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Final decision

In accordance with r. 62 of the National Gas R(MGR), the Australian Energy
Regulator (AER) refuses to approve the revisedsscagrangement proposal
submitted by Envestra Ltd (Envestra) for its Ql& dgastribution network. The final
decision sets out the AER’s consideration of tivesesl access arrangement proposal
and the revisions it proposes to the revised aceasgement proposal and revised
access arrangement information. The AER has fortedife revisions with regard to
the matters set out in r. 64(2) of the NGR.

AER'’s proposed revisions

The AER proposes revisions to the revised acceaagegment proposal and reviseq
access arrangement information as set out initias decision. The AER has
formulated its proposed revisions with regard @ ¢hteria set out in r. 64(2) of the
NGR.

The AER must make a decision giving effect to risposed revisions within two
months of making this final decision. The AER expédo publish its access
arrangement and access arrangement informatidanfegstra’s Qld gas distribution
network by 30 June 2011.
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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

draft decision

AERDraft decision, Envestra Ltd Access
arrangement proposal for the Qld gas
network, 1 July 2011 — 30 June 2016
February 2011

earlier access arrangement

Access arrangementlidy 2006 to
30 June 2011 inclusive

earlier access arrangement period

1 July 2006 tu@8 2011

NGL National Gas Law

NGR National Gas Rules

Opex operating expenditure

QCA Queensland Competition Authority

revised access arrangement information

EnveQuiagnsland access arrangemer
information 23 March 2011

revised access arrangement proposal

Envestress arrangement for the
Queensland gas distribution system
23 March 2011

nt
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Overview

Envestra owns gas distribution pipelines in Quesattsthat supply natural gas to
customers in and around Brisbane and a numbegufrral centres including

Ipswich, Rockhampton and Gladstone. In total aroc@@00 residential, 3000 small
business and 70 large commercial and industridbouess are serviced by the
network. The network is a natural monopoly ancegutated by the AER under the
National Gas Rules (NGR) and National Gas Law (NLgnsure that Envestra does
not charge excessive prices or impose unduly osarerms and conditions on
customers.

This is the AER'’s final decision on access arrang@shfor Envestra’s Queensland
gas network for the period 1 July 2011 to 30 JUEG2 This final decision follows

the draft decision released by the AER on 17 Felgr2@11, and addresses the issues
raised in Envestra’s revised access arrangemepbgaband in submissions from
interested parties.

In its draft decision, the AER confirmed that sotaeff increases are warranted so
that Envestra can continue to provide a safe drable service. However, the AER
did not accept Envestra’s access arrangement pabasshe proposed tariffs were
too high and the terms and conditions too muclavwodr of Envestra. The AER
required a number of amendments to Envestra’s a@esngement proposal,
including reductions to proposed capital and opegagxpenditures, a lower rate of
return, and revised terms and conditions.

In large part, Envestra did not accept the AERa&dtddecision. Envestra’s revised
access arrangement proposal represented an inaneageenditure and prices
compared to the access arrangement proposal. Trease in expenditure from that
originally proposed by Envestra was a result ofated labour input costs and
insurance costs, alternative price assumptionariaccounted for gas costs and an
adjustment to the opex base year forecast to tefletited regulatory account data.

The AER has accepted the need for expenditurenumaber of areas where further
substantiation of the prudence and efficiency atetas been demonstrated by
Envestra. However, overall the AER has come to/ibe that Envestra’s revised
access arrangement proposal is not acceptabledeettaiproposed tariffs are too
high and the terms and conditions are too muchvour of Envestra. The AER is
proposing to revise the tariffs and terms and doovtB of access proposed by
Envestra for its gas distribution network. The A&dsiders its revisions will better
balance the interests of Envestra and network users

The main elements of the AER’s final decision aeaut below. More detail can be
found in the relevant chapters. This final decisbould be read in conjunction with
the draft decision, Envestra’s revised access geraent proposal, submissions from
interested stakeholders, and the AER’s consultaepsirts, which are available on
the AER’s website.

The AER will publish its access arrangement propbiosarporating the revisions set
out in this final decision before 1 July 2011.
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Tariffs

Envestra’s proposed tariffs are shown as an indéigure 1 along with the tariffs

that the AER has calculated in this final decisibne tariffs are calculated based on
forecasts of required capital expenditure for ngreline assets as the network grows,
the replacement of existing assets as neededo#te af capital and the cost of
operating Envestra’s business. In addition, th&saeflect forecasts of demand on
the network over the next five years. This finatiden 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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The tariff increases accepted by the AER for treess arrangement period are higher
than applied over the earlier access arrangemeioidp®ut lower than those

proposed by Envestra. The increases are drivee\mral factors, with the main

cause being higher financing costs. Envestra lsasral/ised its remaining asset lives,
leading to higher depreciation. As well, operatoogts will increase by around

9 per cent compared to costs over the earlier a@eangement period due to higher
labour costs and other factors. These issues secastied in more detail below and in
the relevant chapters of this draft decision.

Cost of capital

The AER has determined a cost of capital of 9.#7cpat, which compares with the
cost of capital of 10.98 per cent proposed by Emaes its revised access
arrangement proposal. As the cost of capital iretimier access arrangement period
was 8.75 per cent, the AER’s decision increase®&ira/'s revenue requirement by
5.1 per cent over the access arrangement peri@higher cost of capital is the most
significant driver of real tariff increases oveetaccess arrangement period.




Figure 2 shows Envestra’s revenue (including aailservices revenues) in the
access arrangement period under a number of casipdhl scenarios.

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

The parameters used to calculate the cost of ¢tédyyitanvestra and the AER are
shown in table 1.

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

Parameters Envestra revised proposal AER final desion
Nominal risk free rate (%) 5.60 5.56
Inflation forecast (%) 2.52 2.55
Cost of debt (%) 10.27 9.37
Debt risk premium (%) 4.67 3.81
Cost of equity (%) 12.04 10.36
Equity beta 0.99 0.80
Market risk premium (%) 6.50 6.00
Gearing (%) 60.00 60.00
Nominal cost of capital (%) 10.98 9.77

The AER considers that the parameters proposedbgdira do not meet the
requirements of the NGR. In addition, the AER doetsconsider Envestra’s proposed
approach of calculating the cost of equity meetsréguirements of the NGR.




Capital expenditure

In its draft decision, the AER reduced Envestraietast capital expenditure to
$121 million ($2010-11). This represented a redunctif 30 per cent compared to
Envestra’s original proposal of $173 million. Irspgnse to the matters raised in the
AER’s draft decision, Envestra revised its capitgbenditure to $157 million.

Envestra accepted the AER’s draft decision to redhe scope of the proposed mains
replacement program. However, Envestra did notdbe AER’s amendments in
relation to labour and material input cost escattoontingency allowances and
overheads. In this final decision, the AER mairdats view that Envestra has
overestimated input cost escalation, contingenloyvainces and forecast overhead
costs for the access arrangement period, and prsposeduce the forecast capex
accordingly.

The AER’s draft decision required Envestra to fotlvard its capital base at the next
access arrangement review using forecast depmatidthis allows for the recovery
of a significant proportion of any capex under exghure, should Envestra choose
for commercial or other reasons not to pursue #pex program as envisaged. This
was not accepted by Envestra in its revised a@essgement proposal. However,
for the reasons set out in chapter 3, the AER ramstts view that forecast
depreciation should be used to establish Envest@éging capital base for the next
access arrangement period.

The AER’s final decision on Envestra’s forecasteoapesults in a real increase in
expenditure of 71 per cent over the access arraggeperiod, compared to the
92 per cent increase forecast by Envestra, as shofigure 3.

Figure 3: Total capex - Envestra proposed and AERiffial decision
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Operating expenditure

In the draft decision, the AER reduced Envestraredast operating expenditure to
$85 million. This represented a reduction of 23 gt compared to Envestra’s
access arrangement proposal of $111 million. Ipaese to the matters raised in the
AER’s draft decision, Envestra revised its opegrpenditure to $115 million.

The AER maintains its view that Envestra’s foreagsrating costs are not prudent
and efficient and the lowest sustainable cost afagang its network, as the NGR
requires. While accepting Envestra’s revised praptmsnot apply a base year
efficiency adjustment, its proposed UAG price fastcand its insurance costs, the
AER requires revisions to:

= remove the development and deployment program fhremmetwork development
expenditure

= apply alternative input cost escalators

= amend the expected leak repair cost savings negdtttm the mains replacement
program.

The adjustment made by the AER to Envestra’s revigeecast operating costs
results in a real increase of 10 per cent on aexganditure over the earlier access
arrangement period, compared to the 22 per cergase forecast by Envestra. The
lower levels of opex accepted by the AER are shiomilgure 4.

Figure 4: Total opex - Envestra proposed and AER fial decision
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Source: AER analysis

Revenue requirement

The AER has calculated Envestra’s revenue requme(mecluding ancillary services
revenues) over the access arrangement period&82&million (nominal), a real
increase of 37 per cent over the earlier acceasgement period. This compares to
Envestra’s forecast revenue requirement of $378ami(nominal), a real increase of
71 per cent. The forecast revenue requirementoisin figure 5.
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Figure 5: AER'’s approved revenue requirement for EBivestra (including ancillary

services)
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Source:  AER analysis

The AER’s forecast revenue requirement is basdor@cast capital and operating
expenditure considered to be prudent and efficfen¢cast depreciation, forecast
inflation, a provision for tax, and the return @pial. The main reasons for the
difference between the AER revenue requirementamnstra’s revised access
arrangement proposal are changes to the rateuwhngarameters, the capex and opex
forecasts, and the forecast cost of taxation. tardgning Envestra’s total tax
allowance, the AER has incorporated the recentralimh Competition Tribunal

ruling that a gamma value of 0.25 is appropriate.

Other issues

In its draft decision, the AER required that theentive mechanism, proposed by
Envestra, operate symmetrically and include cergporting requirements to ensure
that any efficiencies made can be verified. Eneéstievised proposal largely
reflected the AER’s amendments, except those neguine provision to the AER of
information on opex and capex classification changeluding the calculation of
their impact on forecasts) and alteration to theagéiqn for calculating carryover
amounts in the first year of the next access amaregt period. The AER does not
accept these elements of Envestra’s revised aacesgyement proposal.

Envestra accepted many aspects of the AER’s deafsin on cost pass through
events, however, Envestra proposed further re\ssibhe AER has accepted a
number of these revisions, including the additionalirer insolvency event and
proposed amendments to the definition of a regofatbange event, and cost pass
through procedures. However, the AER does not ademyestra’s proposed revision
to the materiality threshold, and maintains itStdilacision that costs incurred from
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an eligible cost pass through event should be ssdegjainst one per cent of the
smoothed forecast revenue in the years those astacurred.

The AER accepts Envestra’s proposed demand fornegagiproach is reasonable.
However, as the AER has amended the total revdiaveamce proposed by Envestra
for the access arrangement period, the resultiwgralistribution price increases will
lessen the expected demand response from custdroerthis reason, the AER
proposes to revise the network price adjustmergegpto the demand forecasts to
reflect the approved total revenue allowance. TE®A final decision provides for
forecast total demand which is, on average, 0.&@et higher than forecast by
Envestra.

Terms and conditions

Envestra’s access arrangement sets out the propersesland conditions that are not
directly related to the nature or level of tari@id by users. The AER’s draft decision
did not accept a number of the terms and conditddiEnvestra’s access arrangement
proposal and required them to be amended. Envastepted many of the AER’s
amendments but proposed modifications or did no¢pica number of the AER’s
required amendments.

The AER accepts most of Envestra’s proposed madidfios to the wording of

clauses as they do not affect the substance aidlises. However, the AER proposes
not to approve some of Envestra’s revised termscanditions. The AER considers
the amended provisions for these terms and conditietter promote the national gas
objective of the NGL.

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@mnéwork 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.

The AER released its draft decision on Envestretess arrangement proposal on
17 February 2011, and held a public forum to expiai decision on 1 March 2011. In
response, Envestra submitted a revised accesgamamt proposal to the AER on
24 March 2011. Interested parties were invited axensubmissions on the draft
decision and revised access arrangement proposkfpar submissions were
received.

Xiv



1 Introduction

1.1 Background

Envestra is a publicly listed company formed in 29hen it acquired natural gas
distribution networks in South Australia, Queendland 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.

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

1.2 Regulatory requirements

The AER is responsible for the economic regulatboovered natural gas
distribution pipelines in all states and territgriexcept WA). Envestra’s Queensland
gas distribution network is a covered pipelfriEhe AER’s functions and powers are
set out in the NGL and the NGR.

1.3 Draft decision

The AER issued its draft decision not to approvedsira’s access arrangement
proposal for its Qld gas distribution network fhetperiod 1 July 2011 — 30 June
2016 on 17 February 2011 (draft decision). The ARl a public forum on the draft
decision on 1 March 2011.

1.4 Revised access arrangement proposal

Envestra submitted a revised access arrangemegragaioand revised access
arrangement information for its Qld gas distribatieetwork to the AER on

24 March 2011. Envestra set out its response t&H#®'s draft decision through a
series of attachments to the revised access amargenformation.

1.5  Structure of final decision
The AER’s consideration of Envestra’s revised as@@sangement proposal and
revised access arrangement information is setofdll@ws:

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

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 pipelinesviewed 9 December 2010,
<http://lwww.aemc.gov.au/Gas/Scheme-Register/Pigdigti-summary.htmi>.
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= Part A outlines the key components of the totaéresxe 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 thased access arrangement
proposal.

1.6 Next steps

The NGR provides that if the AER does not appravaecess arrangement proposal
it must propose an access arrangement or revigahg access arrangement for the
relevant pipeliné.

The AER has proposed revisions as set out inntd fiecision. These revisions have
been formulated with regard to the matters requindak included in an access
arrangement by the NGL and NGR, Envestra’s revaeegss arrangement proposal,
and the AER’s reasons for refusing to approve phaposaf The AER will not be
consulting on its proposed revisiohs.

The AER must make a decision giving effect to risposed revisions within two
months of making this final decision. The AER expdo make this decision by the
end of June 2011.

® NGR,r. 64(1).
® NGR, . 64(2).
" NGR, r. 64(3).




2 Pipeline services

Envestra’s revised access arrangement proposalribescthe type and nature of
pipeline services to be provided. This includeséhservices likely to be sought by a
significant part of the market (reference servicas)l non-reference services.

The AER’s draft decision did not require any ameaidis1to Envestra’s proposed
pipeline services. The AER remains satisfied timaeBtra has identified the pipeline
to which the access arrangement relates and desgibe proposed pipeline services
and specified reference services in accordance thghrequirements of the NGR.

2.1 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 servicesReference
services are defined as pipeline services thdtlaly to be sought by a significant
part of the market.An access arrangement must:

= jdentify the pipeline to which the access arranggmelates and a website at
which a description of the pipeline can be insplte

= describe the pipeline services the service proypdeposes to offer to provide by
means of the pipelifté

= specify the reference services, and the terms achvthose services are
provided®?

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.

2.2 Revised access arrangement proposal

Chapter 2 of the AER’s draft decision did not idigrany required amendments to
Envestra’s access arrangement proposal in relaipipeline services. Envestra’s
revised access arrangement proposal in relatipiptdine services is unchanged
from its access arrangement proposal.

2.3 AER’s consideration

The AER’s consideration of Envestra’s proposed Ipipeservices is set out in
chapter 2 of the draft decision.

& NGL,s. 2.

° NGR,r. 101(2).

10" NGR, r. 48(1)(a).

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

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




2.4  Conclusion

As set out in chapter 2 of the draft decision,AlidR considers Envestra has
appropriately identified the pipeline to which thecess arrangement relates and
described the proposed pipeline services in acoosdwith the requirements of the
NGR. The AER approves Envestra’s proposed pipaslameices and specification of
reference services as these comply with r. 48@(dx)pof the NGR.




Part A — Total revenue (building block
components)




3 Capital base

This chapter sets out the AER’s consideration amalyesis of the opening capital
base and projected capital base in the revised sxagrangement proposal.

In its revised access arrangement proposal, Engagstoposed an opening capital
base on 1 July 2011 of $316 million ($ nominal)isiWas consistent with the AER’s
assessment of Envestra’s opening capital bass kir&ft decision. Envestra accepted
the AER’s increase to allowed depreciation of $ilion ($ nominal). The AER has
updated the opening capital base to $319 milliondgginal) to reflect the actual
inflation for the 2010-11 year of the earlier ace@srangement period.

In the draft decision the AER accepted forecasegay $121 million ($2010-11). In
response, Envestra forecast capex of $157 milk@010-11) over the access
arrangement period. Envestra did not accept the ABRendments to labour and
material input cost escalators, contingency allos@smand overheads. As set out in
its draft decision, the AER considers that Envektaa overestimated real cost
escalation, forecast overhead costs and contingafiowances. In total, the AER
proposes forecast capex of $140 million ($2010-el/&y the access arrangement
period, $19 million higher than the amount acceptethe draft decision.

The AER does not accept Envestra’s revised accemsgegment proposal to roll
forward its asset base using actual depreciationrduthe access arrangement
period. The AER proposes that a forecast depremadpproach should be used to
establish Envestra’s opening capital base for thetmccess arrangement period.

The AER has calculated a closing capital base odw® 2016 of $458 million
($ nominal).

3.1 Regulatory requirements

In assessing Envestra’s opening capital base, Bfe i& required to consider the
transitional provisions of the NGR (Clause 3(2solfiedule 1 of the NGR). This
relates to actual or forecast capex (new faciliiegstment) under s. 8.21 of the
Code.

In relation to the opening and projected capitalehahe 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 arrangepeiad (r. 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 aulindant and disposed of
assets




= aforecast of conforming capex (r. 72(1)(c)(i) ¢ NGR) and depreciation over
the access arrangement period, including a denatiwstrof how it is derived
(r. 72(2)(c)(ii) of the NGR)

= that the forecasts must be arrived at on a reag®obabis, and must represent the
best forecast or estimate possible in the circumes& (r. 74(2) of the NGR)

= the projected capital base is derived using theafite (opening capital base plus
forecast conforming capex less forecast depreciatia 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 efc®Es 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 ebsdiing 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 arrangetoeantlude a capital redundancy
mechanism. The AER may also require such a meahanishe access arrangement.

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

3.2 Revised access arrangement proposal

In its draft decision, the AER accepted most eldsiehEnvestra’s proposal in
regards to its capital base. However, the AER oedlia number of amendments
required in order to approve Envestra’s accessigeraent proposal. In particular, the
AER required Envestra to:

= amend its forecast capex by applying the real essalators established by the
AER

= remove overhead costs of $11 million ($2010-11)ieddo its capex program

= remove the contingency allowance of $0.7 millio@X@-11) applied to its capex
program

= halve the cost of its proposed mains replacemeyexctor its Brisbane network

® increase its opening capital base by $5.9 milllbngminal) because of the
impact of depreciation and inflation for the earbecess arrangement period




= use forecast depreciation to roll forward its caldiase from 1 July 2011.

In its revised access arrangement proposal, Emvastepted the amendments in
regard to the use of forecast depreciation in #ibee access arrangement perfod.
However, Envestra did not accept the following admeents in its revised access
arrangement proposal:

= the application of the real cost escalators detethby the AER

= the AER’s forecast of overheads costs of $2.5 amil([$2010-11) in each year of
its access arrangement period

= the removal of the costs associated with contingatiowances

= the value of the reduction to its planned mainsaegment program for the
Brisbane area

= the AER’s requirement to use forecast depreciataoll forward its capital base
from 1 July 2011 as the next revision of the aceesmgement.

3.2.1 Opening capital base

In its revised access arrangement proposal, Ervastepted the AER'’s draft
decision to recalculate Envestra’s capital bas# 4sJuly 2011 using forecast
depreciation from the earlier access arrangemeitiche

Envestra’s revised opening capital base of $316ll#{bm($ nominal) is the same as
that accepted in the AER’s draft decision (amendrBet)? Table 3.1 shows the
calculation of the opening capital base.

Table 3.1: Opening capital base ($m, nominal)

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 conforming 18.4 14.1 13.8 14.2 17.0

capital expenditure

Add indexation 5.8 10.9 6.8 8.4 7.8

Less depreciation 4.9 5.5 6.3 7.1 7.7

Closing capital base 249.9 269.4 283.8 299.3 316.4

Source: Envestr&evised Qld access arrangement informatidarch 2011,
attachment 8-2, p. 3.

EnvestraRevised Qld access arrangement informatiarch 2011, attachments 7-7 and 8-2.
EnvestraRevised Qld access arrangement informatiarch 2011, attachments 7-7 and 8-2.
EnvestraRevised Qld access arrangement informatiarch 2011, attachment 8-2, p. 1.
AER, Draft decision February 2011, p. 43.
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3.2.2 Projected capital base

Envestra did not accept the AER’s draft decisionit@nprojected capital base. In
particular, Envestra maintained its approach ohaest escalators, overheads and
contingencies for forecast capex and the applicaifaactual depreciation in rolling
forward the capital base. Based on these revistimggstra calculated a revised
projected capital base of $474 million ($ nomirai)1 July 2016. This included
forecast capex of $175 million ($ nominal) and @egation of $65 million

($ nominal) for the access arrangement petiod.

3.2.2.1 Capital expenditure for the access arrangement pesi

In its revised access arrangement proposal, Ermvistcast capex of $157 million
($2010-11) compared with $175 million ($2010-11itsraccess arrangement
proposaf ’ The revised forecasts reflected adjustments toaszsilators, overheads
and the contingency allowance. Envestra has for&&@smillion ($2010-11) for
mains replacement capex and $72 million ($2010fdrigrowth assets capex,
compared with Envestra’s previous forecasts of idillfon ($2010-11) and $67
million ($2010-11) respectively. Envestra also tedated the impact of the removal
of half of its proposed mains replacement progranBfisbane, resulting in an
increase in capex of $0.8 million ($2010—11) corefdp the AER'’s draft decisich.

Envestra’s revised forecast capex is shown in talde

Table 3.2: Forecast capex for the access arrangement periodn($2010-11¥

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

Mains replacement

9.6 10.0 10.5 10.8 111 51.9
Meter replacement 1.4 1.4 15 15 1.6 7.7
Augmentation 0.6 4.7 0.1 0.3 0.4 6.2
Telemetry 0.5 0.3 0.4 0.5 0.3 2.2
Regulators and valves 0.5 0.5 0.4 0.3 0.4 2.2
IT 2.7 1.4 1.0 0.1 0.1 5.3
Growth assets 13.9 14.8 13.9 13.9 15.6 72.3
Other distributions system 1.7 1.9 1.6 15 1.6 8.6
Other non-distribution
system 0.3 0.3 0.2 0.2 0.2 1.1
Total 315 35.6 29.5 29.3 31.4 157.4

Source: Envestr&ld Revised access arrangement informatidarch 2011, p. 10.
(a) The AER has converted 2009-10 real dollars to 2010eal dollars.

Figure 3.1 compares the AER’s draft decision witivéStra’s forecast capex in its
revised access arrangement proposal and its dregeass arrangement proposal.

EnvestraRevised Qld access arrangement informatiarch 2011, attachment 8-2, p. 3.
EnvestraRevised Qld access arrangement informatidarch 2011, p. 10.

EnvestraQld access arrangement informatjddctober 2010, p. 87.

EnvestraRevised Qld access arrangement informatiarch 2011, attachment 7-7, p. 8.
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Figure 3.1: AER approved and Envestra proposed forecast capitaxpenditure
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Cost escalators

Envestra’s revised proposed input cost escalaterdiacussed in appendix B.

Overheads

Envestra submitted that the AER erred in not acegphat overheads increase if

there is a material increase in capdnvestra’s revised access arrangement proposal
included analysis of the historical fixed and valgaproportions of each overhead
component in order to forecast overhead costs basde variable proportion of

these components. Envestra’s capital overhead coemp® and the fixed and variable
proportions are shown in table 3.3.

®  EnvestraRevised Qld access arrangement informatMarch 2011, attachment 7-7, p. 2.
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Table 3.3: Envestra’s capital overhead components

Overhead D - Fixed Variable
escription . )

component proportion  proportion

Operations Includes the cost of senior management involverment

Management and the management of capital projects and the costs 70% 30%

Administration involved in providing associated administrative [soi.

Includes the costs in providing network analysesidn,
mapping and costing support in relation to network 0% 100%
extensions and modifications.

Planning &
System Design

Procurement and Includes the procurement costs and maintenance of
) . . . o 0% 100%
Fleet vehicles involved in capital activities.

Includes the costs of providing:
= Medium to high-level technical audits;

) = Training with respect to field operations;
Technical ) 500 50%
Assurance = Development, conduct and maintenance of 0 0

competency-based skills system;
= Risk assessments; and
= Regulatory compliance assurance.
Includes the costs of providing design and enginger
Network of transmission pressure pipelines and non-stargtzsd

Engineering distribution assets such as major I&C meter station
regulator sets, etc

70% 30%

Support Includes the indirect costs in the business thapstt
the capitalised overhead departments above (e.g. 100% 0%
Finance, IT, HR, HSE and Insurance).

Source: Envestr&evised Qld access arrangement informatidarch 2011,
attachment 7-7, p. 3 and AER, Email to EnveiaR EN.RP.03—Question on
capex overhead81 March 2011, attachment.

Envestra submitted that certain aspects of overbesis vary with material increases
in capex:? Envestra noted the Essential Services Commisdidfictoria (ESCV), in

its last review of Victorian gas distribution bussses, had acknowledged that
overheads increase if there is a material increasapex:

Envestra indicated the lower overhead rate (oferCcpnt) had been applied to all of
the mains replacement capex and all of the augmenteapex, rather than just to the
incremental capex amounts. In addition, the rateOgber cent is consistent with the
rate of incremental capex determined by the ESCiéilast reset for Victorian gas
distributors.

Envestra considered the overhead rate as a pegeenitéotal capex was consistent
with the overhead rate applied by the ESCV toSPAum its review of Victorian
gas distributors. Further, Envestra suggesteddts level benchmarking of overheads

10
11

EnvestraRevised Qld access arrangement informatidarch 2011, attachment 7-7, pp.2-5.
EnvestraRevised Qld access arrangement informatiiarch 2011, attachment 7arsons
Brinckerhoff Level of Overheads.
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using data from electricity distribution businesskewed a strong correlation
between total expenditure and total overheadsp@scaentage of capex.

Contingency allowance

In its revised access arrangement proposal, Ervesbmitted the AER has
misconstrued Envestra’s use of the term contingandlyits application in the context
of various project$? Envestra argued tht™

= the estimates used baseline cost estimates dedefapm the partially complete
project definitions available at the time of estimg@ and Envestra added a
percentage contingency to account for specifit tess that will arise, but
which are not yet quantifiable due to the incompledture of the project
definitions

= the requirement to forecast in some cases up nsgsars in the future means
that it has not been able to undertake the usoat-nd engineering detailed
design that usually accompanies projects. As \selhe of these projects are also
uncommon, increasing the difficulty of estimatihg tcost. It's forecast capex
costs therefore can be represented as the sura ba#eline estimate and a
contingency for uncosted items

= the application of contingencies reflects the gajpvieen incomplete and complete
project definition rather than an amount to simgdyer for cost over-runs or
uncertainties. The contingency ‘closes the gapivbeh the baseline estimate
derived from the incomplete project definition ahd baseline estimate derived
from the completed project definition.

= section 24(2) of the NGL allows a service provittebe given reasonable
opportunity to recover at least the efficient cadtproviding reference services.
Where a capex item is uncosted because of incoenpfetect definition, Envestra
must therefore be allowed an amount to cover tisésaaf that item.

Envestra reduced its contingency allowances bye2gent in its revised access
arrangement proposal on the basis of advice fronthBBthe contingency amount
may contain some allowance for contingent fisk.

Envestra also acknowledged that it accepts the vahod the contingency allowance
in relation to new services (inlets) as the coregmzy related solely to account for
contingent risk? Envestra, however, contends that the amount dfragemcy
removed by the AER for new services ($3.2 milli82F10-11)), as supported by
Wilson Cook, is overstated because Envestra oclyded an estimated contingency
amount for existing homes ($1.1 million ($2010-11))

12
13
14

EnvestraRevised Qld access arrangement informatiarch 2011, attachment 7-7, p. 5.
EnvestraRevised Qld access arrangement informatidarch 2011, attachment 7-7, pp.5-8.
EnvestraRevised Qld access arrangement informatiarch 2011, attachment 7#8arsons
Brinckerhoff Application of contingencies in cost estimating.

EnvestraRevised Qld access arrangement informatiarch 2011, attachment 7-7, p. 6.
EnvestraRevised Qld access arrangement informatiarch 2011, attachment 7-7, p. 8.
EnvestraRevised Qld access arrangement informatiarch 2011, attachment 7-7, p. 8.

15
16
17
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3.2.2.2 Forecast depreciation allowance in the access arrgament period

Envestra did not accept the AER’s draft decisioafply forecast depreciation to roll
forward Envestra’s capital base from 1 July 201ivdstra submitted that the use of
actual inflation in adjusting the capital basermsftbens the incentives to improve
efficiencies, particularly in cases where capitgdenditure is not included in the
efficiency carryover mechanistfi Envestra stated that even though there is an
absence of a formal service quality incentive sahé&mnthe gas sector, and
potentially less incentive to direct expenditureaods improving service quality, gas
is a fuel of choice "with consumers having the aptf reverting to electricity in
place of gas for their energy requirements. Enaeslgo stated that the use of forecast
depreciation can result in negative asset valudglat incorporating negative capital
base values is contrary to s. 24(2) of the NGL Wisiates that Envestra must be
provided with a reasonable opportunity to recoteefficient costs?

Envestra’s projected capital base is outlined lhet8.4.

Table 3.4: Revised projected capital base ($m, nominal)

2011-12 2012-13 2013-14 2014-15 2015-16
Opening capital base 316.4 347.0 382.1 411.2 441.0
Plus conforming capéx 33.4 38.6 32.9 33.4 36.7
Less depreciation 10.8 12.2 13.4 13.9 15.1
Inflation adjustment 8.0 8.7 9.6 10.4 11.1
Closing capital base 347.0 382.1 411.2 441.0 473.7

Source: Envestr@ld Revised access arrangement informatidarch 2011,
attachment 8-2, p. 3.
(@) These are end of year values.

3.3 Summary of submissions

The AER received one submission from an interegéety commenting on the
AER'’s draft decision and Envestra’s revised aceesmsigement proposal:

Mr Kevin McMahon submitted that hot water asset #nvestra has sold to Origin
Energy should not be included in Envestra’s asase land that pass through costs in
relation to these assets should be adjusted to #aiwhis is no longer a pass through
cost that is borne by Envesta.

3.4 AER’s consideration

Certain aspects of Envestra’s revised capital besén accordance with the AER’s
draft decision or have been otherwise justifiedwideer, the AER does not accept
Envestra’s revised capital base because the resgisigerall do not meet the
requirements of the NGR. For total forecast capfex AER proposes a total amount

18

EnvestraRevised Qld access arrangement informatiarch 2011, attachment 8-2,
19
2

p.1
EnvestraRevised Qld access arrangement informatiarch 2011, attachment 8-2, p. 3.
2 Mr Kevin McMahon,Submission to the AER draft decisiépril 2011.

13



of $140 million ($2010-11) for the access arrang#rperiod compared with $158
million ($2010-11) in the revised access arrangepegposal.

Figure 3.2 shows the actual incurred and estimedpédx of the earlier access

arrangement period with both Envestra’s and the ‘ApiRoposed forecasts of capex
for the access arrangement period.

Figure 3.2 Envestra actual and forecast capital genditure
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Source: Envestr&ld access arrangement informatjddctober 2010, pp. 87, 106-107.

EnvestraRevised Qld access arrangement informatidarch 2011,
Attachment 7-7, p. 10.

EnvestraRevised Qld access arrangement informatidarch 2011,
Attachment 8-2, p. 3.

QCA, Proposed Access Arrangements for Gas Distabutietworks - Allgas

Energy Limited and Envestra Limited: Final Decisi@ttober 2001, pp. 176
and 186 .

QCA, Revised Access Arrangement for Gas Distrdoutietworks: Envestra:
Draft Decision, May 2006, pp. 57, 69 and 85.

The AER does not accept the forecast overhead, @misoximately half of the
proposed contingency allowance or Envestra’s igpst escalators. The AER'’s
assessment of Envestra’s input cost escalators\artieads had the greatest impact
on reducing Envestra’s capex from the levels fagenaits revised access
arrangement proposal. In addition, the AER proptisatsforecast depreciation be
used to roll forward the capital base when the ssegrangement is next revised. The
AER’s consideration of these issues is set outvibelo
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3.4.1 Opening capital base

3.4.1.1 Opening capital base for the earlier access arrangeent period

In the draft decision the AER accepted Envestreop@sed value for the opening
capital base as at 1 July 2006. The draft decsism accepted the updated inflation
adjustment for 2005-06. The AER has determinedp@niog capital base as at 1 July
2006 of $230.5 million (nominal).

3.4.1.2 Depreciation used in the roll forward model

The AER in its draft decision did not accept Enxegstproposal to apply actual
depreciation in the calculation of the opening tafiase. The AER recalculated
Envestra’s capital base as at 1 July 2011 usiregést depreciation from the earlier
access arrangement period. The AER accepts Engesivésed access arrangement
proposal to apply forecast depreciation in rolliagvard the capital base. The revised
depreciation amounts for the earlier access arraageperiod are shown in table 3.5.

Table 3.5: AER approved depreciation for the earlier access aangement period
($m, nominal)

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

AER approved straight-

. e 4.9 55 6.3 7.1 7.7
line depreciation

Source: AER analysignvestra QLD RAB roll forward modeéfarch 2011.

3.4.1.3 Inflation for 2010-11

In the draft decision, the inflation adjustment 20x10-11 of 2.52 per cent for the
capital base was based on a forecast figure asRhér March 2011 was unknown
at the time. This CPI figure was also unknown wtrenservice providers submitted
their revised access arrangement proposals. ThelSRIpdated the inflation
adjustment for 2010-11 to 3.33 per cent based emtimual change in the CPI to

31 March 2011. Other things being equal, this mé&mn&stra’s opening capital base
as at 1 July 2011 will be marginally higher tharv&stra’s revised access
arrangement proposal.

3.4.1.4 Summary on the opening capital base

The AER considers that Envestra’s proposed operapgal base is not consistent
with r. 77(2) or r. 74(2) of the NGR. The AER thieme proposes a revision to the
opening capital base to account for changes tatiofi, including the update to actual
inflation for the March 2011 quarter, as set outevision 3.1. Based on the
depreciation adjustments, the AER has determine@plening capital base to be
$318.9 million as at 1 July 2011.

3.4.2 Projected capital base

3.4.2.1 Forecast capital expenditure

In its draft decision, the AER accepted most of &3tka’s capex programs for the
access arrangement period. The AER, however, aatepiy half of the proposed
mains replacement program for the Brisbane netwockdid not accept all the related
costs proposed by Envestra in its access arranggaragosal for its capex programs.
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In particular, the AER considered that the contmyyeallowance, overheads and
input cost escalators associated with Envestrggexcarograms were not justified.
Envestra has provided additional information ingrp of these related costs in its
revised access arrangement proposal. In lightisfitifiormation, the AER considers
some of the related costs can now be accepted. Wowbe AER maintains its draft
decision not to accept Envestra’s approach to stimation of costs associated with
real cost escalation, contingency allowances amdh@ads costs. Details on the
AER'’s consideration of these costs are discusseddtion 3.4.2.2.

On the basis of its revised access arrangemenbgatghe AER accepts Envestra’s
recalculation of the impact of the removal of halits proposed mains replacement
program for Brisbane, an increase in capex of &0ln ($2010-11) compared to
the draft decision.

In relation to the submission received, on thedabadvice from Envestra, the AER

accepts that hot water assets are not includedvedira’s capital base and that any

costs associated with the ongoing provision anditeaance of these assets are also
not included in its revised access arrangerfient.

3.4.2.2 Cost escalators, overheads and contingencies

This section summarises the AER’s views on the xaplated costs presented by
Envestra in its revised access arrangement prapdsese costs are applied to all of
Envestra’s capex projects in the access arrangegmeeiod. Envestra indicated the
adjustment to labour and material escalators aedh@ads by the AER had the most
significant impact on its capex forecast.

I nput cost escalators

In its draft decision, the AER was not satisfiedttthe proposed input cost escalators
applied to Envestra’s forecast capex complied Wighrequirements of r.79 and
r.74(2) of the NGR and required Envestra to amé&ntbrecast capex.

The AER’s consideration of Envestra’s revised psgubinput cost escalators is
discussed in appendix B. For the reasons outlinegpendix B; the AER is not
satisfied that the revised input cost escalatoplieghto Envestra’s forecast capex
comply with the requirements of r. 79 and r. 74{bhe NGR. In particular, the AER
does not accept the following elements of Envesipaoposal:

= wage forecasts based on the average weekly ordimaeyearnings (AWOTE)
index

®= non-inclusion of productivity adjustments
= ‘gas network materials’ forecast methodology

= application of real cost escalators.

As a result the AER proposes to revise Envestaaichst capex by applying the real
input cost escalators set out in B.3 of appendix B.

2L Envestra, Email to the AERER.EN.RP.12 Hot water assets in (BdViay 2011.
22 EnvestraRevised Qld access arrangement informatMarch 2011, attachment 7-7., p. 1.
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Overheads

In its draft decision, the AER considered Envestegproach to the recovery of
overheads to be too simplistic and likely to ov@esbverhead costs over tiffdn its
revised access arrangement proposal, Envestrafideérthose components of
overhead costs that are fixed and those linkeldeaitze of the capex program. The
AER considers the revised method is a better apprtmaforecasting overhead costs.

As per the draft decision, the AER accepts Envisspiaposed composition of the
capital overheads and that the components are thaseould be incurred for the
delivery of pipeline service$.The AER has reviewed Envestra’s split of capital
overhead components between fixed and variable coergs. Table 3.6 sets out the
AER'’s conclusions on Envestra’s proposed capitatiogad components.

2 AER, Draft decision February 2011, p. 36.
24 AER, Draft decision February 2011, p. 35.
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Table 3.6: AER’s conclusion on Envestra’s capital overhead coponents

Overhead

Envestra proposal AER consideration AER conclusion
component
Fixed Variable Fixed Variable
proportion  proportion proportion  proportion
Envestra will require additional
resources, such as dedicated program
managers and project initiation
. coordinators, to manage its expanded
Operations .
Management capex program. Howeve’r, based on its
and 70% 30% review of Enves_tra S A_sset 85% 15%
Administration Management Plan, in partlcula_r the_
APA Management structure outlined in
section 2.6.2, the AER considers that
Envestra has overstated the additional
volume of the resources requiréd.
The AER accepts that planning and
system design works are impacted by
the size of the capital program.
However, the AER considers that not all
aspects of these costs are directly
proportional to the size of the capital
Planning & _ 0% 100% program, for example where the same 50% 50%
System Design project plan can be used for a number of
similar projects. The AER also
considers that Envestra will be able to
utilise existing planning and system
design resources, mitigating the need to
increase resources in direct proportion
to its expanded capex program.
Procurement 0% 100% The AER accepts Envestra’s proposal. 0% %100
and Fleet
Technical 50% 50% The AER accepts Envestra’s proposal. 50% % 50
Assurance
Network . 70% 30% The AER accepts Envestra’s proposal. 70% 0% 3
Engineering
Support 100% 0% The AER accepts Envestra’s proposal 100% 0%

Although the AER accepts a significant proportidricavestra’s proposed capex
overheads, it considers that the forecast overhgag®sed by Envestra are too high
and therefore not consistent with r. 79(1)(a) ef MGR?® The AER considers that
total capex overhead costs of $17 million ($2010-ebinply with the requirements

of the NGR compared to a total cost of $22 mill{2010-11) proposed by Envestra,
a reduction of 24 per cent. This adjustment has besde on the basis of the

% EnvestraQld access arrangement informatjdBctober 2010, attachment 7-2, p. 11.

% NGR, r. 72(1)(c)(i) and r. 74(2)(b).
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information provided by Envestra on the compositibits overheads in 2009—£0.
This information showed approximately 22 per cdriErvestra’s capitalised
overheads were apportioned to operations, managemdradministration activities
and approximately 38 per cent were apportionedanrning and system design
activities. As the AER considers that the varigii@portion of these costs are not as
high as that proposed by Envestra, the imputediboriobn of these significant
components of capitalised overheads to capex hasreeluced.

Contingency allowance

In its draft decision, the AER considered that attmency allowance for a cost
estimation risk factor may be appropriate in somgumstances. In particular, a
contingency may be appropriate where an inhersktat a contingent risk could be
identified in the determination of the base estend@he AER considered that
Envestra’s proposed contingencies for each ofipex categories did not include
details on the justification of a specific contingg, but rather applied a general
contingency allowance. On this basis, and taking &wcount Envestra’s substantial
experience in the construction, installation artdvesion of its capex activities, the
AER concluded that the capex contingencies apjlyeBinvestra were excessive and
did not meet the requirements of r. 79(2)(c) of @R ?

Envestra’s revised access arrangement proposai<tai exclude contingent or
inherent risks from its contingency allowance. Estkeestate that the contingency
costs are intended to provide for specific cosh#ehat cannot be quantified due to
the incompleteness of the project definitions,which are expected to be incurred to
their full extent during the access arrangemenbgdemhe AER considers Envestra’s
revised explanation as to the basis of its contingallowance reflects a more
appropriate approach to estimating contingencies.

On the basis of its review of the project defimBcsupporting Envestra’s capex
estimates, as well as the range of specific ceststallowed for in Envestra’s
contingency allowance, the AER considers that #peg contingencies applied by
Envestra are excessive and do not meet the regemtsrof r. 79(2)(c) of the NGR.
The AER considers that approximately 50 per cetthefspecific cost items included
in detailed estimates based on completed projdutitiens are absent from
Envestra’s less detailed project definitions. THeRAaccepts that this proportion of
cost items represents an identifiable set of sjgewifst items that are likely to impact
on Envestra’s baseline estimates. The AER thergfangoses that Envestra should be
allowed 50 per cent of the proposed contingen@malhce in its revised access
arrangement proposal. This approach results itahdontingency cost of $0.34
million ($2010-11) compared to a total cost of $0ndillion ($2010-11) proposed by
Envestra in its revised access arrangement praposal

Incomplete project definitions

The AER reviewed the specific issues identifiecHmyestra as responsible for the
gap between the cost estimates based on incongridteompleted project

2" Envestra, Email to the AERER.EN.12Responses to questions on Capitalised Overheads

29 November 2010.
% AER, Draft decisionFebruary 2011, p. 34.
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definitions?® Envestra stated that without addressing thesesss@annot quantify
certain costs that will be incurréd.

The AER considers that Envestra’s considerablerexpee in the estimation and
delivery of capex projects should reduce the uaadst related to these issues. For
example, the AER considers that Envestra should bkafficient experience to enable
it to undertake a front end engineering designystaccomplete the project scope and
enable project controls to be defined for a sigaifit proportion of its projects. The
AER also considers that Envestra should have serfiiexperience with capex
projects to enable it to estimate contractor cbatsng regard to the prevailing market
and taking account of specific hazards (e.g. cedfispaces) and required working
arrangements (e.g. night work to address traffinagament requirements). Evidence
of this is the capex costs and unit rates mateaiad, the level of detail provided to
show the derivation of these costs, that Envesamable to include in its proposal.

The AER, however, does agree that Envestra’s plbdiestablish specific design
details may be affected by the impact of undergdoservices from various utilities.
In particular, the AER considers that coordinatiath other utilities, route particulars
and protection arrangements of other utilities mayact on Envestra’s design
requirements. Envestra’s baseline estimates aly lik be affected by the impact of
environmental and traffic issues on design requamrsiand working practices. The
impact on project definitions is likely to be maignificant for mains replacement
work in the CBD. In regards to Envestra’s claimt hi@viding estimates for projects
that may occur up to six years in the future iseatistic, the AER accepts that for
some less common projects there may be some dfifficucompleting the project
definition to enable reliable estimates to be dakea>** However, the AER also
considers that a significant proportion of Envéstpgoposed capex work for the
access arrangement period will be based on realyonal established templates.

Cost items not fully identified

The AER reviewed PB'’s analysis of the cost itentduded by Envestra in its
contingency provisior PB undertook to identify the cost items includgcEnvestra
in the contingency amount which were not able téullg identified, but are likely to
form part of the final definition of projects. Theajority of cost items relate to the
specific issues included as part of the incompbdetgect definitions discussed above.

The AER considers that Envestra would have a redderappreciation of a

significant number of these cost items given ifgezience in the estimation and
construction of projects. However, the AER accépds some of these costs would be
difficult to identify at the early stage of projed#velopment. For example, the
relocation of shallow mains that are below statutevels of cover may not be
identified at the early stage of a project’s depetent. Also, lower gas pressures than

2 EnvestraRevised Qld access arrangement informatiarch 2011, attachment 78arsons

Brinckerhoff Application of contingencies in cost estimatipg4.

EnvestraRevised Qld access arrangement informatiarch 2011, attachment 7#8arsons
Brinckerhoff Application of contingencies in cost estimatipg4.

EnvestraQld access arrangement informatjddovember 2010, attachment 7-1
EnvestraRevised Qld access arrangement informatiarch 2011, attachment 7#8arsons
Brinckerhoff Application of contingencies in cost estimatipg4.

EnvestraRevised Qld access arrangement informatiiarch 2011, attachment 7#8arsons
Brinckerhoff Application of contingencies in cost estimatippg, 4-6.
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anticipated are likely to necessitate additionatksand the use of larger diameter
steel pipe. Re-routing of trunk mains and equipneantcompromise preliminary
designs that have assumed lengths based on existites. Project controls
associated with mains replacement in the CBD & lidely to have a cost impact.

In its revised submission, Envestra identified g@he of its contingency allowance
may contain some allowance for contingent risk Wwhi@s objected to by the AER in
its draft decisiort? The AER considers it is not appropriate that a-specific general
contingency allowance be included in expendituteneges and therefore accepts that
it is appropriate that Envestra reduce its contiiegeby 25 per cent.

In its review of Envestra’s revised access arrareggrproposal, Wilson Cook
maintained its view that

...... whilst a contingency allowance may need to bkedalpon in some
instances, such allowances are unlikely to be d¢aifn generally, or to
their full extent; and to argue that they woulddsuggest that the business
concerned is unable to estimate its costs accyratahat that it does not
wish any risk of cost overruns to remain.

Wilson Cook also noted that Envestra’s revised ssegrangement proposal did not
acknowledge that the cost estimates are generatigdbon average costs of pipe-
laying per kilometre and that such rates by deé@niteflect the average of the many
different situations that are encountered whemibik is undertaken. Wilson Cook
therefore concluded that it is not clear that thetingency sums are for entirely “un-
costed” items or activitie¥.

The AER accepts Wilson Cook’s view that contingealtgwances are likely to be
called upon in some instances but not generallg,tda business’s ability to estimate
costs accurately. The AER considers that while Emaehas attempted to accurately
estimate the baseline component of its capexsitlean unable to fully identify all
costs relevant to its capex program where the progs based on incomplete project
definitions. The items that remain uncosted duedcomplete project definitions are
included in the capex program cost estimate by efaycontingency allowance.
Envestra’s cost estimates are generally based enage historical costs that reflect
the different situations that are encountered wherk is undertaken. The AER also
considers that Envestra’s contingency allowancéieppt least in part to some
unidentified cost items or activities that may hatve been included in Envestra’s
baseline cost estimates. The AER does, howevesjad®amthat some of Envestra’s
claimed uncosted factors are likely to have beetluded in the historical costs used
to determine baseline costs and therefore shouldenmcluded as part of a
contingency allowance.

The AER’s approach to reducing Envestra’s propasedingency allowance is
consistent with the submission from the ECCSA witchsidered that lower
contingency rates should be used than those agpfi€hvestra, especially where

% EnvestraRevised Qld access arrangement informatidarch 2011, p. 6, attachment 7R&rsons

Brinckerhoff Application of contingencies in cost estimatipgy.
% Wilson CookReport — Envestra (QldMay 2011, p. 4.
% Wilson CookReport — Envestra (Qldpecember 2010, pp. 4-5.
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average rates from direct experience have been lhedECCSA also indicated that
for normal construction projects, a contingency gfer cent or less may be uséd.

3.4.2.3 Conclusion on capital expenditure

The AER considers that Envestra’s forecast capés mevised access arrangement
proposal does not comply with the requirements @9rof the NGR. That is, it does
not represent capex that would be incurred by dgaruservice provider acting
efficiently, in accordance with accepted good indupractice, to achieve the lowest
sustainable cost of providing services.

Table 3.7 summarises the capex proposed by Envaestsarevised access
arrangement proposal in comparison to the capeghnthie AER considers satisfies
the capex criteria of the NGR.

