Draft Decision, Envestra Ltd, Access Arrangement Proposal for the Qld Gas Network, 1 July 2011 – 30 June 2016

Review of Expenditure of Queensland & South Australian Gas Distributors: Envestra Ltd (Queensland), Wilson Cook, December 2010

Gas Distributor Benchmarking Report Envestra South Australia and Queensland, Marksman Consulting Services Pty Ltd, 28 September 2010

� EMBED Word.Document.8 \s ���





� EMBED Word.Document.8 \s ���





� EMBED Word.Document.8 \s ���








� Gas Distributor Benchmarking Report Envestra South Australia Queensland, Marksman Consulting Services Pty Ltd, 28 September 2010





� Gas Distributor Benchmarking Report Envestra South Australia and Queensland, Marksman Consulting Services Pty Ltd, 28 September 2010, Page 17





� A minor issue is the mix of calendar and financial year data. The data for the three Victorian gas distributors is available on a calendar year basis, whereas the data for the other distributors is on a financial year basis. In its report, Marksman took the Victorian calendar year data as being the data for the financial year at the end of that calendar year eg. 2008 calendar year data was taken as 2007/08 financial year data. It appears that Wilson Cook have gone the other way and taken 2008 data as 2008/09, for example. Both approaches have equal validity, but both introduce inconsistencies in making comparisons.


� AER Draft Decision, Envestra Ltd, Access Arrangement Proposal for the Qld Gas Network, 1 July 2011 – 30 June 2016, Page 126


� Review of Expenditure of Queensland & South Australian Gas Distributors: Envestra Ltd (Queensland), Wilson Cook, December 2010, Page 45





� Gas Distributor Benchmarking Report Envestra South Australia and Queensland, Marksman Consulting Services Pty Ltd, 28 September 2010, Page 13
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The report will be reviewed by Envestra’s legal advisers and will be used by them to provide
legal advice to Envestra as to its rights and obligations under the National Gas Law and
National Gas Rules. You will be required to work with these legal advisers and Envestra
personnel to assist them prepare Envestra’s submissions in response to the draft and final
decisions made by the AER.

Compliance with the Code of Conduct for Expert Witnesses

Attached is a copy of the Federal Court’s Practice Note CM 7, entitled “Expert Witnesses in
the Federal Court of Australia”, which comprises the code of conduct for expert witnesses in
the Federal Court of Australia (the Code of Conduct).

Please read and familiarise yourself with the Code of Conduct and comply with it at all times
in the course of your engagement by Envestra.

In particular, your report prepared for Envestra should contain a statement to the effect that
the author of the report has read the Code of Conduct and agrees to comply with it.
Your report must also:

1 give details of the expert’s qualifications and of the literature or other material used
in making the report;

2 state all of the questions or issues that the expert has been asked to address;
3 state all of the factual premises upon which the report proceeds; and
4 otherwise comply with the Code of Conduct.

It is also a requirement that the report be signed by the expert and include a declaration that
the expert has made all the inquiries which the expert believes are desirable and appropriate
and that no matters of significance which the expert regards as relevant have, to the expert's
knowledge, been withheld from the report.

Please also attach a copy of these terms of reference to the report.
Terms of Engagement

Your contract for the provision of the report will be directly with Envestra Limited. You
should forward to Envestra Limited any terms you propose govern that contract as well as
your fee proposal. Your invoices for the production of the report are to be addressed and sent
to Envestra Limited.

Contact with us

We request that you contact us or Envestra Limited by telephone in the first instance to
discuss any requests for the provision of data or your preliminary conclusions. All enquiries
to Envestra Limited should be made to Craig de Laine.

Please sign a counterpart of this letter and forward it to Envestra Limited to confirm your
acceptance of the engagement by Envestra.

Yours faithfully

Doc ID: A3170 - 61252793.1
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Enclosed: Federal Court of Australia Practice Note CM 7, “Expert Witnesses in Proceedings in the Federal
Court of Australia”
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18 March 2011

Mr Ian Marks

Marksman Consulting Services Pty Ltd
PO Box 135

Darling Victoria 3145

Dear Mr Marks
Envestra Limited — Queensland Access Arrangement Review

We act for Envestra Limited in relation to the AER’s review of Envestra’s Access
Arrangement for Queensland.

As you have discussed with Envestra, Envestra Limited wishes to engage you to prepare an
expert report in connection with the AER’s review of Envestra’s Access Arrangement for
Queensland.

This letter sets out the matters which Envestra Limited wishes you to address in your report
and the requirements the report must comply with to be capable of use in the AER review.

Terms of Reference

We refer to the AER Draft Decision entitled “Envestra Ltd Access arrangement proposal for
the Qld gas network 1 July 2011 — 30 June 2016” and dated February 2011. In particular,
reference is made to section 8.6.1 of that decision and the determination by the AER that
Envestra’s base year costs were not efficient. Reference is also made to the report of Wilson
Cook discussed in that section 8.6.1.

Envestra secks your opinion, as an expert, on the analysis performed by the AER and Wilson
Cook of the data in your 2010 Benchmarking Report and on the conclusions they have
reached based on that analysis.

Use of Report

It is intended that your report will be included by Envestra in its response to the AER’s Draft
Decision. The report may be provided by the AER to its own advisers.

The report must be expressed so that it may be relied upon both by Envestra and by the AER.
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