Table 3.7: Revised capital expenditure and approved capital ggenditure for 2011—
2016 ($m, 2010-11)

2011-12 2012-13 2013-14 2014-15 2015-16 Total
Mains replacement
Envestra proposed 9.6 10.0 10.4 10.7 111 51.9
AER approved 9.2 9.3 9.4 9.4 9.2 46.4
Growth assets
Envestra proposed 13.9 14.8 13.9 13.9 15.6 72.2
AER approved 13.1 13.5 12.4 12.0 12.9 64.0
Other capital
expenditure
Envestra proposed 8.0 10.7 5.2 4.6 4.8 33.3
AER approved 7.4 9.9 4.5 3.9 3.9 29.7
Total capital
expenditure
Envestra proposed 31.5 35.5 29.6 29.3 31.4 157.4
AER approved 29.7 32.7 26.3 25.3 26.0 140.1

Source: Envestr&evised Qld access arrangement informatiarch 2011,
Attachment 7-7.

As shown in Figure 3.2, the AER’s approved capéaxgber than that approved in the
draft decision. Based on the AER'’s analysis, tliledince of $19 million ($2010-11)
between the AER’s draft and final decisions camtxbuted to contingencies (about
47 per cent), cost escalators (about 27 per cevegfheads (about 23 per cent) and

37 ECCSA AER Draft Decisiona response, Apri2011, p. 27.
¥ NGR,r. 79.
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recalculation of the impact of the removal of halits proposed mains replacement
program for Brisbane (about 4 per cent). Basedernrtformation available to the
AER during the draft decision process, the AER irectly removed contingency
allowances to Envestra’s proposed capex on mapiaaement, meter replacement
and replacement of hazardous services (inlets) rd@meval of a contingency
allowance to these capex items was reversed ifirthledecision.

3.4.2.4 Depreciation

In its revised access arrangement proposal, Ervastiepts the forecast depreciation
allowance proposed by the AER in its draft decisibfihe AER’s assessment of
Envestra’s forecast depreciation allowance ingtgsed access arrangement proposal
is presented in chapter 4 of the final decisiorbl&&.8 reproduces the conclusions
from that chapter.

Table 3.8: AER approved depreciation for the access arrangemeiperiod
($m, nominal)

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

Straight-line depreciation 10.9 12.2 134 13.9 14.9
Inflationary gain 8.1 8.9 9.7 10.3 11.0
Regulatory depreciation 2.8 3.3 3.7 3.5 4.0

The AER proposes that Envestra amend its reviseddst depreciation as set out in
chapter 4 of this final decision.

3.4.2.5 Adjustment to the capital base for inflation

In its revised access arrangement proposal, Eravastepts the forecast inflation rate
of 2.52 per cent proposed by the AER in its draftision?® However, as noted in the
draft decision, the forecast inflation amount hesrbupdated based on the most up to
date information. As discussed in chapter 5 the ABR proposed a forecast inflation
rate of 2.55 per cent.

3.4.2.6 Summary of the projected capital base

The AER has considered the components of Envegirajgosed projected capital
base. Given the amendments required to Envestraf®ped capex, forecast
depreciation and adjustment of the capital baseftation, the AER considers that
Envestra’s projected capital base does not comglynw74(2) and r. 78 of the NGR.
The AER proposes to revise the projected capitse I3a set out in revision 3.5 of this
draft decision.

3.4.3 Closing capital base for the access arrangeme  nt proposal

The AER considers that forecast depreciation shbeldsed to roll forward the
capital base to 30 June 2016. The AER does noptaEterestra’s revised access
arrangement proposal that actual depreciation e tesroll forward the capital

39
40

EnvestraRevised Qld access arrangement informatiarch 2011, attachment 8-2, p. 3.
EnvestraRevised Qld access arrangement informatidarch 2011, attachment 9-10, p. 1.
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base!! The AER considers its reasoning outlined in theftdtecision remains valitf.
The AER primary reasons for deciding on a foredagtreciation approach included
the dynamics of the gas industry (including a gasitutor’s ability to defer
investment), the service quality incentives faayag distributors and consistency with
other gas access arrangements. It has also addrbesspecific concerns raised by
Envestra below.

In its revised access arrangement proposal, Ervestrout a number of reasons why
its proposal to use actual depreciation shoulddoptd. It challenged the AER’s
assessment of the differences between gas and@tgetetworks. It argued against
the need for consistency across jurisdictions amkd concerns over the possibility
of negative asset values. The AER’s consideratidhese issues follows.

Envestra stated that gas is a fuel of choice aatiticentives for deferring capex and
maintaining service quality were the same acrossagd electricity networks. The
AER disagrees with Envestra judgement on the glafielectricity and gas
distributors to defer investment. If gas is a folethoice, the AER considers growth
related capex could be particularly susceptibleh@nging circumstances that make
expansion at the speed previously envisaged unegondhe assertion that gas is a
fuel of choice therefore does not seem to suppovekira’s position. In terms of
replacement capex, the AER is not convinced by Einas assertion that because gas
is a fuel of choice it makes deferring investmanmitkely. The AER accepts that
Envestra faces incentives to preserve servicetgualien in the absence of a formal
service quality incentive scheme as applied totetgty distribution. However, the
AER still considers that given the nature of thevee there is greater scope to defer
investment in gas distribution compared to eleityridistribution. In electricity
distribution, service can be completely cut bytre&y minor equipment failures.
However, gas service is unlikely to be interrugtadugh an increase in UAG, unless
a major breach occurs. This provides gas distriisutath relatively greater flexibility
in the timing of replacement capex than electridistributors.

The AER does not agree with Envestra’s assertiahdabnsistency across gas
distributors on this matter is not relevant and thean elect the approach it prefers.
Envestra is correct in saying that r. 90(2) of @R allows them to elect to use
forecast or actual depreciation to roll forward tapital base. However, under

r. 40(3) the AER has full discretion as to whetih@ccepts or rejects Envestra’s
choice. Forecast depreciation has been used gasidistribution access
arrangements to date and the AER considers tl@kegant consideration as to the
preferable approach.

The AER considers the possible occurrence of ativegasset value at the end of the
access arrangement period for one or more assseslaoes not invalidate a forecast
depreciation approach. While negative asset vahasbe inconsistent with standard
accounting practices, the AER is concerned withilagry requirements of the NGR.
There may be occasions were it is appropriatedsets with negative values to form
part of the capital base. There are a varietytahtions in which such assets have
entered the capital bases. For example, capitatibations may be separately
accounted for as a negative asset. The AER doeacnept that negative asset values

“ EnvestraRevised Qld access arrangement informatiarch 2011, attachment 8-2, pp. 1-3.

42 AER, Draft decision February 2011, pp. 40—42.
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deprive Envestra of a reasonable opportunity tovecits costs, as contended by
Envestra’> Negative asset values will only emerge in thegmesontext in
circumstances where Envestra received a forecpstclation allowance which
subsequently proves to be greater than the capeaska actually spent on the assets
in question. While this is an unlikely outcomegatuld occur. If it does occur the
negative asset value represents funds receivedtaofirevenues for which no costs
were incurred. This money should then be returnemistomers as a negative asset.
Thus the overall effect is neutral for both Envestnd its customefs.

3.5 Conclusion

Opening capital base

The AER does not approve the opening capital begoped by Envestra for the
access arrangement period as it does not comptyrwit (2) or 74(2) of the NGR.
Envestra accepted the elements of AER’s draft aetimn the approach to indexation
of the capital base over the earlier access armegeperiod, the estimated capital
base as at 30 June 2006, and capital base foather@ccess arrangement period.
However, the AER proposes revision 3.1 to updageoftening capital base using
actual inflation for the final year of earlier assearrangement period (2010-11), as
set out below.

Projected capital base

The AER does not approve the proposed projecteitat@pse proposed by Envestra
as it does not comply with r. 78 and r. 79 of tHeR The AER’s proposed revisions
3.3 (total forecast depreciation for the accesangiement period), 3.4 (forecast capex
for the access arrangement period) and 3.5 (pegjempital base for the access
arrangement period) are set out below.

Closing capital base for the access arrangement per  iod

The AER does not approve the proposed estimatialefeciation on the basis of
actual capital expenditure for establishing Enzestopening capital base for the
access arrangement period commencing 1 July 206AER has determined that
forecast depreciation be used to roll forward thgital base at the beginning of the
next access arrangement period. The AER proposesmtiendments to reflect the
revision 3.2, as set out below.

3.6 Revisions
The AER proposes the following revisions:
Revision 3.1:amend the revised access arrangement informatideléte table 8.6

and replace it with the following, and make alletlelements of the access
arrangement and access arrangement informatiormstemswith the following:

43
a4

EnvestraRevised SA access arrangement informatidarch 2011, p. 3.
The AER’s draft decision provides an illustratimithis neutrality principle. See AERyaft
decisionFebruary 2011, pp. 40-42.
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Table 3.9: AER approved opening capital base ($m, nominal)

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

Opening capital base 230.5 249.9 269.4 283.8 299.3 318.9
Add cape® 18.4 14.1 13.8 14.2 17.0

Add indexation 5.8 10.9 6.8 8.4 10.3

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 249.9 269.4 283.8 299.3 318.9

a . T
Excludes capital contributions

Revision 3.2 amend the revised access arrangement informetidelete references
that actual depreciation be used to roll forwael ¢hpital base at the next access
arrangement period and replace them with forecgstettiation.

Revision 3.3 amend the revised access arrangement informgtidalete table 8.12
and replace it with the following:

Table 3.10:  Forecast depreciation for the access arrangement ped ($ m, nominal)

2011-12

2012-13

2013-14

2014-15 2

015-16

Depreciation 2.8

3.3

3.7

3.5

4.0

Revision 3.4:amend the revised access arrangement informaticeflect the
following table, and make all other elements ofdlbeess arrangement and access
arrangement information consistent with the follogyi

Table 3.11:  AER approved forecast capex ($m, 2010-11)

2011-12 2012-13 2013-14 2014-15 2015-16 Total
Mains replacement 9.2 9.3 9.4 9.4 9.2 46.4
Meter replacement 1.3 1.4 1.3 1.3 1.4 6.7
Augmentation 0.6 4.4 0.1 0.2 0.4 5.6
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 2.6 14 1.0 0.1 0.1 5.2
Growth assets 13.1 13.5 12.4 12.0 12.9 64.0
g;;eerrgismb“”o”s 1.6 1.7 1.4 1.3 1.4 7.4
S;;‘t"'ergon'dismb”“"” 0.2 0.3 0.2 0.2 0.2 1.0
Total 29.7 32.7 26.3 25.3 26.0 140.1
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Revision 3.5:amend the revised access arrangement informatidaléte table 8.13,
and replace with the following, and make all otblements of the access arrangement
and access arrangement information consistentthettollowing:

Table 3.12:  Projected capital base for the access arrangemenéepod ($m, nominal)

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

Opening capital base 318.9 347.6 379.8 405.5 430.9
Add capex 31.5 35.6 29.4 29.0 30.6
Add indexation 8.1 8.9 9.7 10.3 11.0
Less depreciation 10.9 12.2 13.4 13.9 14.9
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 347.6 379.8 405.5 430.9 457.5

Revision 3.6:make any and all consequential amendments negasge revised
access arrangement and revised access arrangerioemtation to take account of
and reflect revisions 3.1 to 3. 5.
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4 Depreciation

The AER'’s draft decision accepted Envestra’s predatandard and remaining asset
lives for the access arrangement period. However AER rejected Envestra’s
forecast depreciation allowance due to changesanowus factors that affected the
capital base. The AER determined a forecast regujadepreciation allowance of
$17.6 million (nominal) based on the straight-leqgroach for the access
arrangement period.

In response to the draft decision, Envestra didauziept various aspects of the AER
draft decision that affected the capital base dmeté¢fore the forecast regulatory
depreciation allowance. The AER’s proposed changdse capital base, including
the inflation adjustment of the roll forward of thapital base, are discussed in
chapter 3 of this decision. Envestra’s revised dast regulatory depreciation
allowance is $17.6 million (nominal) over the accasrangement period.

The AER does not accept the forecast regulatoryegegiion allowance proposed by
Envestra for reasons discussed in chapter 3. Irsiclening the AER’s proposed
changes to the capital base, the AER has calculatedal forecast regulatory
depreciation allowance of $17.3 million (nominaly the access arrangement period.

4.1 Regulatory requirements

Envestra is required to provide a depreciation dalgethat sets out the basis upon
which the assets constituting the capital bas¢oae depreciated for determining
reference tariffs (r. 88(1) of the NGR). The scHeduay 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:

(a) so that reference tariffs will vary, over tiniea way that promotes
efficient growth in the market for reference seeg; and

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

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

(d) so that (subject to rules about capital redangg an asset is
depreciated only once (i.e. the amount by whiclhsset is depreciated
over its economic life does not exceed the vafua®asset as at the
time of its inclusion in the capital base (adjdstiéthe accounting
method approved by the AER permits, for inflatjpand

(e) so as to allow the service provider’s reasanabkds for cash flow to
meet financing, non-capital and other costs.

Rule 89(2) states that compliance with r. 89(1) mnaplve the deferral of a
substantial amount of depreciation.
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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 depreciatbedule for the transitional access
arrangement under section 8.32 of the Code.

4.2 Revised access arrangement proposal

The AER'’s draft decision accepted the proposed ir@ntaand standard asset lives,
and the use of the straight-line approach to cateudepreciation. However, the AER
determined changes affecting the capital base weengred. These changes impacted
upon the forecast regulatory depreciation allowamicieh included the use of
forecast depreciation to roll forward the capitasé.

These changes are reflected in the forecast reguldepreciation allowance
proposed by Envestra, displayed in table 4.1.

Table 4.1: Envestra’s forecast regulatory depreciation allowane for the access
arrangement period ($m, nominal)

2011-12 2012-13 2013-14 2014-15 2015-16
Nominal straight-line 10.8 12.2 13.4 13.9 15.1
depreciation
Indexation 8.0 8.7 9.6 10.4 11.1
Regulatory 2.8 3.4 3.8 3.6 4.0

depreciation

Source: Envestra Qld, Revised access arrangememission (attachment 8-2), March
2011, p.3.

4.3 AER’s consideration

Due to changes to the capital base proposed b&ERein chapter 3 of this final
decision, the AER has recalculated the forecastiatgyy depreciation for the access
arrangement period. The AER notes that no subnmssi@re received in relation to
Envestra’s forecast regulatory depreciation allaveahe revised forecast
depreciation is shown in table 4.2.

! This clause is also relevant if the AER makes\ts proposal for revision of a transitional access

arrangement under r. 63 or r. 64 of the NGR.
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Table 4.2:  AER’s forecast regulatory depreciation ér the access arrangement period
($m, nominal)

2011-12 2012-13 2013-14 2014-15 2015-16
Straight-line 10.9 12.2 134 13.9 14.9
depreciation
Indexation 8.1 8.9 9.7 10.3 11.0
Regulatory 2.8 3.3 3.7 3.5 4.0

depreciation

Source: AER analysis.

Regulatory depreciation is straight-line depreoiatet of the inflation indexation
applied to the capital base for each year. Thatioth forecast has been updated to
2.55 per cent per annum for this decision, as dsediin chapter 5.

Envestra’s depreciation schedule is consistent wi9(d) of the NGR that requires
each asset is depreciated only once. No deferdémfeciation under r. 89(2) of the
NGR is required in the present circumstances.

4.4  Conclusion

The AER does not accept the forecast regulatoryedegtion allowance proposed by
Envestra. This is primarily due to the AER’s propdsidjustments to the opening
capital base and capital expenditure discussedapter 3.

4.5 Revisions

The AER proposes the following revision:

Revision 4.1:amend the revised access arrangement and revisesisaarrangement
information to reflect the forecast depreciatidimahnce in table 4.2.
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5 Rate of return

The AER has rejected Envestra’s proposed ratetafmeof 10.98 per cent as it is not
commensurate with prevailing market conditionshia market for funds and the risks
involved in providing reference services. A rateatfirn of 9.77 per cent is
appropriate for the benchmark service provider. AieR has undertaken a number
of reasonableness checks to confirm the rate afmet has determined.

This chapter sets out the AER’s consideration efappropriate rate of return for
Envestra for the access arrangement period andsdedh issues raised in Envestra’s
revised access arrangement proposal. These issakgle the determination of the
applicable cost of equity model, risk free rateykearisk premium (MRP), equity
beta and debt risk premium (DRP). Envestra’s rel/msecess arrangement proposal
accepted the AER’s approach to calculate the imtatorecast and gearing ratio.

The AER has confirmed its draft decision on thepeaters to determine the rate of
return, including rejection of Envestra’s multi-neddpproach to estimate the cost of
equity. The AER considers that the MRP, equity aethDRP proposed by Envestra
were too high with respect to the risks involvegraviding reference services under
prevailing market conditions. The AER has rejedasestra’s proposed change to
the averaging period for estimating the risk fragerand the DRP. The rate of return
of 9.77 per cent determined by the AER is basdti@d5 day averaging period
commencing 25 February 2011.

5.1 Regulatory requirements

Rule 72(1)(g) of the National Gas Rules (NGR) regjtiat the access arrangement
information for a full access arrangement propasast include the proposed rate of
return, the assumptions on which the rate of retuoalculated and a demonstration
of how it is calculated.

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

Rule 87(1) of the NGR requires that the rate ainrebn capital is to be
commensurate with prevailing conditions in the neaifr funds and the risks
involved in providing reference services.

Rule 87(2) of the NGR requires that in determirangte of return on capital, it will
be assumed that the service provider meets benkHewals of efficiency, uses a
financing structure that meets benchmark standaegste-gearing and other financial
parameters—for a going concern, and reflects ieratlspects 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 u$ed.weighted average cost of
capital (WACC) is given as an example of a wellegted approach, and the capital
asset pricing model (CAPM) is given as an exampkewell accepted financial
model.

! Based on the nominal vanilla WACC formulation.
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5.2 Revised access arrangement proposal

The AER did not approve Envestra’s proposed ratetofn as it did not comply with
r.87 of the NGR. It required Envestra to amen@dsess arrangement to take account
of the rate of return set out in table 5.1.

Table 5.1:  AER draft decision on WACC parameters

Parameter

Nominal risk free rate (%) 5.68
Inflation (%) 2.52
Equity beta 0.80
Market risk premium (%) 6.00
Debt risk premium (%) 3.93
Gearing (%) 60.00
Cost of debt (%) 9.61
Cost of equity (%) 10.48
Nominal vanilla WACC (%) 9.96

Source: AERDPraft decision, Envestra Ltd access arrangemenppsal for the QId
gas network 1 July 2011-30 June 20E6bruary 2011, p. 92.

Envestra did not accept the AER’s draft decisiorthenequity beta, MRP and DRP
and cost of equity models. In support of its regtiaecess arrangement proposal,
Envestra submitted reports from the Competitionieooists Group (CEG), Professor
Bruce Grundy, SFG Consulting (SFG) and Value Advisesociates (VAAY

Envestra accepted the AER’s approach to calcutaténflation forecast. It proposed
to apply an averaging period of 10 business dagi;gri0 March 2011 to calculate
the bond rates.

Envestra has proposed a nominal vanilla WACC d®8 @er cent in its revised access
arrangement proposal, based on the 10 day averpgimgf ending 10 March 2011.
Table 5.2 sets out Envestra’s revised proposed WACC

2 CEG,WACC estimation, a report for Envestidarch 2011; GrundyComment on the cost of
capital: A report for Envestra23 March 2011; SFGhe required return on equity commensurate
with prevailing conditions in the market for fundssponse to draft decision, report prepared for
Envestra 23 March 2011; SFGssues affecting the estimation of MRP: reportEarestra
21 March 2011; VAAComments on market risk premium in draft decisip®BR for Envestra
February 2011 March 2011.
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Table 5.2: Envestra revised access arrangement proposal WACGapameters

Parameter Envestra revised proposal
Nominal risk free rate (%) 5.60

Equity risk premium (Equity beta x MRP) (%) 6.40

Debt risk premium (%) 4.67

Gearing (%) 60.00

Cost of equity (%) 12.00

Cost of debt (%) 10.30

Nominal vanilla WACC (%) 10.98

Source: Envestr&evised access arrangement information, Attach®ert Proposed
rate of return March 2011, p. 1.

5.3 AER’s consideration

The AER has not accepted Envestra’s rate of retsiset out in its revised access
arrangement proposal. The AER considers that tleeofaeturn proposed by Envestra
is excessive and inconsistent with the requiremehits87 of the NGR. In particular,
the AER considers that the rate of return propdseinvestra is not the best estimate
commensurate with prevailing conditions in the neaidnd the risk of providing
reference services.

Having rejected Envestra’s proposal the AER nowdsde determine an alternative
value. In determining an appropriate rate of rethmAER has reviewed a variety of
evidence and arguments, and has exercised its priigim arrive at an outcome that it
determines best satisfies the requirements of tBR ldnd NGL. The AER has also
compared the rate of return it has determined agaigh level indicators for
reasonableness. These indicators suggest thatthefrreturn established by the
AER is at least sufficient to meet the objectived eequirements of the NGR and
NGL.

The AER’s considerations are summarised in theatg sections:

= an evaluation of why the rate of return set byAE&R is appropriate

= cost of equity models

= equity beta

=  market risk premium (MRP)

= debt risk premium (DRP)

= averaging period and risk free rate

= gearing (debt to equity) ratio
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= method of inflation forecast.

Further details on particular matters, including tiverall rate of return, cost of equity
models, equity beta, MRP and DRP are containegperdix A.

5.3.1 Evaluation of the overall rate of return

This section considers the overall rate of retesulting from parameters determined
by the AER elsewhere in this chapter. This assessowmmsiders whether the overall
rate of return determined by the AER is commensungth prevailing conditions in
the market for fund3and that the service provider has an opportunitgtover at
least its efficient costs.

The AER'’s draft decision assessed the overallafteturn using market data and
finance theory. This analysis indicated that the overall rateedfim set by the AER,
although lower than the rate of return propose&byestra, was at least sufficient to
meet the cost of capital faced by regulated semiogiders.

Envestra did not accept the AER’s draft decisiorth@noverall rate of return. Its
revised proposal disputed the implications of récegulated asset sales and the cost
of equity implied from broker reports.

The techniques available to the AER to assessvéelb rate of return, for its draft
and now this final decision, can produce a broadeaof plausible rates of return. In
view of this, the AER primarily relies upon detailanalysis of the input parameters
(discussed later in this chapter) in accordanck astablished finance practice to
determine the rate of return. The additional oveéeghniques are given appropriate
consideration in assessing the reasonablenesss# thsults.

The AER has examined broker WACCs, regulated asdes and trading multiples,
and these analyses support the conclusion thatébrall rate of return set by the
AER is commensurate with prevailing conditionshe tmarket for funds. Further, two
of these analyses—recent regulated asset saleésadimdy multiples—suggest that
that the regulated cost of capital has been at éssalsigh as the actual cost of capital
faced by the businesses, and most likely has lmeexcess of the actual cost of
capital associated with the risks involved in pdinvg reference services.

For this decision, the AER determines the oveed# of return using a nominal
vanilla WACC of 9.77 per cent. This is based omst of equity of 10.36 per cent, a
cost of debt of 9.37 per cent and a gearing rdt@0qer cent. The cost of equity is
estimated using the CAPM, an MRP of 6 per centaandquity beta of 0.8. The cost
of debt is estimated using a DRP of 3.81 per cBm.risk free rate is estimated at
5.56 per cent using 10 year Commonwealth Governi®@eatrities. The reasons
behind these parameter inputs are summarisedretigis chapter, with further details
included in appendix A.

® NGR,r. 87().

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

AER, Draft decision Envestra, Access arrangement proposal for the @&lrgetwork, 1 July
2011-30 June 20147 February 2011, pp. 234-245.
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After considering the information before it, the REonsiders that the overall rate of
return of 9.77 per cent satisfies the requiremehteae NGR and NGL. The AER’s
considerations on the overall rate of return amersarised below, with further details
included in appendix A.

Broker reports

The WACC determined by the AER is within the broadge of discount rates
applied in the equity broker reports submitted nyéstra (once converted to a
consistent reporting basis), as evident in tat8e 5.

Table 5.3:  Comparison of WACC used by brokers and the AER (pecent)

Broker Companies assessed Nominal vanilla WACC
Citigroup DUE, SKI 9.20-10.90
Credit Suisse APA 9.35
Deutsche Bank APA, DUE, SPN 9.22
Goldman Sachs APA, ENV, SKI 10.04-10.66
Morgan Stanley SPN 8.16
UBS SKiI 8.04-8.44
Wilson HDF 10.02
Aggregate range APA, DUE, ENV, HDF, SKI 8.04-10.90
AER (Benchmark firm) 9.77

Source: Equity broker reports submitted by Enve®tEzR analysis.

Note: This table shows only those brokers who reger WACC in vanilla form or provide
sufficient detail to enable conversion to this folvfore broker reports are included in
appendix A where different forms of WACC are coesetl. Companies evaluated are
APA Group (APA), DUET Group (DUE), Envestra Limit@@NV), Hastings Diversified
Utilities Fund (HDF), Spark Infrastructure Groug(} and SP AusNet (SPN).

Regulated asset sales

Sales of regulated assets (including the sale ah@p Energy’s gas network in
October 2010) have been at premiums to the valtizeafegulated asset base of
between 20 and 119 per cent, as evident in taBle 5.

®  AER, Draft decision Envestra Ltd access arrangement proposal for titedaks network, 1 July

2011-30 June 20147 February 2011, pp. 235-236.
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Table 5.4:

RAB multiple for recent regulated asset sales

Date Acquirer Target RAiimglst;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 141-152
Mar 06 APA Murraylink 1.47
Aug 04 DEUT/Alinta/Alcoa Dampier to Bunbury Natutahs 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 Limiteidancial Services Guide and Independent

Expert Report in relation to the RecapitalisatiamdaRestructure of Babcock & Brown
Infrastructure 9 October 2009, p. 78 and Grant Samuel & AssesiRty Limited,
Independent Expert Report in relation to the Acigjois of the Alinta Assetd November

2007, p. 65.

The AER considers that the acquisition premiumseHaeen substantial, and that
premiums of this magnitude are unlikely to be eixd by factors associated with
the sale processThis suggests that the regulated cost of capétsldeen at least as
high as the actual cost of capital faced by thenmsses, and most likely has been in
excess of the actual cost of capital. Market tratisas therefore do not support the

7

Such as expected synergies arising from thessatgsjudgment of the true value of the business.

AER, Draft decisionEnvestra Ltd access arrangement proposal for thiedak network, 1 July
2011-30 June 20147 February 2011, p. 56.
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view that regulated rates of return result in uraenpensation with respect to actual
required rates of return. The AER considers thatriplied premium it calculated on
the sale of Country Energy’s gas network in Octdf0 is sound, given that it was
based on sale details in the official ASX announeeinvy Envestra.

Trading multiples

Trading multiples for listed businesses operategutated networks have also
exceeded the value of the regulated asset basetledn 15 and 81 per cent, as
evident in table 5.8,

Table 5.5: RAB multiples of regulated assets using recent magk data

Average RAB as at 30 June  Average RAB as at 30 June

Entity 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 Limiteidancial Services Guide and Independent
Expert Report in relation to the RecapitalisatiamdaRestructure of Babcock & Brown
Infrastructure 9 October 2009, p. 77. Based on share price8 September 2009 and
average nominal RAB for relevant year. RAB is basedhe respective regulatory
determinations except for DUET which allows for $&08 million expenditure on the
Stage 5A and 5B expansion of the Dampier to Bunblatyral Gas Pipeline.

The AER considers that the trading premiums haea Iseibstantial and that
premiums of this magnitude are unlikely to be eixlel by other factors alorieThis
suggests that the regulated cost of capital has &least as high as the actual cost of
capital faced by the businesses, and most likedyolezn in excess of the actual cost
of capital.

Other assessments

The AER has evaluated a number of other technifpresssessing the overall rate of
return raised in the revised proposal—specificallyidend yields, relative debt
returns, credit rating metrics and the Modiglianii& theorem. The AER considers
that:

= projections based on dividend yields produce suatoad range of results that
they do not provide any meaningful conclusion

8  Grant Samuel & Associates Pty Limitédnancial Services Guide and Independent ExperoRep

in relation to the Recapitalisation and RestructofeBabcock & Brown Infrastructur® October
2009, p. 77; AERDraft decision Envestra Ltd access arrangement proposal for thiedgak
network, 1 July 2011-30 June 201§ February 2011, p. 237.

Such as differences in tax structure, gearingrowth options. AERDraft decision Envestra Ltd
access arrangement proposal for the Qld gas netwibduly 2011-30 June 20167 February
2011, p. 56.
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= analysis of relative returns to debt and equitydpaes only an absolute lower
bound for the cost of equity, which the rate oftiretestablished by the AER
satisfies

= setting the rate of return to meet credit ratingriog is conceptually invalid, since
credit rating agencies rely on both qualitativedes and quantitative ratios

= the Modigliani-Miller theorem, while conceptuallgund, faces limitations in
terms of simplifying assumptions that prevent &g in estimating a ‘real world’
rate of return.

Most importantly, none of these analyses indidat the overall rate of return set by
the AER would not allow Envestra the opportunity@oover at least its efficient
costs incurred in providing reference services.

Conclusion

The AER considers that the analyses of marketglgiport the conclusion that the
rate of return established by the AER is commertew&h the prevailing conditions
in the market for funds and the risks involved ioyiding reference servicésThe
rate of return determined in this decision is astesufficient to meet the cost of
capital faced by regulated service providérs.

5.3.2 Cost of equity models

The cost of equity (or return on equity) is defirseedthe expected return required to
compensate investors for the time value of monelthe risk associated with the
equity investment. In estimating a firm’s cost gligty it is usual regulatory and
corporate financial practice to apply the capitset pricing model (CAPM).

The AER’s draft decision rejected the Envestra nmatidel approach to estimate the
cost of equity’? Consistent with r. 87(2) of the NGR, the AER utieel CAPM to
estimate the cost of equity.

Envestra did not accept the AER’s draft decisiomm its revised proposal Envestra
stated that it used the CAPM, and cross—checksdekult against alternative asset
pricing models and market based yield estim&t€. the various models and
methods included in the original propoSaEnvestra revised the cost of equity

10 NGR, r. 87().

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

12 AER, Draft decision Envestra Ltd access arrangement proposal for triegals network, 1 July

2011-30 June 20147 February 2011, pp. 65-76.

EnvestraRevised Access Arrangement Information, Attach®eh®: Other Rate of Return

Issues23 March 2011, p. 2 (section 9.4)

EnvestraRevised Access Arrangement Information, Attach®r®t Proposed Rate of Retyr23

March 2011, p. 1.

5 Although the Envestra QLD AAl is titled ‘as region 23 March 2011’, the rate of return chapter
is identical to that submitted on 1 October 201f(so includes the 13.02 per cent figure).
Attachments to the main document contain new in&tiom on the rate of return (including the
12.0 per cent figure); but there is no indicatibattEnvestra sought to synthesise these with the
main document. In its introduction to the AAI, Estra stated that these attachments ‘supersede, to
the extent of any conflict’ with the main documednbwever, there remains ambiguity about
exactly which sections of the main document docaaiflict with the content of the attachments.
EnvestraRevised Access Arrangement Informat@®March 2011, p. 10, 154; and Envestra,

13

14
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estimates produced by the dividend growth modelNIp@nd the ‘market-based
assessment’ using dividend yiefds.

The AER accepts the use of the (standard) CAPMagprimary determinant of the
cost of equity, in accordance with r. 87(2)(b) lvé NGR. However, the AER does not
accept Envestra’s proposal since various modelsrattods that are not well
accepted financial models are used to outweighebgts of the CAPM. Most
importantly, the AER rejects Envestra’s proposalde the Black CAPM, including
the use of a de—facto Black CAPM by adjusting thedard CAPM for ‘low beta

bias’, since the Black CAPM is not a well accefdiadncial model.

The AER maintains its position from the draft demisand estimates the cost of
equity to be 10.36 per cent using the CAPM, in edaoce with r. 87(2) of the NGR.
This includes bottom-up consideration of the patami@puts for the CAPM and top-
down consideration of the overall cost of equityd@verall rate of return) that results
from the use of the CAPM.The AER does not apply the CAPM in a mechanistic
manner, and has appropriately tested the input®atpits against available market
data.

The AER’s detailed consideration of cost of equitydels is included in appendix A
and is summarised in the following sections. Thialgsis engages with several
important questions regarding the choice of cogtquiity models, in particular
whether Envestra’s approach uses a well acceptaddial model, whether the
(standard) CAPM used by the AER is biased and venelie alternative Black
CAPM is better.

Is the Envestra multiple-model approach well accegd?

There remains considerable ambiguity in the Enaastvised proposal about the
relative weight given to the CAPM or to the altdéivas put forward by Envestra
(three models and two method&)n accordance with r. 87(2)(b) of the NGR, the
CAPM is a well accepted financial model for thegmges of determining the cost of
equity. However, to the extent that other modeltiods play a substantive role in
determining the cost of equity, it is relevant wiegteach is a ‘well accepted financial
model’ as required under the NGR.

The AER considers that, in substance, the cosjatyeproposed by Envestra is
driven by the SFG ‘market-based assessment’ usuidethd yields, rather than the
CAPM.* Envestra has lowered its proposed cost of equoty f.3.02 per cent to 12.0

Revised Access Arrangement Information, Attach®wi® Proposed Rate of Retyr23 March
2011, p. 1.

EnvestraRevised Access Arrangement Information, Attach®eh®: Other Rate of Return
Issues23 March 2011, p. 2 (section 9.4) and Enve®mjised Access Arrangement Information,
Attachment 9-9: Response to AER Draft Decision ark®t Risk Premiun23 March 2011, p. 5
(section 9.2.4).

Details of this consideration are included elserghn this chapter, including sections on overall
rate of return, equity beta and the market risknpuen.

8 The alternative models are the DGM, the Fama-dfréimree—factor model and the Black CAPM.
The methods are ‘market-based assessment’ usiidgedivyields and cash flow analysis to meet
credit rating metrics.

SFG,The required return on equity commensurate wittvaileng conditions in the market for
funds: Response to draft decision: Report prepdoednvestra23 March 2011, pp. 5-13.
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per cent, in keeping with the revised SFG estifianvestra does provide a
‘CAPM’ derivation of the 12.0 per cent estimate floe cost of equity, but this
derivation is after adjusting the CAPM input paréeng to eliminate the purported
‘low beta bias?* The AER considers that the ‘low beta bias’ adjusttis

specifically designed to transform the (standardP® into a de—facto Black CAPM.
It is not clear from the information presented wivaight has been given to the other
models or method proposed by Envestra.

The revised proposal presents no further evidendb@acceptance of any of these
alternative models/methods, or on the acceptanteeadverall multiple-model
approach employed by Envestra. The AER therefonéiroes its draft decision that:

= the Black CAPM and Fama—French three—factor mdefeM) are not well
accepted, since there is no evidence that theselmarck used by any of the
relevant groups, namely regulators, academics aélenpractitioners

= the DGM is not well accepted for use in the Austiracontext, since there are no
reliable Australian inputs for the model and nadevice that it is used by any of
the relevant groups in Australia

= the two methods (market assessment and cash flalyséto meet credit rating
metrics) are neither financial models nor well gdted

= the overarching multiple-model approach is not \mettepted, since this primarily
depends on the acceptance of the constituent maddlthese are not well
accepted?

Given the ambiguity in the Envestra proposal, itas clear exactly how much weight
has been given to each of the alternative modelsvathods. However, it is evident
that various models and methods that are not web#@ed financial models outweigh
the use of the CAPM to estimate the cost of eqéitgordingly, the AER does not
accept Envestra’s proposed approach in respecisbiof equity models.

Is the CAPM biased?

The AER considers that there is no reasonable basisnclude that the standard
CAPM implemented by the AER results in a bias. AR acknowledges that the
classical tests of the CAPM (following the 1972 &laJensen and Scholes paradigm)
find that the realised return on shares with eqoétas less than (more than) one is
higher (lower) than that predicted by the CABMHowever, any interpretation of this
result must first have regard to the problems wagting the CAPM in this manner,
including reliance on invalid proxies and inappiaf@ statistical procedures. The

20 EnvestraRevised Access Arrangement Information, Attach@di3t Proposed Rate of Retyr2i3

March 2011, p. 1.

EnvestraRevised Access Arrangement Information, Attach@éhtResponse to AER draft

decision on equity bet23 March 2011, p. 2.

22 AER, Draft decision February 2011, pp. 71.

2 AER, Draft decision February 2011, pp. 71.

24 AER, Draft decision February 2011, pp. 70.

% This empirical result is labeled ‘low beta biag’ Envestra and its consultants. Full references fo
the academic papers are included in appendix A.
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AER considers that the empirical finding of ‘lowtadias’ plausibly arises from the
flaws in this type of testing, rather than any defncy in the CAPM.

Further, the AER uses input parameters (the riesi fate and market risk premium)
that specifically counteract the purported ‘lowabtas’. As noted by Professor
Davis, the AER is using an ‘implicit conditional ®M’ approactt? not the strict
static CAPM criticised by Envestfa.

The AER considers that the CAPM remains the prerentiasset pricing model, and
that it provides a reasonable basis from whichstor&te the cost of equity, as is
required by r. 74(2) of the NGR.

Is the Black CAPM a better alternative?

The AER does not consider that the Black CAPM pesia reasonable basis from
which to estimate the cost of equity, because roparameter inputs—specifically,

the return on the zero beta portfolio—are not amd. The AER considers that the
zero beta returns presented by Envestra are highigble and most likely unreliable.
Although Envestra stated that, whatever its trdaejahe zero beta return must be
above the risk free rate, this is not the cdgnvestra’s consultant appears to indicate
that the best estimate of the zero beta retum set it equal to the risk free rate (and
therefore that the standard CAPM is accurate).

Conclusion

Overall, the AER considers that Envestra’s approachlation to cost of equity
models does not meet the requirements of r. 87(®f(the NGR. Further, estimates
generated by the Envestra approach do not meetgogements of r. 74(2) and

r. 87(1) of the NGR. Most importantly, the costegjuity derived by Envestra appears
to be well above the cost of equity that is reqliicecbe commensurate with prevailing
conditions in the market for funds and the risk®laed in providing reference
services.

The AER instead uses the (standard) CAPM, whiehviell accepted financial
model, to estimate the cost of equilyThe AER considers that the use of the CAPM
to estimate the cost of equity:

= complies with the applicable requirements of thelNfBd the NGR

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

= will or is likely to contribute to the achievemeoftthe national gas objective
(NGO) in section 23 of the NGL.

% Davis,Cost of equity Issues: A report for the ABER January 2011, p. 9.

2’ CEG,WACC Estimation: A report for Envestriglarch 2011, pp. 3-10.

%8 Davis,Cost of equity issues: A further report for the AER May 2011, pp. 4-10.

29 Grundy,Comment on the cost of capital: A report for Enrges?3 March 2011, p. 10.

%0 The AER has full discretion (as set out in r.3)aif the NGR) over determination of the rate of
return to meet the requirements of r. 87 of the NB8&wever, given that the Envestra proposal
does not meet the requirements of r. 87 of the NB&RAER is not required to expressly rely on
r. 40(3) in electing to use the CAPM.
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5.3.3 Equity beta

The equity beta provides a measure of the ‘rislghefsan asset’s return compared
with the return on the entire market. The equittalyeflects the exposure of the asset
to systematic or ‘non-diversifiable’ risk, whichtise only form of risk that requires
compensation under the CAPM.

Consistent with the 2009 WACC review, the AER’sfddecision considered that an
equity beta of 0.8 would ensure that the serviowiger has the opportunity to
recover at least its efficient costs incurred ioviing reference services. As shown
in table 5.6, the AER considers that CEG’s equétalestimates support the empirical
findings in the WACC review of an equity beta ramd®.4 to 0.7 for Australian
energy network business¥s.

Table 5.6: Equity beta estimates

Company Equity beta

CEG estimates

Envestra 0.51

Hastings 1.64

Australian Pipeline 0.54

DUET 0.34

Spark Infrastructure 0.53

SP AusNet 0.14
Simple average 0.62
AER WACC review range 0.41 -0.68

Source: Competition Economist Groulgstimating the cost of capital under the NGR, Aoréfor
Envestra September 2010, p. 49 and ABR)al decision, Electricity transmission and
distribution network service providers, Reviewtd tveighted average cost of capital
(WACC) parametersl May 2009, p. 343.

Envestra’s revised proposal attached a report ft&® responding to the AER’s
draft decision on the equity beta. Envestra’s exVigroposal stated that the equity
beta should be close to 1.0.

The AER rejects Envestra’s revised proposal ofcaite beta estimate close to 1.0 as
it would result in a cost of capital which is exsiee with respect to the risks involved
in providing reference services. The AER maintamgosition in the draft decision
and considers that an equity beta of 0.8 providedest estimate commensurate with
prevailing conditions in the market for funds ahd tisks involved in providing
reference services, as required under r. 74(2).a8i{1) of the NGR?

31 AER, WACC review final decisiori. May 2009, pp. xv—xviii, 239-292, 343-361.
2 NGL, s. 24(2).
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The AER’s detailed consideration of the equity beteelation to the matters raised in
the revised proposal is included in appendix A, srslmmarised below.

Use of Australian or US data

The key issue in the Envestra revised proposahether or not estimates of the
equity beta generated using US data should balrehanstead of the estimates based
on Australian data.

The adopted benchmark service provider is Austradiad the AER sets the rate of
return using a domestic CAPM. The AER considersttiia provides a strong
rationale for estimating all the CAPM inputs (s@shthe equity beta) using Australian
data. The use of a foreign proxy is a suboptim&tame that can only be justified
where there is evidence that this will produce nrefiable estimates of the domestic
equity beta than the Australian estimates themselMee onus remains on any party
(in this case, Envestra and its consultant CEGhiwgsto depart from the use of
domestic data to establish that a foreign proxylva@lmore reliable.

Based on the evidence before it, the AER consither® is no reasonable basis to
conclude that US data should be used in place sfralian data, or that US equity
beta estimates will better compensate Australignleged utilities. This is consistent
with the AER’s draft decision and the 2009 WACCiesw.

Australian estimates

The AER considers that robust Australian equityalesttimates support a range
between 0.40 and 0.70. Analysis by Envestra’s dtarsl CEG, supports this range.
The AER acknowledges that this is a relatively droenge, reflecting the uncertainty
inherent in estimating this parameter. Moreovertdiyng into account the need to
achieve an outcome that is consistent with the N@@enue and pricing principles,
and the importance of regulatory stability the A&pplies an equity beta of 0.8,
which is above the upper end of this range. Anyt@ation that an equity beta set in
this manner is under compensating the benchmavicegorovider is misplaced.

The AER considers that, even where Australian datized, it is inappropriate to set
the equity beta based on a relatively short timeseluring a period of unusual
market activity, such as the GEEThere is insufficient evidence to suggest longater
investors base their expectations of long-termrnston periods of high volatility
alone. The AER considers that its approach to esing equity betas has
appropriately balanced the general trade-off betvike potential loss in the
relevance of observations and capturing sufficodostervations to obtain statistically
robust equity beta estimates (i.e. sample sizéosévations).

The AER has cross-checked this by obtaining a te€6esmt Samuel independent
report which used an equity beta estimate of 0@3psuggesting that the equity beta
estimates for energy distribution businesses remdlaimchanged as a consequence of
the GFCY*

% CEG,WACC Estimation, A Report for Envestiarch 2011, p. 11.

% Grant Samuekinancial Service Guide and Independent ExpertsoRep relation to the
Recapitalisation and Restructure of Babcock & Brdwfnastructure 9 October 2009, Appendix
1, p.8.
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United States estimates

The AER considers that the sensitivity analysisaity beta estimates from US
regulated firms does not lead to the conclusiohttt@ AER’s Australian equity beta
estimates should not be used. The AER acknowleitig¢ ®stimates of equity beta
might be affected by altering the estimation perert of estimation period,
sampling period (i.e. monthly vs. weekly or dajgurns), or firms included within
the samplé® The analysis conducted by CEG is on US data améfent
variability suggests that there is no advantagatixe to using Australian data.
Further, the AER considers that the CEG analysisesmarbitrary adjustments (such
as omitting monthly estimates) and fails to reptatistical tests of its results.

Evidence of a ‘low beta bias’ in returns relative ¢ that predicted by the CAPM

The claims in Envestra’s revised proposal of a ‘lmeta bias’ based on the reports
submitted by CEG and Professor Grundy have beesidened by the AER in the
context of assessing the cost of equity modelgdtien 5.3.2° The AER considers
that there is no reasonable basis to concludeahbaitandard CAPM implemented by
the AER results in a bias, and no reason to athesequity beta to be ‘around 1.0’ in
this case.

Conclusion

The AER considers that the empirical evidence prieskin the WACC review
contains the best available estimate of the edpgts that would apply to a gas
distribution network service provider, taking irgocount the need to reflect
prevailing market conditions and the risks involegroviding reference servicés.
The sample set of data used to derive the equityiheghe WACC review provides a
value for an equity beta of between 0.4 and 0.7.

The AER has given consideration to other factarshsas the need to achieve an
outcome that is consistent with the NGO—in paracuthe need for efficient
investment in natural gas services for the longiteterests of consumers of natural
gas. The AER has also taken into account the r@vand pricing principles, the
importance of regulatory stability and is also nfiidt has recently considered an
equity beta of 0.8 to be appropriate, if not owetesd, for other gas businesses. On the
basis of the information presented, the AER coredutiat an equity beta of 0.8
provides Envestra with an opportunity to recovdeast its efficient costs incurred in
providing reference services and meeting regulatguirements®

5.3.4 Market risk premium

The MRP is the expected return over the risk fege that investors require to invest
in a well diversified portfolio of risky assetsThe MRP represents the risk premium
investors who invest in such a portfolio can expeaarn for bearing only non-

% CEG,WACC Estimation, A Report for Envestharch 2011, pp. 12—20.

% CEG,WACC Estimation, A Report for Envestiarch 2011, pp. 3 — 5 and Bruce D. Grundy,
Comment on the Cost of Capital — A Report for Etnag23 March 2011.

3" NGR, r. 74(2)(b) and r. 87(1).

¥ NGL, s. 24(2).

39 All assets other than the risk free asset haggttential to provide a negative return and are
therefore classified as risky assets.
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diversifiable (systematic) risk. The MRP is comntorall assets in the economy and
is not specific to an individual asset or business.

The MRP is not observable because it is a fornaolihg value. In addition to this,
the available evidence that can be used to estithat®IRP is imprecise and subject
to varied interpretation, a point that is well rgnised in academic literatdfeas well

as in reports put forward by regulated entiffeas a result, a degree of judgment is
required to determine the MRP value that is the éstgmate in the circumstances and
commensurate with prevailing conditions in the neaflor funds.

In the draft decision, the AER did not accept Etnees original proposal for an MRP
of between 6.5 and 8 per cent. The AER adopted RR W 6 per cent for the
purposes of determining the cost of equity usirg@APM. An MRP of 6 per cent
was consistently adopted in regulatory decisiorns po the AER’s WACC review,
including at times when indications were that the®was below 6 per cefftAt the
time of the WACC review the acknowledged the uraiety in the market due to the
onset of the GFC. The AER considered one of twoates could have explained
market conditions at that time:

®=  The prevailing medium-term MRP was above the l@gitMRP, but would
return to the long-term MRP over time; or

= There had been a structural break in the MRP amdbittward looking long-term
MRP (and consequently also the prevailing) MRPosve 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 forwaakiog MRP estimate of 6 per
cent and increased it to 6.5 per cent The sigmficacertainty that characterised
markets at the time of the WACC review has subgtiytliminished. The prevailing
conditions in the market for funds have eased.

The AER considers that the appropriate approathassess a range of evidence to
inform the best estimate of the MRP. In applyirsgutdgement, the AER has
considered the following available evidence:

®  Historical excess return estimates for three tiewogls, 1883-2010, 1937-2010
and 1958-2010. These estimates provide a rang®-e6.3 per cent if calculated
on an arithmetic mean basis and a range of 3.5et.8ent if calculated on a
geometric mean bastd These figures estimate the realised return tloaksthave

40 See for example Mehra R. and Prescott E.C., &haty premium, A puzzleJournal of

Monetary Economigsl5, 1985, pp. 145-161; Damodoran Bquity Risk Premiums (ERP),
Determinants, Estimation and Implicatigr&ptember 2008, p. 1; Doran J.S., Ronn E.I. and
Goldberg R.S.A simple model for time-varying expected returnshenS&P 500 IndeXAugust
2005, pp. 2-3.

See for example Officer and Bishdarket risk premium, a review papekugust 2008, pp. 3—4.
AER, Draft decision, Envestra Ltd access arrangemenppsal for the Qld gas netwark
February 2011, pp. 72-74.

These estimates assume a theta value of 0.38istamt with the theta value assumed in
calculating the cost of corporate income tax. Hapd¥lemorandum: Additional Estimates of the
Historical Equity Risk Premium for the Period 1883201Q 25 May 2011, p. 1.
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earned in excess of the 10-year government boercarat may inform
expectations of the excess return that could baeéan the future.

DGM based estimates of the MRP incorporating reasierassumptions provide
an estimated range for the MRP of approximately3.6 per cent. DGM based

estimates of the MRP are highly sensitive to trseiagptions made so it is best to
consider DGM based estimates of the MRP along aitdinge of other evidence.

Implied volatility from the prices of options onetiASX 200 index has returned to
pre-GFC levels, which indicates that the MRP iskaty to be above pre-GFC
levels. However, the AER is not aware of a relididsis for directly estimating
the MRP from implied volatility, especially for arlg term horizon.

Surveys of market practitioners prior to the GF@pmrted 6 per cent as the most
commonly adopted value for the MRP. These survisgsiadicated that the
average MRP adopted by market practitioners wasappately 6 per cent. The
latest survey evidence from 2009 and 2010 supportdRP of approximately

6 per cent. However, the latest evidence is basalmnited number of
respondents.

Recent evidence from broker reports indicatesdhatent market practice is to
adopt an MRP estimate of approximately 6 per cardwerage and a recent report
from AMP Capital Investors indicates that its fordidooking MRP is lower than

6 per cent.

The AER considers the evidence outlined above stppo MRP of 6 per cent as the
best estimate of the MRP. It also indicates thatAER’s approach of increasing the
MRP to 6.5 per cent at the time of the WACC reviswo longer appropriate. The
AER'’s detailed consideration of the evidence istamed in appendix A.

Envestra submitted a number of specific issue#®AER’s consideration. In a late
submission to the AER, SP AusNet and Multinet Gss eised a number of issues
for the AER’s consideration. The AER has assedsedvailable information,
including the issues raised by Envestra, SP AuaNétMultinet Gas, and does not
consider that an MRP above 6 per cent is justiflétt AER’s consideration of the
information provided by Envestra, SP AusNet andtMat Gas is summarised below,
with further details contained in appendix A:

VAA stated that an MRP estimate of 8 per centésomable based on its implied
volatility and ‘glide path’ approactf.However, the AER has concerns about the
use of option implied volatility to directly estiteathe forward looking MRP as
well as the use of the ‘glide path’ approach, wraoh outlined in appendix A.
Furthermore, VAA has previously stated that itpp@priate to use an alternative
approach to adopting a long-term estimate (su@nasplied volatility and
‘glide-path’ approach) when volatility levels arermrmal?® Implied volatility
levels have returned to pre-GFC leV&Bnd the latest long-term historical
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VAA, Market risk premium, comments on the AER draftitlision determination for the
Victorian electricity distribution network servigeoviders July 2010, p. 2.

VAA, Market risk premium, estimate for January 2010-J20&4 December 2009, p. 1.
The current level of implied volatility is presed and discussed in detail in appendix A.
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estimates of the MRP are in the range 5.9-6.4 @at’t The AER does not
consider it appropriate to accept an MRP estimb&per cent based on VAA’s
implied volatility and ‘glide path’ approach.

= CEG suggested a reasonable estimate of the MR ¥ cent based on its
DGM analysis, which incorporated dividends yieldefmasts for Australian utility
businesses of 7-10 per cent. However, the AER nb&tthe MRP is not firm or
industry specific and the average dividend yieless the Australian market is
around 4 per cedf If CEG’s analysis is adjusted to incorporate me@sonable
market wide assumptions, the MRP estimated frormadel is in the range of
4.5-5.6 per cent.

= Capital Research (CR) submitted that an MRP imdhge 6.6—7.5 per cent is
reasonable based on its DGM analysis. CR assurpetpatual growth rate of
approximately 8.12 per cent. However, the AER abers a growth rate of
8.12 per cent is greater than combined long-tetmates of GDP and inflation,
which is logically impossible. The stock market wangrow at a rate greater than
the entire economy into perpetuity otherwise tloelstmarket would become
larger than the aggregate economy of which itss qune sector. Therefore, CR’s
MRP estimates are likely to be overstated.

The economic and financial markets outlook for Aaigt is robust as noted in
statements by the Reserve Bank of Australia (RB#8,International Monetary Fund
(IMF) and the Organisation for Economic Co-opematmd Development (OECD).
This is likely to be factored into investors’ exfens of future equity market
returns and therefore the MRP required by investors

The MRP is likely to change over time based on @iteng market conditions. At
times the short-term MRP may be lower than longestimates and at times it may
be higher. To maintain regulatory consistency artamty, the AER considers the
best approach is to consider a long-term MRP, witiotional 10 year investment
horizon consistent with the term of the risk frater Based on the available evidence
outlined above the AER considers the best estiwfatee MRP for the purposes of
this access arrangement review is 6 per cent.

In conclusion, the AER considers that availablelence on the MRP is imprecise

and as a result the MRP is subject to a margiragation. The AER has used its
judgment to interpret the information before it amhsiders that the available
evidence, both prior to and following the GFC, supg 6 per cent as the best estimate
of the forward looking MRP arrived at on a reasdediasis. The AER considers that
an MRP within the range of 6.5 to 8 per cent prepddsy Envestra is excessive based
on the available evidence and is not consistettt thi¢ requirement that the rate of
return be commensurate with prevailing conditionthie market for fund®’

47
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This is based on arithmetic means and a theteeafl0.35.

Average dividend yields estimated from the MS@k#alia index for 2005-2011 as reported in
RBA statistical tables, Table F.7 — share markedjlable at
http://www.rba.gov.au/statistics/tables/pdf/f07 ,pdéwed 13 May 2011.

" NGR, r. 87(1).

47



The AER also considers that an MRP of 6 per ceobmsistent with the revenue and
pricing principles set out in section 24(2)(a) lné NGL. These state that the service
provider should be provided with a reasonable dpiodty to recover at least the
efficient costs. The MRP of 6 per cent best mdedNGO, which is to promote
efficient investment in, and efficient operatiordarse of, natural gas services for the
long-term interests of consumers of natural gak vaspect to price, quality, safety,
reliability and security of supply of natural gas.

5.3.5 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 benchmarficgént firm. When combined with
the nominal risk free rate, the DRP representseghen on debt and is an input for
calculating the WACC.

The AER’s draft decision rejected Envestra’s pr@glogpproach to establishing the
DRP. Instead, the AER determined the DRP based @verage of Bloomberg’s
BBB fair value estimates (extrapolated to a mayuwft10 years) and the observed
yields on the APA Group bond.

Envestra did not agree with the AER’s approachitmigkvised proposal determined
the DRP based solely on Bloomberg’s fair valuenestiés’’ Using a 10 day
averaging period commencing 25 February 2011 agwsoach provided a DRP of
467 basis points above the risk free rate.

The AER considers that the DRP proposed by Envestracessive and not
commensurate with prevailing conditions in the neaflor funds and the risks
involved in providing reference services. Furtltee, AER considers that the
proposed DRP is not consistent with section 2fhefNGL, in so much as the
estimate of the benchmark cost of debt has insefficegard to:

= the regulatory and commercial risks involved inyiding the reference service
(section 24(5))

= the economic costs and risks of the potential fmten and over investment
(section 24(6)).

As detailed in appendix A, the AER considers thatevidence in support of the
observed yields of the APA Group bond has stremgitiesignificantly since the draft
decision. Specifically, observed yields for an &ddal four bonds with similar terms
to maturity and credit ratings as the benchmarkaate bond have become
available. These observed yields all support th& AEEonsideration that the
observed yields of the APA Group bond are morescéifte of prevailing conditions
in the market for funds for the AER’s notional bbenark service provider than
Bloomberg'’s (extrapolated) 10 year, BBB fair vakstimates.

¥ EnvestraRevised access arrangement information, Attach@é@nt Response to AER draft

decision on debt risk premiyivarch 2011.

L For the reasons discussed in section 5.3.6, B Was approved a 15 day averaging period.
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Further, as figure 5.1 demonstrates, the additiemadirical evidence also suggests
that Bloomberg's (extrapolated) 10 year, BBB rdtgdvalue estimate is likely to
overstate the costs of debt, particularly for raged network service providers.

Figure 5.1  Australian corporate bonds with credit ratings ranging from BBB to A—
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Source: Bloomberg, UBS, AER analysis.

Note: Yields are annualised, and floating bondshzeen converted to fixed rate equivalents.
No other adjustments have been made.
Observed yields for the Brisbane Airport and SBMet bonds only became available
from 28 and 30 March 2011 respectively. As sucteremces throughout this chapter to
the observed yields of the Brisbane Airport andA8BNet bonds reflect average yields
over the period from 1 April 2011 to 31 May 2011théugh these dates are not in
Envestra’s averaging period, the AER considersetivesds provide relevant information
in setting the benchmark DRP.

On this basis, the AER does not consider it apjpaigpto set the DRP based solely on
the (extrapolated) Bloomberg fair value estimatee AER considers that greater
reliance could reasonably be placed on the APA Ghmnd to determine the DRP.
However, in the current circumstances, the AER idans that some uncertainty
exists regarding the appropriateness of settindpRE based upon a single bond
yield. Accordingly, the AER has exercised its judgmto determine the proportion to
apply to both data sources.

The proportion to apply to each data source shiailect their relative suitability for

the purposes of establishing a benchmark DRP. THiR éonsidered increasing the

emphasis on the APA Group bond relative to the Bloerg fair value curve, in view
of the increased support for the APA Group bondesiihe draft decision. However,

after careful evaluation, the AER considers theeecarrently insufficient grounds to
justify departure from the position in the draft#on. The AER considers that a
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DRP based equally on the observed yields of the &Pdup bond and Bloomberg’s
fair value estimates would satisfy the requiremeffithe NGR>?

Based on the 15 day averaging period commencirfeePsuary 2011, these two
information sources produce margins over the ek fate of 4.63 per cent and
2.98 per cent® This results in a DRP of 3.81 per cent (effecimaual compounding
rate). The AER considers this is the best DRP esgémossible in the circumstances
of Envestra.

The AER has reached this conclusion for the folfaieasons?

There is evidence to suggest that the behaviotireoBloomberg fair value
estimates since the onset of the GFC is somewhateontuitive. The
extrapolated 10 year DRP derived from Bloombermrguisently nearing all time
highs. The spread between Bloomberg's seven anygdi) AAA rated fair value
estimates—which is used by the AER to extrapoldb@Bberg’'s seven year,
BBB rated fair value estimates—also remains at hestorical highs. This implies
that prevailing conditions in debt markets are nriey now than during the
GFC. This is counterintuitive, as substantial emmeindicates that debt market
conditions have improved significantly.

The characteristics of the APA Group bond closefytan those of the benchmark
corporate bond adopted by the AER, namely its BB#lit rating and near

10 year maturity. As this bond has a lower creating than the BBB+
benchmark, its use would be expected to resultiRR that overstates the
benchmark cost of debt.

The APA Group is an owner of various largely retpdeenergy network assets.
The nature of the underlying risk and markets incWithe APA Group operates
resembles those of the benchmark gas pipelinecgepvovider. To the extent that
credit ratings are an imperfect indicator of deffaisk, the APA Group bond is
suitable for deriving a DRP that reflects the risksolved in providing reference
services.

A recently issued A- rated, 10 year bond by SP Aatigids observed yields that
are below the APA Group bond. Similarly, the A-ecgt10 year bond issued by
Stockland has a yield comparable to the APA GroumlB® Notably, both yields
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This decision contrasts from the most recent filezision of the AER. That decision—for the
Victorian electricity distribution businesses—detéred the DRP based on a 75 per cent
weighting to estimates from Bloomberg and a 25ceet weighting to estimates from the

APA Group bond. The AER also notes that the Vietoffinal decision is currently the subject of a
merits review before the Australian CompetitionbTnal.

The margin over the risk free rate for the APA @y bond reflects an equally weighted average of
the observed yields from Bloomberg and UBS.

The AER is concurrently reviewing access arrarggrproposals for Envestra’s gas distribution
businesses in Queensland and South Australia, lhasver APT Allgas’s gas distribution
business in Queensland. Where relevant, the AERd@sidered all proposals.

The AER considers that the Stockland bond prevadeslevant point of reference to assess the
reasonableness of both Bloomberg’s BBB rated f@ue estimates and the APA Group bond
yield, albeit to a lesser extent than the Brisbainport, Sydney Airport and SP AusNet bonds
(given the nature of its operations differ from &i€R’s notional benchmark service provider).
This is discussed in detail in section A.5.3 o§tfimal decision.
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are significantly below the extrapolated 10 yed3BBated Bloomberg estimates,
and give further support for relying on the APA Gpdoond instead of only the
Bloomberg estimates.

= Arecently issued BBB rated, eight year bond bysBaine Airport has observed
yields that are approximately 20 basis points belwwvAPA Group bond and over
172 basis points below Bloomberg’s fair value eatas. This also provides
support for relying on the APA Group bond insteddrdy the Bloomberg
estimates.

= The BBB rated, Sydney Airport floating rate bondstaning in 2021 and 2022
respectively, currently exhibit observed yields rapgpmately 130 and
110 basis points below Bloomberg’s 10 year, BBRddhir value estimates.

®= The Independent Pricing and Regulatory TribunaARF) recently published its
final decision for a discussion paper to develogjpproach to setting the debt
margin®® The indicative debt margin was more than 170 haiists below
Envestra’s proposal. Although the methods usedP®RIT and the AER differ—
notably, IPART has considered shorter term debt—etiteome of IPART’s
decision suggests that Envestra’s proposed DRRcessive and not
commensurate with prevailing conditions in the neaflor funds and the risks
involved in providing reference servicdsThe Economic Regulation Authority
(ERA) has also recently published a draft deciswith indicative debt margins
more than 150 basis points below Envestra’s prdpdsa

= As part of the assessment of Envestra’s accessgamsent proposal, the AER
requested and received actual costs of debt dataEnvestra. This information
supports that the AER’s estimate of the DRP pravi@leeasonable opportunity
for Envestra to recover at least its efficient s35t

5.3.6 Averaging period and the risk free rate

The risk free rate measures the return an invegbatd expect from an asset with
zero volatility and zero default risk. The yield lmmg-term Commonwealth
Government Securities (CGS) is often used as aydmxhe risk free rate because
the Ziosk of government default on interest and depayments is considered to be
low.

In its original access arrangement proposal Enaektl not propose an averaging
period, which is a necessary component for therahtation of the rate of return as
required by r. 87 of the NGR. Therefore, in itsfddecision the AER rejected
Envestra’s proposal and requested it to nominatevaraging period no later than the

% |PART, Developing the approach to estimating the debt ma@ther industriesFinal decision

April 2011.

> NGR, r. 87(1).

% ERA, Draft decision on proposed revisions to the acegssngement for the Dampier to Bunbury
natural gas pipelineMarch 2011, p. 168.

% NGL, s. 24(2).

% AER, Final decision: Electricity transmission and digttion network service providers: Review
of the weighted average cost of capital (WACC) paters 1 May 2009, pp. 128-174 (AER,
Final decision: WACC Reviev May 2009).
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lodgement of its revised access arrangement propldsa AER'’s draft decision also
set out the following criteria based on the requeats of r. 87(1) of the NGR:

1. The averaging period should be nominated in advaht®e commencement of
the period and should not include a date in thé pas

2. The averaging period should be between 10 and didéss days in lengff.

On 24 February 2011 Envestra advised the AER théshed to nominate 15
business days commencing on 25 February 2011 avénaging period to apply to
the access arrangement period.

Subsequently, on 16 March 2011 Envestra notified®BR that it wished to shorten
the nominated averaging period from 15 to 10 bissimays ending 10 March 20%1.
Envestra stated that the reason for this adjustimeatexclude the adverse impact of
the Japan earthquake on the global capital mafketparticular, Envestra stated that
the shortened averaging period excludes the abmaeteep reduction in observed
yields on the 10 year CGS following the event ipal&®

The AER does not consider the averaging periodgeeg by Envestra on

16 March 2011 to be appropriate as it includesaagh that applies to dates in the
past. Instead, the AER considers the averagingg@roposed by Envestra on

24 February meets the requirements of r. 87(1h@NGR. The AER has reached this
conclusion for the following reasons:

= The AER does not consider it is reasonable to gargminated averaging period
after its commencement. This is because the reguteeraging period contains a
date in the past. As stated in the draft decigtosyeason for not allowing the
nominated averaging period to include a date imtst is to prevent gaming of
the regulatory regime by deliberately selectingaeraging period with a higher
risk free rate. By the time Envestra informed tHeRAof its proposal to amend the
nominated averaging period by reducing the lengthOtbusiness days on
16 March 2011, the date of the averaging periodatahdy concluded
(10 March 2011). The AER considers that the regospe change to the
averaging period, as proposed by Envestra, isgristent with the requirement
of r. 87(1) of the NGR.

= |n the context of reducing the length of days @f inoposed averaging period as a
result of the Japan earthquake, the AER does m&ider this to be necessary.
Although the annualised 10 year CGS yield decliimed consecutive trading
days immediately after the Japan earthquake byraladive amount of 11 basis
points, it was not an aberration that requireddjnsament to the proposed
averaging period. First, this level of variatiortle 10 year CGS yields from
10 March 2011 to 18 March 2011 is not inconsistéttt other movements
observed from 4 January 2011 to 10 March 2011.

1 AER, Draft decision February 2011, p. 89.

Envestra E-mail to the AERResponse Period and Averaging Period, attachmed224-
Averaging Period.pd24 February 2011.

Envestra E-mail to the AER\wveraging periodl6 March 2011.

The earthquake occurred in Japan on 11 March.2011

EnvestraRevised Qld access arrangement informatattachment 9-6, March 2011, pp. 1-2.
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= Table 5.7 shows periods from 4 January 2011 to 248M2011 (a total of 53
trading days) where the annualised 10 year CG8 gigberienced consecutive
days of declines or increases, with the overall @emoent greater than 11 basis
points. Second, by reducing the length of the psedaveraging period by 5
days, the resulting risk free rate is estimateldet® basis points lower than the
risk free rate determined over the full 15 day agerg period. This level of
variation cannot be reasonably considered as amagio@ that requires
adjustment to the proposed averaging period.

Table 5.7:  Annualised 10 year CGS yields

Period Numbers of Cumulative movement in annualised
trading days CGS yields (basis points)

From 21 January 2011 to 28 January 2011 5 -16

From 31 January 2011 to 9 February 2011 8 +24

From 16 February 2011 to 23 February 2011 6 -15

From 10 March to 18 March 2011 7 -11

Source: RBAF16 Indicative mid range selected commonwealth igouent securities
accessed frorhttp://www.rba.gov.au/statistics/tables/xls/f162dscessed=0305-
09:45:26 AER analysis.

Using the averaging period of 15 business days camsimg 25 February 2011 the
AER determines a risk free rate of 5.56 per cefé¢gve annual compounding rate)
for this decision.

5.3.7 Gearing ratio

The gearing ratio is defined as the ratio of thee®f debt to total capital—that is,
debt and equity—and is used to weight the costiebf and equity when formulating
the WACC.

The AER’s draft decision considered that a gearatip of 60 per cent is appropriate
for the benchmark efficient gas distribution bussf& Envestra accepted the AER'’s
draft decisiorf’

5.3.8 Inflation forecast

The expected inflation rate is not an explicit paeger 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 componeinthe nominal risk free rate, with
implications for the return on both equity and ddltte inflation forecast is
established consistent with the ten year investrientzon of the risk free rate.

In the draft decision, the AER determined an averfagecast inflation rate over a ten
year period of 2.52 per cent based on the methagulfying the RBA’s short-term
inflation forecasts extending out for two years &melmid-point of the RBA'’s target
inflation band—that is, 2.5 per cent—for the renragreight year§® The average 10

AER, Draft decision February 2011, pp. 89-90.

®"  EnvestraRevised QId access arrangement informatattachment 9-10, March 2011, p. 1.

% |t should be noted that the AER has previousidus 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
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year forecast is calculated by taking the geometrerage of these annual inflation
forecasts for each ye8t Envestra accepted the AER’s draft decision.

As noted in the draft decision, inflation forecasa® change in line with market
sensitive data and regulatory practice in Austiadia been to update these forecast
values at the time of making a decision. For tleisision, the AER has updated the
inflation forecast based on the latest RBA expéemtatas set out in table 5.8. The
average forecast inflation rate over a ten yeaogdas 2.55 per cent.

Table 5.8:  AER inflation rate forecast (per cent)

Jun- Jun- Jun- Jun- Jun- Jun- Jun- Jun- Jun- Jun- Geometric
12 13 14 15 16 17 18 19 20 21 average

AER

inflation 2.50 3.00 2.50 2.50 2.50 2.50 2.50 2.50 2.50 2.50
forecast

552

Source: RBAStatement on monetary polj&yMay 2011, p. 63.

5.4 Conclusion

The AER proposes not to approve the rate of rgiuoposed by Envestra as it does
not comply with r. 87 of the NGR and requires Errgeo make the revisions set out
in section 5.5.

5.5 Revisions
The AER proposes the following revision:

Revision 5.1:make all amendments necessary in the revisedsaacesigement
proposal and access arrangement information toaded@unt of the rate of return
determined in accordance with table 5.9.

Table 5.9:  WACC parameters for the access arrangement period

Parameter

Nominal risk free rate (%) 5.56
Inflation (%) 2.55
Equity beta 0.80
Market risk premium (%) 6.00
Debt risk premium (%) 3.81
Gearing (%) 60.00
Cost of debt (%) 9.37
Cost of equity (%) 10.36
Nominal vanilla WACC (%) 9.77

Office of Financial Management in October 2009. AR will closely monitor developments in
capital markets to determine the effect of this i&suance on the relative demand and supply for
indexed CGS.

9 AER, Draft decision February 2011, pp. 87-88.

0 EnvestraRevised Qld access arrangement informatattachment 9-10, March 2011, p. 1.
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6 Taxation

The AER'’s draft decision accepted Envestra’s adoptif a post-tax approach to
determining revenues. The AER’s also accepted &lyehmat taxation was to be
calculated (including the use of 30 per cent cogtertax rate), the opening tax asset
base as at 1 July 2011, and the tax asset livesqa®d by Envestra. However, the
AER rejected Envestra’s estimate of the use oftatipn credits by investors
(gamma) of 0.2. Based on the available evideneesA#R considered the best
estimate of gamma was 0.45.

In response to the draft decision, Envestra disadneith the AER’s estimate of
gamma of 0.45. Envestra proposes a gamma of Ov&dia requested that the tax
allowance be revised to reflect changes to gamheardll forward of the capital base
and other building block components.

The AER found error with Envestra’s calculatiorfafecast tax allowance due to a
transcription error in relation to Envestra’s proped value for gamniaThis
understated the value of imputation credits andefwee overstated Envestra’s tax
allowance.

The AER has applied a gamma of 0.25, consistehttit recent Australian
Competition Tribunal decision in its review of RER’s electricity distribution
determinations for Queensland and South Australia.

The AER calculated a forecast tax allowance of ®ilRon for the access
arrangement period. This forecast reflects thegegtlirevenues and cost figures
presented in the various chapters of this finalisiea.

6.1 Regulatory requirements

Rule 72(1)(h) of the NGR provides that the accessigement information for an
access arrangement proposal must include the prdpusthod for dealing with
taxation, and a demonstration of how the allowdoc¢axation is calculated.

Rule 76(c) of the NGR provides for the estimatest ©f corporate taxation as a
building block for total revenue insofar as thiaplicable.

6.2 Revised access arrangement proposal

6.2.1 Use of imputation credits (gamma)

Envestra did not accept the AER’s draft decisioadopt a gamma estimate of 0.45.
Envestra maintained that a gamma value of 0.2psogpiate in its revised access
arrangement proposaln letters dated 4 May 2011 and 17 May 2011, Emaes
submitted that the value of gamma should be 0.2&aordance with indications
made by the Australian Competition Tribunal (TriaDrin relation to its review of

1
2

Envestra entered the proposed gamma value @&s002002, instead of 0.2.
EnvestraRevised access arrangement information, Attach®drit Value of imputation credits
March 2011, pp. 1-5.
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the AER'’s electricity distribution determinatiore fEnergex, Ergon Energy and
ETSA Utilities?

6.2.2 Forecast tax allowance

The AER’s draft decision required that amendmeetmbde to Envestra’s original
proposal including changes to cost of capital,dast capital and operating
expenditure forecasts, and the opening capital. base

Envestra’s proposed tax allowance has been ameadetlect its revised proposal.
The revised proposal includes revisions to vartmuikling block components
including:

= cost of capital
= forecast capital expenditure
= forecast operating expenditure.

Envestra has recalculated the forecast tax allogvhased upon these changes that
affected its proposed revenues/expenditures, imgjuthe proposed value for gamma.
Envestra’s proposed forecast tax allowance foattuess arrangement period is
shown in table 6.1.

Table 6.1: Envestra’s tax allowance for the access arrangemeperiod
($m, nominal)

2011-12 2012-13 2013-14 2014-15 2015-16
Tax payable 4.8 4.8 4.7 4.4 4.5
Less value of 0.0 0.0 0.0 0.0 0.0
|mputat|0n credits
Tax 47 48 47 44 45

Source: Envestra Qld\ccess arrangement revised submisgidttachment 12—4),
March 2011, p. 1.

6.3 AER’s consideration

6.3.1 Use of imputation credits (gamma)

In the draft decision the AER considered the bssimate of gamma was 0.45. This
was based on a payout ratio estimate of 70 peratghain estimated value for a dollar
of distributed imputation credits (theta) of 0.6fmwever, the AER noted that the
value of gamma was being considered by the Trih@amal that the Tribunal decision
on the value of gamma would be taken into accoamthie AER'’s final decision on
Envestra’s access arrangement.

®  Envestraletter to the AER, Value of imputation credits eemst Australian Competition

Tribunal’s decision4 May 2011; Envestraetter to the AER, Value of imputation credits —
Decision of the Australian Competition Tribunalapplication by Energex Limited (Gamma)
(No. 5)[2011] A CompT 9, File Nos. 2, 3 and 4 o1@@Energex proceedings)7 May 2011.
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The AER considers that the findings of the Tribumala gamma of 0.25 should be
applied for the purposes of this access arrangereei®w? There is no new evidence
currently before the AER that would cause it toatefrom the findings of the
Tribunal in respect of gamma.

Consistent with the draft decision and the findingthe Tribunal, the AER considers
that the best estimate of the payout ratio baseti@empirical evidence currently
available is 70 per cent.

The AER considers that redemption rate studiesttaat been adjusted on
economically justifiable basgsan be used as a check on the reasonableness of th
market value of imputation credits as estimatechfrvidend drop-off studiesThe
AER may consider further evidence on this in therke.

The AER considers that the market value of distadumputation credits estimated
by dividend drop-off studies is inherently imprexi®ividend drop-off studies infer a
value for imputation credits from the prices ofcét® trading around the ex-dividend
date. It is not imputation credits that are benagleéd but rather the package of cash
dividends and any imputation credits that may beched. Furthermore, dividend
drop-off studies are affected by estimation issoelsiding multicollinearity and
heteroscedasticityIn light of these issues the AER considers thainge of evidence
should be considered where available.

However, for the purposes of this decision, the AR applied a value consistent
with findings of the Tribunal. The AER has adop&€G’s latest dividend drop-off
study based estimate of the market value of impurtatredits of 0.35 for theta.
Combined with a payout ratio estimate of 70 pet tais provides a gamma estimate
of approximately 0.25.

6.3.2 Forecast taxation allowance

The AER has recalculated Envestra’s forecast fawahce as a result of the changes
discussed above. This includes correcting a trgstgam error in the value of gamma
and other changes that affected Envestra’s propesethues/expenditures. As a
result of these changes, Envestra’s estimatedltaxance is not the best possible, as
required under r. 74(2) of the NGR. The AER differe between Envestra’s proposed
tax allowance and AER'’s decision on the tax allovgais due mainly to the
transcription error. The error understated the allimputation credits and therefore
overstated the tax allowance. No submissions wereived in relation to Envestra’s
proposed taxation allowance. The AER’s decisiofconestra’s forecast tax
allowance for the access arrangement period is showable 6.2.

See Australian Competition Tribun&lpplication by Energex Limited (Gamma) (No. 5)[2PAl
CompT 912 May 2011.

Such as to incorporate any time value loss betwéden an imputation credits is distributed and
when it is redeemed.

For example Hathaway and Officer (2004) used tteglemption rate estimate for the value of
imputation credits as a “background average” toaimrate their dividend drop-off estimate of the
market value of imputation credits. See Hathaway/@fficer, The valuation of imputation credits,
update 2004November 2004, pp. 14-15.

AER, Draft decision, Envestra Ltd access arrangemenppsal for the SA gas network 1 July
2011-30 June 201&ebruary 2011, pp. 109-110.
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Table 6.2:  AER tax allowance for the access arrangement periogbm, nominal)

2011-12 2012-13 2013-14 2014-15 2015-16
Tax payable 3.5 3.5 3.3 3.0 3.0
Less value of 0.9 0.9 0.8 0.7 0.7
imputation credits
Tax allowance 2.6 2.6 2.5 2.2 2.2

6.4 Conclusion

The AER does not accept the tax allowance propbgdehvestra. The AER requires
amendments be made to the rate of return, capitereliture, operating expenditure,
and the opening the capital base. These changexirap Envestra’s revenues and
expenditures, as outlined in the relevant chaptitisis decision, which affect the
estimate of the cost of taxation. The AER considargestra’s proposed estimate of
the cost of taxation is not representative of thet lestimate possible, as required
under r. 74(2) of the NGR. Accordingly, the AER jpoges revision 6.1 to take
account of the various changes impacting its tewance, including the change to
gamma.

6.5 Revisions

The AER proposes the following revision:

Revision 6.1 amend the revised access arrangement and reagseds arrangement
information to reflect the tax allowance in table.6
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7 Incentive mechanisms

Envestra proposed an incentive mechanism applymhgto opex. In its draft
decision, the AER accepted that a mechanism shoauild place to provide incentives
for the achievement of efficiencies in opex, busatered several amendments were
required to the proposed incentive mechanignvestra’s revised access
arrangement proposal largely reflected the AER’adments, except those
requiring:

= the provision to the AER of information on opex aagex classification changes
and a calculation of their impact on forecasts

= alteration to the equation for calculating the figgear of the next access
arrangement period.

The AER does not accept Envestra’s revised accemsggment proposal. The AER
considers that Envestra should provide it with oped capex classification changes
and a calculation of their impact on forecasts enaagoing basis. This is required to
ensure the reasonableness of any classificationgés, and ensure the operation of
the incentive mechanism is not artificially altengd these changes.

Further, the AER considers Envestra’s concern®dhbé calculation of carryover
amounts for the first year of the next access ageament period are sufficiently
addressed by the equation set out in the draftsttlati However, to provide further
clarity to the calculation of the fifth year carryer amount, the AER has provided an
updated revision to the formula.

7.1 Regulatory requirements

Where an incentive mechanism is operating in thkeeaccess arrangement period,
the NGR requires that Envestra includes in its seegrangement proposal details of
the carryover of increments (decrements) for efficly 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 allom&rivestra to propose (or for the
AER to require) one or more incentive mechanismenimurage efficiency in the
provision of services (r. 98(1) of the NGR). Suam@chanism may provide for the
carryover of increments (decrements) for efficiegajns (losses) from the access
arrangement period to the next (r. 98(2) of the NGR

Where an incentive mechanism is proposed the NG&nes Envestra to:
® include the rationale for proposing such a mechmarirs 72(1)(l) of the NGR)

= ensure that the proposed mechanism is consistémtiva revenue and pricing
principles (r. 98(3) of the NGR).

! AER, Draft decision February 2011, p. 106.
EnvestraRevised Qld access arrangement information, Atteant 11-1 — Incentive mechanjsm
pp. 1-2.

59



In assessing Envestra’s proposed access arrangdmehER must take into account
the transitional provisions of the NGR includinguse 5(1)(a) of schedule 1 of the
NGR. This relates to the operation of an incentiheehanism approved under section
8.44 of the Code. In particular, the AER is reqdiite ensure that revenue calculations
made for the access arrangement period propetgcteficrements or decrements
resulting from the operation of the incentive methia in the earlier access
arrangement period.

7.2 Revised access arrangement proposal

In the draft decision, the AER accepted that a raeisin to provide incentives for the
achievement of opex efficiencies should be in placeé considered several
amendments were required to Envestra’s proposetianiam?® Envestra largely
accepted the AER’s amendments, except for:

= the provision of opex and capex classification ¢esnand a calculation of their
impact on forecasts

* the equation to be applied to the first year ofribet access arrangement petlod.
In relation to classification changes, Envestransitiied:

= the AER has existing powers to review and commariEmvestra’s regulatory
accounting frameworks and should rely on thesecsé the regime to obtain
information about capitalisation changes

= while capitalisation changes can affect the openatind powers of incentive
mechanisms, the amendment would impose additimmptance costs, is more
intrusive and not necessaty.

In relation to the equation applied in the firsayef the next access arrangement
period, Envestra submitted:

= the AER’s approach distorts signals by removing lagryefit obtained within the
fifth year of the access arrangement period

= the equation appears to provide different carryaugcomes for different years of
the access arrangement period

=  Envestra’s proposed approach eliminates the inceot the distributor to
withhold efficiency benefits in the final year diet access arrangement period
when a base year roll forward approach is adoptédrecast opex

=  Envestra should be rewarded for achieving the s&fraeency gain (loss) through
the incentive mechanism regardless of when thoses @l@sses) are achievéd.

®  AER, Draft decision February 2011, p. 106.

EnvestraRevised Qld access arrangement information, Atteent 11-1 — Incentive mechanjsm
pp. 1-2.

EnvestraRevised Qld access arrangement information, Atteant 11-1 — Incentive mechanjsm
p. 1.
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7.3 AER’s consideration

7.3.1 Opex and capex classification change informat  ion and impacts

Envestra did not amend its access arrangement gabponsistent with the draft
decision. It did not include the requirement toyide the AER with details of
changes in capitalisation classification and audaton of their impact on forecast
and actual opex. The AER proposes not to approvedsira’s revised access
arrangement proposal. The AER maintains its dreftsilon that information
pertaining to opex/capex classification changesiapécts resulting from these are
required during the access arrangement period.ififagmation is required to ensure
that the calculation of efficiency gains is noifaally affected by shifting of opex to
capex.

The AER considers that in applying the incentivehamism to opex only, there may
be an incentive to shift opex to cape®ost shifting from opex to capex will appear
under the mechanism to result in lower actual opakthis would not have been the
result of any derived efficiency. This was acknaiged by EnvestraThe AER
considers that such a result would adversely atfexbperation of efficiency
calculations and not encourage efficiency in thevigion of services as required by
r. 98(1) of the NGR.

Although the AER recognises that this requiremeilitngcessitate additional
information to be prepared by Envestra, the AERsmters that monitoring the
operation of the incentive mechanism on an ongaoihgs type of information is
additional to information already provided to thER by means of other review
processes and therefore the AER requires thatptdaded as part of the annual
reporting process.

7.3.2 Equation for first year of next period

Envestra did not amend its access arrangement gabponsistent with the draft
decision. It did not apply the AER’s equation foe tcalculation of carryover amounts
for the first year of the next access arrangemenbg. The AER considers that the
equation is required for the first year of the n@xtess arrangement period to
properly accommodate the implicit carryover amdongfficiency gains (losses)
made in the final year of the access arrangemeitdo& herefore, the AER proposes
not to approve Envestra’s revised access arrangegmaposal.

The AER considers that there is no dispute oveaims of the incentive mechanism.
Both the draft decision and the revised access@eraent proposal state that the
service provider should have the same overall itoemo seek efficiency gains in
each year of the access arrangement period. Hoptbeeimplementation of this aim
in the draft decision appears to have been unddeasuch, the AER considers that
further clarification is required on the treatmehthe final year of the access
arrangement period.

EnvestraRevised Qld access arrangement information, Atteent 11-1 — Incentive mechanjsm
pp. 1-2.

" AER, Draft decision February 2011, p. 108.

EnvestraRevised Qld access arrangement information, Atteant 11-1 — Incentive mechanjsm
pp. 1-2.
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The AER’s draft decision set out that the estinfiatepex in the final year of the
access arrangement period should be calculated trerfollowing equatiof:

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 theesscarrangement period.

F4 is the forecast opex for the penultimate yeahefaccess arrangement period.
A, is the actual opex for the penultimate year ofdbeess arrangement period.

The above equation represents the assumptionahedditional efficiency gain is
made in the last year of the access arrangementmo that no carryover amount is
generated in the last year of the access arrandgragad. Envestra also submitted in
its access arrangement propd$ahd its revised access arrangement propoteit
there should be no carryover in respect of thd fiear of the access arrangement
period. It can be shown mathematically that thevakemuation results in no carryover
amount by substituting A into the equation used for years two to fourled aiccess
arrangement period as shown below.

Es =(-A")—-(Fs—A)
=k-KB+R-A)-(R—-A)
=k-Kk+R-A-FK+A
=0

The AER considers that this equation for the fiedr of the access arrangement
period is required to accommodate the implicityawer amount for efficiency gains
(losses) made in the final year of the access geraent period. This implicit gain
(loss) is rewarded through a higher (lower) forecpex than would occur if
expenditure in the last year of the access arraageperiod was known. As this
implicit gain (loss) is automatically provided tonestra, any additional benefit
obtained in the final year through the incentivechranism would constitute double
counting. Furthermore, the implicit benefit of glmér (lower) forecast opex also
means that an adjustment is required to the feat ¢f the next access arrangement
period.

As set out in the draft decision, where differenaese between the estimate;*Aand
the actual opex incurred in the final year of theess arrangement period, the first
year of the next access arrangement period sheutdljusted as follows:

°®  AER, Draft decision February 2011, p. 110.

19 EnvestraQld access arrangement informatiddgtober 2010, p. 169.

1 EnvestraRevised QId access arrangement information, Attent 11-1 — Incentive mechanjsm
p. 2.

12 AER, Draft decision,February 2011, p. 110.
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Ee = (Fs—As) — (= As) + (s — As)

where:

Es is the efficiency gain in the first year of thexhaccess arrangement period.
Fe is the forecast opex for the first year of thetraocess arrangement period.
As is the actual opex for the first year of the nestess 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 as@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.

The AER does not accept Envestra’s statementlbeahtentive mechanism provides
different carryover outcomes for different yearshe access arrangement period. The
approach set out in the draft decision ensures $raves consistently rewarded for
achieving efficiency gains (losses) regardless lutivyear those gains (losses) are
achieved. This includes both the explicit carryovem the incentive mechanism and
the implicit carryover inherent in the five-yease¢ process where final year actuals
are not known.

The AER considers that this approach is consistéhtr. 98(3) of the NGR and also
provides for an estimate of a carry over amourttitharrived at on a reasonable basis
in accordance with r. 74(2) of the NGR. This apptlos also consistent with

previous AER gas decisiotisand the Efficiency Benefit Sharing Scheme (EBSS)
developed by the AER under the National Electrifityes™

7.4 Conclusion

The AER proposes to maintain its draft decision eetgiires that Envestra provide
information concerning any capitalisation changas the impact of those changes as
part of the annual reporting process.

Furthermore, the AER also proposes that the equédiothe calculation of carryover
amounts for the first year of the next access gearent period be maintained as per
the draft decision. While maintaining its draft tan position, the AER requires an
update to its draft decision amendment for theutatmon of the carryover in the final
year of the access arrangement period. This upgl&desnsure clarity as to the
required calculation.

7.5 Revisions

The AER proposes the following revisions:

13 AER, Draft decision: ActewAGL — Access arrangement psapéor the ACT, Queanbeyan and
Palerang gas distribution network 1 July 2010 -J8@e 2015November 2009, pp. 79-81.
AER, Final decision: Electricity distribution network iséce providers: Efficiency benefit sharing
scheme, Appendix Hune 2008, pp. 5-6.

14

63



Revision 7.1: amend the revised access arrangement proposelltaé a statement
under s. 5.1 that, if there is a change in Envisssygproach to classifying costs as
either capex or opex, Envestra must provide tAfBR a detailed description of the
change and a calculation of its impact on foreaadtactual opex.

Revision 7.2: amend the revised access arrangement proposelltaé a statement
under s. 5.1 that carryover amounts for the fiestryof the access arrangement period
commencing 1 July 2016 are to be estimated usedoifowing equation:

Es=(Fs— Ag) — (F—As) + (s — Av)

where:

Es is the efficiency gain in the first year of thexhaccess arrangement period.
Fs is the forecast opex for the first year of thetreocess arrangement period.
Ag is the actual opex for the first year of the neatess 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.

Revision 7.3: delete dot point 10 under s. 5.1 of the revisedss arrangement
proposal.

Revision 7.4: delete and replace the fourth dot point underlsobthe revised access
arrangement proposal to state that the estimatepiex in the final year of the access
arrangement period is to be estimated using thewolg equation:

As* =Fs— (Fs— As)

where:

As* is the estimate of opex for the final year of Heess arrangement period.
Fs is the forecast opex for the final year of theesmscarrangement period.

F4 is the forecast opex for the penultimate yeahefaccess arrangement period.
A, is the actual opex for the penultimate year ofdbeess arrangement period.

Carryover amounts for the final year of the ac@ssngement period are to be
estimated using the following equation:

Es = (5 — As*) — (Fa — Ag)
where:
Es is the efficiency gain for the final year of thecass arrangement period.

Fs is the forecast opex for the final year of theesscarrangement period.
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As* is the estimate of opex for the final year of Heess arrangement period.
F, is the forecast opex for the penultimate yeahefdccess arrangement period.

A, is the actual opex for the penultimate year ofadbeess arrangement period.
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8 Operating expenditure

Operating expenditure (opex) refers to the opetmaintenance and other costs of
a non-capital nature incurred by a service providethe 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.

The AER in its draft decision did not accept Emaéstproposal ($111 million) over
the access arrangement period as being prudeneéiident, requiring amendments
to apply alternative input cost escalators, applyedficiency adjustment to base year
costs, and reduce network development, UAG, argtalavon-base year costs.
Overall, the AER accepted opex of $85 million far &ccess arrangement period,
representing a $25 million (23 per cent) decreasdh® access arrangement
proposal.

While accepting a number of the AER’s amendmerttetoon-base year costs,
Envestra did not accept the AER’s draft decisioreiation to the base year
efficiency adjustment, UAG and network developroestis, and several non-base
year costs.

Having considered the further advice of its coremil, public submissions, together
with internal analysis, the AER considers Envestravised proposal inconsistent
with the NGR and NGL. While accepting Envestraigsed proposal to not apply a
base year efficiency adjustment, its proposed UAE fforecast and one of its non
base year costs, the AER proposes revisions to:

= remove one program from the network developmergreijure
= apply alternative input cost escalators

= revise the expected leak repair cost savings.

Overall, these revisions result in the AER accep#it05 million in opex over the
access arrangement period, representing a 9 per d@ecrease on the revised access
arrangement proposal. This represents a 10 per remnéase in real terms compared
to expenditure over the earlier access arrangerpeniod

8.1 Regulatory requirements

Rule 91 of the NGR provides that operating expemdimust be such as would be
incurred by a prudent service provider acting effily, 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 eaalieess arrangement period and a
forecast of operating expenditure over the acceasgement period and the basis on
which the forecast has been derived.

1 NGR, r. 72(1)(a)(ii) and r. 72(1)(e)
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Any forecast or estimate must be supported bytaraent of the basis of the forecast
or estimaté.A forecast or estimate, must be arrived at oreageable basis, and must
represent the best forecast or estimate possilifeinircumstances.

8.2 Revised access arrangement proposal

The AER’s draft decision required substantial riewis to Envestra’s opex proposal,
decreasing total opex over the access arrangeragntigrom $111 million to

$85 million. While accepting some minor amendméatiés non-base year costs,
Envestra disagreed with the majority of the amendsjesubmitting a revised
proposal which provided the following in response:

= Further information to support its original propbsa

= New material that amended the quantum from ther@aigroposal, including:

= Updates to input cost escalators and insurance cost

= Alternative price assumptions for UAG costs

= An update to the base year costs, resulting froditediaccount data.
The net effect is that Envestra proposed total dbakis an increase on its original
proposal, and substantially greater than that ajggt@n the AER’s draft decision — an

increase of $31 million. Envestra’s revised acegssngement proposal is
summarised in figure 8.1 with disaggregated opésgmaies shown in table 8.1.

Figure 8.1: Envestra’s revised proposed opex ($r8p10-11%°

I Actual [ Estimate —a— QCA allowance
—e— AER draft decision

Envestra's forecast —e—Envestra's revised proposal
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Source: AERDraft decision February 2011, p.129;
EnvestraRevised Qld access arrangement information, Attactirg-9 —
Operating expenditureMarch 2011, p.47.
EnvestraEmail to the AER, AER.EN.RP.05 RespoAgeil 2011.
2 NGR,r. 74(1)
® NGR,r. 74(2)
4 All data presented in figure 8.1 are exclusivelelft raising costs.
5

All data presented in this chapter has been ateddy the AER into $2010-11 using the March
CPI of 3.33%, rather than the 2.52% used in the ‘AElRaft decision.
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Table 8.1: Envestra’s revised opex forecast ($m, 20-11)

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

Operating & maintenance 15.0 16.2 16.0 16.4 16.7 .380
Admin & general 3.4 3.5 3.5 3.6 3.7 17.7
UAG 0.9 0.9 0.9 0.9 0.9 4.3
Network development 1.7 1.7 1.7 1.7 1.7 8.5
FRC 1.0 1.1 1.1 1.1 1.2 5.5
Total opex 22.0 23.2 23.2 23.7 241 116.2
Debt raising costs 0.2 0.2 0.2 0.3 0.3 1.2
Total opex (inc. debt raising costs) 22.2 23.5 23.4 23.9 24mM7.4

Source: Envestr&evised Qld access arrangement information, Attaetiré-9 —
Operating expenditureMarch 2011, p.47;
EnvestraEmail to the AER, AER.EN.RP.05 RespoAgeil 2011;
EnvestraEmail to the AER, AER.EN.RP.06 RespoAgeil 2011.

Envestra submitted the following issues for the A&=tdnsideration:

Unaccounted for gas:

While accepting the AER’s draft decision in relatio UAG volumes, Envestra did
not amend its access arrangement to incorporatkERes alternative and lower
price assumptions for UAG costs. An alternativegiforecast was proposed
following its competitive tendering for a gas camtrto cover UAG lossés.
Envestra’s revised UAG assumptions are set owthilet8.2.

Table 8.2: Envestra’s revised UAG opex ($m, 2009-10

2011-12 2012-13 2013-14 2014-15 2015-16 Total
Volume (GJ) [text removed — c-i-C]
Price ($/GJ) [text removed — c-i-C]
Total cost ($m) 0.83 0.83 0.83 0.83 0.83 4.15

Source: Envestr@ld access arrangement information, Attachment-6&¥erating
expenditureMarch 2011, pp.40-43., and, Envestdd access arrangement
information, Attachment 6-11B — Qld UAG priéeril 2011, p.4.

Network development

Envestra did not amend its access arrangementstensivith the AER’s draft
decision to reduce network development opex byr#2The AER required the
removal of three programs: development and deploymienew technologies;
incentive payments; and website and IT managerienther information was

®  EnvestraQIld access arrangement information, Attachmehi 6- UAG price tendering process

March 2011.
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provided in support of these programs, seekingltvess the AER’s concerns over
their underlying efficiency assumptions and mategnsossible double countirg.

Table 8.3: Envestra’s revised network developmentpex ($m, 2010-11)

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

Hot water incentive program 0.23 0.23 0.23 0.23 30.2 1.14
Website & IT 0.05 0.05 0.05 0.05 0.05 0.26
Development & deployment 0.26 0.26 0.26 0.26 0.26 .291
Othef 1.16 1.16 1.16 1.16 1.16 5.79
Total network development 1.69 1.69 1.69 1.69 1.69 8.47

Source: Envestr&gmail to AER, AER.EN.RP.0B1 April 2011.

Input cost escalators

Envestra did not amend its access arrangementstensith the AER’s draft
decision to not accept aspects of its forecastingalt cost escalators, including those
used to escalate network materials and labour.c8afgported by further reports from
consultants: BiS Shrapnel; Professor lan Borland; &conomic Insights, Envestra
set out why it disagreed with the AER’s amendmants also revised its forecast real
cost escalators in relation fo:

= Jabour cost escalators
= ‘gas network materials’ escalator

= the application of six year average real cost asical escalators.

Base year efficiency adjustment

Envestra did not amend its access arrangementstenswith the AER’s draft
decision to apply an efficiency adjustment to aséyear costs (2009-10). Supported
by additional reports from consultants, Economsgights and Marskman, Envestra
disagreed with the adjustment, submitting tat:

= the AER and Wilson Cook incorrectly concluded tBavestra’s outsourcing
agreement with the APA Group did not result ineéint opex.

= the AER’s comparative benchmarking analyses dicanobunt for differences in
operating environments and capitalisation polibiesveen businesses.

EnvestraRevised Qld access arrangement information, Att&etir6-9 — Operating expendityre
March 2011, pp.33-39.

Other category includes expenditure for netwarkaedopment categories accepted in the AER’s
draft decision, including: operations support, atisimg, and, operating costs.

EnvestraRevised Qld access arrangement information, Att&etir6-9 — Operating expendityre
March 2011, pp.23-33.

EnvestraRevised access arrangement proposal, Attachmentg8rating expenditureviarch
2011, pp. 4-14.

10
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= additional analysis by Economic Insights demonegrdéhat Envestra’s
productivity, when adjusted to include network neikg costs and exclude full
retail contestability (FRC) capex, is comparablettoer distribution businesses.

Base year update

Envestra’s initial access arrangement proposadeln 9 months of actual data and 3
months of estimates, to be confirmed later by aadiegulatory accountd The

update was not incorporated by the AER in its diteftision and so has formed part
of the revised access arrangement prop@sal.

Non-base year costs

The AER’s draft decision required amendment or neathof six of the nine non-base
year costs, a reduction of $1.5m. While accepting fBmendments, Envestra
disagreed with the AER in respect of two, subnttiarther information in their
support'® Envestra’s revised non-base year costs are sét tlile 8.4.

Table 8.4: Envestra’s revised proposed non-base yeeosts ($2010-11)

Item & total cost Draft decision & revision  Revised proposal

Opex related to capex: The AER accepted the The AER’s amendment based on the advice of Wilson
basis of the calculation but Cook contained is incorrect and overstated. Further,
as it reduced the mains there was no evidence outlining how Wilson Cook

: 5 replacement program, the determined the 8.5 per cent figufe.

associated with leak expected saving was

repairs, due to leak reduced by 8.5 per cent
reductions resulting ($0.38m)

from mains replacement
program -$4.38m

Leak repair cost saving
opex reduction

Step change: The AER rejected the Envestra submitted a further report by consultants,
insurance costs, Marsh, to address the AER’s concerns as to
considering insufficient forecasting assumptions. The Marsh report also
evidence was demonstratedupdated the premiums by a further $0.1m, to reflect
that the access arrangementurrent industry circumstancés.

period will require a step
increase in insurance costs

Real increase in
insurance costs —
proposal supported by
Marsh report [c-i-C]
Envestra also submitted it requires business
interruption insurance (c-i-c) should the AER
maintain its decision to amend one of the aspécts o
its terms and conditions. The amendment would
enable network users to have the benefit of the
consequential loss exclusion on the cap on ligtffit

11
12

Envestra, Qld access arrangement informatiomigct2010, p. 73

EnvestraRevised Qld access arrangement proposal, attachf®ntOperating expenditure
March 2011, p. 44.

EnvestraRevised QIld access arrangement proposal, attach&ntOperating expendituye
March 2011, pp. 43-46.

EnvestraQld Revised access arrangement information, Att&etir6-9 — Operating expendityre
March 2011, pp.45-46.

EnvestraRevised Qld access arrangement informatisttachment Q62A — Insurance opex,
March 2011.and, EnvestraRevised QIld access arrangement information, AttactiB-12 —
Insurance forecast methodologyarch 2011

EnvestraQld Revised access arrangement information, Attactiré-9 — Operating expendityre
March 2011, p.43.

13

14

15

16

70



8.3 Summary of submissions
The AER received two submissions from interestetigs including one from
Envestra itself, commenting on the AER’s draft dexi and Envestra’s proposal:

= QOrigin supported the AER’s draft decision to redU@G costs and to benchmark
Envestra’s previous expenditure against other gashliitors, submitting that it
disagreed with the updated reports submitted byeEima’

= Envestra submitted further information in suppdrit®revised access
arrangement proposal, including:

= Further information in support of its network dey@hent progranté

= Information indicating that its revised UAG priaarécasts were incomplete,
and further costs are requirgd.

8.4 AER’s consideration

The AER does not accept Envestra’s revised opegxgsad of $116 million in total
over the access arrangement period. While beingicoed by a number of aspects of
the revised proposal, the AER proposes furthesrens, to reduce the opex forecast
by $11.7 million.

Figure 8.3: AER final decision on Envestra’s opexdrecast ($m, 2010-11)

H Actual [ Estimate —a— QCA allowance
Envestra's forecast —e—Envestra's revised proposal

—e— AER draft decision
—o—AER Final decision
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Of the issues raised in Envestra’s revised acaeasgement proposal, the most

material included the base year efficiency adjustni®L0m), input costs escalators

($9.5m), network development ($8.5m), and UAG (8%).30ther issues raised

include an update of the base year, two non-baasecgsts and debt raising costs.

17
18

Origin, Envestra Qld Access arrangement draft decisionramibed proposalApril 2011.
Envestra, Revised Qld access arrangement infammaittachment: Gas air conditioning board
report (Confidential), April 2011.

Envestra, Revised Qld access arrangement infamaittachment: 6-11B — Qld UAG price,
April 2011.
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8.4.1 Base year efficiency adjustment

The AER engaged Wilson Cook to provide further ae\an Envestra’s claims why
an efficiency adjustment should not be appliedddase year opex (2009-10).
Having considered the further information submitte&nvestra’s revised proposal,
and the advice of Wilson CoBkthe AER accepts that the efficiency adjustment (a
total reduction of $10 million on the initial opexoposal) should be removed.
Envestra’s updated analysis and qualificationfi¢éocomparative data used by the
AER, suggests that the base year cannot be dewrmiefficient.

The further information submitted by Envestra iradiéd matters adversely affecting
cost efficiency and productivity comparisons wither gas distributors. The AER
considered:

®= The updated Economic Insights report indicates quaned environmental
characteristic (operating and network) differenoesveen Envestra’s Queensland
network and that of distributors in other juristais, suggesting APT Allgas is
the most comparabfé.

=  The Marksman report was updated, with adjustmentgitain costs such as
marketing and FRC, to enable more meaningful corspas between businesses.
Accounting for these adjustments, Envestra’s omgfopmance is shown to be
comparable with other gas distributdfs.

®= The updated Marskman report also identifies thateBtra’s underperformance
relative to APT Allgas in opex benchmarks appe#fisebby comparable
outperformance of APT Allgas in capex benchmark&urther, the two
businesses are comparable in terms of total (cape»opex combined)
expenditure. Total expenditure comparisons, anéxapnchmarking, is
generally problematic given the lumpy and incorsistime path of capex
projects. However, the information suggests thaitelis a real possibility that
differences in capitalisation policies between Etreeand APT Allgas could be
adversely influencing comparisons.

Ascertaining the influence of the environmental Andiness characteristics that
Envestra claims adversely affects industry compagsvould require more detailed
benchmarking analysis — a form of bottom up assgs#i base year costs. Such
analysis would include matters such as the infleefcscale effects, comparisons of
customer and energy densities, and detailed dosiéibn reporting across
businesses. The data for such analyses is curmgttigr not available, not of a
sufficiently high quality or is inconsistently alable. As such, the AER accepts that
in Envestra’s case, industry comparisons mustrbigdd to high level benchmarking.

However, the AER has commenced a process of ciolipatgreater volume and more
standardised data from network businesses, in ¢od®mrercome these limitations in
subsequent access arrangement periods.

20 Wilson CookAdditional report—Envestra QJday 2010, pp. 5-12.

2L Economic InsightsReview of AER draft decision on base year pptarch 2011, p.8.

22 Economic InsightsReview of AER draft decision on base year pptarch 2011, p.20.

2 MarskmanFurther gas distributor benchmarking report — EntvaQueenslandMarch 2011, p.6.
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In summary, the AER accepts that 2009-10 is seffity representative of Envestra’s
current business and operational circumstancesoiode a reasonable indication of
expenditure for the access arrangement péfidaking into account the limitations
that were identified above in respect of cost &fficy and productivity comparisons,
the AER accepts 2009-10 as being an efficient basghich to forecast opex for the
access arrangement period, consistent with r.74.8adf the NGR.

8.4.2 Input cost escalators

Envestra’s proposed real input cost escalatoresepted $13 million of its total
revised opex proposal for the access arrangementpEhe AER’s detailed
considerations on real input cost escalators dreusen appendix E. The AER does
not accept the following aspects of Envestra’s psaj

= Labour cost escalators based either on the Avaigagkly Ordinary Time
Earnings (AWOTE) index including productivity adjoeents, or on the Labour
Price Index (LPI) index without productivity adjosnts.

®= The ‘gas network materials’ escalators — the esaaavere based on unjustified
assumptions and unsubstantiated relationshipslaakdletail regarding important
forecasting inputs.

= The application of six year average escalators -veEtna did not justify the
application of such averages, and they would bensistent with the objectives of
forecasting real cost escalation.

The AER considers Envestra’s forecasts are not raadereasonable basis, nor
represent the best forecasts possible in the cstames as set out in r.74 of the
NGR. As a result, the proposed escalators do mdtibate to forecasts of operating
or capital expenditure that are respectively caestsvith r.91 and r.79 of the NGR.

The AER engaged DAE to provide alternative forecasfproductivity adjusted real
growth in the labour price index (LPI) and consgitrese forecasts to be consistent
with r.74, and by extension r.91 of the NGR. Acctogtly, the AER proposes
revisions to the opex forecasts applying the mgalii cost escalators set out in
appendix E. The AER'’s input cost escalators repited® million of the total opex
approved by the AER for the access arrangemertderi

8.4.3 Network development

The AER considers that while Envestra has adequsiddstantiated the efficiency
assumptions behind the ‘incentive payment’ ($1.Mion) and ‘website and IT’ ($0.3
million) programs, it has not warranted departareeiation to the development and
deployment program ($1.3 million). As set out iguiie 8.2, the AER proposes to
reduce Envestra’s revised network development ppegosal by $1.3 million over
the access arrangement period.

24 AER, Draft decision February 2011, p. 125.
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Figure 8.2: AER final decision — Network developmetopex

Previous allowance Previous actual Revised proposal Final decision

Sources: AERdraft decision February 2011, p. 121.
Envestra, Email to the AER, AER.EN.RP.06 RespoApei] 2011

Incentive payments

The incentive payment programs are designed tagedinancial incentives for the
uptake of various types of gas appliances. The AEStisfied the cost estimates for
its incentive program for gas hot water systemshe®s reasonably based, produces
the best estimate possible leading to efficientsa@®nsistent with r.74 and r.91 of
the NGR. The AER considered:

®= The estimates of incentive uptake numbers for tbgept were based on a
reasonable extrapolation of previous trials

= Envestra provided more detailed substantiatiomefefficiency evaluation of the
project, providing NPV calculations demonstratihg project to be of net benefit
to consumers.

Development and deployment

This program involves the establishment of a grimugevelop and deploy a range of
nascent technologies, commencing with gas air-¢amdirs. Envestra’s revised
proposal responded to the AER’s concerns over iihgr@m’s prudence and
efficiency. It suggested the work appropriate fgaa distributor and that the
regulatory framework presents a disincentive foowation (as benefits are likely to
extend beyond five years, unless a specific ingentiechanism is in plac&) The
program’s efficiency was largely justified in termisthe average consumption
associated with gas air-conditioners, which wereetdhe initial focus of the program.
The AER considers that the further information siited by Envestra has
insufficiently addressed the AER’s concerns.

The AER acknowledges that the AEMC’s Stage 2 — Delvsde participation review
commented that the regulatory framework might presbkallenges for the approval
of projects for which expected benefits extend Inelythe regulatory period. To the
extent such disincentives exist, these are beseased consistently across regulated
firms, and not via ad-hoc approval of particulage@ch and development programs.
Despite its comments, the AEMC has not imposedlaggy requirements with

% EnvestraRevised Qld access arrangement information, Attactire-9 — Operating expendityre

March 2011, pp. 36-40.

74



regard to innovation. Further, the NGR as theydstamnot provide for the AER to
apply an incentive mechanism with respect to intiona

As to the actual nature of the proposed programmAER maintains its concern that
the establishment of a new technologies group velde and deploy a range of
nascent technologies (commencing with gas air-¢mmang) is an inappropriate role
for a regulated distribution business. The progeas beyond efforts to develop the
gas market, to efforts of a more technological tyaent nature. To the extent such
technologies have merit, the AER is unaware ofesurmarket barriers for
unregulated firms to invest in these. It is alsolear, the extent to which the un-
regulated portion of a regulated firm would bengfiirovided an allowance for
projects to develop marketable technologies.

Finally, while the efficiency of the project wasoladly justified in terms of a gas air-
conditioner’s average consumption, the AER hasduwesttified any forecast of uptake
numbers of these appliances, nor calculation afnesed efficiency benefits of the
project.

For the reasons articulated above, the AER corsittiat Envestra’s development and
deployment project does not comply with the requeats of prudency, efficiency
(and good industry practice) set out in r.91 of fl&R. Accordingly, the AER
considers that the opex forecast for this progctat arrived at on a reasonable basis.
Further, as it does not comply with r. 91 of theRI@Ge AER does not consider that
an alternative forecast can or should be derived.

Website and IT

Envestra proposed opex to construct and manage avabsite to deliver market
development initiatives. The AER is satisfied tRavestra’s revised proposal has
addressed its initial concerns over the prudendhi®program, and that the proposed
expenditures could double count on costs in the paar, considerintf

= Envestra demonstrated that despite already hawngpaite to provide
information to current/potential gas consumersait not handle the proposed
market promotion capabilities.

= the current website was not materially updated tivepast 5 years so as to incur
material expenditure and therefore the proposedredipures would not be double
counting on expenditures already contained in Bn&ssbase year opex.

In summary, the AER does not approve the developarahdeployment of new
technologies program as consistent with r.74 & of the NGR. The AER proposes
revision to network development opex to remove pinegyram, as set out in table 8.5.
Overall the revisions provide for network developinexpenditure representing an
increase on historic expenditures and allowances.

% EnvestraRevised Qld access arrangement information, Attactire-9 — Operating expendityre

March 2011, pp. 36-37
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Table 8.5: AER conclusion on Envestra’s network deslopment program ($m, 2010-11)

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

AER Revision -0.26 -0.26 -0.26 -0.26 -0.26 -1.29

AER final decision 1.44 1.44 1.44 1.44 1.44 7.18

8.4.4 Unaccounted for gas

UAG costs are derived by multiplying expected gasas by expected volumes.
While accepting the AER’s amendment to apply a lovedume assumption,
Envestra did not accept the AER’s draft decisiorettuce the UAG price
assumption. Envestra originally submitted a UAG@ihased on a forecast prepared
by Core consulting, of what it would cost to obtainontract to cover UAG losses. In
its draft decision, the AER did not accept thatftirecast was reasonably based.
Since then, Envestra has tendered for a contagttsaomitted in its revised proposal
an alternative price forecast for UAG. The AER gtsdenvestra’s UAG price has
been reasonably forecast, considering:

= Envestra competitively tendered for a gas contacbver UAG losses. Tenders
were sought from four gas retailers.

= [Text removed — c-i-c].
* [Text removed — c-i-c}’
The AER considers Envestra’s price assumptionmastid on a reasonable basis,

producing the best possible forecast in the cir¢cant®s, consistent with r.74 of the
NGR. The AER’s accepted UAG assumptions are sendable 8.6.

Table 8.6: AER final decision on UAG opex ($20101)

2011-12 2012-13 2013-14 2014-15 2015-16 Total
Volume (GJ) [Text removed — c-i-C]
Price ($/GJ) [Text removed — c-i-c]
Total AER 0.86 0.86 0.86 0.86 0.86 4.29
approved UAG
opex ($m)

8.4.5 Updated base year

The draft decision did not reflect the update tedstra’s historic opex including its
proposed base year, from the release of regulatmgunt data given the timing of its
release. The AER accepts the update within theseevproposal, representing a
decrease in the base year of $0.5 million ($201)0st 2.6 per cerf® The update

2" EnvestraRevised QId access arrangement information, Attactifd-11 — UAG price tendering

processMarch 2011.
EnvestraRevised Qld access arrangement information, Attactiré-9 — Operating expendityre
March 2011, p. 44.
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represents a decrease of $0.3m (1.9 per cent)eoopibx categories to which the base
year roll forward method was applied.

8.4.6 Debt raising costs

As debt raising costs have not been previouslyohed in historic opex, the AER has
identified these costs separately to enable meaniogmparisons. Debt raising costs
are transaction costs, such as legal fees, undiergvfees or credit rating fees,
incurred as debt is raised or refinanced.

The AER’s draft decision did not accept Envestpatgposal to determine benchmark
debt raising costs using a unit rate of 20.3 basists per annum (bppa). It required
Envestra to use the AER’s standard method for $kiation of debt raising costs.
The AER updated the inputs to determine a debiigaost unit rate of 10.9 bppa,
which is applied to the benchmark debt componeth®tapital base to estimate the
total allowance for debt raising costs for the ascarangement period.

Envestra’s revised access arrangement proposgitadcine AER’s approach to
estimate the benchmark debt raising cost allowahce.

As the draft decision debt raising cost was basedmindicative discount rate, it
needs to be updated for the discount rate appédatthis final decision. Table 7
shows the build up of the benchmark debt raisirgis;@fter updating for the discount
rate using the nominal vanilla WACC determinedhiis decision.

2 AER, Draft decision, Envestra Ltd access arrangemenppsal for the Qld gas network 1 July

2011-30 June 201&ebruary 2011, pp. 212-214.
% EnvestraPTRM Input worksheet—row 190, March 2011.
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Table 8.7: Direct debt raising costs with a nominavanilla WACC of 9.77 per cent

Fee

Explanation

1 Issue

3Issues 4 Issues Issues

Amount Raised

Multiples of median MTN $250m

$750m $1000m $1250m

($250m)
1. Gross Median gross 7.25 7.25 7.25
underwriting fee underwriting spread, up
front per issue, amortised
2. Legal and $115K upfront per issue, 0.74 0.74 0.74 0.74
road-show amortised
3. Company $50K per annum 0.67 0.50 0.40
credit rating
4. Issue credit 4 basis points up front per 0.64 0.64 0.64 0.64
rating issue, amortised
5. Registry fees  $3.5K per issue, per 0.14 0.14 0.14 0.14
annum
6. Paying fees $4/$1million per annum 40.0 0.04 0.04
Total Basis points per annum 9.5 9.3 9.2

Source: ACG, Bloomberg, AER analysis.

Envestra has an opening capital base of $319 mjNidnich leads to a notional debt
component of $191 million at the assumed gearitig (60 per cent). This debt
amount requires one standard size ($250 milliomdhesue. After adjusting for the
discount rate the appropriate unit rate estimatbémchmark debt raising costs is
10.8 bppa. This benchmark multiplied by the delshgonent of Envestra’s capital
base for each year of the access arrangement gesalis in a total allowance of

$1.13 million ($2010-11) for debt raising costse RER considers this opex to be in
accordance with r.74 and r.91 of the NGR.
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8.4.7 Non base year costs

Table 8.8: AER consideration of Envestra’s non-basgear costs

Item

Wilson Cook recommendation Final decision

Opex related to
capex:

Leak repair cost
saving- opex
reduction
associated with
leak repairs due
to leak reduction
resulting from
the mains
replacement
program

No new information was provided to alter the  The AER considers Envestra’s

view that the reduction should remain as set out gmoposed reduction in opex resulting
the AER’s draft decision. from the mains replacement program
is not reasonably estimated, as
r}quuired by r.74 of the NGR. The best
estimate of reductions is achieved by
té'f‘nalysing leakage statistics on a

Wilson Cook disagreed with Envestra’s argume
that the number of leaks from cast iron and
unprotected steel mains would be at a similar ra
per kilometre throughout its network. Envestra’'s regional basis. Envestra’s opex needs
gas leakage statistics show significant regional revision to incbrporate the reduction
differences. Therefore, the number of leak repair§et out in the draft decision. and
should be forecast by area in proportion to the ensure consistency with r 9’1 of the
recorded leakage. Wilson Cook’s adjustment WaR GR An opex reduction (')f $0.21m is

P 1
done according|y- required to achieve the savings set out
in the draft decision.

Step change:

Insurance
premiumg(c-i-c)

The AER accepts Envestra’s proposed real increasastirance premiums as forecasts
arrived at on a reasonable basis, representingesieforecast possible, considering:

e The Marsh report set out additional informationisfactorily explaining the
forecasting method. It also outlined relative iefiges on the insurance market and
where public liability and property insurance lighin the market cyclé?

* While forecast for property and public liabilitysarance were revised upward, the
increase was substantiated in the Marsh repateths from recent business
environment circumstances, including natural deasthat impacted on the insurance
market.

Envestra also submitted that if the AER maintaissiiaft decision in relation to
amendments 13.30 and 13.31 to its terms and condjtthat it would require additional
business interruption insurance (c-tjs the AER maintains its decision to make this
amendment, it acknowledges that an additionalisigfaced upon Envestra. The AER
considers business interruption insurance is requ mitigate this risk, and that these
costs are consistent with r.91 of the NGR.

Subsequent to its revised proposal, Envestra stdahthat it will also incur further
expenses additional to the cost of business img@ami insurance, resulting from these
amendment8! This information was not included in Envestra‘sised proposal. The AER
considers that Envestra has not provided a foreddhese additional costs, nor provided a
basis on which forecast costs may be derived asreshjby r. 72(1)(e) of the NGR.

Envestra did submit that it will require an additi cost pass through to enable it to
recover costs of claims that may be lodged by nétwsers® The AER considers that the
business interruption insurance proposed by Erevéssufficient to cover this risk, and
that Envestra has not sufficiently demonstratedatienale for an additional cost pass
through event as required by r.72(1)(k).

8.5 Conclusion

The AER does not approve Envestra’s revised opepgsal as it does not comply
with the relevant requirements of the NGR and & ssiinconsistent with the

31 Wilson CookReport — Envestra (QldMay 2011, p.5.

32
33

Marsh,Insurance forecast methodology4 March 2011, pp.1-4.
EnvestraRevised Qld access arrangement information, Att&etir6-9 — Operating expendityre

March 2011, pp. 43-44.

34
35

EnvestragEmail to the AER, AER.EN.RP.10 — Question regariisgrance costsl9 May 2011.
EnvestragEmail to the AER, AER.EN.RP.10 — Question regariisgrance costsl9 May 2011.
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national gas objective. The AER proposes revisiorisnvestra’s revised access
arrangement proposal, as set out in section &l@iofinal decision.

Overall the AER approves $105 million in opex (matluding debt raising costs) over
the access arrangement period as consistent veitN@R, which represents a 10 per
cent reduction on proposed expenditures. Figurel@dicts the total opex proposed
by the AER in its final decision, against the taipkx originally proposed by
Envestra, the total opex proposed in the AER’stdfatision and the total opex
proposed in Envestra’s revised proposal.

In the subsequent access arrangement review, tRevAlErequire Envestra to
demonstrate that the non-base year costs acceptddd access arrangement period
have been removed from the proposed base*jear.

8.6 Revisions

The AER proposes the following revision:

Revision 8.1 amend the revised access arrangement proposatasdd access
arrangement information to take account of theofeihg table:

Table 8.9: AER's final decision on Envestra’s foreast operating expenditure

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

Initial proposal — total opex 22.38 22.88 21.07 871. 21.47 110.67
AER draft decision — total opex 18.91 18.45 17.14 6.10 14.83 85.43
Revised proposal — total opex 22.02 23.23 23.19 663. 24.11 116.20

AER specific revisions

Network development -0.26 -0.26 -0.26 -0.26 -0.26 1.29
Leak repair cost saving -0.03 -0.09 -0.07 -0.03 060. -0.21
Total AER specific revisions -0.29 -0.35 -0.33 9.2 -0.26 -1.51
Tot_all opex less AER specific 21.73 22.88 22.86 23.37 23.85 114.69
revisions

Eﬁgqt of AER input cost escalator -0.66 -1.36 -1.89 -2.43 -2.97 -9.31
revisions

Total AER approved opex 21.07 21.52 20.97 20.95 820. 105.38
Debt Raising costs 0.20 0.21 0.23 0.24 0.25 1.13

Total AER approved opex (inc. 21.27 21.73 21.20 21.19 21.12 106.51
debt raising costs).

% These include the costs under the sub-categokiepex related to capex, ad-hoc opex, and, step

changes.
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9 Total revenue

The AER has calculated Envestra’s total revenueiremqent over the access
arrangement period to be $325 million comparedi® $375 million Envestra
proposed. The total revenue requirement determinyetithe AER takes into account
the revised access arrangement proposal submigtdthivestra.

The main reasons for the difference between the i&Z&hue requirement and
Envestra’s revised access arrangement proposathamges to the WACC
parameters, the capex and opex forecasts, andtbedst cost of taxation. The AER
considers that the individual components of thenexe requirement it has
determined are efficient and satisfy the revenukm@icing principles under

section 24 of the NGL.

Based on the AER approved revenues and demand$tsethe tariffs for haulage
services for both volume and demand customersxgrected to rise in real terms by
about 5.3 per cent per annum (on average). Théfsaor ancillary services will
increase each year only by the rate of change ih CP

9.1 Regulatory requirements

Rule 72(1)(m) of the NGR provides that the accessigement 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® ibe 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 forydes

forecast operating expenditure for the year

= the estimated cost of corporate income tax forytrae (if applicable)

= any penalty or reward from the operation of an miee mechanism.

Rule 97 sets out certain requirements regardiregeate tariff variations. This rule is

relevant to this chapter in so far as the X facppesented here form part of the
variation mechanism.

9.2 Revised access arrangement proposal

In response to the AER’s draft decision, Envestraigsed access arrangement
proposal covers a number of components affectimgmaes and costs. The
component changes as discussed in the relevahtiBoeion chapters are:

= rate of return on capital
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= capital and operating expenditure forecasts.
= estimate of forecast cost of taxation.

Envestra’s proposed total revenue requirement éeifinom pipeline services is
shown in table 9.1.

Table 9.1 Envestra’s total revenue over access arrangement ped (revised)
($m, nominal)

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

Return on capital 34.7 38.1 41.9 45.1 48.4
Return of capital 2.8 3.4 3.8 3.6 4.0
Operating and maintenance 22.6 24.5 25.2 26.4 27.6
Benchmark tax liability 4.8 4.8 4.7 4.4 4.5

Carry-over amounts - - - - _

Revenue requirement 65.0 70.8 75.6 79.5 84.5
Less: ancillary services revenue 0.5 0.5 0.6 0.6 6 0.

Total haulage services revenue 64.4 70.3 75.1 79.0 83.9

X factors -16.81 -13.00 -9.00 —-4.00 —-2.00

Source: Envestr&evised Qld access arrangement proposkrch 2011, p.1,
(attachment 12-4).

9.3 AER’s consideration

The AER’s final decision assessed the various @orepts of Envestra’s proposed
revenue requirement with regard to the nationaladgective and the revenue and
pricing principles under ss. 23 and 24 of the N@&gpectively, and the NGR. In
considering the various components of the Envestiast and revenues the AER has
determined a total nominal revenue requiremenB@b3million over the access
arrangement period. This compares to Envestrajsgsed total revenue requirements
of $375 million.

The AER requires that Envestra’s revenue requir¢inemeduced to reflect the
AER'’s assessment of the various revenue componaitsling:

= the WACC for the access arrangement period

= capex for the access arrangement period

= opex for the access arrangement period

= tax allowance for the access arrangement period
= the opening capital base as at 1 July 2011

The total revenue requirement is smoothed and cted/éo tariffs using the forecast
demand figures approved by the AER. The AER adijute X factors proposed by
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Envestra to reflect the change in revenue requinéfnem Envestra’s revised access
arrangement proposal to that determined in thissaet The annual revenue
requirements and annual price changes (as inditgtédae X factors) are summarised
in table 9.2. In deriving the profile of the X fac$, the AER has been mindful of
potential price shocks to customers and the eftbctamay have on efficient
development of the market. The AER considers thesiters relevant factors under

r. 97 of NGR. The AER accepts that the same X faatall apply to all volume and
demand customers, as discussed in chapter 11.

Table 9.2 AER'’s conclusion on Envestra’s annual revenue requément and
X factors ($m, nominaly

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

Return on capital 31.1 33.9 37.1 39.6 42.1
plus regulatory depreciatibn 2.8 3.3 3.7 3.5 4.0
plus operating and maintenance 21.8 22.9 229 23.4 24.0
plus corporate income tax 2.6 2.6 2.5 2.2 2.2
Total revenue 58.4 62.7 66.2 68.8 72.2
less ancillary services revenue 0.5 0.5 0.6 0.6 0.6
Total haulage services revenue 57.8 62.2 65.6 68.2 71.6
Smoothed haulage services revenue 54.9 60.4 65.5 .670 75.9
X factors®
Haulage reference services (%) -9.69 -5.00 -5.00 .00-4 -3.00
Ancillary service fees (%) 0.00 0.00 0.00 0.00 0.00
(a) Numbers may not add due to rounding.
(b) Regulatory depreciation includes the negatgrédciation 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 increagkabout 5.3 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.

9.4 Conclusion

The AER does not approve the annual revenue regaieproposed by Envestra
because it does not comply with r. 76 of the NGRe RER proposes revisions to
Envestra’s proposed revenue requirement in accoedaith changes to the various
revenue components, as discussed in the relevaptess of this decision.

9.5 Reuvisions

The AER proposes the following revision:

Revision 9.1 amend the revised access arrangement and reagseds arrangement
information to reflect the revenues and X fact@tsait in table 9.2.
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10 Demand forecasts

Demand forecasts are used to calculate the refer¢axiffs and also influence
forecast capital and operating expenditure linkeahétwork growth.

In its draft decision, the AER accepted Envestcastomer numbers, commercial and
industrial (C&I) consumption, and demand maximuritydguantity (MDQ) forecasts,
but amended the residential consumption forecasédan the historical rate of
decline in average residential consumption.

In response to the draft decision, Envestra adpisite residential consumption
forecast as required by the AER. However, Envgsioposed to adjust the resultant
forecast to account for demand responses to caamahdistribution network price
increases. The AER considers the proposed apprisaetasonable for the reasons
set out in section 10.4.1. Similarly, the AER cteis Envestra’s proposal to adjust
the C&I consumption and demand MDQ forecasts fobca and network price
increases is reasonable for the reasons set osgation 10.4.2.

Envestra also proposed to revise the C&l consumpdiod demand MDQ forecasts
using updated economic forecast to account forrtipacts of recent natural

disasters in Queensland. The AER accepts the up@atsnomic forecast is
reasonable as it is in line with the updated fosgqarepared by Queensland Treasury
after the recent flooding.

The AER proposes to adjust the revised demanddst®to reflect updated
distribution network price forecasts based on thalfdecision revenue allowance.
The revised forecasts are presented in table 1¥.4ekidential customers and
table 10.6 for C&l and demand customers.

10.1 Regulatory requirements

Rules 72(1)(a)(iii) and 72(1)(d) of the NGR provitkat the access arrangement
information for a full access arrangement propésah 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 arrangementgarnd the basis on which the
forecast has been derived.

Rule 74(1) of the NGR provides that any informatiothe nature of a forecast or
estimate must be supported by a statement expdgih@basis of the forecast or
estimate.

Rule 74(2) of the NGR provides that a forecaststingate must be arrived at on a
reasonable basis and represent the best forecastimate possible in the
circumstances.
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10.2 Revised access arrangement proposal

In its draft decision, the AER rejected Envesta@posal to reclassify large
customers in the residential customer group ta@&ecustomer group, and the use of
the resultant historical customer numbers and aopson data to forecast demand
for the following reasons:

=  Envestra’s lack of substantiation of the adjustnmeethodology

= insufficient supporting material to demonstrate ddgistment made to the data is
consistent with the stated methodology.

In response to the concerns expressed by the AERestra engaged PKF to
independently review and verify the reclassificatinethodology and the resultant
historical data after reclassificatio®®KF concluded that the adjustments applied to
the historical data are consistent with the steeethssification methodology by
Envestrd’ As a result, the revised historical data has hesed by Envestra to prepare
its demand forecasts.

Envestra adopted the AER'’s draft decision to ireedhe average residential
consumption forecast in line with historical tréhidowever, based on advice from its
demand consultant, the National Institute of Ecolecand Industry Research
(NIEIR), Envestra proposed to adjust the draft sieai forecast to incorporate the
impacyts of the following factors which it considér@e not captured in the historical
trend!

= carbon price
= distribution network price increases.

Envestra adopted a long run price elasticity d30as advised by NIEIR to calculate
the demand responses by residential customerstorcand network price
increase.

Envestra proposed to incorporate the impact otttamge in network prices by
following three steps:

Envestra proposed to reclassify residential ecusts with daily consumption greater than 0.274 GJ
per day (around 10 times the average daily resalezdnsumption) to C&I customer group.
Envestra, Email to the AERevised Queensland Histo® December 2010.

AER, Draft decision February 2011, pp. 166-167.

2 AER, Draft decision February 2011, pp. 166—167.

EnvestraRevised Qld access arrangement proposal, attachtr®&8tPKF Validation of Customer
Reclassification methodologyarch 2011

EnvestraRevised Qld access arrangement proposal, attachtr@B8tPKF Validation of Customer
Reclassification methodologylarch 2011 (Confidential)

To reclassify large residential customers withydednsumption exceeding 0.274 GJ, which is 10
time the consumption of an average residentiabcost, to the C&I customer group
EnvestraRevised Qld access arrangement proposkrch 2011, attachment 13-2, p. 2.
EnvestraRevised Qld access arrangement propostrch 2011, attachment 13-2, p. 2.
EnvestraRevised Qld access arrangement proposkirch 2011, attachment 13-2, pp. 2-5.
EnvestraRevised Qld access arrangement propostrch 2011, attachment 13-2, p. 3.

0 N o o
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1. produce an intermediate (baseline) demand foréeasstd on retail gas price
projections that excludes the impact of change®twork prices, but includes the
impacts of a carbon price; then

2. use the intermediate demand forecast and propesedue requirements as
inputs into the PTRM to calculate the implied netivprice increases to apply
from 1 July 2011; and then

3. re-run NIEIR’s demand forecast model to producefitied demand forecasts.

Envestra proposed to update C&I consumption andaddnviDQ forecasts

previously accepted by the AER using a more upate dconomic forecast. Envestra
stated that the updated economic forecast useeMigap the revised demand forecast
is broadly in line with forecast prepared by thee@nsland Treasury.

In line with the approach taken to adjust the rexsichl consumption forecast,
Envestra proposed to adjust the C&l consumptiondiemdand MDQ forecasts to
incorporate the impacts of network expansion, cardoad distribution network price
increases’

In response to an AER query in relation to the sttechdemand forecast figures,
Envestra notified the AER on the 3 May 2011 thataid identified an error in
NIEIR’s modelling. Envestra stated that NIEIR in@mtly used South Australian
retail gas price projections for forecasting conptiom over Envestra’s Queensland
network. For this reason, Envestra resubmitteddétaand forecasts.Table 10.1 sets
out the corrected baseline average residentialuropson forecast derived based on
the historical trend, a number of adjustments pseddy Envestra, and the final
revised access arrangement proposal forecast.

Table 10.1:  Average residential consumption forecast — (GJ)

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

Revised proposal baseline forecast 7.91 7.79 7.67 7.56 7.44
Carbon price adjustment 0.00 -0.02 -0.06 -0.08 00.1
Network price adjustment -0.06 -0.14 -0.22 -0.28 .310
Final revised proposal forecast 7.85 7.62 7.39 7.20 7.03

Source: Calculated based on Envesteyised Qld access arrangement proposal
March 2011, attachment 13-2

Figures 10.1 and 10.2 compare the draft decisidir@wvised access arrangement
proposal volume customer consumption and demand NéP€gasts.

9
10

EnvestraRevised Qld access arrangement propostrch 2011, attachment 13-2, p. 5.
EnvestraRevised Qld access arrangement proposkirch 2011, attachment 13-2, pp. 7-10.
1 EnvestraFW: AER.EN.RP.06 - questions on the demand fore@stay 2011
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Figure 10.1: AER draft decision and revised proposal volume cusimer consumption
forecasts (TJ)
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Source: Envestr&W: AER.EN.RP.06 - questions on the demand forgélay
2011, attachment 13-2 (confidential).
AER, Draft decision February 2011, p. 173.

Figure 10.2: AER draft decision and revised proposal demand MDQorecasts (GJ)
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2011, attachment 13-2 (confidential).
AER, Draft decision February 2011, p. 173.
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10.3 AER’s consideration

In its draft decision, the AER accepted Envestrasdential customer numbers, C&l
consumption and demand MDQ forecasts, But:

= required an increase in the residential consumgtecast based on the historical
rate of decline in average consumption

= rejected Envestra’s proposal to reclassify largagamers in the residential
customer group to the C&I customer group, and sesaf the resultant historical
customer numbers and consumption data for forepdgmand.

Envestra responded to these two issues in itse@wascess arrangement proposal.
Envestra also proposed to update the C&l consuminal demand MDQ forecasts
accepted by the AER in the draft decision usingemecent economic forecast.

The AER’s consideration of these issues is aswia@lo

10.3.1 Residential customer numbers and consumption forecast.

In its draft decision, the AER rejected Envestga'gposal to reclassify large
customers in the residential customer group ta@®ecustomer group, and the use of
the resultant historical customer numbers and gopsion data for forecasting
demand. The AER reached this decision due to cosgegarding the lack of
substantiation by Envestra of the reclassificati@thodology, and the lack of
verification of the resultant historical customenmbers and consumption data. In
response to these concerns, Envestra submittqubet prepared by PKF to support
its reclassification methodology and the use tiseltant historical data for
forecasting demand.

The AER reviewed PKF’'s assessment report. The AEStisfied that the material
provided in the report sufficiently addresses thecerns raised in the draft decision
because it?

= provides sufficient explanation of the proposedassification methodology

= demonstrates that the revised historical custometbers and consumption data
is consistent with Envestra’s stated reclassifocathethodology.

On this basis, the AER accepts that it is reas@n@blise the revised historical data
after the reclassification of customers for foréicagsdemand. Table 10.2 compares
the historical consumption and customer numbers olefiore and after the
reclassification.

12 AER, Draft decision February 2011, pp. 166-170.
13 EnvestraRevised Qld access arrangement propoltdrch 2011, attachment 13-2, p. 2
(confidential).
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Table 10.2: Original and revised historical customer numbers ad consumption data

2005-06  2006-07  2007-08  2008-09  2009-10

Residential Original access 668 637 677 730 720
consumption - TJ arrangement proposal
Revised access 638 612 616 639 647
arrangement proposal
Residential Original access 72838 74390 76307 78877 80674
customer numbers  arrangement proposal
Revised access 70712 72208 74852 77386 79431
arrangement proposal
C&I consumption -  Original access 1264 1247 1223 1248 1253
TJ arrangement proposal
Revised access 1279 1272 1293 1334 1294
arrangement proposal
C&lI customer Original access 2731 2773 2753 2827 2831
numbers arrangement proposal
Revised access 4891 4954 4208 4319 4395

arrangement proposal

Source: NIEIRNatural gas forecast for the Envestra Queenslasttibiution region to
2019-20,September 2010.
Envestra, Email to the AERevised Queensland Histo December 2010
(confidential).

Envestra accepted the AER’s draft decision onék&lential consumption forecast
and revised its forecast based on the historiealdtiof decline in average residential
consumption. However, Envestra proposed to adpestdsultant forecast to account
for demand responses to carbon and distributiomar&tprice increase.

The AER accepts that it is reasonable to adjustatezast to incorporate the impacts
of carbon and distribution network price increafeeghe following reasons:

= the Australian Government’s announcement confirniismightention to introduce a
carbon pricing scheme in July 20%2.

= ACIL Tasman’s advice that the timing and the quantf the forecast increase in
retail gas prices adopted by Envestra to accourih&impact of a price on
carbon is reasonabf@.

= projection of the historical trend average resi@dgém@bnsumption may not fully
capture the demand responses from customers tbga&serice increases as the

14
15

EnvestraRevised SA access arrangement propddarch 2011, attachment 13-2, p. 2.
Prime Minister of Australia, the Hon Julia GilaClimate change framework announged
February 2011.Viewed at http://www.pm.gov.au/pre8se/climate-change-framework-
announced.

16 ACIL TasmanReview of demand forecasts for Envestra, Qeicember 2010, pp. 10-11.
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result of the price on carbon and the above treogease in distribution network
prices. Figure 10.3 shows the differences in reaghted average distribution
price increases approved in the earlier accessgenaent period and those
approved in the AER’s draft decision.

Figure 10.3: Earlier access arrangement period real weighted avage distribution
price increases, and the AER draft decision real wghted average
distribution price increases for the access arrangeent period
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Source: Queensland Competition Authorfagcess Arrangement information for the
Queensland Australian Gas Distribution Systdome 2006.
AER, Draft decision February 2011, p. 158.

= the proposed approach to adjust the consumpti@edst to incorporate the price
impacts appears reasonable and is consistenthathgproaches accepted in
recent electricity distribution determinatiols.

To test the reasonableness of the quantum of jastatents for carbon and
distribution network price increases, the AER asseshe assumed price elasticity
used by Envestra to calculate the demand resportbege price increases. Given the
lack of a recent relevant study on the estimatgasfprice elasticity in Queensland,
the AER compared NIEIR’s long run residential pratasticity against estimates
produced by other studies based on national aedhiational data, summarised in
table 10.3 below.

" AER, Final decisionSouth Australia distribution determination 2010-+0122014—15May 2010,
AER, Final decisionYictorian electricity distribution network servigeoviders Distribution
determination 2011-2015
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Table 10.3: Comparison of gas consumption price elasticity estiates for residential

customers
Country Short run Long run
Envestra/NIEIR Australia -0.30
Julie Harman et al (1999) Australia -0.54 -0.65
Berkhout et al (2004) Netherland -0.19 -0.44
Mark A. Bernstein et al (2005)  United States -0.12 -0.36
Anna Alberini et al (2010) United States -0.55 -0.69

Source: Julie Harman et al (1999), “Gas demanecfst and transmission and
distribution tariffs”, Australian Bureau of Agridulral and Resource Economics

(ABARE)

Berkhout, P. et al (2004), “The ex post impacaofenergy tax on household
energy demand”, Energy Economics, 26(3)

Mark A. Bernstein el at (2005), “Regional Diffeas in the Price-Elasticity of
Demand For Energy”, RAND Corporation

Anna Alberini et al (2010), “Residential consunoptiof gas and electricity in
the US: What are the effects of prices and eneffigiency investments?”,
University of Maryland

NIEIR’s assumed long run price elasticity appearsd consistent with those
produced by other studies. The AER acknowledgeSsithigtions of this comparative
analysis due to geographical factors and time whiffees. However, the AER is
unable to perform a regression analysis to estithatelasticity based on historical
data to compare against NIEIR’s estimate. Thisuis t the fact that only 5 years of
consistent data from 2005-06 to 2009-10 is avaléd analysis as a result of the
revision to the historical data discussed earhighis section.

As NIEIR’s estimate is broadly in line with the iesates obtained in other studies, the
AER considers that the assumed long run residgmiiee elasticity of -0.30 is
reasonable and represents the best estimate gossthe circumstances.

Although the AER accepts in principle the needdjust the historical trend

residential consumption forecast for network priceases, it does not accept the
assumed network price increases used to calchiatadjustments. This is because the
AER has amended the total revenue allowance prddmsé&nvestra for the access
arrangement period. This results in lower distiitruprice increases, which lessens
the demand response from customers. For this reds®AER has adjusted the
residential consumption forecast to the levelsgesl in table 10.4 based on the
AER approved total revenue allowari€e.

18 See chapter 9 for a comparison of the appromedtse proposal total revenue allowance.
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Table 10.4: AER final decision residential demand forecasts

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

Residential Final decision 82921 85180 87459 89576 91752
customer numbers

Residential Final decision 653 656 657 657 659
consumption - TJ
Revised proposal 651 649 647 645 645

Source: Envestra, Email to the ABRE: Revisions to demand forecasts to account for
network price increase8 June 2011.

10.3.2 C&l consumption and demand MDQ forecasts

In its draft decision, the AER accepted Envest@®d consumption and demand
MDQ forecasts. However, due to the recent natusastiers (flooding and cyclone) in
Queensland, Envestra proposed to update the C&luroption and demand MDQ
forecasts accepted in the draft decision using mewent economic forecasts.
Envestra stated that the economic forecast usdev@lop the revised demand
forecast is broadly in line with forecast prepabgdhe Queensland Treasury after the
recent flooding? This is confirmed by figures presented in tablé&s1®n this basis,
the AER accepts that the updated economic forechkgited by Envestra is
reasonable.

Table 10.5: Queensland Treasury and NIEIR GSP forecasts

Queensland Queensland NIEIR March NIEIR
Treasury January Treasury September 2011 forecast September
2011 forecast 2010 forecast 2010 forecast
2010-11 1.25% 3.00% 1.20% 3.20%
2011-12 5.00% 4.25% 6.20% 5.70%

Source: Queensland GovernmeéMigl Year Fiscal and Economic Review 2010~11
January 2011, p. 6 NIEIRatural gas forecasts for the Envestra Queensland
distribution region to 2020, An updat&larch 2011, p. 2.

The Queensland Treasury included the direct impafditse recent flood on the

mining and agriculture sectors, as well as the ftoweffects to other sectors of the
economy in the updated economic foreé3&br this reason, the AER accepts
Envestra’s proposal to adjust the demand foreastdon the updated economic
forecast, although the flood had limited direct aopon sectors to which Envestra has
exposure’

As for residential consumption, the AER accepts tihea baseline forecasts should be
adjusted to incorporate demand responses to carbdistribution network price
increases.

Envestra adopted a long run price elasticity edernof-0.35 prepared by NIEIR to
calculate the magnitude of the price adjustmentbdisiness customers. Based on its

EnvestraRevised SA access arrangement propddarch 2011, attachment 13-2, p. 5.
Queensland Treasury Officéjd year fiscal and economic review 2010-1&n 2011, pp. 6-10
Queensland Treasury Officéjd year fiscal and economic review 2010-1&n 2011, pp. 6-10
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review of material provided by Envestra, the AERegts that the estimation method
appears reasonalfieThe AER also found that NIEIR’s estimate is brgadilline

with the indicative price elasticity estimate of3D derived by the AER using
Australian national gas consumption data releagedlustralian Bureau of
Agricultural and Resource Economics (ABARE)ON this basis, the AER accepts
that the assumed long run business customer gasgoity of -0.35 is reasonable and
represents the best estimate possible in the cstanoes.

Similar to the approach taken for the residentasumption forecast, the AER has
adjusted the C&I consumption and demand MDQ fortsdasthe levels presented in
table 10.6 based on the approved total revenugatioe®*

Table 10.6: AER final decision Tariff C consumption and Tariff D MDQ forecasts

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

C&l consumption Envestra revised proposal 1372 1408 1412 1427 1456
o AER final decision 1373 1413 1423 1443 1474
Demand MDQ - Envestra revised proposal 20566 20914 20802 20887 12612

= AER final decision 20572 20956 20895 21016 21403

Source: Envestra, Email to the ABRE: Revisions to demand forecasts to account for
network price increase8 June 2011.

10.4 Conclusion

The AER accepts the proposed demand forecastingagpin general appears
reasonable, and that the revised residential cuestanmbers forecast as presented in
table 10.4 is reasonable. However, the AER doeamatove Envestra’s proposed
demand forecasts as they do not meet the requitsroén 74 of the NGR.

The AER considers that it is necessary to revise#iiwork price adjustments applied
to the residential consumption, C&Il consumption dachand MDQ forecasts to
reflect the approved total revenue allowance. TE®R Aonsiders that the adjusted
forecasts as set out in tables 10.4 and 10.6 eprése best forecasts available in the
circumstances.

10.5 Revisions

The AER proposes the following revision:

22 EnvestraFW: AER.EN.RP.06 - questions on the demand forgcslay 2011, (confidential).

% The estimate is derived based on a regressidysimasing data sourced from

ABARE, Australian energy statisticéustralian energy consumption, by industry and fypé —
energy units table f&ccess from

http://www.abare.gov.au/publications_html/energetery 09/F 09.xIs

AER, State of the energy market 20T ecember 2010

ABS, Cat: 5220.0Australian National Accounts: State Accounts 2009November 2010

The estimated national business gas price elastici.37 with a 95 confidence interval for the
estimate range from -0.17 to -0.58. This estimafatended to be used as a high level check only.
See chapter 9 for details on the total approegdrue allowance.
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Revision 10.1:amend the access arrangement information to desdlke 13.2 and

replace it with the following table:

Table 10.7: AER final decision on Envestra’s demand forecasts

30 June end 2011-12 2012-13 2013-14 2014-15 2015-16
Tariff R consumption (TJ) 653 656 657 657 659
Tariff R customer numbers 82921 85180 87459 89576 17592
Tariff C consumption (TJ) 1373 1413 1423 1443 1474
Tariff C customer numbers 4557 4641 4649 4672 4726
Tariff D MDQ demand (GJ) 20572 20956 20895 21016 4081
Tariff D customer numbers 72 73 73 73 74
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11 Reference tariffs

An access arrangement is required to set out heereice provider intends to charge
for reference services. The NGR requires that #sesbfor setting reference tariffs be

explained. This is done by defining the tariff skesand comparing the revenue to be
raised by each reference tariff with the cost afiling service to each tariff class.

In its draft decision, the AER accepted the tatifticture proposed by Envestra,
which includes two zonal domestic taritiso zonal commercial tariffshree zonal
demand tariffsand three ancillary services tariffs proposed byé&stra. However,
the AER had concerns with the detail of how thas#4 were determined and
applied.

Envestra’s revised access arrangement proposabddsessed many of the concerns
raised in the AER’s draft decision. However, theRAEoposes to remove the
additional 50 GJ criterion for identifying demanduiage reference service
customers.

This chapter presents the revised tariffs for 2Q21reflecting the AER’s proposed
revisions to revenues and demand set out in tluside.

11.1 Regulatory requirements

With respect to reference tariffs, the NGR requiesestra to:
= gspecify the tariffs for each reference servicd®(1)(d)(i) and (ii))

= demonstrate that total revenue is allocated betwefenence and other services on
the basis of costs allocated according to certaciples (r. 93(1) and (2))

= divide reference service customers into tariff eéss(r. 94(1)) that are
economically efficient and avoid unnecessary tretisa costs (r. 94(2))

= describe the proposed approach to the settingiféfstancluding the method used
to allocate costs, and demonstrate the relatiortsttiween tariffs and costs and
provide a description of any applicable pricinghpiples (r. 72(1)(j))

= demonstrate that revenue expected from each téad 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, transaction costs ancboust responses to price signals
(r. 94(4))

= demonstrate that prudent discounts offered to ocusts are necessary for
competition or efficiency reasons and that thid kély lead to lower tariffs for
other customers (r. 96).
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11.2 Revised access arrangement proposal

In its draft decision, the AER required various andreents regarding Envestra’s
propose tariffs. These amendments related to:

= tariff classes

allocation of total revenue to tariff classes

tariff class revenues and parameters

prudent discounts

the tariffs for 2011-12.
Envestra’s response to these amendments follows.

11.2.1 Tariff classes

In its revised access arrangement proposal, Eravestponded that its tariffs were
cost reflective and that it developed its taritisdes by allocating costs to:

= the geographic zone in which customers are located
= the type of connection (e.g. residential, comméwama industrial), and

= the customer’s usage profile.

Envestra proposed the introduction of two separaliegme tariffs for residential and
commercial and industrial customers in Queenslarrdlace the existing single
volume tariff. Envestra argued that its proposahpotes economic efficiency as it
recognises the different usage profiles of resideahd commercial and industrial
customers. Envestra stated that any required Igdsato allow for the separation of
the volume tariffs will be minimal and that it hast sought any additional funding
for this purpose.

Envestra proposed that if a customer consumes thane50 GJ for any particular day
during the year, that customer would be treatea dsmand customer regardless of its
total consumption during the year. Envestra stttatlthere could be instances where
a small number of customers may not meet the aru@l threshold for a demand
customer, yet it is appropriate to include thesga@muers within the demand tariff
categorisation. Envestra observed that some votus®mers may draw large
volumes of gas over a short period of several houth a peak load eclipsing that of
some smaller demand customers. Envestra argueddhtreating such customers as
demand customers has been a design flaw withitatifés for some time. It argued
that it would not be appropriate to accede to tE&RA preferred position of
maintaining the status quo.

Envestra recognised that some retailers were coeddhat the above may entail the
rollout of new interval meters to some customergldtermine whether they meet the
50 GJ criterion. Envestra advised that this will be the case, that is, no additional
interval meters will be installed for checking posps. In practice, the 50 GJ criterion
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will only affect new customers or customers regugsncreased capacity of gas
supply. Envestra also stated that there will beemarate cost involved for these
customers, as the provision of interval metergparé of the demand service.

Envestra stated that it had considered at lengttiven to reduce the number of steps
for commercial and industrial customers and dentarstomers. However, it did not
pursue this on the basis that to do so would digtherprice signals being sent to
customers as it considers that the need for tadfeend clear and appropriate price
signals to customers offers greater long term bntef both Envestra and its
customers than any benefits realised through tthecteon of tariff complexity.

11.2.2 Allocation of total revenue to tariff classe S

Envestra stated its cost allocation model for Qakewl disaggregates the annual
revenue requirement calculated by the PTRM intodvstinct categories of ancillary
services and reference services in accordancethathequirements of r. 93(2) of the
NGR. Specifically:

= the revenue from ancillary services recovers thectly attributable costs
associated with the provision of those serviceg onl

= the revenue from reference services recovers teett)i attributable costs
associated with the provision of these serviceduding dedicated assets used in
the provision of those services

= the allocation of costs to the return on assetiedgg@tion and opex building blocks
for reference services is performed based onela¢ive proportion of the capital
and operating costs associated with the provisigradicular reference services

= the revenue for each ancillary reference serviedlagated based on the pro-rata
of the ancillary reference service's total costhéototal cost of all ancillary
reference services

= the individual building block costs for referen@\sces are calculated as the
difference between the total individual buildingdis (from the PTRM) and the
cost reflective revenue from ancillary services.

Envestra then allocates costs directly attributabkbe reference services provided to
network users within each tariff class in accordawith the methodology set out in
the access arrangement information 14-1, sectibn 2.

Envestra stated it had met r. 93(2) of the NGRstaldishing the costs and revenues
for reference services, ancillary services and tiagal services. Envestra also
observed that the revenues from negotiated servédlest the costs of providing
these services and that no revenue or costs acatdt between negotiated services
and reference services.

Discussion of ancillary services in the cost alt@radescription is set out in section
14.4 of Envestra’s access arrangement information.
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11.2.3 Tariff class revenues and parameters

Envestra stated that its reference tariffs wereebged such that the revenue
recovered from each tariff class was more tharattoédable cost of serving that tariff
class and lesser than the standalone cost of gegaich tariff class. Envestra also
stated that Table 14.2 of its access arrangemtarmation demonstrated these
outcomes. Envestra therefore considered thatingpliant with Rule 94(3) of the
NGR and clause 2.6.2.1(h) of the RIN. Envestra siated that the tariffs were
developed having regard for transaction costs taguten section 14.8 of its access
arrangement information.

Envestra noted that the tariffs for each ancillewice reflected the cost incurred by
the third party service provider in providing eaghmvice. In relation to transaction
costs for ancillary services, Envestra statedttiege were minimised because each
tariff is based on a single fixed rate per serviegardless of where the service is
performed or the time or date when the servicerfopmed. In relation to customer
responses, Envestra considered that its tarifjddseir ancillary services adequately
sends price signals to customers.

Envestra stated that its reference tariffs werégdesl in order to have regard to
LRMC and the need to signal the relationship betwsdsmand and new investment.
This is discussed in section 14.6.5 of its accassmgement information.

Having had regard to the standalone costs, avadaddts, long run marginal costs
(LRMC) and transaction costs in developing eaciff @lass, Envestra considered
that it has satisfied the requirements of r. 7jj1(j) in the NGR.

11.2.4 Prudent discounts

In response to the draft decision, Envestra agaipgsed to offer discounts to four
customers in response to the risk of network bypas$e basis that the customers:

= are at risk of potentially bypassing the networthdy are not offered the discount

= make a contribution to the pool of shared costsh shiat reference tariffs are
lower than they would be if the users bypassedéieork®

11.2.5 Tariffs for 2011-12

Envestra provided revised tariffs for 2011-12. he=vised tariffs reflected the
various changes Envestra made relative to the ABR# decision.

11.3 Summary of submissions

AGL Energy Limited (AGL) stated that the proposedidential tariff represents a
significant increase on network charges applyingegadential customers. AGL
calculated that residential sites in the Brisbama Riverview zones will be paying an
effective $51.66 for the first 0.2G GJ per day 012-12, an increase of 240 per cent.
AGL also calculated that commercial tariffs wouldriease by 21.6 per cent for the
first 0.2 GJ per day in 2011-12. AGL stated thaté¢hs little evidence furnished to

! EnvestraRevised Qld access arrangement informatiarch 2011, Attachment 14 -3

(confidential).
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underpin such a dramatic increase in tariffs apglyo residential supply points, other
than a vague statement to the effect that resmlearid commercial customers have
“different usage profiles” and no acknowledgmenth&f price shock to users and
customers and how that might be managed.

AGL proposed that the current demand and volumtsmer classification be
retained. AGL stated that it had been unable tatlany additional justification that
was sought by the AER in chapter 11 of the dratisien?

11.4 AER’s consideration

The AER considered that Envestra’s original propwseespect of the description of
reference tariffs was largely compliant with thqueements of the NGR. However,
there where several aspects of the original prdgbaadid not meet the requirements
of the NGR. Envestra was required'to:

= demonstrate that Envestra has had regard to ecoreffitiency and transaction
costs in proposing the new basis for categorisplgme and demand customers

=  demonstrate that revenue is allocated betweerergferand other services in the
ratio in which costs are allocated between referemz other services

=  demonstrate that costs are allocated between neke@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 arféstancluding for ancillary
services

® include consideration of transaction costs andorust responses for ancillary
services

= address how tariffs for ancillary services takecact of LRMC

= explain why prices for “project specific agreemémt® discounted (having
regard to r. 96(2)(a) of the NGR) and demonstrate &ll proposed discounted
prices are likely to lead to reference tariffs lgegliower than otherwise.

The AER required amendments to rectify these isdti@gestra’s revised access
arrangement proposal has satisfactorily addressetl ofi these issues. However, the
AER does not accept the additional 50 GJ criteftmndentifying demand haulage
reference service customers. In addition, theftaiwlr 2011-12 still require revision
from those proposed by Envestra, due to the rewssio revenues and demand
proposed by the AER as set out in this decision.

2 AGL, Submission to draft decision, 27 April 2051 1.
% AGL, Submission to draft decision, 27 April 2051 ,1.
*  AER, Draft Decision p. 182.
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11.4.1 Accepted changes

The AER accepts Envestra’s allocation of revennelscasts between reference
services and negotiated services as being conswgiir. 93 of the NGR. The
additional information provided by Envestra hagifid this matter.

The AER accepts Envestra’s demonstration of tregiogiship between costs and
tariffs and the description of how ancillary seesare determined as being consistent
with r. 72(1)(j)(i) of the NGR. Envestra statedtttize tariffs for ancillary services
reflected the costs incurred by a third party seryrovider in the provision of each
service® This discussion has been included in Envestraissecarrangement
information and attachment 14.3 to its revised ss@rangement proposal.

The AER accepts Envestra’s assessment of the atamsaosts of having two
separate tariff classes for volume customers toobsistent with 94(4) of the NGR.
Envestra advised it was seeking no additional fugdiue to this chandeThe AER
does not agree with AGL that no additional inforim@atwas provided by Envestra to
support the separation of volume tariffs betweeardential and commercial
customers.

The AER accepts Envestra’s additional discussiothernransaction costs and
customer responses regarding the charging parasrfetaancillary services under r.
94(4) of the NGR. The AER also accepts Envestrahtmnal discussion on how the
charging parameters for ancillary service tarifiiset account of long run marginal
costs under r. 94(4) of the NGR. While Envestrd@oot quantify the LRMC, it did
discu7ss the charging parameters it developed eot@fely signal LRMC to network
users.

The AER accepts that Envestra’s proposed discaratprudent and consistent with
r. 96 of the NGR. The AER has considered eacheptbposed discounts
individually, with regard to Envestra’s updated lgaes, and made its decision based
on the following:

= having considered the information provided in Emngés original proposal, the
AER was satisfied that, of the eight discountsy fiscounts are in response to
potential bypass of the netw8rk

= considering Envestra’s revised access arrangemepbgal, the AER is satisfied
the proposed ‘project specific agreement’ discoarngsall offered in response to
potential bypass of the netwdrk

® inresponse to the draft decision, Envestra pravigedated analysis
demonstrating that all four users’ projected rewemeluding the proposed
discounts individually exceed the costs of theitidated asset®

EnvestraRevised Qld access arrangement informatiarch 2011, Attachment 14 -3 pp. 5-6.
EnvestraRevised Qld access arrangement informatiarch 2011, Attachment 14 -3 p. 4.
EnvestraRevised Qld access arrangement informatiarch 2011, p. 204.

EnvestraQld access arrangement informatjddctober 2010, Attachment 12-1 (confidential).
EnvestraRevised Qld access arrangement informatiarch 2011, Attachment 14 -3
(confidential).
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= this additional analysis shows that all eight usgesmaking a contribution to the
pool of shared costs, which implies the refereacdf is lower than would be the
case if the users bypassed the network

11.4.2 Further revisions

11.4.2.1 Tariff classes

The AER doe not accept the additional 50 GJ catefor identifying demand haulage
reference service customers. The AER considersftbapacity management is an
issue, then extending demand charges to more castamay be a sensible approach.
However, Envestra did not provide any evidenceufipsrt this claim.

The AER is mindful that Origin and AGL raised a renof concerns regarding the
implementation of Envestra’s proposed approaclkespanse to Envestra’s original
proposal. Origin was concerned that customers anitiual consumption less than 10
TJ but with MDQ greater than 50 GJ would not edséyidentified in its current
business systems, which would cause billing problehiso, it was unclear to Origin
whether such customers would be moved onto intenedéring and, if they were,
whether network users would be able to pass ondkeof the new meter.

Envestra responded to some of these concernsresii®nse to the draft decision.
However, the AER considers that Envestra’s respdnss not satisfactorily address
these concerns. Envestra indicated that the artemill only apply to new customers
or those seeking to upgrade capacity. In the AERR®, this suggests that there is no
significant issue in terms of existing customensvéstra stated that customers
captured by this criterion will not pay a sepaiciarge for an interval meter.
However, the AER considers that this does not ntleainthe customer will not
ultimately meet the cost of this additional equipintarough the demand charges.
Envestra did not address at all the administrathy@ications of re-introducing this
approach. The AER notes that Envestra had prelyioased that this approach was
dropped in its earlier access arrangement periodder to simplify administration
arrangement$: The AER therefore considers that its reintroductiould increase
administrative costs.

The AER raised the same concerns with APT Allgdsckvoriginally proposed a
similar criterion without sound justification. APAllgas subsequently removed the
additional criterion from its revised access areangnt proposal accepting that such a
criterion raised administrative issues given thatieely small number of customers
affected.

Based on the considerations above, the AER corssillertransaction costs of
Envestra’s proposed MDQ criterion for volume custosrare not consistent with r.
94(2) of the NGR.

19 EnvestraRevised Qld access arrangement informatiarch 2011, Attachment 14-3

(confidential).

1 EnvestraAccess arrangement informaticBeptember 2010, p. 41.
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11.4.2.2 Tariffsfor 2011-12

The AER proposes to recalculate the tariffs for22Q2 from those proposed by
Envestra. These tariffs reflect the various revisiproposed by the AER which are
set out in this decision. The AER notes AGL'’s canseaegarding rebalancing of the
2011-12 tariffs. Chapter 12 discusses the issuelzlancing in the context of annual
tariff variations.

11.5 Conclusion

The AER considers that the tariffs proposed by Btraemeet many of the
requirements of the NGR, including r. 48(21)(d){i))72(2)(j)(i), r. 93, r. 94(1), r.94(4)
and r. 96. However, the AER does not approve thewng aspects of Envestra’s
access arrangement proposal, as they do not comiplyhe NGR:

= all reference tariffs—all reference tariffs requan@endment to reflect
amendments to total revenue and demand set obapters 9 and 10

= definitions of demand and volume customers basezbosumption and
demand—Envestra’s access arrangement proposahdoesmply with r. 94(2)
of the NGR.

To address each of these, the AER proposes th&aoesiset out in section 11.6.

11.6 Revisions

The AER proposes the following revisions:

Revision 11.1: remove the additional 50 GJ criterion for ideyitiy demand haulage
reference service customers.

Revision 11.2: delete tables 1-3 of Annexure B of the revisezkas arrangement and
replace with following updated tables:

Tablel: Tariff R (Domestic Haulage Reference Service) - GST exclusive dollars

Charges Brishane & Riverview Northern Zone
Zone

Fixed Charge ($/day) 0.36 0.36

For the first 0.0082 GJ of Gas delivered 23.63 25.97

during a network day

For the next 0.0192 GJ of Gas delivered 16.87 18.54
during a network day

All additional GJ of Gas delivered during a 8.02 8.80
network day
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Table2: Tariff C (Commercial Haulage Reference Service) - GST exclusive dollars

Charges Brishane & Riverview Northern Zone
Zone

Fixed Charge ($/day) 0.33 0.33

For the first 0.2 GJ of Gas delivered during 17.34 19.04

a network day

For the next 0.3 GJ of Gas delivered during 15.82 17.42

a network day

For the next 0.5 GJ of Gas delivered during 15.35 16.87

a network day

For the next 1.0 GJ of Gas delivered during 14.55 16.05

a network day

For the next 5.0 GJ of Gas delivered during 12.74 13.87

a network day

All additional GJ 9.56 10.49

Table3: Tariff D (Demand Haulage Reference Service) - GST exclusivedollars

MDQ at delivery point Tariff Zone

Brisbane Northern Riverview
50 GJ or less ($/GJ) 8,981.10 9,672.67 8,461.30
Plus $/GJ of MDQ
Next 75 GJ 84.58 92.89 8.91
Next 150 GJ 46.59 50.85 8.53
Next 250 GJ 18.61 20.15 7.83
Next 500 GJ 8.49 9.06 7.79
Next 10,000 GJ 4.30 4.71 7.76
Additional GJ 4.30 4.71 7.76
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12 Tariff variation mechanism

An access arrangement is required to set out how tariffs may be varied during the
access arrangement period. Envestra has proposed a tariff variation mechanism that
allows tariffs to be adjusted by inflation and, where applicable, an X factor each year.
In addition, Envestra has proposed a mechanism for adjusting tariffsin the event of
an approved cost pass through.

The purpose of the tariff variation mechanismis, amongst other things, to permit the
building block revenues to be recovered over the access arrangement period smoothly
and to take account of actual inflation.

The AER approves the tariff variation mechanism proposed by Envestra as complying
with r. 92(2) of the NGR. However, it has varied the value of the Y factor in the
rebalancing formula. The X factors have also been revised to reflect the changesto
the forecast total revenue identified in other chapters of this decision.

Envestra has broadly accepted the cost pass through mechanism as specified in the
draft decision, but has proposed a number of further revisions. The AER has accepted
several of these proposed revisions, and a number of applicable revisions proposed
by APT Allgas in its simultaneous access arrangement proposal where the AER
considers the revisions better promote the requirements of the NGR and NGL.

Certain requirements of the annual tariff approval process have bee revised by the
AER. The proposal for the coming tariff year must be lodged 50 business bays before
the end of the current tariff year. The quantity data used in the variation formulas
must be audited.

12.1 Regulatory requirements

Rule 72(1)(k) of the NGR requires that the accesmgement information for a full
access arrangement proposal must include the sgmawider’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 otrex course of an access arrangement
period. Rule 92(2) of the NGR provides that therefce tariff variation mechanism
must be designed to equalise in present value tEnmsast revenue from reference
services over the access arrangement period armpbthen of total revenue allocated
to reference services for the access arrangementipe

Rule 97(1) of the NGR requires that a referend#f taariation mechanism may
provide for variation of a reference tariff in acdance with a schedule of fixed
tariffs; or in accordance with a formula set outhe access arrangement; or as a
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 rexeto be derived from a particular
combination of reference services; or tariff bagkéte control; or revenue yield
control; or a combination of all or any of thesetéas.
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In deciding whether a particular reference tardfiation mechanism is appropriate to
a particular access arrangement, the AER must fie@yaad 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 torHevant 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 referena#f tariation mechanism must give
the AER adequate oversight or powers of approvat gariation of the reference
tariff.

12.2 Revised access arrangement proposal

In its draft decision, the AER required various andreents regarding Envestra’s
propose tariff variations. These amendments related

®=  The annual tariff variation mechanism

®=  The cost pass-trough mechanism

® The process for annual tariff variation approval
Envestra’s responses to these matters follow.

12.2.1 Annual tariff variation mechanism

12.2.1.1 Revenue equalisation

Envestra revised the X factors in the tariff cohtnod rebalancing formulas based on
the various changes it had made to its revisedgs@pconsistent with r. 92(2) of the
NGR.

12.2.1.2 Tariff control and rebalancing formulas

Besides revising the X factors, Envestra made unbhhér change to the control
formula approved in the AER’s draft decision.

Envestra rejected the AER’s draft decision that¥Hactor for the rebalancing (side
constraint) formula should be 2 per cent. It pragabthat the Y factor for the side
constraint formula should be 10 per cent or attlrasess than 5 per cehEnvestra
considered that the AER’s draft decision of a Ytdaof 2 per cent, as distinct from
Envestra’s proposal of 10 per cent:

® js impractical in the context of ordinary pricingguirements;
® s inconsistent with the AER’s position in receptisions;

= adopts an electricity industry framework which daes have the variations in
volumes experienced in the natural gas industrg; an

EnvestraRevised Qld access arrangement information, Attachment 15-2, March 2011.
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= hinders Envestra’s ability to rebalance its tariiich directly inhibits the
incentive powers within the control mechanism delé¢or Envestra, being a
weighted average price cap and not a price cap.

Envestra stated that it currently has an abilitytitise rebalance tariffs, subject to
side constraints, to ensure that it remains abtedover its allowed revenue when
volume changes occur. These volume changes occarrémge of reasons, being
economic (customers closing facilities) or envir@mtal (weather patterns leading to
lower demand for heating loads) and are part obtldenary operation of a gas
distribution business. The choice of a weightedaye price cap control mechanism
allows Envestra to follow these loads, adjustingfsawhen volumes change in order
to ensure that all customers continue to pay fer#turn on and of the network and
operating costs overall.

Envestra also argued that the electricity industsydistinct from the gas industry,
experiences reasonably stable growth in demand@indhe, both of which
invariably rise and have risen over the last 20y@aa demonstrable way. Natural
gas, however, being a fuel of choice, being healélgendent on the foresight of
developers and being directly correlated to econgrowth and weather patterns,
experiences significant variability from year taayeEnvestra stated that the AER’s
adoption of a 2 per cent side constraint is theeciivappropriate and beyond any
reasonable basis of support.

Envestra argued that the AER has an obligationun®¥(3) of the NGR, in
deciding whether a particular reference tariff @aon mechanism is appropriate to a
particular access arrangement, to have regard to:

= the regulatory arrangements (if any) applicabltheorelevant reference services
before the commencement of the proposed referami¢ieviariation mechanism;
and

= the desirability of consistency between regulasmnangements for similar
services (both within and beyond the relevant glicison).

The current regulatory arrangements provide fada sonstraint value of

2.5 per cent, which Envestra suggested had cawssitlerable issue for it in
rebalancing its tariffs and has not allowed Enzesiruse the WAPC to rebalance its
load. Envestra stated that the AER, in makingésision, has not considered the
background information provided by Envestra intiefato its issues with the current
2.5 per cent constraint, nor the gas industry $ipeeiasons for allowing the

10 per cent value for Jemena, which are relevarEhwestra.

12.2.2 Cost pass through mechanism

Envestra broadly accepted the AER’s approach tadkepass throughs, and
incorporated many of the AER’s required revisfoowever, Envestra proposed
further revisions to:

2 EnvestraRevised Qld access arrangement proposal, March 2011.
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= the materiality threshold: event costs should Isessed against the smoothed
forecast revenue in the year the costs are ficstried.

= the procedure for cost pass through event varistiBnvestra should notify the
AER of cost pass through events when event cdsésthey are known or can
be estimated.

= definitions of specific cost pass through events :

* insurance cap event — delete the following wordmfthe definition: “this
event excludes all costs incurred beyond an ingeraap that are due to
Envestra’s negligence, fault, or lack of care”.

= network user failure event — add the words ‘becomsslvent or’ after the
words ‘whereby an existing network user’.

= regulatory change event - delete the word ‘substiiyitirom the definition

service change event - delete the word ‘substéyitiedm the definition

Envestra also proposed to include a new ‘Insursslrency’ event,
defined as: “an ‘insurer insolvency event’ mearesitisolvency of an
insurer resulting in material losses to Envestra essult of unsatisfied
claims”.

12.2.3 Annual tariff variation approval

12.2.3.1 Submission date

Envestra does not support the AER’s draft decithahwould require Envestra to
notify the AER of a tariff variation 50 days prito commencement. Envestra
proposed a continuation of the current 35 busidags. Envestra argued that the
AER'’s draft decision is not consistent with r. (€3 of the NGR which require the
AER to have regard to “the possible effects ofréference tariff variation
mechanism on administrative costs of the AER, #@reise provider, and users or
potential users”. In considering its position bistissue, Envestra charges that the
AER has had regard only for its own administratioests.

Envestra acknowledged that the proposed 20 bustizgssmay not give the AER
sufficient time to consider tariff variations. Hoves the proposed submission date of
around 15 April is before the date at which the ABRases the March Quarter CPI
(normally late April). Envestra claimed that thiming is unworkable and denies it
the opportunity to properly consider changes teregice tariffs in submitting those
changes to the AER. This is not an efficient outedraving regard for the
administrative costs of preparing the same subondsvice.

Envestra proposed a continuation of the curreriugness days. Envestra stated that
this would provide it with approximately 8 businekzs/s from the release of the
March CPI to prepare a submission and the AERaat lihis amount of time to
approve those tariffs.
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12.2.3.2 Auditing requirements

Envestra rejected the requirement that it providawdited statement to support the
gas quantity inputs in the tariff variation formulaargued that this decision is not
consistent with r. 97(3)(b) of the NGR which reguine AER to have regard for “the
possible effects of the reference tariff variatioachanism on administrative costs of
the AER, the service provider, and users or paéuosers”. Envestra stated that the
AER had not had regard to Envestra’s administratogts. Envestra also notes that:

=  Past annual tariff adjustments have been approye¢debAER without the
requirement of independently audited/verified quteast— Envestra is unaware of
any issues with the quality of this data as no eame have ever been raised by the
AER to date; and

= The requirement for an audit or verification of gtikes is a new administrative
cost (approx $15,000 - $20,000 per annum per né&worbe borne by Envestra
customers without any recognisable public benefitany identifiable issue with
the current data that requires such an audit.

12.2.3.3 Provision of quarterly data

Envestra rejected the draft decision requiremaeattittprovide annual data in
quarterly form. Envestra argued that the draftgleniis not consistent with r.
97(3)(b) of the NGR which require the AER to haggard for “the possible effects of
the reference tariff variation mechanism on adnmais/e costs of the AER, the
service provider, and users or potential users”cansidering its position on this
issue, the AER has not had regard for Envestratsradtrative costs. Quarterly data
serves no purpose in the tariff variation mecharasichimposes an increased
administrative burden on Envestra which is notifiakiie. A single annual value is
sufficient for the tariff approval process and bagn used in each of the past AER
decisions for Envestra. If quarterly data is reggijrand the effort in providing this
should not be underestimated, then the reasorikifodata should be clearly
established by the AER. Envestra therefore propibetshe AER remove this
requirement having had regard for r. 97(3)(b) ef RER?

12.2.3.4 Rounding convention

In response to Amendment 12.4, Envestra submitiatd t
= Tariffs for reference services will to be roundedwo decimals; and
= Tariffs for ancillary services will be rounded sutiat:
=  Where the tariff for an ancillary service (as vdjies less than $20, the

reference tariff (as varied) will be rounded to tiearest 10 cents (with five
cents rounded upwards)

EnvestraRevised Qld access arrangement information, Attachment 15-2, March 2011, p.3.
EnvestraRevised Qld access arrangement information, Attachment 15-2, March 2011, p.4.
EnvestraRevised Qld access arrangement information, Attachment 15-2, March 2011, p.4.
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=  Where the tariff for an ancillary service (as vdjies $20 or more, the
Reference Tariff (as varied) will be rounded to tiearest dollar (with 50
cents rounded upwards).

12.3 AER’s consideration

In its draft decision, the AER required various anments regarding Envestra’s
propose approach to tariff variations. These ameamisrelated to:

®  The annual tariff variation mechanism
®= The cost pass through mechanism

=  The approval process for annual tariff variations

These matters are discussed below. No submissieresreceived in respect of these
matters.

12.3.1 Annual tariff variation mechanism

12.3.1.1 Revenue equalisation

The AER considers that Envestra’s annual tariffateen mechanism does not
comply with r. 92(2) of the NGR, as the X factoos feference services must be
amended as set out in revision 12.1. The revisé&trs reflect the changes to
forecast total revenue in the access arrangemeiodp&hich occurs as a result of
changes to the building block components that nugketal revenué Further,
amendment in forecast revenue is required to tefle@nges to forecast demand. The
changes in total revenue are outlined in the tetaénue chapter 9 and changes to
forecast demand are outlined in the demand chaptef this draft decision.

12.3.1.2 Tariff control and rebalancing formulas

The AER accepts Envestra’s control formula, suli@the revisions to the X factors
as discussed above.

The AER considers that that a Y factor of 2 pert ceappropriate for the rebalancing
(side constraints) formula. Envestra is regulatedien a weighted average price cap
(WAPC). A WAPC, as Envestra notes, is not a sinppiee path and therefore allows
for some rebalancing of tariffs. However, a WAP@Is0 not a revenue cap. Under a
WAPC a service provider is still exposed to thé& tisat forecast demand will be
greater or lesser that what was expected at theedirthe reset. Other things being
equal, Envestra can receive greater revenues teenfarecast under a WAPC where
actual demand exceeds that which was forecast. &Zsaly, it will earn lower
revenues than expected if demand is less thandem forecast. Envestra naturally
wishes to minimise adverse outcomes from forecastse

How restrictive the side constraints should bensadter of judgement for the AER.
The side constraints are applied over a WAPC td Bnservice provider’s ability to
rebalance tariffs, so as to provide some pricirmgpagty for customers. If Envestra

were regulated under a simple price path, therdomMo® no need for any side

® NGR,r.76.
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constraints and, subject to within period chanfmsgxample, inflation), customers
would have pricing certainty for the access arramg@ period. How restrictive the
side constraints should be therefore requires badgrthe service provider’'s and
customers’ respective concerns.

The AER’s judgement on the side constraints has berened by considering various
issues, including:

®= The side constraints only apply four out of theefixears of the access
arrangement period. To encourage consistency Withegulation of electricity
businesses the AER considers that the side comististiould not apply in the first
year of the regulatory period. This provides sigaifit scope for rebalancing of
tariffs.

=  Envestra proposed rebalancing tariffs in 2011-12tover more from fixed, as
opposed to variable, charges. This change hasdseepted by the AER and has
reduced the risk of the consumption of gas usélisgd As noted in chapter 11,
AGL submitted that for the first 0.2 GJ per da thsidential tariff will increase
240 per cent in 2011-12, while the commercial tasifncreasing by 21.6 per cent
for the first 0.2 GJ per day in 2011-3t response, Envestra considered that
AGL had made an error in its calculations and dt#te maximum impact would
be 16.5 per cent for those customers with verydaw consumption (likely to be
“cooker only” customers)Based on the revised 2011-12 tariffs in this denis
the AER has determined that fixed charges for velwostomers (both residential
and commercial) will rise by 22 per cent regardiefssonsumptiort?

= Envestra proposed a new volume class for commean@industrial customers
from 1 July 2011. This change has been approvadd}ER in response to
Envestra’s concerns regarding rebalancing in thleeeaccess arrangement
period. This change will allow Envestra to rebakaris volume tariffs more than
it was able during the earlier access arrangenanig Envestra acknowledged
this outcome suggesting the change would imprevahtlity to respond to
changes in customer behaviour over tithe.

= The Y factor used for Envestra during the earleereas arrangement period was
2.5 per cent. Envestra proposal represents a éddifdosening of this constraint.
While 2 per cent is on the face of it a tighter stoaint, this change is not as
significant in relative terms and needs to be asskagainst other considerations.

= While electricity demand for electricity may beimg more significantly than gas,
this does not mean that the side constraints feragd electricity need to be
different. The risk faced by a service provider ema WAPC is that demand will
differ from forecast, not the trend in the foresastemselves. In assessing
Envestra’s demand forecasts in chapter 10, the &R account of expected

" AER, Draft Decision, p.180.

8 AGL, Submission to the draft decision, 27 Apfiila, p.1.

Envestra, Email to the AERW: Response to AGL submission on the Envestra Queensland

revised Access Arrangment proposal, 17 May 2011.

% The fixed charges for 2010-11 were $0.296 pevowk day, based on a $0.236 fixed supply
charge plus a $0.06 fixed FRC charge.

1 EnvestraRevised Qld access arrangement information, Attachment 14-3, March 2011, p.3.
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trends in gas consumption. These expectations ¢féeetively been embodied in
the X factors that have been determined. The AERnbareason to believe that
variations against these demand forecasts arg ligdde any greater, or biased in
a particular direction, than the variations facgdh electricity distributor.

= As noted by Envestra above, there can be a vafegasons for changes in
demand and some of these causes may be beyondiais/esntrol. Rebalancing
tariffs is one way to manage the potential downsisle How Envestra plans and
operates it network are other ways it can mitigeggative demand outcomes. The
AER would not wish to discourage Envestra’s effantthese areas.

=  While the AER approved a Y factor of 10 per cemtJemena, the AER has been
refining its view on the application of side comagtis as it has taken on the
responsibility for additional jurisdictions. The REwill continue to review the
application of side constraints as it assessesut@mmes across all jurisdictions.
The Y factor is 2 per cent for all electricity DNSFAPT Allgas in its revised
access arrangement proposal accepted the AERsd@@sion of a Y factor of 2
per cent.

Based on the considerations above, the AER congidér Y factor of 2 per cent is
appropriate. It provides Envestra with sufficiecbge to rebalance its tariffs, while
providing reasonable pricing certainty for custospat least for the final four years of
the access arrangement period.

12.3.2 Cost pass through mechanism
The AER’s considerations on Envestra’s proposesias are set out as follows:

= gpecific event definitions
* insurance cap change event
= insurer insolvency event
= network user failure event
= regulatory change event
= other event definition issues

= procedure for cost pass through event tariff vemnest

= materiality threshold

12.3.2.1 Specific event definitions

Envestra has made many of the amendments requiréet IAER in its draft decision,
but has subsequently proposed several furtherioegisExcept for the insurer
insolvency event, the AER rejects all of Envestma@posed revisions. In addition,
the AER has made a number of revisions proposesFdyAllgas in its ongoing
access arrangement reviéiin effect, these revisions will apply to both mesises.

12 APT Allgas,Revised access arrangement proposal, March 2011, pp. 98-99.
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The AER considers that this approach will resulh icost pass through framework
that best promotes the national gas objective @detvenue and pricing principlEs.
A summary table of the revisions is provided intieecl12.5. The AER'’s final
amendments to specific events are set out in mevik2.3.

In its submission, Jemena identified that Envesfarred to both the specific cost
pass through events and events prompting mid-peexdws of the access
arrangement as ‘trigger event§ The term ‘trigger events’ appears in r. 51 of the
NGR, which provides that an access arrangemerwedate can be brought forward
by the occurrence of specific ‘trigger events’. Quass throughs and the review of
access arrangement are two separate mechanisrgaatefor different regulatory
purposes. Therefore, the AER considers that ircdimeext of tariff variation
mechanism, references should be made to ‘costtpamssyh events’ rather than
‘trigger events’. This distinction will promote &earer and more transparent cost pass
through mechanism, which is in the long term indes®f users, prospective users and
Envestra.

I nsurance cap event

The AER does not accept Envestra’s revised accemsggment proposal to exclude
insurance costs over Envestra’s insurance polmit that arise as a result of
‘negligence, fault, or lack of care’. The AER caiesis that a pass through regime
should not limit the incentives of a service praritb act efficiently, prudently and
responsibly’. If Envestra was compensated for all costs exogealh insurance cap
due to its ‘negligence, fault, or lack of care'wbuld face a diminished incentive to
avoid negligent behaviour.

In the revised access arrangement proposal, Eavagdbmitted that in the absence of
a cost pass through above the insurance cap, Eawestild have to insure for a
higher level of public liability cover® This would lead to a rise in insurance
premiums and consequently, opex. Similar argum@ats raised in the Victorian
DNSPs final decision, and were rejected by the AER.

The AER does not accept Envestra’s proposed revisio the basis that it does not
promote the long term interests of users or praspeasers as required under the
national gas objectivé

Insurer Insolvency Event

The AER accepts in principle Envestra’s proposatitexhal event, and considers it
addresses a circumstance where Envestra may faeeahaosts but is not in a
position to mitigate the risk of the event occugrirlowever, the AER does not
consider the definition proposed by Envestra wéfscgently clear. The AER
considers that new event is to be included viasiewito the ‘insurer credit risk
event’, by adding the following text at the endlué definition:

* NGLs. 23 and NGL s. 24.

14 JemenaAER draft decisions for Envestra Ltd access arrangement proposals for the South
Australian and Queensland gas networks, April 2011, pp. 3-4.

> AER, Final decision, Victorian distribution determination, June 2010, pp. 794-798.

6 EnvestraRevised Qld access arrangement information, Attachment 15-2, March 2011, pp. 6-8.

7 AER, Final decision, Victorian distribution determination, October 2010, pp. 792-793.

* NGLs. 23.
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(c) incurs additional costs associated with saififag an insurance claim,
which, would have otherwise been covered by theliest insurer.

The AER notes that a similar proposal for the ismu of this event was accepted in
the final decision for the Victorian DNSPS.

Network User Failure Event
The AER does not accept Envestra’s proposed revisio the basis that:

= Envestra should manage the risks of network usaivency within its business.
It can accurately assess those risks and adopbygee mitigating measures.

= providing full recovery of costs would be inconsist with the revenue and
pricing principles under s.24 of the NGL, which ueg the AER to provide
incentives for the service provider to act effi¢cignin this case, the AER
considers that including a network user insolvesasnt would have the effect of
reducing Envestra’s incentive to efficiently managenmercial risk.

The AER considers that Envestra is the body thbést placed to establish
appropriate prudential requirements to guard agé#nesrisk of network user
insolvency. As such, users and prospective usexdédimot be unduly burdened with
the risk imposed by the proposed revision. If Eineewas compensated for any costs
arising from user default, it would reduce the moee for Envestra to establish
appropriate prudential requirements in higher cgktomers.

In its revised access arrangement proposal, Eravestisidered the AER'’s definition
did not provide Envestra sufficient protection agaithe losses it would suffer as a
result of a network user’s potential insolverf@yEnvestra stated that its current
credit policy only offered limited protection. TR&ER considers Envestra is
responsible for management of its credit policynitigate these risks, and that the
proposed revision will distort this appropriatedrade of risk. The AER therefore does
not accept Envestra’s proposed revision, as it doeprovide efficient incentives for
the service provider, or appropriately balancerisle of network user failure.

Regulatory change event

The AER considers the definition of ‘regulatory nga event’ should be amended so
as to eliminate any potential overlap between tbégulatory change event’, ‘service
standard event’ and ‘tax change event’. The AERsiars that the draft decision
definition of the ‘regulatory change event’ mayegially encompass a change in
service standard or a tax event. In order to agoigdoverlap in the event definitions,
the AER considers that definition should be amermzethserting the following

words as a subclause at the beginning of the defnifalls within no other category
of cost pass through event'.

The AER has also amended the definition of a regutahange event to directly
accommodate the imposition of new regulatory rezquents, or the removal of
existing regulatory requirements. This revision wegposed by APT Allgas, and the

19 AER, Final decision, Victorian distribution determination, June 2010, p. 784.
2 EnvestraRevised Qld access arrangement information, Attachment 15-2, March 2011, pp. 8-9.
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AER considers it improves the clarity of the eveetinition, while remaining
consistent with the intention of the event.

Other definition issues

The AER has identified a minor error in the dradtidion, identified by APT Allgas.
The words ‘regulatory control period’ should beleged by the words ‘access
arrangement period’. The AER accepts this amendioegrisure consistency with
gas services terminology, and has incorporateditendment in revision 12.3.

The AER also accepts Envestra’s proposal that tirel vgubstantially’ should be
removed from the definition of a ‘regulatory chareyent’. APT Allgas also proposed
to remove the word from the definitions of the wégory change’ event and the
‘service standard’ everft

The AER considers:

= the word ‘substantially’ is a qualitative and unidetl concept, and would
therefore introduce uncertainty and ambiguity far service providers and the
network users; and increase administrative costh®AER

= the deletion of the word is consistent with the A&&oproach to defining specific
cost pass through (or trigger) events — that igingea clear set of events that
could appropriately balance the distribution oksi®etween service providers and
network users

= the deletion of the word is therefore consistenhhe national gas objectives in
the NGR and the revenue and pricing principleh&NGL.

For the reasons above, the AER accepts Envestndsed access arrangement
proposal to delete the word ‘substantial’ from dedinition of the ‘service standard
event’, and considers it should also be deletedrégeilatory change’ event.

12.3.2.2 Procedure for cost pass through event variation

Envestra amended its process for cost pass throngfissaccess arrangement as
required in the AER’s draft decision, but includather revisiong?

The AER accepts Envestra’s proposed revisions. @/her costs of a cost pass
through event take longer than 90 days to calcaateverify, the AER considers
Envestra should not be limited from passing throsigth an event. The revised
process proposed by Envestra is largely consistghtthe process for cost pass
through assessments under the NER. The AER wiisgssnvestra’s proposed costs
or estimates against the requirements under the AlBIRNGL before approving any
such pass through application.

The AER considers Envestra’s proposed revisioreems the flexibility of the cost
pass through mechanism, while ensuring the ap@tapbialance of risk sharing
between Envestra and its users.

2L APT Allgas,Revised access arrangement submission, March 2011, p. 98; APT AllgaRevised
access arrangement proposal, March 2011, p. 17.

22 EnvestraRevised Qld access arrangement information, Attachment 15-2, March 2011, pp. 4-5.
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12.3.2.3 Materiality threshold

Envestra amended its access arrangement to inttled®ER’s materiality threshold,
but proposed a revision that materiality be deteeairelative to the annual forecast
revenue in the first year that costs from the eeeatncurred®

The AER does not accept Envestra’s proposed reviaiod maintains its draft that
costs incurred from an eligible cost pass througineshould be assessed against one
per cent of the smoothed forecast revenue in thesytbose costs are incurred. The
purpose of the materiality threshold is to enshed &ligible event costs leading to a
high magnitude financial impact on Envestra capdssed through, while preserving
the incentive for Envestra to efficiently mitigdteese ongoing costs. By assessing all
ongoing costs against one per cent of the revanoae year, Envestra’s proposed
materiality threshold significantly lowers the effiwe materiality of event costs. This
in turn diminishes Envestra’s incentive to mitigateent costs, and disproportionately
burdens users with risk.

12.3.3 Annual tariff variation approval

12.3.3.1 Submission date

The AER does not accept Envestra’s proposed deafdirsubmitting its annual tariff
variation proposals. The AER does not accept Ereesissertion that the AER only
had had regard to its own administration costsaiking its draft decisiofi' The AER
Is mindful of not only its administration costs tlalso the administration costs to
Envestra and the various users or potential ugaregipelines consistent with
r.97(3)(b) of the NGR. Retailers and other cust@amered time to implement and
respond to annual price changes. By bringing tipeayal of prices forward the AER
considers that the administration costs of thesews users can be reduced. The
updating for March CPl is a relatively straight@rd matter. If a template like the
one used during the earlier access arrangemewidpsare used, the updating of
figures should be a straight forward process. Tange in CPI affects all tariffs in a
symmetrical fashion, so this should not affectreatively of any rebalancing of the
tariffs. Should the publication of the March CPIdedayed, this could be updated
during the assessment period. For the reasonseditin the draft decision, the AER
considers that 50 business days notice is necesaonduct its own assessment and
still provide users (such as gas retailers) wilsomable notice of the tariff variations.
Consistent with r. 97(3)(b) of the NGR, the adntiaive costs for users could be
quite significant if they do not have sufficienne to implement or adjust to annual
tariff variations. Accordingly, the AER rejects Egstra’s revised access arrangement
proposal on this matter and requires the annui tariation to be submitted 50
business days before 1 July each year.

12.3.3.2 Auditing requirements

The AER considers that the quantity data usedeartdhff control and rebalancing
formulas should be audited. The AER does not atipatat has not given regard to the
administration cost of the auditing requirementse Tosts of administrating the
annual price approval process are a concern thaisisd by service providers across
jurisdictions and industries. The AER must balatese concerns against the need

23
24

EnvestraRevised Qld access arrangement information, Attachment 15-2, March 2011, pp. 5-6.
EnvestraRevised Qld access arrangement information, Attachment 15-2, March 2011, p.3.
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for robust data upon which price will be set. THeRAconsiders that Envestra should
conduct an audit of the quantity data used to sdpysopricing proposals. A moderate
(negative) assurance audit is required from Enaestfhe level of audit assurance
reflects on one hand the costs and time involvesigh audits and the need for robust
data on the other. However, the AER reserves tie to require a reasonable
(positive) audit assurance of the quantity datdénfuture.

12.3.3.3 Provision of quarterly data

The AER agrees with Envestra that quarterly denukatd is not necessary for pricing
purposes. Such information may be required if &ebeihderstanding were required of
seasonal variations in demand. However, this wbald matter best dealt with as part
of the annual reporting requirements. The AER mewohat surprised that Envestra
should state that the effort in providing quartetita should not be underestimatgd.
The AER would have thought that this informationulbbe readily available through
Envestra’s billing systems.

12.3.3.4 Rounding convention

The AER accepts Envestra’s proposed rounding cdioreas being consistent with r.
97(3) of the NGR.

12.4 Conclusion

The AER did not accept the revised tariff variatrnoachanism proposed by Envestra
as it does not comply with r. 92(2) of the NGRemts of the value of the X and Y
factors.

The AER’s conclusions on specified cost pass thiawgnts are set out in table 12.1,
and its conclusions on other issues regardingdakepmass through variation
mechanism are set out in table 12.2. Where the A&Raccepted a revision from
either business, it has incorporated the revigitmits decisions for both Envestra
and APT Allgas. The AER considers these revisi@ssilt in a cost pass through
mechanism that promotes the long term interestiseis, prospective users, and
Envestra.

% ASAE 3000 is the relevant audit standard.
% EnvestraRevised Qld Access Arrangement Information, Attachment 15-2, March 2011.
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Table 12.1;

Defined cost pass through events — Revised proposaind AER’s

conclusions
Cost pass Revision Revision proposed AER'’s conclusion
through events proposed
by
Regulatory change Envestra Delete the word ‘substantially’ Acceptyé&sira’s proposed
event revision
Regulatory change APT Allgas  Delete the words ‘substantiallyRejects APT Allgas’s
event affects the manner in which  proposed revision, but accepts
APT Allgas provides referencethe deletion of the word
services (as the case ‘substantially’.
requires)’.
Service standard Envestra Delete the word ‘substantially’ Acceptyé&sira’s proposed
event revision
Tax change event APT Allgas  Include new definitions Accepts APT Allgas’s revised

Network user failure Envestra
event

Insurer Credit Risk  APT Allgas
Event

Insurance cap event  Envestra
Natural disaster APT Allgas
event

Insurer insolvency  Envestra

event (new cost pass
through event)

Carbon pricing event APT Allgas
(new cost pass
through event)

relating to ‘Tax’ and
‘Authority’ in the glossary

Add the words ‘becomes
insolvent or’ after the words
‘whereby an existing network
user’.

Delete the word ‘nominated’

Delete the words:etlent
excludes all costs incurred

beyond an insurance cap that

are due to Envestra’s
negligence, fault, or lack of
care’.

Substitute ‘regulatory control
period’ for ‘access
arrangement period’, and
substitute ‘forecast operating
expenditure’ for ‘approved
revenue requirement’

Add an ‘insurer insolvency
event’ by inserting :

“An ‘insurer insolvency event’
means the insolvency of an
insurer resulting in material
losses to Envestra as a result
of unsatisfied claims.”

proposal.

Rejects Envestra’s proposed
revision

Accepts APT Allgas’s new
definition

Rejects Envestra’s proposed
revision

Accepts ‘access arrangement
period’ revision, but rejects
‘approved revenue
requirement’ revision.

Accepts APT Allgas’s revised
proposal in principle.
However, this new event is
added by revising the ‘insurer
credit risk event’. Revision
requires adding the following
text at the end:

“(c) incurs additional costs
associated with self funding
an insurance claim, which,
would have otherwise been
covered by the insolvent
insurer.”

Proposed this event as a new Rejects APT Allgas’s

cost pass through event

proposed revision
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Table 12.2: Other cost pass through issues — Revised proposalsd AER’s

conclusions
Other matters Revision Revision proposed AER'’s conclusion
proposed by

Materiality threshold  Envestra Add the word ‘firgt’front of Rejects Envestra’s
the last word ‘incurred’ proposed revision

Materiality threshold APT Allgas Add the word ‘aralised’ in  Rejects APT Allgas’s
front of ‘impact’ proposed revision

Process for cost passAPT Allgas Gave the AER discretionto  Accepts APT Allgas’s

through applications extend the time required for  proposal inc principle,
notification of an event. but required an

alternative revision (as
proposed by Envestra).

Process for cost passEnvestra Proposed to notify the AER ofAccepts Envestra’s
through applications pass through costs when they proposed revision.
are known or can be
estimated.
Application of cost  APT Allgas Proposed that the AER shouldRejects APT Allgas’s
pass through event have discretion to allow mid- proposed revision.
variations period tariff changes where

the AER considers APT
Allgas’s financial viability is

at risk.
Pass through of APT Allgas Proposed that qualifying pass Rejects APT Allgas’s
costs in the through event costs incurred inproposed revision.
subsequent period the last year of the regulatory

period should be passed
through in the next access
arrangement period.

The AER does not accept Envestra’s proposed deafdirsubmitting its annual tariff
variation proposals. The AER requires the annudf tariation to be submitted 50
business days before 1 July each year.

The AER considers that the quantity data usedendhff control and rebalancing
formulas should be audited as discussed above.

12.5 Revisions
The AER proposes the following revisions:

Revision 12.1 amend the revised access arrangement to indhed®ifowing X
factors in the tariff control and rebalancing follasu

-5%in 2012-13;
- 5% in 2013-14;
—4 % in 2014-15;
-3 % in 2015-16.
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Revision 12.2 amend the revised access arrangement so th#tfdetor in the
rebalancing formula equals — 2 per cent.

Revision 12.3:amend section 4.5 of the revised access arrangeaadoliows:

Subject to the approval of the Regulator undeNG&R, Reference Tariffs may be
varied after one or more cost pass through eventisrs, in which each individual
event materially increases or materially decre#@sesost of providing the reference
services. Any such variation will take effect frahe next 1 July.

In making its decision on whether to approve trappsed cost pass through event
variation, the AER must take into account the folloy:

the costs to be passed through are for the delvigpipeline services
the costs are incremental to costs already alldemenh reference tariffs
the total costs to be passed through are buildogklcomponents of total revenue

the costs to be passed through meet the relevditndbGas Rules criteria for
determining the building block for total revenuedietermining reference services

any other factors the AER considers relevant amgistent with the NGR and
NGL.

Cost pass through events are:

a regulatory change event;
a service standard event;

a tax change event;

a terrorism event;

a network user failure event;
an insurer credit risk event;
an insurance cap event;

a natural disaster event;

Where

Regulatory change event-means:

An imposition of, a change in, or the removal eégulatory obligation or
requirement that:

(a) falls within no other category of cost pass throeghnt; and

(b) occurs during the course of an access arrangersentipand
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(c) affects the manner in which Envestra provides esfeg services (as the case
requires); and

(d) materially increases or materially decreases tlesanf providing those services.
Service standard event-means:
A legislative or administrative act or decisionttha

(a) has the effect of:

(i) varying, during the course of a access arrangeperad, the manner in
which Envestra is required to provide a referereise; or

(i) imposing, removing or varying, during the cours@wfaccess arrangement
period, minimum service standards applicable tag@ibed reference
services; or

(i) altering, during the course of an access arrangepagiod, the nature or
scope of the prescribed reference services, prongeEnvestra; and

(b) materially increases or materially decreases tkesdo Envestra of providing
prescribed reference services.

Tax change event-means:

A tax change event occurs if any of the followirggars during the course of an

access arrangement period for Envestra:

(a) a change in a relevant tax, in the applicationficial interpretation of a relevant
tax, in the rate of a relevant tax, or in the waglavant 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.

Tax means

Any tax, levy, impost, deduction, charge, ratbate, duty, fee or withholding
which is levied or imposed by @uthority.

Authority means

Any government, government department, instruntiéntdinister, agency,
statutory authority or other body in which a goweent has a controlling interest,
and includes thEMC, AEMO, theAER and theACCC and their successors.

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 persons (hreacting alone or on behalf of

in connection with any organisation or government)ich from its nature or context
is done for, or in connection with, political, gibus, ideological, ethnic or similar
purposes or reasons (including the intention tlwarfce or intimidate any government
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and/or put the public, or any section of the pybhdear) and which materially
increases the costs to Envestra of providing aeate service.

Network user failure event— means:

A network user failure event means the occurrefea @vent whereby an existing
network user is unable to continue to supply gasstoustomers, and those customers
are transferred to another network user, and wimaterially increases the costs of
Envestra providing reference services.

Insurer credit risk event—means:

An event where the insolvency of the insurers ofdstra occurs, as a result of which
Envestra:

(a) incurs materially higher or lower costs for inswrampremiums than those allowed
for in the access arrangement; or

(b) in respect of a claim for a risk that would havemesured by Envestra’s
insurers, is subject to a materially higher or lowlaim limit or a materially
higher or lower deductible than would have appiliader that policy; or

(c) incurs additional costs associated with self fugdin insurance claim, which,
would have otherwise been covered by the insolvesirer.

Insurance cap evert—means:

An event that would be covered by an insurancecpdlut for the amount that
materially exceeds the policy limit, and as a reBalvestra must bear the amount of
that excess loss. For the purposes of this costthasugh event, the relevant policy
limit is the greater of the actual limit from tinb@ time and the limit under Envestra’s
insurance cover at the time of making this accassmgement. This event excludes all
costs incurred beyond an insurance cap that aréoddevestra’s negligence, fault, or
lack of care. This also excludes all liability amig from the Envestra’s unlawful
conduct, and excludes all liability and damagesimagifrom actions or conduct
expected or intended by Envestra.

Natural disaster event—means:

Any major fire, flood, earthquake, or other natudslaster beyond the control of
Envestra (but excluding those events for whichrertieinsurance or self insurance
has been included within Envestra’s forecast opegaxpenditure that occurs during
the access arrangement period and materially isessifne costs to Envestra of
providing reference services.

Materiality threshold is defined as:

For the purpose of any defined cost pass throughtean event is considered to
materially increase or decrease costs where tlegitdnas an impact of one per cent of
the smoothed forecast revenue requirement spedifidee access arrangement
information, in the years of the access arrangemperndd that the costs are incurred.
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Revision 12.4:amend section 4.6.1 of the revised access arrageas follows:
4.6.1 Procedure for Cost Pass Through Event Variatn in Reference Tariffs

Envestra will notify the AER of cost pass througlerts within 90 business days of
the cost pass through event occurring, whethecakepass through event would lead
to an increase or decrease in Reference Tariffs.

When the costs of the pass through event incume&reown (or able to be estimated
to a reasonable extent), then those costs shalbiieed to the AER. When making
such notification to the AER, Envestra will provithee AER with a statement, signed
by an authorised officer of Envestra, verifyingtttiee costs of any pass through
events are net of any payments made by an insutbird party which partially or
wholly offsets the financial impact of that evemic{uding self insurance).

The AER must notify Envestra of its decision to l@me or reject the proposed
variations within 90 Business Days of receiving tiogification. This period will be
extended for the time taken by the Regulator taiolihformation from Envestra,
obtain expert advice or consult about the notiftrat

The AER will endeavour to make its decision on \wketEnvestra should vary
Reference Tariffs due to the occurrence of a cass$ phrough event within 90
business days of receiving a notification from Estree

However, if the AER determines the difficulty olsassing or quantifying the effect
of the relevant cost pass through event requingsduconsideration, the AER may
require an extension of a specified duration. TE&RAwill notify Envestra of the
extension, and its duration, within 90 businesssd#yeceiving a notification from
Envestra.

Revision 12.5:amend the revised access arrangement to inclusiguaement that
the annual tariff variation proposal be submittgdEinvestra 50 business days before
the end of each tariff year.

Revision 12.6:amend the revised access arrangement to inclueguaement that
the historical quantities used in the annual taqiproval process be subject to an
audit each year.
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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.

In its draft decision, the AER accepted some ofdhas and conditions but required
amendments in most of them. In response to thediaision, Envestra has:

= accepted most of the AER’s amendments

= partly accepted some with proposed modificationhéowording of the relevant
clauses

® not accepted other amendments and requested rasisio

The AER accepts most of Envestra’s proposed maitilifics to the wording of clauses
as they do not affect the substance of the clatismsever, the AER proposes not to
approve some of Envestra’s revised terms and donditThe AER considers the
amended provisions for these terms and conditietiebpromote the national gas
objective in s. 23 of the NGL. The AER considaasttie national gas objective
requires the AER to balance the interests of tineic®provider and users.

In its draft decision, the AER accepted Envestpatgposals in relation to queuing
requirements and the revision commencement dateeuired amendments
regarding the capacity trading requirements, exitens and expansions policy,
review submission date and the lack of a triggenévor the acceleration of the
submission date.

In response to the draft decision, Envestra revitedapacity trading requirements
and review submission date but did not accept cdheendments to the non-tariff
components. The AER accepts Envestra’s revisecitgpaading requirements,
review submission date and removal of the triggemnés for the acceleration of the
review submission date. However, the AER doesropbpe to approve part of
Envestra’s extensions and expansions policy asdfra/kas not justified a move
away from the draft decision.

13.1 Terms and conditions

13.1.1 Regulatory requirements

Rules 48(1)(d)(i) and 48(1)(d)(ii) of the NGR reua full access arrangement to
specify the reference tariff and other terms amitid@mns on which reference services
will be provided.

There are no specific rules in the NGR that gulieAER’s assessment of proposed
non-tariff terms and conditiorisHowever, in considering Envestra’s proposed terms
and conditions the AER has had regard to rule I@0eoNGR.

! This contrasts with section 3.6 of the Code, Whipecifically required the regulator to assess

whether the terms and conditions were reasonable.
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Rule 100 of the NGR requires that an access armaegemust be consistent with the
national gas objective and the rules and procedariesce when the terms and
conditions of the access arrangement are deternoinexvised. The national gas
objective is to promote efficient investment indagificient operation and use of,
natural gas services for the long term interestokumers of natural gas with
respect to price, quality, safety, reliability aseturity of supply of 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
. is consistent with applicable criteria (if any) gcebed by the NGL and NGR.

13.1.2 Revised access arrangement proposal

In the draft decision, the AER proposed 41 amendsnehich Envestra was required
to incorporate to the proposed terms and conditi@figre its access arrangement can
be approved. Envestra accepted most of the AERianed amendments and revised
its access arrangement proposal accordingly. How&verestra has only partly
accepted some of the amendments and proposed oaidifis to the wording of the
relevant clauses, and not accepted other amendnietie 13.1 summarises
Envestra’s response to the AER’s draft decisioteoms and condition’:

Table 13.1: Envestra’s response to the AER’s draft decision ragired amendments

Envestra’s response AER’s Draft decision amendments

Accepted 13.6, 13.7, 13.11, 3.12, 13.14, 13.15,6,3,3.17, 13.22, 13.26, 13.28,
13.29, 13.32, 13.33, 13.36, 13.39, 13.40 (total 17)

Partly accepted and proposed3.3, 13.4, 13.8, 13.9, 13.13, 13.18, 13.19, 1313®4, 13.25, 13.27,
modifications in the wording 13.34, 13.35, 13.38 (total 14)

Not accepted and requested 13.1, 13.2, 13.5, 13.10, 13.21, 13.23, 13.30, 13317, 13.41 (total
revisions 10).

Source: Envestr&evised Qld access arrangement informatistbtachment 16-1, March
2011; EnvestraRevised Qld access arrangement terms and conditasch 2011.

The reasons for Envestra partly accepting or nog¢@ting the amendments listed
above are set out in appendix A of attachment Boinitted with its revised access
arrangement proposal.

> NGL, s. 23.

% NGR, r. 40(3).

EnvestraRevised Qld access arrangement information, Attaetirh6-1 — Non Tariff
Componentsviarch 2011.

EnvestraRevised Qld access arrangement information, Attactirh6-1 — Non Tariff
Componentsyiarch 2011.
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13.1.3 Summary of submissions

The AER received a submission from AGL coveringea$p of the AER’s draft
decision and Envestra’s revised access arranggmamvsal AGL has mostly
accepted the AER’s consideration and proposed amemid in the draft decision.
However, AGL submitted that it was unable to idignth Envestra’s revised access
arrangement proposal the amendments required bdERerelating to delivery of gas
(clauses 2.4, 2.5 and 16.6), maximum hourly quatiause 4.2), maintenance and
renewal of metering equipment (clause 9.3), andihglover (clause 26.8).

The AER’s consideration of AGL’s submission is meH in detail in appendix D.

13.1.4 AER’s consideration

The AER’s assessment of Envestra’s proposed temchs@nditions and issues raised
in response to the AER'’s draft decision is setiouletail in appendix D and
summarised in the tables below. Appendix D covaig those amendments which
Envestra either did not accept or only partly ateegfor example, by proposing
alternate wording of the relevant clauses).

In assessing Envestra’s revised terms and condiiaod AGL’s submission the AER
has had regard to the national gas objective. THER Aonsiders that in order to
achieve the national gas objective the interestsotf consumers and gas pipeline
service providers need to be taken into accounhdhking the final decision, the AER
has reviewed Envestra’s revised access arranggraisal, including the revised
terms and conditions set out in annexure G, andidered the issues concerning
terms and conditions raised in submission.

Table 13.2 summarises the AER’s required amendntenésms and conditions

which Envestra accepted in part but proposed nuadifins to the wording of clauses.
The AER mostly accepts these modifications as titegot affect the substance of the
clauses proposed by the AER.

AGL, Envestra’s Qld gas network revised access arrangémmposal, Attachment, April 2011
and Origin,Envestra’s SA gas revised access arrangement pahpdgril 2011, pp. 1-6.
EnvestraRevised Qld access arrangement propasirch 2011; Envestr&Revised Qld access
arrangement information, Attachment 16-1 — Non ff&omponentsyiarch 2011 Envestra,
Revised Qld access arrangement terms and conditiasch 2011.
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Table 13.2: Summary of the terms and conditions partly acceptethy Envestra with
proposed modifications and the AER’s assessment

Matter AER draft Envestra's
decision T&C clauses
amendments (Annexure G)

Envestra AER’s assessment
response/

proposed

modifications

Gas specifications

Reduction in MDQ 13.8 7.7and 7.8

Request for explanation 13.9 7.5

Ancillary reference 13.13 18.2

services

Right to set off unpaid 13.27 25.2

amounts

Overdue interest/ Right to 13.18, 13.19 25.1, 25.3 and

suspend services/ and 13.20 26.2(a)

Termination by Envestra

Network user to assist 13.34and 30.1, 30.2 and
13.35 30.3

13.3and 13.4 12.6 and 13.5

Partly accepted and AER accepts Envestra’s

proposed proposed modifications

modifications to as they do not affect the

the wording of substance of the

clauses. clauses. No further
revision required by the
AER.

Delivery of gas

13.1and 13.2 2.4, 2.5 and

Not accepted and AER accepts Envestra’s

16.6 requested the AER alternative proposal to
to accept new withdraw new clauses
clauses 2.4, 2.5 and2.4, 2.5 and 16.6 and
16.6. If not, revert to the previous
Envestra proposed clause 2.2 in its earlier
to withdraw these access arrangement.
clauses and revert Envestra is required to
to the previous incorporate proposed
clause 2.2 in its revision 13. 1.
earlier access
arrangement.

Maintenance and renewal 13.10 9.3 Not accepted and AER accepts
of metering equipment provided sample  Envestra’s proposal
invoices. not to delete the
second part of clause
13.9.
Gas specifications: Notice 13.24 12.4 Partly accepted and\ER accepts Envestra’s
to Envestra proposed proposed modifications.
modifications to However, Envestra is
the wording of required to delete the
clause. words ‘to Envestra’ in
the heading of clause
12.4 as set out in
proposed revision 13.2.
Delivery pressure 13.25 14.2 Partly accepted ardER does not accept

excluded the word the amended clause and

‘contractor’. requires Envestra to
include the word
‘contractor as set out in
the proposed revision
13. 3.
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Envestra’s obligations 13.38 34.5 Partly acceptatl aAER accepts Envestra’s

proposed proposed modifications

modifications to to the wording of clause

the wording. 34.5 as it does not
affect the substance of
the clause.

Source: EnvestraRevised Qld access arrangement propdsiarch 2011; Envestr&evised Qld
access arrangement information, Attachment 16kdrch 2011 EnvestraRevised Qld
access arrangement terms and conditjdviarch 2011 and AER assessment.

Table 13.3 summarises the terms and conditionshaanvestra did not accept along
with the AER’s assessment and proposed revisions.
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Table 13.3:
AER’s assessment

Summary of the terms and conditions not accepted bgnvestra and the

Matter AER draft Envestra’'s Envestra’s response/ AER’s assessment/
decision T&C proposed revisions proposed revisions
amendments clauses

(Annexure

G)

Holding over 13.21 26.8 Not accepted and requesteER does not accept

the AER to explain the Envestra’s proposal to
circumstances in which delete clause 38.2. Envestra
Envestra can negligently  is required to amend this
continue to deliver gas clause as set out in the
without an end use proposed revision 13.4
consumer.

Automatic 13.23 38.2 Proposed to delete this AER accepts Envestra’s

amendments clause because of the proposal to delete clause

possible impact on existing 38.2.
contracts.

Maximum 135 4.2 Not accepted to delete this AER agrees with Envestra’s

hourly quantity clause as it is an existing  proposal not to delete

(MHQ) T&C for Envestra’s South  clause 4.2. However,

Australian network and Envestra is required to

proposed for its Queenslandamend definition of MHQ

network. in its revised access
arrangement as set out in
the proposed revision 13.5.

Liabilities 13.30 and 276 and  Submitted that it is AER accepts Envestra’s

13.31 27.7 superficial to extend the request to allow additional

benefit of these clauses to insurance cost to cover

Network Users on the basis itself against business

that reciprocity is fair and  interruption. AER does not

reasonable. These clauses accept Envestra’s proposal

take no account of the legal for revisions of these

and commercial effect on  clauses. Envestra is

existing contracts. required to amend these
clauses as set out in the
proposed revision.13.6 and
13.7.

Claims 13.37 32.6 Proposed to amend clause AER accepts Envestra’s

settlement 32.6 so that it relates only to proposed amendment in

claims that relate to the
Network.

clause 32.6.

Amendmentto 13.41 -

Not incorporated

Envestra is required to

terms and amendment 13.41 in the amend Table 16.1 of its
conditions revised access arrangementrevised access arrangement
information. information as set out in the
proposed revision 13.8.
Source: EnvestraRevised Qld access arrangement propdsiarch 2011; Envestr&evised Qld

access arrangement information, Attachment 16-br Mariff Componentdjlarch 2011
EnvestraRevised Qld access arrangement terms and conditiasch 2011 and AER

assessment.
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13.1.5 Conclusion

The AER accepts modifications to the wording oliskes proposed by Envestra as
shown in table 13.2 as they do not affect the sulest of the clauses proposed by the
AER. The AER does not accept some of the revigimaposed by Envestra as shown
in table 13.3. The AER considers that consistettt tie national gas objective,
revisions are required to balance appropriatelyriterests of Envestra and users.

13.1.6 Reuvisions
The AER proposes the following revisions:

Revision 13.1 amend annexure G of the revised access arrang@mogrosal by
deleting new clauses 2.4, 2.5 and 16.6 and regacimith:

Delivery Quantities

‘Subject to the terms of the Agreement, Envestibadeiiver through each DP
whatever Quantity of Gas is taken through that DRether that Gas is taken by the
Network User, any Customer of the Network Useramsone else and whether the
taking of that Gas is or is not specifically auiked by the Network User or any
Customer of the Network User).’

Revision 13.2 amend annexure G of the revised access arrang@mogrosal by
deleting the words ‘to Envestra’ in the headinglause 12.4.

Revision 13.3amend annexure G of the revised access arrang@mogrosal by
inserting the words *and the failure is not du¢ht® negligent act or omission on the
part of Envestra (or any officer, servant, ageott@ctor or other person for whom
Envestra is liable)’ at the end of clause 14.2.

Revision 13.4 amend clause 26.8 of annexure G of the revisedsacarrangement
proposal by inserting after the words ‘(as thamntes defined in the Retail Market
Procedures),’ the following words:

‘except to the extent that the delivery of Gasus tb the negligent act or omission on
the part of Envestra (or any officer, servant, agemntractor or other person for
whom Envestra is liable),’.

Revision 13.5 amend the definition of Maximum Hourly QuantityiiQ) in the
glossary on page 22 of the revised access arramggragosal as follows:

Maximum Hourly Quantity or ‘MHQ’, in relation to BP, means the maximum
Quantity of gas (in GJ) which Envestra is obligedransport and delivery to a
particular Delivery Point on behalf of the Useraimy Hour (excluding Overruns).’

Revision 13.6 amend annexure G of the revised access arrang@nmgrosal by
deleting clause 27.6 and replacing it with:
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‘To the extent permitted by law, neither party viadlve 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 prif#s 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, \heobther party may suffer or
incur.’

Revision 13.7 amend annexure G of the revised access arrang@mogrosal by
deleting clause 27.7 and replacing it with:

‘To the extent permitted by law, the maximum amdadhat 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 pessany injury to any person or any
damage to any property will be limited to $100 il in aggregate in relation to any
one event or occurrence (aggregating all damages@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 fraother party in relation to any
claim to the extent that the other party’s lialiliill then exceed the limit set out in
this clause.’

Revision 13.8 amend table 16.1 of the access arrangement iataymby deleting
the numbers ‘4’, ‘9.6’, and ‘17’ and replacing thewnth the numbers ‘2.5, ‘9.7’ and
‘18’ respectively in the column headed ‘Old Cladganber’, and by deleting the last
two rows of table 16.1.

13.2 Capacity trading requirements

13.2.1 Regulatory requirements

Under r. 48(1)(f) of the NGR, capacity trading regments are to be included in a
full access arrangement. Rule 105(1) of the NGRireq that capacity trading
requirements must provide for capacity transferscicordance 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(2) and 105(3) of the NGR concern thestearof capacity trading
requirements with and without the service provigdeonsent. Capacity trading
requirements may specify conditions under whichseotwill or will not be given,
and the conditions to be complied with if consaengiven. A service provider is
precluded from withholding its consent unless & heasonable grounds, based on
technical or commercial considerations, for doin§ s

The terms and conditions for changing receipt altvery points are to be included
in a full access arrangemérRule 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

NGR, r. 105(4).
® NGR, r. 48(h).
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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:.

13.2.2 Revised access arrangement proposal

Amendment 13.41 of the draft decision required Btraeto amend capacity trading
section 7 of the access arrangement proposal. Bie@nsidered that amended
requirements could better promote the nationaloppgective in s. 23 of the NGL and
better adhere to the pipeline coverage criterm it of the NGL.

In the revised access arrangement proposal, Eavadbmitted that it had proposed
not to continue to include a capacity trading ctaliscause it is not possible to trade
capacity on a distribution network (unlike a tramssion pipeline), as a network user
does not have rights to capacity on a distributietwork. In its draft decision, the
AER concluded that Envestra should have a claugdang capacity trading in order
to comply with r. 105 of the NGR. While Envestransmlers the inclusion of such a
clause can only serve to confuse or mislead madicipants, it advised it will
include the amendment as set out in the draft gegias it has no impact in
practice*

13.2.3 AER’s consideration

As set out in the draft decision, the AER consideeas Envestra is not disadvantaged
by having a clear capacity trading policy if it reims unused, and that inclusion of
such a policy better satisfies the requirements@NGR.

Envestra has incorporated amendment 13.41 in settad the revised access
arrangement propossl However, Envestra has used the word ‘Transfessead of
‘Transactions’ in the heading 7.1 and ‘transferastead of ‘transferor’ as required in
section 7.2. The AER requires an amendment to ctosextion 7 of Envestra’s
revised access arrangement proposal as set aauigion 13.11.

13.2.4 Reuvisions
The AER proposes the following revisions.

Revision 13.9 amend section 7 of the revised access arranggmegmbsal as
follows:

amend heading of section 7.1 by deleting the wdrdrisfers’ before the words
‘Subject to Retail Market Procedures’ and repladgirvgth ‘Transactions’.

delete the word ‘transferee’ in the second pardgddlause 7.2 after the word ‘the’
and before the words ‘must notify Envestra’ andae it with the word ‘transferor’.

1 NGR, r. 106.
1 EnvestraRevised Qld access arrangement information, Attactirh6-1 — Non Tariff
Componentsviarch 2011 p. 1.

12 EnvestraRevised Qld access arrangement propoltdrch 2011pp. 18-19.
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13.3 Extensions and expansions policy

13.3.1 Regulatory requirements

Under r. 48 of the NGR, extension and expansionirements are to be included in a
full access arrangemehtRule 104(1) of the NGR requires that extension and
expansion requirements may state whether the apdiaccess arrangement will
apply to incremental services provided as a regwdtparticular extension or
expansion or outline how this may be dealt with &ter time. If the requirements
provide that an access arrangement applies tomar&l services, r. 104(2) of the
NGR states that the requirements must deal witleffleet of the extension or
expansion on tariffs.

13.3.2 Revised access arrangement proposal

The AER’s draft decision did not accept Envestextensions and expansions policy
and required the following amendments:

= jf Envestra proposes a high pressure pipeline siaarof the covered pipeline, it
must apply to the AER in writing to decide wheth®es proposed extension will
be taken to form part of the covered pipeline antb& covered by this access
arrangemerif

= any extensions to and expansions of the capacityeoNetwork which are not
high pressure pipeline extensions ...will be treaegart of the Network and
covered by this access arrangement. No later tdd@u®iness Days following the
expiration of its financial year, the Service Pd®i must notify the AER of all
extensions of low or medium pipelines and exparssadrthe capacity of the
network®

= jf an extension or expansion is to be treated @svared network under the access
arrangement, Envestra will offer reference servioeghat extension or expansion
at reference tariff§

Envestra has partly accepted the above amendmahtgplaced clause 8.2 of the
revised access arrangement proposal with sectdbaf&amendment 13.42. Envestra
has also amended its extension policy to incluéEreaces to expansiohSHowever,
Envestra did not accept the other amendments d@mdigad that:

=  Envestra’s high pressure mains do not share anlasioharacteristics with
transmission pipelines. The operating charactesgif transmission pipelines are
also significantly different to distribution netwomains

= the AER is incorrect in assuming that low and medpressure pipeline
extensions are more likely to support the existiatyvork. On the contrary, high
pressure pipeline extensions are more likely tgettgghe existing network

13 NGR, r. 48(1)(g).

14 AER, Draft decision February 2011, amendment 13.43 (8.1), pp.227-229.
5 AER, Draft decision February 2011, amendment 13.43 (8.2), pp.227-229.
6 AER, Draft decision February 2011, amendment 13.43 (8.3), pp.227—229.
" EnvestraRevised QId access arrangement propdseirch 2011pp. 19-20.
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= the AER proposed amendments, if adopted, wouldtresanerous and costly
annual reporting requirements for every metre pé@dded to the network, for no
benefit to network users or the AER. Envestra atghat such a regulatory
imposition would be inconsistent with the aim ofimaining efficient operating
costs and minimising the regulatory burden.

13.3.3 AER’s consideration

The AER accepts Envestra’s revised access arramggraposal partly incorporating
the draft decision amendment 13.43 (section 813}ing to the treatment of covered
pipelines. However, Envestra is required to cortieetheading of clause 8.2 as set out
in revision 13.11.

The AER’s consideration of issues raised by Enadstnot accepting the AER’s
required amendments relating to high pressure sixtes, other expansions and
extensions, and reporting requirements is disculsskmlv:

13.3.3.1 High pressure extensions

The AER disagrees with Envestra that its high pressains do not share any similar
characteristics with transmission pipelines because

= high pressure pipeline extensions are more likelyupport the existing network
rather than low and medium pressure pipeline exdassAs outlined in the draft
decision, the AER considers that if low or mediuragsure pipeline extensions
are not covered under the access arrangemengmieesprovider has scope to
exercise monopoly power by charging above referenices, with cross-
subsidisation from the existing netwdtk

= consistent with its previous decisions, the AERstders that high pressure
extensions have characteristics similar to transionspipelines and, from a
pipeline coverage perspective, should not recegfaudt coverage under the
access arrangemént

= the pipeline can be extended for a variety of reasnch as servicing a large
industrial user requiring the network to be extehtteits premises or supporting
the distribution network generally. Therefore, thasons for the extension and the
degree of its integration into the existing netwatikk assist in determining
whether the extension should be covered

= the AER considers it is not appropriate for higagzure pipeline extensions to
receive coverage under the access arrangementdnyltddhe AER will be best
placed to consider such matters with any degreemdinty at the time it is
notified of a proposed high pressure pipeline esitan

8 AER, Draft decision February 2011, pp. 225-229.

9 For example: AERAPT Allgas draft decisigrFebruary 2011, pp.164-168; AERRmena Gas
Network draft decisionFebruary 2010, pp. 348-350; AEAR;tewAGL draft decisigiNovember
2009, pp. 185-186; AERountry Energy draft decisiptNovember 2009, pp. 140-141.
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13.3.3.2 Other expansions and extensions

The AER considers that low and medium pressurdipgextensions to distribution
networks are often embedded in and occur througiheuetwork, and should be
covered by default because:

= coverage by default will allow such extensions edilt and covered by the
access arrangement

= this policy is likely to contribute to the promati@f the efficient investment in,
and efficient operation and use of, natural gagices for the long-term interests
of consumers of natural gas with respect to safetigbility and security of
supply of natural gas

13.3.3.3 Reporting requirements

The AER has considered Envestra’s submission épatrting requirements proposed
by the AER are not appropriate and reasonable AH#® has reconsidered its
position and is satisfied the draft decision amegielating to reporting
requirements is not necessary because:

= Envestra is required to give the Australian Endvigyket Commission (AEMC) a
revised description of the pipeline when this feeted by an extension or
capacity expansioff. The AER can seek to obtain this information frdva t
AEMC. A Memorandum of Understanding between the padies addressees
information sharing® This avoids any additional regulatory burden ondstra

® to the extent necessary, the AER may also seeketwise its information
gathering powers under the NGL to specifically esjlEnvestra to keep,
maintain and provide necessary informafion.

13.3.4 Conclusion

The AER accepts Envestra’s revised access arramgquaposal incorporating the
draft decision amendment 13.43 (section 8.3) ragattd treatment of covered
pipelines. The AER also accepts Envestra’s subanssn the reporting requirement
and does not seek to impose the draft decision dment related to the reporting
requirements.

However, the AER does not consider the materialigeal in the revised access
arrangement proposal justifies a move away frordridt decision on the high
pressure extension and other extensions and expapsiicy.

13.3.5 Reuvisions

The AER proposes the following revisions:

2 NGR, r. 134.

2L AER, AEMC and ACCC, Memorandum of Understandiegaeen Australian Energy Market
Commission and Australian Energy Regulator and raliah Competition and Consumer
Commission, 2 July 2009, viewed 7 April 2011,
<http://intranet.accc.gov.au/content/index.phtretfitd/680478>.

22 NEL, s. 48(1).
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Revision 13.10amend section 8 of the revised access arranggmambsal as
follows:

8. Network extensions and expansions
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 ilcovered by this access
arrangement.

For the purposes of this section 8, a high pregsipedine extension means a pipeline
that exceeds one kilometre in length and is prapptsde built to a postcode area
previously not serviced by reticulated gas.

A notification given by Envestra under this cla@sé 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 ttiause 8.1 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 utaléng 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.

8.3 Other extensions and expansions

Any extensions to and expansions of the capaciti@Network which are not high
pressure pipeline extensions within the meaningjafse 8.1 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 Envestra will be treateccagered under this Access
Arrangement.

Revision 13.11amend heading of clause 8.2 by deleting “Effédxtension or
Expansion on Reference Tariffs” and replacing thwirreatment of covered
pipelines”.
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Revision 13.12make any and all consequential amendments negaesghe revised
access arrangement proposal and revised accesgament information to take
account of and reflect revisions 13.1 to 13.11.

13.4 Review dates

13.4.1 Regulatory requirements

Rule 49(1) of the NGR requires that a full accessrgement that is not voluntary
must contain a review submission date and a revisittnmencement date and must
not contain an expiry date.

In general, a review submission date will fall fggars after the current access
arrangement took effect or the last revision conweerent date, and a new revision
commencement date will fall one year |gteThe AER is required to accept a service
provider’'s proposed review submission and commepo¢utates if these are made in
accordance with the general rule set out in r.f3@NGR?** It may also approve
dates that do not conform to the general ruleif gatisfied that the dates are
consistent with the national gas objective andévenue and pricing principlés.

The review submission date may occur in advandkeoflate fixed in the access
arrangement if a specified trigger event océfiRule 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 everfs.

13.4.2 Revised access arrangement proposal

The AER'’s draft decision did not accept Envestraisew submission date and lack
of a trigger event for the acceleration of the sisision date and required the
following amendment&®

= Envestra will submit revisions to this access agesment to the Regulator on or
before 1 July 2015

= the revisions submission date stated in clausefdlie access arrangement
proposal will advance on the occurrence of a triggyent described below. For
the purposes of this clause, a 'trigger event’ c&di

= there is an amendment to the NGL or the NGR, oNdwgonal Energy Retail
Law (NERL) or National Energy Retail Rules (NERR)amence operation in
Queensland

= the STTM does not operate as anticipated and tesa@arrangement does not
effectively accommodate the STTM

= the AER provides Envestra with a notice stating tha circumstances
described in (a) or (b) are significatit.

2 NGR, r. 50(1).
2 NGR, r. 50(2).
% NGR, r. 50(4).
% NGR, r. 51(1).

27 NGR, r. 51(3).
% AER, Draft decision February 2011, amendment 13.44, p.231.
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Envestra accepted the first part of this amendraedtrevised its review submission
date to 1 July 2015. Envestra did not accept amentldB8.43(2) and did not include
trigger events for acceleration of the review siugsmoin date on the basis that:

it does not accept that the implementation of thédwal Energy Customer
Framework (NECF) requires an early review of theeas arrangement. Each full
review of an access arrangement costs Envest@a$®.5 million. Given that the
NECF will impact only a very small part of what atitutes an access
arrangement, Envestra does not believe that acultw of its access arrangement
is warranted, particularly as such a review isljike be within 18 months of the
current review

it believes that any changes arising from the NE@&uding changes to terms
and conditions can be adequately dealt with thrautgagulatory change event’
mechanism

Envestra does not anticipate any issues in relatidhne implementation of the
STTM in Brisbane that will require a cost pass tiglo arrangement, let alone a
full access arrangement review. The STTM has begtemented in South
Australia with little material impact on Envestraperations, and with no impact
on the existing South Australian access arrangerifehe AER were to classify
every potential regulatory change or change to males as an event requiring a
full access arrangement review, this would undeentive access arrangement
regulatory process and lead to gross regulatoffficrency. It has not accepted
this aspect of the draft decision, and believesttit@AER should rely on its
prescribed pass through arrangements

Envestra believes that the impact of NECF and STaNbe well managed
through the regulatory change mechanism as progms#te AER in its draft
decision®

13.4.3 Summary of submissions

Jemena has submitted that it found the AER drafisce on the NECF trigger event
for Envestra to be confusing and contradictory. elesrhas proposed that the AER in
its final decision should:

state that the appropriate cost pass through merhain the Envestra access
arrangement will be the sole avenues for recoupmgestra’s legitimate NECF
expenditures

confirms that the AER will not bring forward a fuview of the Envestra access
arrangement in response to an amendment to thedM@IGR, or commencement
of the NERL or NERR!

29
30

31

AER, Envestra draft decisigriFebruary 2011, amendment 13.44, p.231.

EnvestraRevised Qld access arrangement information, Att&etirh6-1 — Non Tariff
ComponentsViarch 2011, pp. 3—-4.

JemenaResponse to AER draft decisions for Envestra’'ssscagrangement proposal for SA and
Qld networksAttachment 121 April 2011 pp. 4-5.
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13.4.4 AER'’s consideration

The AER accepts Envestra’s revised review submisgade of 1 July 2015 as
incorporated in clause 9.1 of the revised accessigement proposa.

The AER’s consideration of issues raised in Eneéstevised proposal for non-
inclusion of trigger event is discussed below:

the AER considers it important to ensure that émmg and conditions are
consistent with the NERL and the NERR. The Jemabansssion raises the issue
of recovering legitimate NECF expenditures, whilomly one part of the
equation. The inclusion of the trigger event in &€R’s draft decision was to
enable other necessary changes to the accessearaniy

the AER does not agree with Envestra’'s submiskainthe AER should rely on
its prescribed pass through arrangements, for ebeaitine ‘regulatory change
event’. The cost pass through mechanism can okéydacount of costs incurred
by the service provider as a result of the cominig force of the NERL and
NERR. It cannot take account of other factors tltahot relate to the costs
incurred by Envestra such as the consideratioewa$ed terms and conditions

the AER accepts that accelerating the access amaarg review submission in
these circumstances can be considered a heavydesgj®nse to ensuring that
any costs imposed by the NECF and revised termsamditions can be
considered by the AER. Rule 65(1) of the NGR presithat a service provider
may submit for the AER's approval a proposal farateon of the applicable
access arrangement. This is considered a more @pgieavenue to implement
any revised terms and conditions in the accesa@eraent upon the
commencement of the NERR

the AER accepts Envestra’s revised access arramggmogosal to remove the
trigger events as required in amendment 13.44(&)eotiraft decision. However,
given the need for Envestra to comply with the NERR AER expects that
Envestra will submit a variation to the accessrageanent under r. 65(1) to ensure
that the terms and conditions are consistent WehNERR.

13.4.5 Conclusion

The AER accepts Envestra’s revised review subrmisdade of 1 July 2015 as
incorporated in clause 9.1 of the revised accasmgement proposal. The AER also
accepts Envestra’s proposal to remove the triggemnts as required in amendment
13.44(2) of the draft decision.

32

EnvestraRevisedQld access arrangement proposa8 March 2011, p. 21.
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A. Detailled WACC issues

This appendix outlines the AER’s consideration etladled issues in relation to
Envestra’s proposed rate of return, under theviotig sections:

= overall rate of return

= cost of equity models

= equity beta

=  market risk premium (MRP)

= debt risk premium (DRP).

This appendix should be read in conjunction witaptkr 5.

A.1 Overall rate of return

This section addresses in detail the differentrigphes available to the AER to assess
the overall rate of return.

A.1.1 Broker reports

Equity analysts release broker reports on theisied companies operating regulated
energy networks in Australia. These reports inclasdeade variety of information and
analysis on the current position of these compaasvell as forecasts or predictions
of future performance.

Envestra’s original proposal provided analysis @ened by SFG on the cost of
equity implied by broker reports to test the ovierehsonableness of the AER’s return
on equity’ The AER’s draft decision rejected the conclusiowéstra formed on the
basis of this analysis for a number of reasoimsits revised proposal, Envestra
commissioned SFG to provide a response for eattheaeasons cited by the AER.

The AER’s draft decision and Envestra’s revisedgpsal referred to two types of
information available from these broker reportpatentially relevant to the
evaluation of the cost of equify:

= broker weighted average cost of capital (WACC) usediscount future cash
flows

SFG,The required return on equity commensurate withrentrconditions in the market for funds:
Report prepared for Envestrd7 September 2010, pp. 7-15 (SRequired return on equity
September 2010).

AER, Draft decision Envestra access arrangement proposal for the Qklrgawork, 1 July 2011—
30 June 201617 February 2011, pp. 57, 237-243 (AERaft decision February 2011).

SFG,The required return on equity commensurate witlvaitang conditions in the market for
funds: Response to draft decisi@3 March 2011 (SF@Qequired return on equity response
March 2011).

AER, Draft decision February 2011, p. 57, and EnvesRayised Qld access arrangement
information March 2011, attachment 9-10ther rate of return issugsp. 2.
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= broker price and dividend predictions.

In general, the broker reports do not state tHeaRdumptions underlying their
analysis, or provide thorough explanations of hbeytarrive at their forecasts and
predictions’ The AER therefore considers that caution shouldxeecised in
interpreting the broker reports, since these assomgpmay be incompatible with the
AER’s framework or the underlying calculations nimgyincorrect. In practice, reports
from different brokers for the same company gehecantain conflicting forecasts,
reflecting disparate views on the correct evaluatechnique.

Further, this analysis is only valid to the extdrat these six companies are a reliable
proxy for the benchmark firfhin particular, the companies undertake both regdla
and unregulated activities which are assessedeblgribkers in aggregate—but only
the regulated activities are directly relevantite benchmark firm. The AER
therefore considers that, in general, this meameterall rate of return implied by
these broker reports will likely overstate the rateeturn for the benchmark firfn.

Broker WACCs

The broker reports often evaluate the present \@ltiee company by estimating all
future incoming and outgoing cash flows for the pamy, and then discounting each
cash flow. The discount rate is the broker’s estinwd the WACC for the company.

The AER considers that the WACC estimates fronrélacent broker reports

submitted by Envestra (primarily published in Fesy2011) indicate that the rate of
return set by the AER is commensurate with prevgitonditions in the market for
funds. The WACC determined by the AER is within btead range of discount rates
applied in the equity broker reports (once convkttea consistent reporting basis), as
evident in table A.1. For comparative purposesAB®& has also included the
headline WACC for broker reports where it could regiroduce a WACC consistent
with the formulation adopted by the AER due to ffisient information.

This is not intended as a criticism, since theppetary methodologies for evaluating shares are
confidential as a source of competitive advantagéé course of ordinary commercial enterprise.
Further, the primary end users of these documéntsgtors seeking insight into future share
prices) do not require disclosure of this detail.

AER, Final decision, Electricity transmission and dibtition network service providers, Review
of the weighted average cost of capital (WACC) paeters 1 May 2009, pp. 77-82, 97-110
(AER, Final decision, WACC revieviviay 2009).

The underlying reason is that the regulated giets/of the firms—operation of monopoly
transmission and distribution networks—are ledgyrtban the unregulated activities they
undertake in competitive markets. Greater risk iregugreater return (and vice versa).
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Table A.1 Comparison of WACC used by brokers and the AER (pecent)

Broker Companies assessed Vanilla WACC Headline WAC
Austock SKiI - 8.62
Citigroup DUE, SKI 9.20-10.90 -
Credit Suisse APA 9.35 7.81
Deutsche Bank APA, DUE, SPN 9.22 7.80
Goldman Sachs APA, ENV, SKI 10.04-10.66 8.20-8.50
JP Morgan APA, DUE, HDF, SKI - 6.50-8.50
Macquarie APA, ENV, SKI - 6.70-7.90
Merrill Lynch APA, ENV, HDF - 7.40-8.80
Morgan Stanley SPN 8.16 7.70
UBS SKI 8.04-8.44 6.50-6.80
Wilson HDF 10.02 8.25
Aggregate range 8.04-10.90 6.50-8.80
AER (Benchmark firm) 9.77 -

Source: Equity broker reports submitted by Enve®ER analysis.

Note: Companies evaluated are APA Group (APA), DUEdup (DUE), Envestra Limited
(ENV), Hastings Diversified Utilities Fund (HDF)p&rk Infrastructure Group (SKI), and
SP AusNet (SPN).

Broker price and dividend forecasts

The broker reports usually include forecasts ofd#inds for the next few years. The
broker reports often include predictions for theifa share price over a given horizon
(usually twelve months).

Envestra’s original proposal included an estimétine cost of equity by SFG
labelled as ‘market based assessnfeB£G generated this estimate by analysing
equity broker reports and combining the expecteaidnd yields with the expected
price appreciation (capital gaih).

The AER’s draft decision rejected SFG’s ‘marketdshassessment’ using broker
reports, noting that the assessment confused diggleith distributions that
comprise dividends, interest and repayment of ai}jiThe AER considered that it
was unreasonable to expect these distributionsdoran conjunction with nominal

EnvestraQld access arrangement informatio®ctober 2010, p. 135
®  SFG,Required return on equitseptember 2010, p. 7-15.
10 AER, Draft decision February 2011, pp. 57, 237-243.
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price appreciation just above inflation. The AER @& the reasons why it is
conceptually invalid to use these price forecasta proxy for capital gair's.

Envestra’s revised proposal included an updatedketdased assessment’ from
SFG, which now appears to be given substantialvidig Envestra in the
determination of its final cost of equit§In section A.2 of this appendix, the AER
concludes that the ‘market based assessment’ i wetl accepted financial model
and therefore cannot be used as the primary detannof the rate of return on
capital’® This section addresses the reliability of thishmetand its suitability for use
as a reasonableness check on the overall cosudfeq

Priceforecasts

In the draft decision, the AER noted concerns BRG’s analysis which relied on the
price forecasts from the broker reports in formisgmarket based assessment’ of the
cost of equity* In response SFG disagreed with the AER on thistpstating that:

However, the previous SFG report clearly doesrely on broker price
forecasts, but rather substitutes very conservastienates of future price
appreciatiort?

The previous SFG Report doest rely on broker price appreciation
forecasts, so there can be no “shortcoming” intbgard, notwithstanding
any suggestion to the contrafy.

The SFG reports used a ‘very conservative’ estirobfgice appreciation of 2.5 to
3.5 per cent in nominal terms (0 to 1 per cenead terms). This estimate is justified
explicitly by reference to the broker price fordsas

For these reasons, we place little weight on tihectsts of price appreciation
other than to note that they are uniformly positiveaverage’

...for various reasons one should not rely on thenb2th price forecasts,
except to note that no analysts were expectingca piecline in any of the set
of comparable firms®

In this regard, our previous report shows thatetvidence form a range of
research reports from equity analysts is that:

c. There is no suggestion of any expected futucéirgein the share pricg.

That is, although SFG did not rely on the magnitatithe broker price forecasts, it
pointed to the direction of the broker price fosao assert that there would be no

' AER, Draft decision February 2011, pp. 237—-238.

12 EnvestraRevised Qld access arrangement informatiarch 2011, attachment 9-10ther rate
of return issues p. 2 and attachment 9-1Broposed rate of retudn pp. 1-2; SFGRequired
return on equity respons&larch 2011, pp. 5-13.

See also chapter 5.4.2 of this decision.

14 AER, Draft decision February 2011, p. 237-242.

5 SFG,Required return on equity respondéarch 2011, p. 6 (paragraph 19).

6 SFG,Required return on equity respondéarch 2011, p. 6 (paragraph 22).

7" SFG,Required return on equityseptember 2010, p. 13 (paragraph 13).

18 SFG,Required return on equity responddarch 2011, p. 5 (paragraph 16).

¥ SFG,Required return on equity responddarch 2011, p. 10 (paragraph 35).

13
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drop in share prices. Ruling out the possibilityaafapital loss is crucial to the SFG
argument that the observed dividend yield reprasiag minimum return on equity.

The AER has considered the responses and maimspssition from the draft
decision that the SFG ‘market based assessmeanfgiapriately rely on broker price
forecasts in this way. This is because, as disdussthe draft decision, and
acknowledged by SFG in their reports:

= these price forecasts are highly variable with aiafe broker estimates for the
same firm, suggesting that they are inherently liairie™

= these price forecasts cannot be equated with aiapédhkl appreciation over the
long-term, because they only consider the shont-{eisually the next twelve
months) and present expected highs that will behe@d at some point during this
time?!

= these price forecasts all occur in the contextuyfdr hold recommendations and
may reflect a market where the prices are misatigmi¢h fundamental’?

Further, the AER considers that the October 2018 Siatement that the price
forecasts ‘are uniformly positive on average’ appesdightly misleading, since the
average forecast for Spark Infrastructure was (@rke six companies) a real price
reduction—that is, nominal price appreciation betbe inflation raté> More
importantly, using the most recent broker repgtsfarily from February 2011),

40 per cent of all individual company forecastsfaraeal price decline¥’and the
average across all broker forecasts for two ostheompanies—APA Group and
Envestra—are for real price declirf@s'he AER therefore considers that the March
2011 SFG assertion that ‘there is no suggesti@ngfexpected future decline in the
share price’ is incorreéf.

The AER acknowledges that there is an additionplagmation for the adoption of this
2.5 to 3.5 per cent range, based on ‘standard temy-equity valuation models’
where share price growth is equated to dividenavtitd’ As discussed in the draft

2 SFG,Required return on equitBeptember 2010, p. 13 (paragraph 13).

2L SFG,Required return on equitBeptember 2010, pp. 13-14, and ABRaft decision February
2011, p. 238.

22 AER, Draft decision February 2011, p. 238.

% SFG,Required return on equitseptember 2010, p. 13 (table 3 and paragraph 42).

2 There are 35 broker reports that present pritmates (and have not been superseded by a more

recent report from the same broker for the samepemy) and 14 of these have price forecasts that

increase by less than 2.5 per cent (SFG’s assunfiation rate).

The average forecast for APA Group is 1.83 pet o&rease (based on reports from Citigroup,

Credit Suisse, Deutsche, Goldman Sachs, JP Mokgaeguarie, Merrill Lynch, UBS and

WilsonHTM). The average forecast for Envestra @32%er cent decline (based on reports from

Goldman Sachs, JP Morgan, Macquarie, Merrill Lyaod UBS).

% To prevent misunderstanding, this is not to intplt the AER considers the October 2010 broker
price forecasts were unreliable but the FebruatiZ0recasts have become reliable. As in the
draft decision, the AER considers that all the lerghrice forecasts are unreliable, for the reasons
explained above. However, if the broker forecastseweliable (as SFG claimed), they still would
not support the SFG conclusion that share pricéraecare implausible.

27 SFG,Required return on equityseptember 2010, p. 14 (paragraph 43), whichasegliby SFG,
Required return on equity respondéarch 2011, p. 5 (paragraph 17).
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decision this ‘standard model’ is inappropriatetfoe circumstances of the six firms
in this analysis, where the large distributions pose return of capital as well as
dividends?® There is further analysis on this point in thedaing section.

Dividend forecasts

SFG has focussed on the relevance of dividendgielthe cost of equity. It stated
that no analyst has forecast any decline in did@dor any of the six listed regulated
energy networké’ In addition, the annual reports for these six §irstate the
objective of dividend increases and the means kbghwthat will be delivered.

The AER maintains its position from the draft demisthat changes in capital
structure must be taken into account when usingddind yields’ as a proxy for the
return on equity. If the dividends (or more corhgdistributions) are stable but price
depreciation occurs, then the total return to gduilders (including their capital
loss) will be below the observed dividend yield.tiNg that the broker reports predict
stable or increasing ‘dividends’ over the shortrt€two to three years) does not
engage with the implications of these distributiewels for the ongoing capital
structure of the firm.

In this context, Professor Davis noted that theenirdividend levels are
unsustainable in the long-term and could not bentaeied in conjunction with a
constant or growing share priteFor five of the six businesses, current earnirms d
not cover distributions and are therefore beingl fil@m equity (retained earning®).
Beyond the short term, either capital value ofghares will reduce to reflect the
reduction in equity value or the distributions Wall to sustainable levels. It is
therefore inappropriate to equate the observedeind yield with the return to equity
holders (as per the SFG ‘market based assessment’).

The SFG report also asserts that it is irrelevadrgther a distribution is composed of
returnon capital or returrof capital, because the free cash flow generatetidfirm
remains the sam&.Professor Davis reiterates that the return oftahjs associated
with the depreciation of the underlying ass&tshe analysis provided by SFG is
incorrect because it assumes that the assets bifrthare unchanged despite the
return of capital, and therefore overlooks the egagntial reduction in share price.
Further, for the regulated firm there will be apodionate reduction in the cash flow
generated by the smaller asset base.

The AER considers that the price and dividend fasecontained in equity broker
reports (and hence the SFG ‘market based assesso@smnhot be relied upon to test
the reasonableness of the cost of equity.

% AER, Draft decision February 2011, pp. 238—240.

2 Envestra LimitedRevised QId access arrangement informatharch 2011 attachment 9-10:
(Other rate of return issues. 2.

Davis,Cost of equity issues: A further report for the AEBR May 2011, pp. 3, 12-14 (Davip$E
of equity further reportMay 2011).

Further, for one of the five businesses (HDFhizgys were negative so the entire distribution
comes from equity. Davis,dst of equity further reporiviay 2011, p. 14.

SFG,Required return on equity responséarch 2011, pp. 7-8 (paragraph 28).

Davis, st of equity further reporMay 2011, pp. 13-14.
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A.1.2 Recent sale of regulated assets

The AER considers that recent sales of regulateetsisan provide useful insight into
whether the AER’s WACC adequately compensates atgpliservice providers. The
following issues, identified by the AER’s consult&@tofessor David? were raised in
the draft decisior®

= In principle, if the market value exceeds book ealiis suggests that the
regulatory rate of return is above that requirednvestors, and the converse
when book value exceeds market value.

® Various factors may cause market and book valudgfar at the date of
regulatory determinations.

The AER’s draft decision presented research by (G8amuel and Associates Limited
that showed regulated firms have been recentlynased at implied RAB multiples
of at least 1.3° In addition, the AER included a reference to thechase of Country
Energy’s NSW gas network by Envestra at a premitiapproximately 26 per cent to
the 2010 RAB. The AER calculated this premium usirigrmation presented in
Envestra’s acquisition announcement (a 70:30 sptite $107 million acquisition
price between regulated and non-regulated ass®dsilso information from the
regulatory decision on Country Energy’s gas netwlagga Waggaj’ The

premium paid by Envestra relative to Country En&xrddAB and the other implied
RAB multiples suggests that the AER’s WACC doesurater compensate the
service provider.

In its revised proposal, Envestra stated:

®= The AER used information contained in Envestra’s<Anouncement dated
26 October 2010 to conclude incorrectly that Emaegtirchased the Wagga
Wagga gas network at a 25 per cent premium to@4e RAB, and 19 per cent
premium to the 2011 RAEB [Text removed — c-i-c]

= No adjustments were made to the regulated ase=t data between 1999 and
2006 to account for non-regulated revenues and&mts, which could be driving
at least a portion of the perceived RAB premium.

3 Davis,Cost of equity issues: A report for the AHR,January 2011, p. 7 (Davi8pst of equity

January 2011).
% AER, Draft decision,February 2011, pp. 234-237.
% Grant Samuel and Associates Pty Limitemancial Services Guide and Independent Expert
Report in relation to the Recapitalisation and Resture of Babcock & Brown Infrastructur®
October 2009, p. 78 and Grant Samuel and Assodpdtelsimited,Independent Expert Report in
relation to the Acquisition of the Alinta AssésNovember 2007, p. 65.
AER, Final decision, Wagga Wagga natural gas distribotieetwork 1 July 2010-30 June 2015
March 2010, p. 5 and ASXnvestra company announceme&,October 2010, viewed
27 January 2011<http://www.asx.net.au/asxpdf/20264dif/31tcvinblp4xqc.pdf> Envestra,
Revised Qld access arrangement informgtdarch 2011, attachment 9-10ther rate of return
Issuey, p. 1.
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= All of the asset sales/purchases occurred prittedsFC when debt market
liquidity and refinancing risk were significantlgwer. This occurred in a period
where the regulated returns to equity were sigaifity higher than those being
currently determined by the AER.

The AER maintains the conclusion reached in itft diecision® and considers the
following:

= [Text removed — c-i-c]. However, Envestra has stgigblicly in its ASX
announcement that the purchase price ($107 milliay based on a 70:30 ratio
between regulated and non-regulated assets. Basisanformation, the AER
considers it is still appropriate to compare theponent of the purchase price
dedicated to regulated assets (70 per cent of 8lian, or $74.9 million)
against the value of regulated assets (the 2010, RAB60.8 million). This
implies a 25 per cent premium associated with tirelase.

®= The AER'’s draft decision accepted that there mag bamber of reasons for
recent asset sales being transacted at RAB mudltgflgreater than one. However,
the AER considers observed premiums of this magdaiare unlikely to be
explained fully by these factors.

®= The AER'’s decision on the WACC is set independeoitihe RAB multiples
analysis and has instead been conducted only égpulposes of a
‘reasonableness check’.

A.1.3  Cost of equity vs. cost of debt

The AER’s draft decision identified that the costlebt has not been higher than the
cost of equity in any of its decisions. It is valadassume that the return on equity
would typically be higher than the return on délite AER outlined a number of
points when examining why the cost of equity crdsseer to be lower than the cost
of debt in the period January to June 26009.

The AER considers this outcome implies that the RR&ved in this period was

unusually high. The pressures on the Australianeyonarkets during this period
were acknowledged by the RBA in its June 2009 hallén the bulletin, the RBA
stated the success of their actions suggestetighatity risk has been a factor in
elevated spreads.

In this context, the AER considers that long-tenvestors are afforded an
incremental return for holding the market portfahahe form of the market risk
premium over the long-term. This return compensiateg-term investors for bearing
short-term market volatility arising from eventsbuas the GFC (i.e. liquidity crisis
for debt markets). The AER considers that recet# slaggest that bonds have been
issued at much lower yields than the debt margses! in the analysis by CEG. If
debt margins are based on more recent data, ti@/esposition of the cost of debt

39 AER, Draft decision February 2011, pp. 56-57, 234—237.
0" AER, Draft decision February 2011, p. 243.
“1 Reserve Bank of AustraliBulletin - The Australian Money Market in a Glolgidisis, June 2009
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and the cost of equity should not be present. TREPMnd DRP parameters are
discussed in detail in sections A.4 and A.5 respelgt

A.l.4 Credit rating metrics

Envestra proposed to use analysis of credit ratiagics as an appropriate model for
setting its cost of equity. The AER rejected thisgmsal in its draft decision, and
maintains its considerations in this final decisifmm the reasons set out in

section A.2.1.

Consistent with the APT Allgas final decision, hER considers that the comparison
of specific financial ratios against the Standard Roor’s credit ratings benchmark
does not imply that the overall rate of returntsethe AER will prevent a the
benchmark regulated firm from obtaining a BBB+ areating. In particular, the

AER considers the stability of Envestra as a ragdlantity will, according to
Standard and Poor’s, ‘relax’ the financial ratissaciated with particular ratings.

In its access arrangement proposal, Envestra steeedllowing?

= |t will use the funds from operation (FFO) interester & 2.3 times) and FFO to
total debt (>9 per cent) as the target BBB+ cresting metric levels in selecting
its WACC. These levels have been publicly state&tayydard and Poor’s,
amongst other parameters, to be the required mdtmiAustralian regulated
utilities to achieve a BBB+ credit rating.

=  These metrics represent the best estimate of whiatjuired to attain and sustain
the BBB+ benchmark credit rating.

= |ts analysis of recent gas network regulatory denssindicated that the AER’s
standard equity premium of 5.2 per cent (i.e. @& lmultiplied by 6.5 per cent
MRP), gearing of 60 per cent and a value of impomatredits of 65 per cent do
not support a credit rating of BBB+.

The AER does not accept Envestra’s conclusionttieabverall rate of return set by
the AER cannot sustain a credit profile consistétit a benchmark BBB+ credit
rating. The AER acknowledges that cash flow baa&dg (in particular, FFO to
interest cover and FFO to total debt) are usedtagdard and Poor’s in making credit
rating assessmentsThe AER considers that the target credit ratingriceepresented
by Envestra—FFO to interest coverx#.3 times, and FFO to total debt=# per
cent—are not accurate, since these ratios arendietedl by reference to:

2 standard and Poor'§riteria Methodology: Business Risk/Financial Risatrix Expanded

27 May 2009, pp. 4-5
EnvestraRevised Qld access arrangement informatiarch 2011, pp. 143-145.
“  AER, Final decision, WACC revievpp. 374-376, 385-386.
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* 32001 Standard and Poor’s guideline that has saeersedetf More recent
documents from Standard and Poor’s do not presenise ratios or omit them
entirely®

= gpecific Standard and Poor’s rating assessmenthriee individual businesses,
which present metrics for the circumstances of plaaticular business, but do not
state that these have general relevdhce.

Most importantly, the AER considers that, althotigg cash flow based ratios are
relevant indicators, there are many other quaéatnd qualitative factors which
Standard and Poor’s considers in its assessmentrefdit rating. This point is
emphasised in the 2008 Standard and Poor’s cogatihgs criteria:

We strive for transparency around the rating preceswever, it is critical to
realize—and it should be apparent—that the ragpngsess cannot be
reduced to a cookbook approach: Ratings incorponatey subjective
judgments, and remain as much an art as a science.

Credit ratings often are identified with financéalalysis—especially ratios.
And we publish ratio statistics and benchmarks lhatlsectors and
individual companies. But ratings analysis starith the assessment of the
business and competitive profile of the companyo Tempanies with
identical financial metrics are rated very diffettgnto the extent that their
business challenges and prospects differ.

In its 2009 Criteria Methodology, Standard and Poooted:

Still, it is essential to realise that the finahdianchmarks are guidelines,
neither gospel nor guarantees. They can vary irstemdard cases: For
example, if a company’s financial measures exlwbiy little volatility,
benchmarks may be somewhat more relaxed.

Moreover, our assessment of financial risk is maosienplistic as looking at a
few ratios?®

The regulatory regime allows Envestra to recovablstrevenues, provides incentives
for efficient performance, and includes a cost vecp mechanism for significant
unforseen events. All of these factors are likelpé considered by Standard and

% EnvestraRevisedQld access arrangement informatjdviarch 2011, pp. 143-145 (footnotes 113,

117-119); source document is Standard and Pdot&national Utility Ratings and Ratip$

September 2001. This document has been supersgddrmard and Poor'§orporate Ratings

Criteria 2008 15 April 2008; Standard and PoorGrjteria Methodology: Business Risk/Financial

Risk Matrix Expande®7 May 2009; and Standard and Poddslities: Key credit factors:

Business and financial risks in the investor-ownglities industry 26 November 2008

(republished 28 October 2010).

Envestra cited Standard and Poddslity Report Card March 2011, but the rating guidelines in

the previous footnote are also relevant.

Envestra cited the individual rating assessmiemt&lectraNet, Envestra and WA Network

Holdings in EnvestraRevisedld access arrangement informatjdvlarch 2011, pp. 144-145.

8 Standard and Poor'€orporate Ratings Criteria 20085 April 2008, p. 20.

49 Standard and Poor'€riteria Methodology: Business Risk/Financial Rigatrix Expanded27
May 2009, pp. 4-5.
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Poor’s to relax the credit profile benchmarks agwhich Envestra is assessed. The
AER therefore considers that Envestra’s claim @éttisg the rate of return to meet
credit rating metrics is invalid.

A.1.5 Modigliani-Miller theorem

The AER’s draft decision presented analysis udnegModigliani-Miller framework

to help explain the relationship between the cbsaoity and debt in a frictionless
market>® The theorem was not applied to estimate any paemer components of
the WACC, but as a ‘reasonableness check’, whiggested the rate of return set by
the AER adequately compensated Envestra. Envadtraotidispute this analysis in
its revised proposal.

In its draft decision, the AER noted that Profed3avis and Associate Professor
Handley both cautioned the use of the Modiglianiléditheorem to imply a
relationship between the costs of debt and eqlithey considered the Modigliani-
Miller theorem in the presence of risky debt isdzhen the assumption that equity
and debt are priced in the (same) integrated mankigter than being priced in
(separate) segmented markets. Further, Davis andlélastated that when this
assumption holds, an exact relationship betweefirthés cost of debt and equity can
be established. Adopting Professor Grundy’s apprdlaat the equity risk premium
must be at least 2.67 times the DRP, Davis and ldgrmbnsidered that if the equity
risk premium is less than 2.67 times the DRP,¢higdd imply the equity and debt is
priced in:

= an integrated market and the equity risk premiutoasiow
® an integrated market and the DRP is too high

= in segmented markets and so the Modigliani-Milkexarem cannot be used to
infer that the equity is mispriced relative to d&bt

In its draft decision, the AER identified that Res$or Grundy had not demonstrated
which of the three situations above is most lik@liye Modigliani-Miller theorem
could imply that the DRP is excessive, or that goamnd debt is priced in segmented
markets>®

The AER considers that although the Modigliani-kliltheorem is conceptually
sound, it is limited by simplifying assumptions ¢blas the absence of taxes and
bankruptcy costs) that diminish its use in estingaa ‘real world’ rate of return.
Nonetheless, this framework remains a useful stagpbint for a theoretical check on
the overall rate of return. While being aware sfiiinitations as an estimation tool,
the AER applied the Modigliani-Miller propositiow¢ as a conceptual
reasonableness check of the AER’'s WACC. This arshased on the return required

0 AER, Draft decision February 2011, pp. 243-245.

*1 Davis,Cost of equityJanuary 2011, p. 19 and HandlsemorandumPeer Review of Draft
Report by Davis on the Cost of Equity January 2011, pp. 9-10 (HandlBger review of Davis
report, January 2011).

Handley,Peer review of Davis reporfanuary 2011, pp. 9-10.

3 AER, Draft decision,February 2011, pp. 243-245.
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for unlevered equity indicated that the AER’s WA@Ges not under compensate the
service provider. Utilising the same approach ftomdraft decision, the AER has
calculated the return on unlevered equity usinguhiger bound parameters from the
Envestra revised proposdiThe Modigliani-Miller proposition two implies théis
unlevered return on equity, of 9.12 per cent, igpropriate WACC. This compares
with the AER’s WACC of 9.77 per cent for this firdécision.

A.1.6 Conclusion

The AER considers that the analyses of marketlgiport the conclusion that the
rate of return established by the AER is commenswéh the prevailing conditions
in the market for funds and the risks involved fayiding reference servicésThe
rate of return determined in this decision is astesufficient to meet the cost of
capital faced by regulated service providérs.

A.2 Cost of equity models

This section addresses in detail three importaastions regarding cost of equity
models, all of which relate to the fulfilment of/4 and r. 87 of the NGR:

= |s the Envestra multiple-model approach well acedpt
= |s the capital asset pricing model (CAPM) biased?
= |s the Black CAPM a better alternative?

A.2.1 Is the Envestra multiple-model approach well accepted?

The AER considers that there is no hierarchy withB77 of the NGR such that a
particular requirement can be overlooked by refegen a ‘more important’ clausé.
Most relevantly, it is not acceptable to justifgthse of a model that is not well
accepted (and so does not meet r. 87(2)(b) of tBRNby arguing that it produces a
rate of return commensurate with prevailing madaetditions (in accordance with

r. 87(1) of the NGR). The cost of equity model mustet all relevant rule
requirements®

A key reason for the AER’s rejection of Envestarsposed cost of equity in the
draft decision was that, although the CAPM was meed in its original proposal, it
was not applied to primarily determine the proposest of equity. Instead, various
alternative models and methods were used to gengratcost of equity in Envestra’s
original proposaf? This ‘multiple-model approach’ was not demonstiatebe a well
accepted financial mod&.

> Based on 8.0 per cent for MRP and 1.1 for edusty.

> NGR, r. 87(1).

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

> AER,Final decision, Jemena Gas Networks, Access arnaege proposal for the NSW gas
networks 1 July 2010 — 30 June 2015, June 2010, p. 114.

This includes r. 74 of the NGR in addition t@7. of the NGR.

*  AER, Draft decision February 2011, pp. 57-58, 60—-61.

0 AER, Draft decision February 2011, pp. 60-64.
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Envestra stated that the AER draft decision migmméted Envestra’s approach to
setting the cost of equity, in that the alternatigset pricing models/methods were
used only as cross-checks for the CAPMhe revised proposal stated that the
proposed cost of equity is based on the CAPM asdban selected to be consistent
with estimates derived from other asset pricing eistf

The AER maintains its position that the ‘use’ ohadel in r. 87(2)(b) of the NGR
refers to whether or not that model plays a sultisgarnole in the estimation of the
cost of equity’® In accordance with r. 87(2)(b), the CAPM is acebf# as the
primary determinant of the cost of equity. Howewtbke AER considers that there
remains considerable ambiguity in the Envestrasesl/proposal about the relative
weight given to the CAPM or to the alternatives foutvard by Envestra (three
models and two method%).

From the evidence available, it appears that tisé @ioequity proposed by Envestra is
driven by the SFG ‘market-based’ assessment usingetid yields, rather than the
CAPM. SFG’s assessment is the only one of the sidats/methods with a different
estimate since the original Envestra prop83alith SFG revising the cost of equity
estimate down from 13—14 per cent to 11.5-12.%eet°® In keeping with this
change, Envestra has lowered its proposed cosjuityefrom 13.02 per cent to

12.0 per cent! As a result, it appears that SFG’s assessmeiné isrtmary driver of
Envestra’s proposed cost of equity.

Envestra does provide a ‘CAPM’ derivation of theQl@er cent estimate for the cost
of equity®® However, this derivation is after adjustment te @APM input
parameters to eliminate the ‘low beta bias’ thatdstra claimed is inherent to this
model. For the reasons discussed in section Afal#isappendix, the AER considers
that the CAPM does not have a ‘low beta bias’. Bati appears that Envestra’s ‘low
beta bias’ adjustment is designed to transforn{stendard) CAPM into the Black

®1  EnvestraRevised Qld access arrangement informatiarch 2011, attachment 9-10 (Other rate

of return issues), p. 2 (section 9.5).

EnvestraRevised Qld access arrangement informatiarch 2011, attachment 9-12 (Proposed
rate of return), p. 1 (section 9.1).

8 AER, Draft decision February 2011, p. 61.

®  The alternative models are the Black CAPM, DGM &ama—French three—factor model (FFM).
The two alternative methods are ‘market-based’ssssent using dividend yields and cash flow
analysis to meet credit rating metrics.

CEG has also updated its DGM based estimatehbuesulting (quite broad) range for the cost of
equity remains largely unchanged from the origpraposal (after adjustment for the presentation
of differing gamma values). For clarity, the AERedmot consider that this DGM is accurate or
reliable. CEGEstimating the cost of capital under the NGR: Aoréfor Envestra September
2010, pp. 38—-39 (tables 6 and 7) (CEI®st of capital under the NGRBeptember 2010); CEG,
WACC Estimation: A report for Envestislarch 2011, p. 28 (table 3) (CE®&ACC estimation
March 2011).

For clarity, the AER does not consider that #stimate is the correct interpretation of the divid
yield evidence. SFQRequired return on equityseptember 2010, p. 2 (paragraph 5); and SFG,
Required return on equity respondéarch 2011, p. 3 (paragraph 6).

Although Envestra’s headline cost of equity de=di by 1.02 per cent, the rise in the risk free rat
means that the Envestra equity risk premium hasligtdeclined by 1.32 per cent in the revised
proposal. This is quite close to the 1.5 per ceustide in the SFG estimate (which is invariant to
the risk free rate).

Specifically, a risk free rate of 5.6 per cefii¢y beta of 0.98 and MRP of 6.5 per cent.
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CAPM.® The AER considers that this represents a de—tgmtication of the Black
CAPM, not the standard CAPM.

Of the alternative models/methods, the revised ggabpresents no further evidence
on the acceptance of any of these models/methods the acceptance of the
multiple-model approach employed by Enve&raihe AER therefore confirms its
draft decision that:

= the Black CAPM and Fama—French three—factor mdeleM) are not well
accepted, since there is no evidence that theselmarck used by any of the
relevant groups—namely regulators, academics amklangractitioner§

= the dividend growth model (DGM) is not well accepter use in the Australian
context, since there are no reliable Australiauiagor the model and no
evidence that it is used by any of the relevanugsan Australi&

= the two methods (market assessment and cash flaky#smto meet credit rating
metrics) are neither financial models nor well ated

= the overarching multiple-model approach is not \@ettepted since this primarily
depends on the acceptance of the constituent maddlthese are not well
accepted models.

Given the ambiguity in the Envestra proposal, itas clear exactly how much weight
has been given to each of the alternative modelsrathods. However, it is evident
that various models and methods that are not webdted financial models outweigh
the use of the CAPM. Accordingly, the AER does atept Envestra’s proposal on
cost of equity models.

A.2.2 Isthe CAPM biased?

The key question proposed by Envestra is: ‘Canbensure that the AER’s method of
implementing the Sharpe CAPM will result in a bid3The AER considers that there
is no76reasonable basis to conclude that the CAPMhnhimplements results in a
bias:

% CEG,WACC estimationMarch 2011, pp. 5-6, 10 (paragraphs 17-19, 39).

°" For clarity, the Envestra revised proposal daesgnt new evidence on thecuracy/reliabilityof
the CAPM and Black CAPM, but this is a separataesdsom whether or not these models are well
accepted.

I AER, Draft decision February 2011, pp. 63.

2 AER, Draft decision February 2011, pp. 63.

3 While there is some ambiguity, it appears thateSira has withdrawn the latter method (cash flow
analysis to meet credit rating metrics) as a méadgtermine the cost of equity.

" AER, Draft decision February 2011, p. 62.

S EnvestraRevised QId access arrangement informatiarch 2011, attachment 9-Bésponse to

AER draft decision on equity bgt@. 2 (footnote 4).

For clarity, there remains some possibility tiegt AER is over compensating the benchmark

firm—i.e. there is a biam favourof the benchmark firm. The primary cause of thashs the

conservative estimate of beta, discussed latdrarchapter.
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Academic papers on the CAPM

The key evidence put forward that the CAPM ha®w beta bias’ is based on a
particular type of empirical test, which plots #ngerage beta of share portfolios
against the realized returns on these portfolibe. result of this type of test is that the
estimated return on shares with betas less thamsdngher than that predicted by the
CAPM, and vice versa. All consultants (Grundy, CB@yis and Handley)
acknowledged this empirical findif§as stated in a quote from CEG (which purports
to quote Associate Professor Handley):

...there is no dispute concerning the results redditeBlack, Jensen and
Scholes (1972), Fama and Macbeth (1973) and Fath&r@mch (2004).78

It does not follow that this empirical test provkat the CAPM is incorrect. Rather,
the full quote from Associate Professor Handley is:

Whilst there is no dispute concerning the results reddsteBlack, Jensen
and Scholes (1972), Fama and Macbeth (1973) and BachFrench (2004),
it is important to note that there remains consideable uncertainty as to
how this empirical evidence should be interpreted i other words, what
do the empirical results, concerning past realizedeturns, imply about

the validity of the Sharpe CAPM as a model for esthating future
expected returns?[emphasis addelf]

The AER considers that the conclusion from the ewad literature is that there are
inherent defects in this test of the CAPM. Thiaas particularly unexpected. There is
an inherent difficulty in designing a test for aaceptual model that explains the
equilibrium pricing of all assets in the econom. &result, some defects are likely.
The AER’s draft decision listed a number of theicai problems with the type of
empirical test Envestra appears to have relieélbof which are readily recognised
in the academic literatufé This type of test:

* uses a market proxy that does not accord with #heN market?

» considergealisedreturns, when the CAPM deals only witkpectedeturn§®

" Grundy,The calculation of the cost of capital: A report Envestra 20 September 2010, pp. 2-3

(Grundy,Calculation of theCost of capital September 2010); CEGpst of capital under the
NGR September 2010, pp. 9, 14-15, 19; Da@isst of equityJanuary 2011, p. 11; Handld€3ger
review of Davis reportJanuary 2011, pp. 2-3; Grun@omment on the cost of capital: A report
for Envestra 23 March 2011, p. 2 (paragraph 5) (Grudgmment on the cost of capjtdarch
2011); and CEGWACC estimationMarch 2011, pp. 3—6; and Davidgst of equity further repart
May 2011, p. 3.

8 CEG,WACC estimationMarch 2011, p. 5 (paragraph 14). CEG is citingtHay, Peer review of

Davis report January 2011, p. 3.

Davis,Cost of equityJanuary 2011, pp. 3-4, 11.

Handley,Peer review of Davis repgrfanuary 2011, p. 3.

8 See AERDraft decision February 2011, pp. 66—67.

82 See DavisCost of equityJanuary 2011, p. 7-8 and Da\@®st of equity further repariay
2011, pp. 3-4, 18-19; source papers include RallARcritique of the asset pricing theory’s tests;
Part I: On past and potential testability of thedty’, Journal of Financial Economi¢4.977,
vol. 4, pp. 129-176; and Levy, M. and R. Roll, ‘Tinarket portfolio may be mean/variance
efficient after all’,Review of Financial Studig2010, vol. 23(6), pp. 2464—2491.
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= uses short-term (less than one month) intervalsejmthe CAPM period needs to
be the (longer) investment horiZ6n

= uses inappropriate statistical tests or procediires.

The consultant reports submitted by Envestra atko@vledged the existence and
severity of some of these probleffis.

It might appear possible to conclude that, despeegoroblems with this test of the
CAPM, there is sufficient evidence to suggest thatCAPM itself is biased. This is
exactly the question identified by Professor Dawikis original report to the AER:

More generally, researchers will aim to identifyettmer empirical ‘failures’

of a model are due to its core assumptions beivajich or whether

‘auxiliary’ assumptions required to implement csttthe model are the cause
of failure®’

There is evidently disparity in the views of the@demic reports before the AER (and
indeed no consensus in the broader academic litejain this further clairff
Fundamentally, pointing to this flawed empiricaiding provides no logical basis to
then simply assert that the CAPM itself has besprdved.

It is in this context that Davis examines more retests of the CAPNY These tests
variously correct one (or two) of the flaws witletblassic empirical tests, and then
find stronger support for the CAPM. The AER conssdibat this supports the
inference that the CAPM itself holds, and thatghienary reason for the ‘low beta
bias’ empirical finding is a flawed testing proceeluOf course, even these updated
tests still retain some problems which, as disaisb®ve, are inherent in tests of this
kind of conceptual model.

8 See DavisCost of equityJanuary 2011, p. 7 and Dav@pst of equity further reparivay 2011,

p. 19; source papers include Campello, M., L. Cnash L. Zhang, ‘Expected returns, yield spreads
and asset pricing test®Review of Financial Studie2008, vol. 21(3), pp. 1298-1338.

While there is no agreement on the exact lenfthevinvestment horizon, there is consensus that a
one month period is too short. See Da@sst of equityJanuary 2011, p. 5 and Davi3st of
equity further reportMay 2011, pp. 11, 22; source papers include CoRerC. Polk and T.
Vuoteenaho, ‘The price is (almost) righturnal of Finance2009, vol. 64(6), pp. 2739-2782;
and Levhari, D., and H. Levy, ‘The capital assétipg model and the investment horizon’,
Review of Economics and Statistit877, vol. 59(1), pp. 92-104.

See DavisCost of equityJanuary 2011, p. 6 and Davi®st of equity further repgriay 2011,

pp. 4-6, 19, 21-22; source papers include Ray.&E, Savin and A. Tiwari, ‘Testing the CAPM
revisited’,Journal of Empirical Finance2009, vol. 16(5), pp. 721-733; Lewellen, J., 8gél and
J. Shanken, ‘A sceptical appraisal of asset pritésts’,Journal of Financial Economi¢c2010,

vol. 96(2), pp. 175-194; and Grauer, R., and Jnadan, ‘Cross-Sectional tests of the CAPM and
Fama—French three—factor moddburnal of Banking and Financ010, vol. 34, pp. 457-470.
For example, GrundyZalculation of the cost of capitabeptember 2010, pp. 6—7; CEG)st of
capital under the NGRSeptember 2010, pp. 16 (paragraph 35).

Davis,Cost of equityJanuary 2011, p. 3. Note that a similar staterbgmoted CAPM antagonists
Fama and French is quoted in HandRger review of Davis repgrfanuary 2011, p. 3.
Davis,Cost of equity further reparMay 2011, p. 11.

Davis,Cost of equityJanuary 2011 and DaviSpst of equity further reparMay 2011, pp. 3-11,
18-23.
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In particular, Davis disagreed with Grundy'’s int@tation of several academic
papers, which Grundy stated contain evidence te®CAPM under compensates low
beta firms. Among comments on a range of papergisDmted that:

®= The seminal 1977 paper by Roll supports the pasttiat the ‘low beta bias’
empirical finding results from a problem with tlest (a mis-specified market
portfolio) not a problem with the underlying CAPRoll explicitly notes that the
papers by Black, Jensesn and Scholes (1972) and &adMacBeth (1973) are
fully compatible with the CAPM in the presence o€k a testing errot’

= Campello, Chen and Zhang'’s 2008 paper appears/tolieen misinterpreted by
Grundy, and Davis considered that the correct pmétation of their results does
not indicate that the CAPM under compensates fisitis a beta less than one.

= The 2009 paper by Cohen, Polk and Vuolteenahallisedevant to evaluation of
the CAPM, even though it uses an alternative mefboteta estimation. Grundy
cited results from Table V of this paper as rejegthe CAPM, but this overlooks
Tables IV and VI which provide results that supbe opposite conclusiof.
Overall, Davis considered that this paper suppgbggosition that deficient
testing procedures (in this case, portfolio cortdiom methods) lead to the ‘low
beta bias’ empirical finding’

®=  The main finding from the 2010 paper by Grauer Zanimaat is that deficiencies
in standard testing procedures (such as inapptettfolio formation methods,
and use of ordinary least squares regressionhareeison for empirical results
that reject the CAPM. Further, changes to thedentgeprocedures (such as
repackaging portfolios and using generalised Isqsares regression) produce
results that strongly support the CAPM as corféct.

Implementation of the CAPM

CEG criticised an implementation of the CAPM thags not match either the classic
tests of the MRP (which produce the ‘low beta bemspirical finding referred to
above) or the implementation adopted by the AER.

The first mismatch concerns the form of the rigdefrate used in the CAPM, which
CEG characterised as follows:

% Davis,Cost of equity further repariMay 2011, p. 18. source paper is Roll, R., ‘Atigtie of the

Asset Pricing Theory’s Tests; Part |: On Past apigftial Testability of the TheoryJournal of
Financial Economics1977, vol. 4, pp. 129-176.

Davis,Cost of equity further repgriMay 2011, p. 19; source paper is Campello, MChen and
L. Zhang, ‘Expected returns, yield spreads andtgsgeang tests’ Review of Financial Studigs
2008, vol. 21(3), pp. 1298-1338.

%2 Further, the base data in table V does not réfiec€APM either; it is only the additional poriol
sorts that produce intercepts which differ sigmifity from zero (and thus reject the standard
CAPM).

Davis,Cost of equity further repgrMay 2011, pp. 22—-23; source paper is Cohen, RPolk, and
T. Vuolteenaho, ‘The Price is (Almost) Righthe Journal of Finance2009, vol. 64(6),

pp. 2739-2782.

Davis,Cost of equity further repgrMay 2011, pp. 21-22; source paper is Grauemml,J.
Janmaat, ‘Cross-sectional tests of the CAPM anda~&mench three-factor modeFournal of
Banking and Finance2010, vol. 34, pp. 457-470.
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The prevailing government bond rate is used a®=ygor the risk free rafé

The relationship between returns and beta is...satzero beta equity earns
a return equal to the Government bond*fate

This does not accurately describe the empiricalistuthat find the ‘low beta bias’,
where the ‘government bond rate’ is the interest aam short term government
securities with a one month maturity (and more radiyrdescribed as the
‘government bill rate’ in these USA based studigsontrast, the AER sets the risk
free rate (and therefore the return on equity utiegCAPM) using the 10 year
government bond rate. The 10 year government bateds currently materially
above the 30 day bill rafé.

The effect of choosing a longer term for the risdefrate results in an increase to the
estimated return on equity for shares with a betav one (and vice versa). In other
words, choosing a longer term for the risk fre& abeady achieves the sort of
correction that CEG claimed is required to offéet 1low beta bias’ of the CAPM.
This is best illustrated by reference to figure .A.1

Figure A.1  Effect of using different risk free rates on the CAM cost of equity

‘— = Return using short term risk free rate Return using long term risk free rate ‘
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Source: AER analysis.

% CEG,Cost of capital under the NGBeptember 2010, p.14 (para 31)

% CEG,WACC estimationMarch 2011, p. 6 (para 23).

" For the averaging period (15 days to 17 Marchi20the difference between annualised Australian
Government one-month bills and ten-year bonds (hottualised) is 72 basis points based on RBA
data. Brailsford, Handley and Maheswaran docunfentifference as being 50—60 basis points
over the long-term (using their MRP time seriesfrb883, 1937 and 1958). However, this is
against 90 day treasury bills, and the differenoeld be greater if 30 day treasury bills were used.
The difference is much larger for historical sefiethe US (i.e. the academic literature cited by
Grundy, Davis and CEG that documents the low-bets) bFor example, the difference is
180 basis points for the period 1931 to 1965 exathiy Black, Jensen and Scholes, based on
Ibbotson and Sinquefield data. See Brailsford,JTHandley and K. Maheswaran, ‘Re-
examination of the historical equity risk premiumAustralia’,Accounting and Finance008,
vol. 48, pp. 73-97; Black, F., M. Jensen, and Mhdbes, ‘The capital asset pricing model: Some
empirical tests’, irBtudies in the theory of capital market Jensen (editor), Praeger Publishers’
and Ibbotson, R., and R. Sinquefield, ‘Stocks, Isphdlls and inflation: Year-by-year historical
returns (1926—1974)Journal of Businessl976, vol. 49(1), pp. 11-47.
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The average market return on stocksg, $hown in figure A.1 as the small square
directly above a beta of 1.0, is measured direantly is unaffected by the term of the
risk free rate, R The steeper dashed line shows the estimated teguity when
the CAPM is applied using a short term Rhis is the security market line that CEG
considered inaccurate, but the AER’s implementatiiothe CAPM does not achieve
this outcome. Rather, the AER implements the CARMgia long term Rwhich
results in the estimated cost of equity shown lyfldtter solid line. Relative to the
steeper dashed line, the flatter solid line produtdgher (lower) estimates for stocks
with a beta below (above) one, in accordance wighttorrection’ claimed by CE®.

The second mismatch concerns the MRP. CEG chaissdaéhe MRP as:

...estimated based on an estimate of a long run geerarket risk premium

rather than a specific estimate for the periodiiesiion'®

This accurately describes the majority of empirgtaldies but does not correctly
describe the AER’s approach. The AER sets the MRIPnegard to the specific
period in question® As a result, the AER may set a different MRP fitimme to time,
as appropriaté®? The CAPM implementation that CEG criticised (arfuiah is the
subject of the flawed empirical tests which repbet ‘low beta bias’) cannot
accommodate these types of changes.

As noted by Professor Davis, the AER is using aplicit conditional CAPM’
approach® not a strict static CAPN* Given that there is no consensus in the
academic literature about the correct implementatican explicit conditional
CAPM, the AER’s approach represents the best esipwassible in the
circumstance$®

A.2.3 Is the Black CAPM a better alternative?

Envestra’s revised proposal focused on just ortkeothree alternative models to the
CAPM—the Black CAPM. The central argument from Estva and its consultants is

% This statement presumes both appropriate comreosiunits and that arithmetic averages are used

to determine the market return, not geometric ayesa
Below, the extent of the ‘low beta bias’ is dissed with reference to four academic studies by
calculating a particular ratio. Taking accountluf tifference between the short—term and long—
term risk free rate in each study would raiseatibs by between 0.06 and 0.49, bringing four
ratios to 1.0 or above. A ratio of 1.0 indicatesttthe CAPM is accurate and there is no ‘low beta
bias’.
10 CEG,Cost of capital under the NGBeptember 2010, p. 14.
For clarity, information on the long run averddBP is still a relevant input for consideration of
the MRP that will apply for the specific perioddoestion.
This is evident from the AER’s previous assesgrnéan MRP of 6.5 per cent and the current
assessment that 6 per cent is the best estimage thredcurrent circumstances, in accordance with
the best estimate of the MRP that would apply lierrelevant 10-year period commencing at the
start of the access arrangement period concerned.
Davis,Cost of equityJanuary 2011, p. 9 and Dawi&yst of equity further reparMay 2011, p. 9.
104" CEG,Estimating the cost of capital under the NGRptember 2010, pp. 13-14.
195 Davis,Cost of equityJanuary 2011, p. 9; Handle3eer review of Davis repgrfanuary 2011,

p. 5.
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that the Black CAPM is a better predictor of theire on equity than the standard
CAPM applied by the AER®®

The AER considers that the Black CAPM is unrelidideause robust parameter
inputs for the model are not available. The AER&fiddecision noted the importance
of having robust parameter inputs and this requar@rhas been endorsed by
Envestra’s consultarit’ The Black CAPM uses the return on the zero bettqio

as an input. This parameter is difficult to estimdthe AER considers that Envestra
has not presented a robust estimate of the retutheozero beta portfolio.

Envestra primarily relied on analysis of the acadditerature by Professor Grundy
to estimate the zero beta return. The AER consithatsthis is an unreliable basis for
generating the zero beta estimates because:

® The estimates are based on just three publishetbaca papers and one
academic working paper that has not yet been phdaisFurther:

» The published papers are dated (published in 1223 and 1995).

» These papers are all based on US data, not Aastradita.

®=  The estimates themselves are internally incongistbare the regression equation
involves a risk free rate. That is, the Black CABBsumes that the risk free rate
does not exist. However, these estimates of thelaetia return are generated by
using a risk free rate, for use as an input tcBlagk CAPM°®

=  There are theoretical grounds to consider thaketkeimates are systematically
biased and therefore unreliabfé.

These zero beta estimates are presented by Greralyagio in fraction forn}*°

an — Ro Where R is the market return
—R R, is the zero beta portfolio return, and
Rm Ry R: is the risk free rate

If this calculated ratio equals 1.0 then the Bl&@&M exactly matches the standard
CAPM. If the calculated ratio is below 1.0, thee Bharpe CAPM and Black CAPM
will produce different estimates of the cost ofiggUFor the relevant sharé$'a
calculated ratio below 1.0 means that the Black MARIl produce a higher estimate
of the cost of equity than the Sharpe CAPM. Thedothe calculated ratio, the
greater the difference between the Black CAPM &edstandard CAPM, and
therefore the greater the extent of the ‘low béda’b

1% Grundy,Comment on the cost of capijtdarch 2011; CEGWACC estimationMarch 2011,

pp. 3-10.

SFG,Required return on equityseptember 2010, p. 4 (paragraphs 12-13); D@wdst of equity
January 2011.

Davis,Cost of equity further reparMay 2011, pp. 4-5, 9-10.

Davis,Cost of equityJanuary 2011, p. 11.

Grundy,Calculation of the cost of capitabeptember 2010, p. 13-14, 16-17.

That is, shares with a beta below 1.0.
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Grundy originally calculated ratios between 0.288 8.761'? As noted by Dauvis,
however, Grundy appears to have assumed an intéorecfor the regression
equations and so has misinterpreted several régnessefficients-*® Briefly, the
relevant regression equations use total portf@iorn, not portfolio return in excess
of the risk free rate as assumed by Grundy. Thsnmm¢hat the intercept coefficient
should be interpreted as the total return on tine kzeta portfolio, not the return on
the zero beta portfolio in excess of the risk ft@e. Further, the earlier Davis report
made a conversion error when recalculating thegeds™* Corrected ratios from
these four academic papers are shown in tablé’A.2.

Table A.2 Estimates of the return on the zero beta portfoliqin ratio form)

Paper Sort Ratio
Black, Jensen and Scholes, 1972 Beta 0.751
Fama and MacBeth, 1973 Beta 0.639
Kothari, Shanken and Sloan, 1995 Beta 0.545
Size 1.008
Beta and size 0.672
Beta then size 0.736
Size then beta 0.723
Da, Guo and Jagannathan, 2009 Beta 0.232 0.379
Aged beta 0.452 0.816
Industry 0.630 0.968
Industry and book-to-market 0.936 1.417

Source: DavisCost of equity issues: A further report for the AER May 2011, pp. 6-9; AER
analysis. All ratios presented are for the longwsiilable time period in the paper. Source
papers are Black, F., M. Jensen, and M. Scholé® Chpital asset pricing model: Some
empirical tests’, irStudies in the theory of capital marke¥s Jensen (editor), Praeger
Publishers; Fama, F., and J. Macbeth, ‘Risk, requnth equilibrium: empirical tests’,
Journal of Political Economy1973, vol. 81(3), pp. 607—636; Kothari, S., Jaifiten and
R. Sloan, ‘Another look at the cross-section ofemtpd returns’Journal of Finance
vol. 50(1), pp. 185-224; Da, Z., R. Guo and R. dagthan, ‘CAPM: Interpreting the
evidence’, 2009NBER working paper 14889

a If the underlying regression equation is agagmsesgortfolio returns

b: If the underlying regression equation is agaioist portfolio returns

112

Grundy,Calculation of the cost of capitabeptember 2010, p. 13.
113

Davis,Cost of equity further reparMay 2011, pp. 6-9. See also Grun@glculation of the cost

of capital September 2010, pp. 13-14, 16-17; Da®isst of equityJanuary 2011, pp.11-12; and
Grundy,Comment on the cost of capjtdarch 2011, pp. 9-11.

Davis,Cost of equity further repagrMay 2011, pp. 6-9.

There remains uncertainty about the relevanession equation in the Da Guo and Jagannathan
working paper, so table A.2 presents the two ptesilberpretations.
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Based on table A.2, the AER considers:

= Some estimates are close to or above 1.0, whicbates$ that the zero beta return
is equal to the risk free rate. In the (standaréllP®l, the zero beta return is equal
to the risk free rate. Therefore, these estimgtpsar to indicate that the standard
CAPM accurately predicts the cost of equity withany ‘low beta bias''®

= There is marked variability in the ratios, suggggeither this is not a robust
method for estimating this parameter or that thre beta return is sample
specific. In either case a Black CAPM using thigunparameter would not
provide a reasonable basis for estimating the afosguity.

Further, Grundy stated the most reliable estimata the Kothari, Shanken and
Sloan paper is that using beta-sorted portfoliesahse this produces the largest
dispersion in portfolio betad! However, the paper notes that sorting portfolips b
size, not by beta, produces the largest dispeisiportfolio betas® Hence, it

appears that Envestra’s consultant, Grundy, corsttie most reliable estimate of the
zero beta return ratio to be 1.008, based on sied portfolios. A ratio of 1.0
indicates that the (standard) CAPM exhibits no ‘lesta bias’ at all.

The Dauvis report notes dramatic variability in #&o beta return ratio when shorter
sub-periods (between five and nine years) are derexd, further discrediting any
assertion that this is a reliable method to esgntia zero beta portfolio returhs.
The limited data from Australian studies must kdenpreted with caution, but the
results are similarly variabfé®

Finally, there is another estimate of the zero bettarn ratio, 0.146, presented by
CEG based on its own modellin@.Both Davis and Grundy noted that the zero beta
return cannot exceed the borrowing réteSetting the zero beta return based on a
ratio of 0.146 would exceed the cost of debt suggelsy CEG in the same report, as
well as that proposed by EnvestfaAs a result, the AER considers that this estimate
is implausible and should be rejectéd.

116
117
118

Compare with GrundyZomment on the cost of capjtMarch 2011, p. 10.

Grundy,Comment on the cost of capjtMarch 2011, p. 10 (paragraph 25).

Kothari, S., J. Shanken and R. Sloan, ‘Anotheklat the cross-section of expected stock returns’,
Journal of Finance1995, vol. 50(1), pp. 193.

Davis,Cost of equity further reparMay 2011, pp. 8-9.

In several instances the Australian risk free reabovethe zero beta return, suggesting that the
(standard) CAPM is already over compensating thesmesses relative to the Black CAPM.
Davis, Cost of equity further repgrMay 2011, pp. 5-6. Source papers are DurackR NDurand
and R. Maller, ‘A best choice among asset pricirggleis? The Conditional Capital Asset Pricing
Model in Australia’,Accounting and Finan¢g&004, vol. 44, pp. 139-162; and Gaunt, C., ‘Sizé
book to market effects and the Fama French thieterfasset pricing model: evidence from the
Australian stockmarketAccounting and Financ&004, vol. 44, pp. 27-44.

121 CEG,Cost of capital under the NGBeptember 2010, p. 19.

122 Davis,Cost of equityJanuary 2011, p. 11; Grundypmment on the cost of capijtdarch 2011,

p. 8; and DavisCost of equity further reparMay 2011, pp. 10-11.

CEG considered that tlmeinimumMRP is 7.4 per cent, which at a ratio of 0.146 ldaquate to a
zero beta return of at least 11.92 per cent. Thee&ra proposal considers the minimum MRP is
6.5 per cent, which equates to a zero beta refushleast 11.15 per cent. Both estimates are
considerably above the proposed 10 year, BBB redstiof debt of 10.27 as set out in CEG,
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Aside from these specific problems with the zeralveturn estimates, the AER
considers that the academic literature does ngistithe use of the Black CAPM
instead of the (standard) CAPM. In his report, Badisagreed with Grundy’s
interpretation of several academic papers, whiam@y stated ‘contain information
that the Black CAPM does provide a better empinradictor of expected returns
than the Sharpe CAPM doé$® Davis also reviewed the recent academic literature
referred to by Grundy in his first report. Afteradwation of all this evidence, Davis
concluded:

I do not believe that there is substantive eviden@ny of the paper
surveyed, and on the basis of the discussion earltbis section, which
would provide grounds for a conclusion that thecRIEAPM is superior to
the Sharpe CAPNF®

On the basis of the information presented, the ABE&s not consider that the Black
CAPM provides a reasonable basis from which toresdt the cost of equity, as is
required by r. 74(2) of the NGR. The AER consideed the Black CAPM will not
produce a rate of return that is commensurate eadtiditions in the market for funds
and the risks involved in providing reference sesi as is required by r. 87(1) of the
NGR.

A.2.4 Conclusion

Overall, the AER considers that Envestra’s approachlation to cost of equity
models does not meet the requirements of r. 87(8f(the NGR. Further, estimates
generated by the Envestra approach will not meetafuirements of r. 74(2) and

r. 87(1) of the NGR.

The AER instead uses the (standard) CAPM, whiehviell accepted financial

model, to estimate the cost of equityThe AER considers that the use of the CAPM
to estimate the cost of equity:

= complies with the applicable requirements of thelNfAd the NGR

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

= will or is likely to contribute to the achievemasftthe NGO in section 23 of the
NGL.

WACC estimationMarch 2011, pp. 1-2, 33 (paragraphs 5, 117); &inegRevised Qldccess
arrangement informatignMarch 2011, attachment 9-7 (Response to AER degfision on debt
risk premium), p. 4; and attachment 9F&éponse to AER draft decision on market risk preini
p. 7.

Further, the estimate is not from a publishedlansc paper and the underlying spreadsheets and

calculations were not provided to the AER.

Davis,Cost of equity further reparMay 2011, pp. 2-11, 18-23.

Davis,Cost of equity further reparMay 2011, p. 11.

127 The AER has full discretion (as set out in r.3)aif the NGR) over determination of the rate of
return to meet the requirements of r. 87 of the NB&wever, given that the Envestra proposal
does not meet the requirements of r. 87 of the NB&RAER is not required to expressly rely on
r. 40(3) in electing to use the CAPM.
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A.3 Equity beta

This section sets out the AER’s consideration oftena raised in the revised proposal
regarding the AER’s approach to determine the gdpgta in the draft decision.

A.3.1 Use of Australian or US data

The key issue in the Envestra revised proposahither to rely on estimates of the
equity beta generated using US data instead @d<gtimates based on Australian data.

The adopted benchmark service provider is Austradiad the AER sets the rate of
return using a domestic CAPM The AER considers that this provides a strong
rationale for estimating all CAPM inputs (such las equity beta) using Australian
data’?® The use of a foreign proxy is a suboptimal outcona¢ can only be justified
where there is evidence that this will produce meli@ble estimates of the domestic
equity beta than the Australian estimat&sThe onus remains on any party (in this
case, Envestra and its consultant CEG) wishingpar from the use of domestic
data to establish that a foreign proxy will be miciable.

This section considers in detail the arguments @& on the relative reliability of
the Australian and US estimates.

Australian estimates

The CEG report stated that the Australian equitg lestimate used by the AER is
unreliable because:

* tis based on an overall sample of just six Auitnesecurities’ returrts*
» these firms are ‘highly volatile’
= only two of these companies have sufficiently |oragling histories

= the highest estimated equity beta (HDF) is gives lgeight on spurious
grounds*?

The AER maintains its position from the draft deamsthat the Australian equity beta
estimates (drawn from the WACC review) are suffitherobust, and considers that
the claims by CEG are unfounded. In particular,dteity beta estimates:

= rely on an estimation period (after the technolbgigble but before the GFC) that
is likely to reflect long-term market conditionsigg forward>?

128 AER, Draft decision February 2011, pp. 63, 249, 257; see also Al decision, WACC
review May 2009, pp. 77-82, 255.

129 AER, Final decision, WACC revievMay 2009, pp. 255, 260—264.

130 AER, Final decision, WACC reviewlay 2009, pp. 260-264, 311-332.

181 CEG,WACC estimationMarch 2011, pp. 1, 20-21.

132 CEG,WACC estimationMarch 2011, p. 1.

133 AER, Final decision, WACC reviewpp. 267—271; and AEraft decision February 2011,
pp. 246-247.
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= the period (around five years) is long enough twigle statistically robust
equity beta estimates when using weekly and monthding intervals*

= estimates during this period are not ‘highly vo&tr®

= rely on an overall sample of nine companies, ndt%i
= five of these companies (not two) have tradingdniss of around five yeal¥

= all nine companies have trading histories thasaféciently long to permit
reasonable assessments to be rfiade

= portfolio analysis across the entire period (arofimel years) appropriately
incorporates firms with shorter duration tradingtbiies>®

= rely on appropriate statistical analysis
= using an appropriate formula to adjust for levet&he

= using estimation intervals (weekly and monthly)ttimtigate problems arising
from trading bia¥"

= checking for problems such as autocorrelation atdrbscedasticity.

CEG stated there are only two Australian compawi#s sufficiently long trading
histories based upon an AER statement in the deafsion'** CEG appears to
misconstrue this to mean that a company must hare than 850 trading days of
data before it provides a reasonable basis foliabte beta estimate.

The AER rejected CEG'’s analysis of Australian egb#ta estimates because it used
(up to) 600 days of datduring the GFC*** It is not the length of the estimation
period alone, but the combination of period lereytd period timing that renders this
analysis unreliablé?* As stated in the draft decision, the minimum lérfgr reliable

134 AER, Final decision, WACC reviewpp. 271-275.

135 AER, Final decision, WACC revievpp. 278-292, 326-328.

1% The CEG report overlooked the WACC review consitlen of Alinta (AAN), Australian Gas
Light (AGK) and GasNet Australia (GAS). AERinal decision, WACC Reviewlay 2009,
pp. 255, 307-311, 317-320.

137 In addition to APA Group (APA, six years and gigionths) and Envestra (ENV, six years and
eight months) the WACC review analysis includes A@Ne years and eight months), AGK (four
years and ten months), and GAS (four years aneéelemonths). AERFinal decision, WACC
review May 2009, pp. 255, 317-320; and Herggtimating beta23 April 2009, pp. 10-11, 14—
15.

138 AER, Final decision, WACC reviewpp. 255-260; see also discussion on the minineumgth for
the estimation period in this appendix.

139 AER, Final decision, WACC revievpp. 307-311, 320-326.

140 AER, Final decision, WACC reviewpp. 265—-267.

141 AER, Final decision, WACC reviewpp. 275-278.

142 CEG stated ‘The AER has rejected the relevantetf estimates | presented because they were
only based on 600 trading days (or around 2.4 ye&EG, WACC estimationMarch 2011,
pp. 20-21 (paragraph 67).

143 AER, Draft decision February 2011, pp. 246-248.

144 Davis,Cost of equityJanuary 2011, p. 18.
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beta estimation is a function of the underlyingditons, and during the GFC
conditions were such that beta estimation becan@more inaccurate than
normal’*® This means that a period length which may have beeropriate during
normal conditions would be inappropriate when chatgring the GFC. Hence, there
is no contradiction in the AER’s rejection of thEG analysis (using up to 600
trading days), and the use of companies with sirtelagth trading histories in the
WACC review*°

The AER clarifies that it was not attempting toidefa specific start date for the GFC
in its draft decisiort?’ The AER acknowledges that there is no real conseos the
precise beginning of the GFC, or (more relevardalyyut the date when it began to
substantially affect Australian equity prices (dahdrefore equity beta estimation).
There is some justification for using an estimageniod ending on 1 September
2008, given that the ASX All Ordinaries index h&zlsteepest fall across the
subsequent two months (a decline of around 25 ¢gra).cOn the other hand, this
sharemarket index fell by 11 per cent in JanuaBB28upporting an estimation
period ending on 31 December 2007. Nonethelesg\Hfe considers that its analysis
of equity betas using a period of five and a haling would not be unduly influenced
by the eight months to September 28f8CEG has not presented evidence that
Australian equity betas would differ if the estimatperiod ended in 2007.

Envestra’s revised proposal stated that ‘the ABRgless weight to the highest
estimated beta for the Australian sample’, appardratsed on the executive summary
of the CEG report?® However, there is no analysis to support thiswlai the body
of the CEG report. The AER considers that it hasgiappropriate weight to the
Hastings Diversified Utilities Fund (HDF) equitytheincluding it in portfolios with
equal or value weighting (as relevant), and iraitalysis of aggregate individual
equity betas® The AER did note that caution should be usedterpreting the
equity beta for HDF produced by CEG, which was ntbas three times the next
highest estimat&! However, giving ‘full weight’ to the CEG estiméfiar HDF still
produces an equity beta estimate which accordstiviange from the AER’s
WACC review!*?

The empirical evidence available to the AER suggastequity beta of between 0.4
and 0.7 ensures the service provider has the apptyto recover at least its efficient
costs incurred in providing reference servicesiandeeting regulatory requirements.

145 AER, Draft decision February 2011, p. 248.

146 For clarity, the AER considers that the shortiiquls presented by CEG would be inappropriate,
even without consideration of the specific peribde minimum period analysed by CEG is just 20
trading days. Such a period would be inappropriegardless of whether it is measured during the
GFC. The AER considers that a period less tharaa (220 trading days) is likely to be too short
for reliable estimation, regardless of the locatdthat period.

147 AER, Draft decision February 2011, pp. 246—247.

148 The WACC review also considered five year eghitta estimates (from ACG) ending in May

2008, with similar results to those ending in Seqiter 2008. AERFinal decision, WACC review

May 2009, pp. 320-321.

EnvestraRevised Qld access arrangement informatiarch 2011, attachment 9-B¢sponse to

the AER decision on equity bgtp. 1; CEGWACC estimationMarch 2011, p. 1.

150 AER, Final decision, WACC revievMay 2009, pp. 317-328.

151 AER, Draft decision February 2011, p. 69.

152" As shown in table 5.6 of chapter 5.

149
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Based on this information, an equity beta of 0.8Maot under compensate the
benchmark service provider for the risks of prowgdreference services.

The AER has cross-checked this by obtaining a te@esmt Samuel independent
report which used an equity beta estimate of 0@B3psuggesting that the equity beta
estimates for energy distribution businesses remmachanged as a consequence of
the GFC.

US estimates

CEG stated that instead of Australian equity betarates, its US equity beta
estimates (but not the US equity beta estimates the AER’'s WACC review)
should be used in the domestic CAPM. CEG stated tha

* there is a larger pool of available data for estingequity betas?®
= there are 77 US regulated securities
= these US firms have long trading histories

= the US equity beta estimates used by the AER iWAEC review are

unrzg?ble, because changing aspects of the ardéails to a higher equity
bet

= there are conceptual and empirical grounds to ksitad relationship between US
equity betas and equity betas in Austrafa

= with one exception, differences between US andraliathave not been
guantified, so the a priori position is that US iggbetas will equate to
Australian equity betas

= the exception is that international differencethim regulatory framework
mean that US regulated utilities will have lowepegure to systematic risk
than Australian regulated utilities

On this basis, CEG concluded that the US equitst bstimates of ‘around one’
should be used by the AER

The AER considers that the key issue here is whetheot there are reasonable
grounds to establish a relationship between Auatralnd US equity beta estimates.

In the WACC review the AER noted the differencehia regulation of businesses, the
regulation of the domestic economy, geography,niass cycles, weather and a
number of different factors are likely to resuldifferences between equity beta
estimates for similar businesses between courltfigsis difficult to assign
guantitative impacts to each of these qualitatactdrs and as such the use of

153 CEG,WACC estimationMarch 2011, pp. 1, 16-21, 25-27.
134 CEG,WACC estimationMarch 2011, pp. 12-15.

155 CEG,WACC estimationMarch 2011, pp. 21-25.

1% CEG,WACC estimationMarch 2011, pp. 2, 27.

157 AER, Final decision, WACC revievMay 2009, pp. 261-264.
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Australian securities data for equity beta estioraieeks to encompass all of the
factors within the CAPM framework in a first-begipaoach. For this reason and
consistent with the WACC review, the AER considergign estimates of equity beta
should only be used as a cross-check of domedilitydagta estimates.

The AER considers that the CEG report does not cengmsively evaluate the
differences between Australia and the US. CEG feeti®n just one aspect of the
regulatory framework—the form of revenue controditl not consider the numerous
other aspects of the regulatory framework thatcafiee exposure of the firm to
systematic risk, and which differ substantiallyaminternational basis:

= Avenues for price adjustments outside of the mawemnue control form—In the
Australian context, this includes the provision fass throughs that allows for
increase to revenues in response to major marlkettevlhese directly reduce
exposure to systematic risk, since the serviceigeovs able to recover the
impact of any adverse market wide event.

= Timing of regulatory reviews—A longer period betwaegulatory assessments
Increases exposure to systematic risk, since teenere time for the firm to
accrue benefit/incur detriment from market-wide mments before the regulator
resets the revenue. In the Australian context,lakgry arrangements are
generally for five years, and there is opportutityeopen an access arrangement
early, which further reduces systematic risk.

= Approach to inflation adjustment—In the Australi@ontext, there is an annual
indexation to prices (and capital base) for inflatthat almost eliminates
exposure to interest rate risk, which is a faatonverall systematic risk®

There are also significant international differesnoa a range of broad framework
guestions, such as the availability and scope péals, the burden of proof on the
regulator and the relative service standards thaiya>° These have direct relevance
to the profitability of the regulated firm and sadary impacts on exposure to
systematic risk.

It is difficult to quantify the impact of these ditative factors or undertake a
conceptual evaluation of the overall impact on Bgoeta. Neither CEG nor the AER
has attempted to undertake the analysis that epthie completeness of the factors,
the interaction of the factors with each other, teoverall impacts of the factors to
gauge whether foreign equity beta estimates overatd, underestimate or equate to
domestic equity betas. The onus to establish suetationship rests on those who
wish to use the US data instead of the Australeta.d

Accordingly, the AER considers that that thereravgeasonable grounds to conclude
that the US equity betas should be equivalent tstralian equity betas, or that the
US equity betas should be below Australian equetiab. Rather, the AER considers

138 The residual inflation risk relates to the timimigthe indexation (once a year) and the possible
mis-specification of the proxy (CPI) for true irtftan.

159 |PART, Changes in regulated electricity retail prices franduly 2011, Draft reportApril 2011,
pp. 82-84.
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that this lack of evidence strongly supports the efsa domestic equity beta, which
means that these (potentially unresolved) issuesasided.

CEG appears to misinterpret the position of the Mealand Commerce
Commission’s (NZCC) expert advisors when it stdted ‘Professor Franks argues
that the US regulatory regime is lower risk relatte 5 year regulatory regimes such
as in Australia® In context, this expert advice to the NZCC focuseshe fact that
the use of foreign proxies in a domestic CAPM idtrces an additional source of
error, relative to using domestic estimates diye®l Fundamentally, such a position
goes against CEG’s suggestion that US equity Istimates should be used instead
of Australian equity beta estimates.

It may be the case that Dr Lally, another of theO{Zexpert advisers, considers the
US equity betas to be an underestimate of the Nihehetas-°> However, it appears
that Professor Franks takes the opposite view.pHEper by Boyle et al. that Professor
Franks endorses explicitly refutes the Alexandex.etlaim that the US has a ‘lower
risk’ regulatory regime. After consideration of teedence, this position is then
adopted by the NZCC, which stated:

Dr Lally’s approach [making an upward adjustment/® asset beta
estimates] was criticised by Boyle, Evans and GetliBoyle et al.) who
indicated that:

. the sample of US electricity utilities operatetey services as well as
regulated electricity services;

. the structure of the US electricity industry leddinged and that many
state regulators had adopted incentive regulation;

. Lally’s claim that US electricity utilities areigject to rate-of-return
regulation with annual resetting of prices wasasg over-
simplification and ignored the incentive regulatimplemented in
many states; and

. it was incorrect that rate-of-return regulatechB are reviewed
annually*®

The final reasons paper from the NZCC reviews abarmof other academic papers
on the differences between regulatory regimeserattocation of systematic risk.
These include Buckland and Fraser, and Joskow, Kvaoki Pfeifenbergéf? The

180 CEG,WACC estimationMarch 2011, p. 22 (paragraph 75). Quote is freanks, J., M. Lally and
S. Myers,Recommendations to the New Zealand Commerce Coimmissan Appropriate Cost
of Capital MethodologyDecember 2008, p. 33 (paragraph 140).

Franks, J., M. Lally and S. MyeRecommendations to the New Zealand Commerce Coimmmiss
on an Appropriate Cost of Capital Methodolo@®ecember 2008, p. 33 (paragraphs 138-140).
It was on Dr Lally’'s advice that the NZCC incredgshe observed US asset beta by 0.1 to obtain an
asset beta for an electricity distribution companiZ. New Zealand Commerce Commission,
Input methodologies (Electricity distribution andggpipeline services), Reasons paper, Final
decision December 2010, p. 532 (paragraph H8.11) and 3$-534.

NZCC,Input methodologies (Electricity Distribution Sergst), Draft Reasons Papekune 2010,
p.291-293. Source papers are Boyle, G., L. EventsGa GuthrieEstimating the WACC in a
Regulatory SettingNew Zealand Institute for the Study of Competitand Regulation, March
2006 and I. Alexander, C. Mayer, and H. Wed&tsgulatory Structure and Risk: An International
Comparison Policy Research Working Paper 1698, The Worldk3&®ecember 1996.

Buckland, R., and P. Fraser, ‘Political and Ratpuly Risk: Beta Sensitivity in U.K. Electricity
Distribution’, Journal of Regulatory Economic2001, vol. 19(1), pp. 5-25; Joskow, Rgentive
Regulation in Theory and Practice: Electricity Dibution and Transmission Networks, A Paper
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NZCC concluded that there are strong theoreticaligus that the regulatory regime
can influence the level of systematic risk. Howeveere are no theoretical grounds
to conclude that such a difference exists betweetJtS and NZ (or Australia). Real
world regulatory regimes are far more complicatezhtthat acknowledged in the
CEG analysis. There is no distinct difference betwthe ‘low powered’ regulatory
regime in the US and the ‘high powered’ regimehia UK, and certainly no a priori
expectation about where Australia sits on this spat

It is somewhat of a mis-statement to say that tAE®I ceased to make this upward
adjustment on the basis that ‘it could not findaiglle empirical evidence that
differences in regulatory regimes affected the gogta of regulated businesses.’
The NZCC observed the (stable and robust) findiag the US equity betas are above
those in NZ and Australia.

The NZCC'’s decision cited by CEG estimated the ayelJS asset beta (0.29) to be
above the midpoint for Australian asset betas (0a2d New Zealand asset betas
(0.23).

This is also confirmed elsewhere. The Victoriandasisl Services Commission’s
decision cited by CEG estimated the Australian tycheta at between 0.5 and 0.7,
with the US equity beta between 0.6 and'6°3hat is, the empirical result was that
equity betas in the US were above those in Australi

The AER considers that the sensitivity analysisaity beta estimates from US
regulated firms does not lead to the conclusiohttt@ AER’s Australian equity beta
estimates should not be used. The AER acknowleitige ®stimates of equity beta
may be affected by altering the estimation peréd| of estimation period, sampling
period (i.e. monthly vs. weekly or daily returngj,firms included within the
sample'®® The analysis conducted by CEG is on US data amé\thlent variability
suggests that there is no advantage relative tgusiistralian data. Further, the AER
considers that the CEG analysis makes arbitranysadients (such as omitting
monthly estimates) and fails to report statistieats of its results.

An alternative comparison of international diffeces in equity betas for regulated
network utilities was commissioned by the Officetlud Gas and Electricity Markets
(Ofgem) in 2009. PricewaterhouseCoopers analyseam@yparable companies in the
UK, US, Spain, Italy, Canada and Australia. Thevaht set of close comparators is
presented in table A.3.

Prepared for the National Bureau of Economic Resked&onference on Economic Regulafién
10 September, 2005; Kwoka, lhyestment Adequacy Under Incentive RegulationtiMastern
University Working PapeiSeptember 2009; and Pfeifenbergerintentive Regulation:
Introduction and ContexPresentation at AUC PBR Workshop, Edmonton , AtheVlay 26-27,
2010.

Essential Services Commissi@rs access arrangement review 2008—-2012, FinakotatTi

7 March 2008, p. 476.

186 CEG,WACC estimationMarch 2011, pp. 12—20.
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Table A.3 International equity betas from PwC analysis for Ofem

Company Country Sector Dec 2007 Sept 2008
AGL Resources USA ED +VI 0.35 0.20
Enagas Spain GT 0.58 1.18
First Energy USA ED ET +VI 0.35 0.25
National Grid UK ED ET GD GT 0.45 0.98
New Jersey Resources USA GD GT 0.83 0.88
Northwest Natural Gas USA GD GT 0.88 1.10
Piedmont Natural Gas USA GD GT 0.68 0.83
Red Electrica Spain ET 0.45 0.93
Scottish and Southern UK ED ET +VI 0.58 1.28
Snam Rete Gas Italy GT 0.43 0.60
Transcanada Canada GD GT +VI 0.45 0.18
Unisource Energy USA EDET GD GT 0.10 0.68
WGL Holdings USA GD GT 1.03 1.08
Range 0.10-1.03 0.18-1.28
Average 0.55 0.78

Source: PricewaterhouseCoopééfice of the Gas and Electricity Markets, Advicetbe cost of
capital analysis for DPCR5, Final Reppft December 2009, pp. 37-45 (figures 13,
16-19); AER analysis.

Notes:  Sector codes are electricity distributioB)Eelectricity transmission (ET), gas
distribution (GD), gas transmission (GT), vertigahitegrated entity operating in
electricity generation and/or retail (+VI). Assetés have been re-levered to 60 per cent
using the Brealey and Myers formula and assumidgtd beta of zero. The entities shown
here are the final comparator sets used by PwQudirg Australian companies and
water/sewerage companies, after adjustment foicaérhtegration (0.1 asset beta).

As is evident from table A.3, the average equittalder the five years to December
2007 was 0.55, and the average for the five yeaBeptember 2008 was 0.78.

CEG has stated that since there is higher volatilithe US share market than the
Australian share market, there is a statisticaisttasconclude that US equity betas
are higher than Australian equity betAsThe AER considers that this statement
appears to confuse volatility with covariance, whiemtwo are different statistical
concepts. Such an assertion implies that it woeldgpropriate to calculate the beta
of a US regulated utility using an Australian egurtarket index (or vice versa). Even
if such analysis were conceptually valid (whicksihot), there are no statistical

167 CEG,WACC estimationMarch 2011, p. 24 (paragraphs 79-80).
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grounds to presume that the US regulated utilitulddvave a higher equity beta if
measured against the Australian index.

Based on the evidence before it, the AER consither® is no reasonable basis to
conclude that US data should be used in place sfrAlian data, or that US equity
beta estimates would better compensate Austradigmlated utilities. This is
consistent with the AER’s draft decision and th@2WACC review.

A.3.2 Evidence of a ‘low beta bias’ in returns rela  tive to that
predicted by the CAPM

The claims in Envestra’s revised proposal of a ‘lmeta bias’ based on the reports
submitted by CEG and Professor Grundy have beesiadened by the AER in the
context of assessing the cost of equity modelgatian A.2. The AER considers that
there is no reasonable basis to conclude thataimelard CAPM implemented by the
AER results in a bias. The empirical finding ofiideta bias’ plausibly arises from
the flaws in the type of testing employed, rattantany deficiency in the CAPM.

A.3.3 Conclusion

The AER considers that the empirical evidence prteskin the WACC review
contains the best available estimate of the edpaty that would apply to a gas
distribution network service provider, taking irgocount the need to reflect
prevailing market conditions and the risks involegroviding reference servicé¥
The sample set of data used to derive the equityinghe WACC review provides a
value for an equity beta of between 0.4 and 0.7.

The AER has given consideration to other factarshss the need to achieve an
outcome that is consistent with the NGO—in paracuthe need for efficient
investment in natural gas services for the longiteterests of consumers of natural
gas. The AER has also taken into account the revand pricing principles, the
importance of regulatory stability and is also niiriék has recently considered an
equity beta of 0.8 to be appropriate, if not owvatesd, for other gas businesses. On the
basis of the information presented, the AER coredutiat an equity beta of 0.8
provides Envestra with an opportunity to recovdeast its efficient costs incurred in
providing reference services and meeting regulatgyirements?®

A.4  Market risk premium

This section sets out the AER’s consideration dftens raised in the revised proposal
regarding the AER’s approach to determine the MiRtPé draft decision.

A.4.1 The notional time horizon for the MRP

The AER has determined that the CAPM should be tsedtimate the cost of equity
(the required return on equity) within the WACC.eTGAPM is defined as:

Return on equity =t F Be X [E(fm) — K]

188 NGR, r. 74(2)(b) and r. 87(1).
189 NGL, s. 24(2).
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=k +Bex MRP

The MRP is the expected return on the market patté® E(r), minus the risk free
rate, r. Within the CAPM the risk free rate appears twaethe return on the risk free
asset and within the calculation of the market pgmium. The AER has accepted
the use of the yield on 10 year Commonwealth Gowent Securities (CGS) as the
proxy for the risk free rate. To maintain consistewithin the CAPM, the MRP
sho%clj also be estimated using the yield on 10 @&38 as the proxy for the risk free
rate.

VAA stated that it is necessary for the MRP bemaested using the same risk free rate
(i.e. the yield on 10-year CGS) across the entd®K equation. However, it stated
that the outcome is not necessarily an MRP thegiévant for a 10 year horizon.

VAA noted that the MRP calculated using the yiefdtioe 10 year CGS as the proxy
for the risk free rate is used for investmentsariaus lengths, but that most asset

investment decisions under regulatory regimesarg-term*’2

The AER agrees with VAA that the investment horifmnmost regulated assets is
long-term. Although the CAPM can be used to proddaual rates of return, the
CAPM is a one period model. In theory it provideseatimate of the required rate of
return for a single investment with a particularéstment horizof”® The investment
horizons for regulated assets owned and operatedéngy network businesses vary
both between assets and across businesses. Howevause the AER has accepted
the use of the yield on 10 year CGS as the proxyherisk free rate parameter in the
CAPM, the AER considers it appropriate to calcutateMRP with the assumption of
a 10 year investment horizon. This is consistett am earlier report from VAA. In
that report, VAA stated that insofar as the yiehdaol0 year CGS is used as the proxy
for the risk free rate, this implies a 10 year piag horizon™"*

Historical excess return estimates

The MRP represents investors’ expectations of th&¢. Realised excess stock
market returns are likely to inform investors’ egfaions of the future. However, the
AER considers that investors’ expectations and tlegjuired MRP are unlikely to be
solely informed by past excess returns. The AERsiclans that investors’
expectations are likely to be informed by a ranigactors including current market
conditions and the economic and financial markatkok. In estimating the MRP,
the AER is attempting to estimate investors’ exatans of what the MRP will be in
the future and not simply estimating the excesskshoarket returns that have been
achieved in the past.

10 The market portfolio is the diversified portfoli all assets in the economy. The expected return

on the market portfolio represents the return acadisassets in the market.

The Australian Competition Tribunal has also ddtee importance of consistency between the
term of the risk free rate and the MRP. Australtammpetition TribunalApplication by GasNet
Australia (Operations) Pty Ltd [2003CompT 6p. 24.

VAA, Comments on market risk premium in draft decisipABR for Envestra February 2011
March 2011, pp. 6—7 (VAAComments on market risk premiuktarch 2011).

This is supported by the report from SFG, whioked that the CAPM is a one-period model that
is silent on the length of the period. See SE&yes affecting the estimation of MRP

21 March 2011, pp. 17-18.

VAA, Market risk premium, a review papekugust 2008, p. 8.
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In the draft decision, the AER considered estimatdsstorical excess returns for
three different periods of differing length andalgtiality as calculated by Associate
Professor Handley. These estimates were adjusteddorate a value for the
imputation credit utilisation rate (theta) of 0.@Bnsistent with the theta estimate
used to estimate the cost of corporate incomentéixa draft decision. For this final
decision the AER has departed from the draft deciand adopted a theta estimate of
0.35. This is discussed in chapter 6. The latetsohcal excess return estimates,
adjusted to incorporate a value for theta of Or&aautlined in table A.4.

Table A.4 Historical excess return estimates means—assuming anputation credit
utilisation rate of 0.35 (per cent)

. Historical excess returns Historical excess returns
Period . . )
(geometric means) (arithmetic means)
1883-2010 4.8 6.2
1937-2010 3.9 5.9
1958-2010 3.8 6.4

Source: Handleylemorandum: Additional Estimates of the HistoriEgjuity Risk Premium for
the Period 1883 to 201@5 May 2011, p. 1.

Periods used to estimate historical excess returns

As noted in the draft decision, the AER has chdseronsider the periods outlined
above for the following reasons:

®= The period 1883 to 2010 provides a large sampléghihcorporates many years
of excess returns data as well as large negatid@asitive market events.
However, for the period up to 1937 there is a nedfy small sample of stocks
available and includes periods of government spide controls.”

=  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 periods above both incorporate data froenLimberton data series up to

1958, which is likely to overstate historical excesturns prior to 1958. The
Lamberton data series uses an equal weighted rthdrevalue weighted average
of stock returns, which results in a bias towarigs lyielding small stocks. In
addition to this, the Lamberton data series cormprdividend paying stocks only,
which results in an overstatement of the marketaye This is because not all
stocks pay dividends. In estimating historical essceeturns, Brailsford et. al.
considered 1958 to be a critical break in the sarpptiod that reflected a shift
from poor to relatively good quality dat&.Brailsford et. al. sourced data from

75 Brailsford, Handley and Maheswaran, ‘Re-examamatf the historical equity risk premium in

Australia’, Accounting and Financevol. 48, 2008, pp. 78-79.

178 This is the date from which the SSE began calicniaf the Sydney All Ordinary Index and data
after 1958 did not rely exclusively on the unadgdstamberton data series. Brailsford et. al. also
note that they use data for 1883-1979 sourced fh@M\SX, which was adjusted to account for
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the ASX, which adjusted the pre-1958 data to acctmurihe likely overstatement
of equity returns in the Lamberton data seriess Haita was also used by Handley
in his latest estimates of historical excess return

® The period 1958 to 2010 provides a smaller numbebservations, but it avoids
the issues associated with data prior to 1958.

VAA submitted that the MRP estimated for the perl®@83—-2010 and assuming a
theta value of 0.35, is 7.6 per cent. It also ptedia graph of progressive long-term
estimates from 1883—2010" However, this analysis appears to be based on data
prior to 1958 that is not adjusted for the likelyeostatement of historical excess
returns that was identified by Brailsford et. dhigis inconsistent with VAA'’s prior
estimates, which used pre-1958 data that incorpdradjustments identified by
Brailsford et. af-"® VAA does not explain why it departed from its pims approach
and the AER is unaware of any evidence to sugbestitie Brailsford et. al. analysis
was incorrect. As a result, the AER does not cardideasonable to adopt VAA's
analysis for historical excess return estimatesfi®83 onwards.

VAA also submitted that, if the excess return obaton for 2008 were given a one
in 128 year weight within the historical excessiretestimate for the 1958—-2010
period, its estimate would increase from 6.4 topé2cent. VAA submitted that there
was a stock market excess return of approximawfyper cent in 2008. However,
VAA did not actually advocate using its 7.2 pertoestimate (which gives the excess
return observation for 2008 a one in 128 year wiigin the 1958-2010 period. VAA
simply noted that using a longer time series be#fects the likelihood of events
such as the GFC occurring.

The AER has considered estimates of the MRP fagdoperiods, including 1883—
2010 and 1937-2010. Although the excess returnredsen for 2008 was

—47 per cent, the excess return observation fo® 24 approximately 35 per céfit.
Further, as illustrated in figure A.2, individuadaess return observations range from
between —47 per cent to over 50 per cent. Thergtalees not seem reasonable to
make a one-off adjustment to the observation f@820 any of the periods
considered.

overstatement due to the exclusion of dividend magtocks and by equal weighting of stocks
over some periods in the data sample. Brailsfoethdiey and Maheswaran, ‘Re-examination of
the historical equity risk premium in Australi#&ccounting and Financél8, 2008, pp. 73-97.
VAA, Market risk premium update, prepared for Envesfaril 2011.

See VAA,Comments on the AER draft distribution determimafar Victorian electricity
distribution network service providerduly 2010, p. 21.

VAA, Market risk premium update, prepared for Envesfaril 2011.

Handley,Memorandum: Additional Estimates of the HistoriEgluity Risk Premium for the
Period 1883 to 201®5 May 2011, p. 1 (HandlelyJemorandumEquity Risk Premium 1883 to
2010 May 2011).
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Figure A.2  Realised excess market return observations
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Source: Officer and BishopMarket risk premium, further commep@&anuary 2009, p. 4.

NERA suggested that historical evidence indicdtes the Australian market
portfolio was substantially less risky in the lagpart of the 19 century, and the
earlier part of the ZDcentury, than the latter part of thé"agentury and the
beginning of the Zicentury™®* NERA analysed stock market variance and stock
market volatility over progressive 5 year perioasrf 1883 to 2011 and concluded
that there is statistically significantly greatedatility in the post-1958 period than the
pre-1958 period. NERA suggested that one way te tlis into account would be to
use post-1958 data only, which it stated would ternslipport an MRP estimate of
6.5 per cent® The AER considers that NERA's analysis simply shdfat there
have been periods of high and low stock marketwnage and volatility over time,
which can be seen from figure A.3.

181 NERA, The market risk premium, a paper for Multinet afi/isNet29 April 2011, p. 2
(NERA, Market risk premiumApril 2011).
182 NERA, Market risk premiumApril 2011, pp. 3-8.
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Figure A.3  Stock market variance by half decade as estimated/tiNERA
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Source: NERAThe market risk premium, A report for Multinet Gasl SP AusNet
29 April 2011.

The AER has considered the period 1958 onwarddaaséhe analysis by Brailsford
et. al., which suggested that the post-1958 pexaodains the highest data quality.
However, the data used to estimate historical exaesirns is actually different to the
data used by NERA to estimate stock market variancevolatility (which does not
incorporate dividend yield datd}® As a result it does not seem appropriate for NERA
to segment this different dataset at 1958. If NERRdata was segmented at 1958 on
an economically justifiable basi&' its analysis may be relevant. However, NERA did
not posit any economic reasons why volatility wolddgreater after 1958 in
particular-®> Rather NERA'’s analysis simply chose the year 1®58gment the data
because it was the latest sub-period used by the WEen estimating historical
excess returns. As outlined above, the AER hasideresl the three different time
periods of 1883—-2010, 1937—-2010 and 1958-2010 beazach time period has its
own benefits and draw-backs. For example the peri@&8—-2010 is the longest period
and also has the smallest confidence interval{®23. per cent), but is affected by

183 NERA's data does not incorporate dividend yieddag nor is it clear if it incorporates adjustments
to pre-1958 data noted by Brailsford et. al., whgHiscussed above.

184 For example, if there was some fundamental chantgee stock market in 1958.

185 NERA did not provide analysis of the statistipebperties of its dataset, as distinct from other
datasets.
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data quality concerns. The period 1958-2010 istshdyut it corresponds to a period
of higher quality data and has the widest configgnterval (0.2 — 12.7 per ceritf.

Variability of excess returns and the method of awaging

SFG stated that historical excess return estintetes very wide confidence
intervals®’ and an estimate of 6.5 per cent could not be tesjean statistical
grounds*®® The AER acknowledges that the estimated averagstorical excess
returns (calculated on an arithmetic basis) hawkewbnfidence intervals and neither
6.5 nor 6 per cent can be rejected on statisticalrgls'®® However, this is partly
because annual stock market returns by their naamesignificantly between
positive and negative values, which contribute tdexconfidence intervals around
mean excess return estimates (see figure A.2 abaitepugh there are wide
confidence intervals around excess return estimttegpoint estimates calculated on
both an arithmetic and a geometric mean b¥sise still relevant and should inform
the best estimate of the MRP.

SFG noted that the CAPM can be applied assumingeg/ear investment horizon or
a 10 year investment horizon, but that estimatiagss returns for non-overlapping
10 year periods is precluded by the available Hateor the reasons outlined above,
the AER considers that an assumption of a 10 yewr tiorizon is appropriate to
maintain consistency with the term of the risk frate proxy used in the CAPM. As
noted in the draft decision, the AER recognisesitha difficult to estimate excess
returns over a 10 year time horizon due to thetéichavailability of data®? However,
arithmetic mean estimates of realised annual exetsss are likely to overstate
realised excess returns over a 10 year time hobegause they do not take account
of the cumulative effect of returns over a 10 y@ae horizon**

18 The confidence intervals are reported by Hande95 per cent confidence intervals. Handley,

Memorandum: Equity Risk Premium 1883 to 2adiay 2011, p. 1.

Confidence intervals take account of variabitifobservations in a set of data away from the

average and provide statistical bounds on theylikele value for an estimated value based on the

particular data set.

18 SFG,Issues affecting the estimation of MRR March 2011, pp. 13-14.

189 Specifically, based on the data neither 6 pet, ¢ 6.5 per cent can be rejected as the trueeval

for the mean of excess returns within the 95 pat cenfidence intervals reported by Handley.

This confidence interval assumes a normal prokgldistribution. For example, the 95 per cent

confidence interval for the annual historical excesturn estimate for 1958-2010(calculated as an

arithmetic mean) is 0.2 — 12.7 per cent. Handiésmorandum: Equity Risk Premium 1883 to

2010 May 2011, p. 1

An arithmetic mean simply sums all return obstoves and divides by the number of

observations. A geometric mean multiplies a retlyservation by one plus the next years return

cumulatively across the period, and then takesitheoot of the cumulative product of returns

where n is the number of observations. See ABRft decisionFebruary 2011, pp. 258-260.

191 SFG,Issues affecting the estimation of MRR March 2011, pp. 17-18.

192 AER, Draft decision February 2011, p. 259.

19 The cumulative return across a 10 year periobbagiless than the average of yearly returns
because a negative return in later years will redbe value of gains in previous years as well as
the value of the initial portfolio. This is not te€ted in arithmetic means of yearly returns. The
geometric mean across the entire time periods deresi by the AER are significantly less than
the arithmetic means across the same period, whftdcts the cumulative effect of negative
returns on the previous years’ returns.

187
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SFG noted that using a geometric mean for the gai883—2008 is equivalent to
assuming a 128 year investment horiz8fThe AER acknowledges that geometric
averages estimate a cumulative return over theaetesample period, which would
be 53, 74 and 128 years for the different sampl®g@e considered by the AER.
However, in the draft decision the AER did not poe@ to adopt a geometric mean
estimate as the best estimate of the MRP and ihdidecided to do so in this final
decision. Consistent with the draft decision theRAfOtes that the arithmetic means
of historical excess returns are likely to be otatesl to some degree. The best
estimate of historical excess returns over a 10 yeaod is likely to be somewhere
between the geometric mean and the arithmetic meannual excess returns. The
imprecise nature of historical excess returns ed#s) as well as other indicators of
the expected MRP, means a significant degree ginaht is required when
interpreting the available evidence to inform tlestestimate of the expected MRP.

The consideration of imputation credits in histori@al excess returns

SFG submitted that changes in the assumed valuedomputation credit utilisation
rate (theta) only have a minor impact on historestimates of the MRP. It submitted
that, by itself, a change in theta would not jystiéparting from an MRP of

6.5 per cent to 6 per celit. SFG also stated that changing the sample perigets o
which the MRP is calculated has a more significantact than changing the assumed

value of theta on historical estimates of excesgme!%

The AER acknowledges that, by itself, a changéata would not justify departing
from an MRP of 6.5 per cent to 6 per cent. It retsgs that the estimation of the
MRP is imprecise and requires consideration ohgeaf evidence. The AER also
notes that it was primarily the uncertainty arisirgm the impact of the GFC at the
time of the WACC review that prompted it to dedasim previous regulatory

practice and increase the MRP from 6 per cent3@ér cent” It was not the
assumed value of theta that prompted the AER tease the MRP from 6 per cent to
6.5 per cent.

The AER has considered estimates of historical exoeturns that have been
explicitly ‘grossed-up’ for an assumed value oftéhef 0.35. That is, the historical
excess return estimates considered by the AER fivst@stimated using data on
dividends and capital gains from accumulation iadj@and observations of yields on
10 year CGS. These estimates were then adjusteoh fassumed theta valtié It
would be internally inconsistent within the builgiblocks framework to consider
historical excess return estimates that have bejistad for an assumed value of
theta different from that adopted by the AER taoneate the cost of corporate income
tax.

194 SFG,Issues affecting the estimation of MRR March 2011, pp. 17-18.

195 SFG,Issues affecting the estimation of MRR March 2011, pp. 5-7.

1% SFG,Issues affecting the estimation of MRR March 2011, pp. 5-7. As noted in the draft
decision the sample periods used for estimatingfiisl excess returns were chosen based on data
quality considerations, not to intentionally biasimates of historical excess returns as was
suggested by SFG. See AHRaft decision February 2011, pp. 257-258.

197 AER, Final decision WACC reviewMay 2009, p. 238.

1% Handley,An Estimate of the Historical Equity Risk Premiwamthe Period 1883 to 2010
25 January 2011, pp. 3-4.
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At the time of the draft decision, the AER deteredrthat the best estimate of theta
was 0.65. It therefore considered historical excegsn estimates that were explicitly
grossed-up using an assumed value of theta of l@bis final decision, the AER
has adopted a theta estimate of 0.35. Thereftwasitonsidered historical estimates
of excess market returns that have been grosséaoi-aptheta estimate of 0.35.
Historical excess return estimates grossed-up tbeta estimate of 0.35 over
different periods and calculated as arithmetic mear 5.9-6.4 per cent.

Due to the imprecise nature of historical exceagmeestimates as outlined above, it
may be inappropriate to adjust estimates whengbemaed value of theta is very
small. However, consistent with the draft decii@and previous regulatory
practicé® the AER has taken a conservative approach arsidened estimates that
have been explicitly grossed-up to take into actthmvalue of distributed
imputation credit$®

VAA statement on imputation credits and the MRP

VAA stated that, in the draft decision, the AER quisted VAA's view?’? The AER
does not consider it has misquoted the positidedia VAA’'s August 2008 report.
In the draft decision, the AER referred to the n@nclusion in the August 2008
report by VAA, which stated the followirg®

We recognise that precise estimation of both théPM#thout imputation tax
benefits and the estimation of imputation tax biéaé$ a challenge due to
‘noise’ in historical data. An overlay of the nefed regulatory certainty
encourages us to recommend that there be no cliatige widely used 6%
under a view that imputation tax benefits have aloi@ but it this is not
enough to prevent our recommendation of 7% wherntatipn benefits are
included. While we have not focused on estimatmgplicit value of
gamma or the value of imputation tax credits oris&itluted in this paper,
regulatory practice places a value on gamma o&fAd3greater. Under these
circumstances we recommend the MRP be 7%.

However, in its March 2011 report, VAA has refertedts discussion in a
January 2009 report about whether regulatory datssprior to the WACC review
had regard to the value of imputation credits. Jaeuary 2009 report stated that
historical estimates of the MRP considered by ratgu$ prior to the WACC review
had not been explicitly grossed-up to incorporaspecific value for imputation
credits?®*

In the WACC review explanatory statement, the AEdRrobt dispute that the
historical estimates of the MRP considered by ratgu$ prior to the WACC review
had not been explicitly grossed-up to incorporaspecific value for imputation
credits. However, the AER noted that regulatorsradiously had regard to the

199 AER, Draft decision February 2011pp. 75-77.

20 gee for example, AEREinal decision, Victorian electricity distributiometwork service providers
October 2010, p. 488.

201 yAA, Comments on the market risk premjuvtarch 2011, Appendix 1.

202 yAA, Comments on the market risk premjuvtarch 2011, Appendix 1.

203 yAA, Market risk premium, a review papekugust 2008. Note the conclusion is outlined befo
the introduction section. This position was algoegted in a later report, see VAWarket risk
premium, further commentdanuary 2009, p. 1.

204 VAA, Comments on the market risk premjivarch 2011, Appendix 1.
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value of imputation credits when setting the MRpe&fically, forward looking
estimates of the MRP were explicitly grossed-umtorporate a value for imputation
credits, but that historical estimates of the MR&ewnot explicitly grossed-up to
reflect the value of imputation credf.

Furthermore, the AER considered it appropriateresgrup historical estimates of the
MRP to incorporate the assumed value of imputatredits for the excess returns
following the introduction of the imputation taxségm in 1987. This was noted in the
WACC review final decisioA’®

A.4.2 DGM based estimates of the MRP

As discussed below, DGM based estimates of therretu equity and inferred
estimates of the MRP are highly sensitive to tiseiagptions made. It is necessary
that all assumptions made have a sound basisywofigeestimated results from DGM
analysis may be inaccurate and lead analysts im0’ The AER considers that
DGM based analysis should not be used as the pahloasis for estimating the return
on equity, and at best can be used as a checleardbonableness of the estimated
return on equity.

CEG submitted analysis, which suggested that an BIRP4 per cent combined with
an equity beta of 1.0 and a growth rate of zerolvequate current dividend
forecasts to the current share prices of six ensegywork businesses. However, its
analysis is highly sensitive to the assumptionsen&dr example, CEG has grossed
up its estimates for an assumed value for the@@ofHowever, if the model was
adjusted to incorporate a theta estimate of #36EG’s suggested estimate of the
MRP (combined with an equity beta of 1) would chafrgm 7.4 to 6.7 per cent.

CEG’s analysis is also dependent on the curremndeln yields (approximately

7-10 per cent) for the six energy network busiress@alysed being maintained into
perpetuity. However, these yields are very high garad to the market average,
which was estimated to be approximately 4 per weApril 20112%° If the analysis
was changed to incorporate an assumed dividend gfel per cent, a theta value of
0.35 and a zero growth rate across all six busasesbe MRP estimated from CEG'’s
analysis would change from 7.4 per cent to —0.&cpet?’® This illustrates the high
sensitivity of DGM analysis to the assumptions made

205 AER, Explanatory statement, Electricity transmission astribution network service providers,

Review of the weighted average cost of capital (@QgarametersDecember 2008, pp. 144-146
(AER, Explanatory statement, WACC revieddecember 2008).
208 See AERExplanatory statement, WACC reviedecember 2008, pp. 161-166; AER)al
decision, WACC revieviMay 2009, p. 209.
For example corporate finance texts have notda ‘Simple constant-growth DCF [discounted
cash flows] formula is an extremely useful rulelafmb” but “Naive trust in the formula has led
many financial analysts to silly conclusions.” Racd Brealey, Stewart Myers and Franklin Allen,
Principles of Corporate Finance: International Edit, 9th Edition, Boston: McGraw-Hill, 2008,
p.95.
The value of theta of 0.35 is applied by the AlBRthe purposes of estimating the cost of
corporate income tax, which is discussed in chater
29 This is based on the MSCI Australia index. Seé\RBatistical tables, Table F.7 — share market,
available at http://www.rba.gov.au/statistics/talye f/f07.pdf, viewed 13 May 2011.
This is based on AER analysis using CEG’s DGMyais
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The basis for the AER’s beta estimate of 0.8 isireed in chapter 5. To separately
estimate the MRP using DGM analysis, dividend seddd growth forecasts would
need to be estimated for the market as a wHolEhe MRP estimated using CEG’s
DGM analysis and adjusted to incorporate markeevaissumptions is approximately
4.5-5.6 per cent over a notional 10 year horfZ8iThis estimate is based on the
following assumptions:

= atheta value of 0.35, consistent with the valydiag in estimating the cost of
corporate income tax in this decision

= adividend yield of approximately 4-5 per cent, sistent with average dividend
yields on the ASX 200 indé}

®= an assumed dividend growth rate of 6 per cent,istam with long-term GDP
growth estimates from the RBA of approximately BB cent**and an assumed
inflation rate of approximately 2.5 per cent, cetesmt with long-term inflation
forecasts.

Table A.5 MRP estimates with different growth assumptions

Growth rate Theta value Dividend yield Estimated MRP
0% 0.35 4-5% -09-04%
3.5% 0.35 4-5% 23-34%
6.0% 0.35 4-5% 45-56%

Source: AER analysis.

Table A.5 illustrates that forward looking MRP esdites based on DGM analysis are
significantly lower than Envestra’s proposed MRRga of 6.5-8 per cent.

SP AusNet and Multinet also provided a submisdian attached a report from
Capital Research (CR). CR conducted its own DGMyaisato estimate an implied
MRP. CR submitted that a reasonable range for tR® 4 6.6—7.5 per cent. In
estimating this range, CR assumed a long-term enddyrowth rate of 8.12 per cent,
dividend yield forecasts in the range 2.5-6.5 mat,cand a theta value of between 0
and 0.5. As outlined above, the AER notes that Dasidlysis is very sensitive to the

This is because the MRP is a market-wide pararagig is not specific to a particular firm or
industry

These figures are the estimated premium in exafese 10-year CGS yield, which implies a
notional 10-year investment horizon.

Average dividend yields estimated from the MS@k#alia index for 2005-2011 as reported in
RBA statistical tables, Table F.7 — share markedjlable at
http://www.rba.gov.au/statistics/tables/pdf/f07 ,pdéwed 13 May 2011. This is also reflected in
Capital Research’s DGM analysis, which illustratest most analysts’ forecasts of dividend yields
since 1999 have been around 4-5 per cent; seE@Rard estimates of market risk premium
April 2011, p. 15. SFG has suggested that the oudigidend yield of approximately 4 per cent is
higher than much of the past decade; see $38es affecting the estimation of MRP

21 March 2011, p. 11.

RBA, Statement on monetary poljdylay 2011, p. 63.
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assumptions made. The AER has the following corscabout the dividend growth
assumption made by CR in its analysis:

The assumed growth rate of 8.12 per cent appedrs based on analysts’
estimates of the long-term growth in earnings pare (8.18 per cent). CR noted
that analysts’ estimates of long-term growth tylyctanslate to a period of

3-5 years. However, the DGM assumes growth at stantirate in perpetuity.
Logically, growth in dividends paid by the marketrtiolio cannot exceed
economic growth because dividends comprise onlygfahe economy™

This growth rate also appears to be principallyedasn analysts’ forecasts of
growth in earnings per share, not growth in divitleper share. CR inferred an
estimate of the growth in dividends per share 81 §er cent based on analysts’
12-month forecasts of dividends per share and hew thange over time.
However, this may not necessarily reflect analyatsual estimates of growth in
dividends per share across the market, which ig whaquired when estimating
the MRP using DGM analysis.

If the assumed growth rate was more consistent laity-term economic growth
forecasts of around 3.5 per cent and an inflatate of 2.5 per cent as noted
above, the MRP estimated through CR’s method wbaltéss than the estimated
range of 6.6—7.5 per cefif

CR’s assumed growth rate of 8.12 per cent als@saignificantly from CEG’s
assumed growth rate of —3.5 to 5.5 per cent. Thsitbéty of results when using
varied assumptions in DGM analysis highlights teedfor the assumptions used in
DGM analysis to have a sound basis.

A.4.3 Implied volatility from option prices

VAA stated that it estimated a forward view of &P over time?*’ The AER
accepts that the MRP is a forward looking value tuadi it is likely to revert to a
mean value over time. However, the AER does nosiden that VAA'’s implied
volatility and ‘glide path’ approach provides thesbestimate of a long-term MRP for
the purposes of this decision. In the draft deoisiee AER outlined its concerns
about the use of a constant market risk per urinpfied volatility from option

prices in providing a one year MRP estimafe.

215

216
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218

If the perpetual dividend growth rate was grettan economic growth, dividend payments would
eventually exceed the size of the economy, whitmpossible. See Lally, The cost of capital
under dividend imputation, report prepared forAl@&CC, June 2002, p. 31. See also Richard
Brealey, Stewart Myers and Franklin Allé?rinciples of Corporate Finance: International

Edition, 9th Edition, Boston: McGraw-Hill, 2008, p.95, whistates “Naive trust in the [constant
growth discounted cash flow model, or DGM] formbkss led many financial analysts to silly
conclusions... resist the temptation to apply thenfda to firms having high current rates of
growth. Such growth can rarely be sustained imitefy, but the constant-growth DCF formula
assumes it can.”

Due to the late submission of CR’s analysis AB® has not been able to fully analyse CR’s data
and estimate alternative DGM based estimates \iffdreint growth assumptions.

VAA, Comments on market risk premiukbarch 2011, p. 8.

AER, Draft decision February 2011, pp. 260-263.
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In the draft decision, the AER noted that Cherr280{) explained why at the money
option implied volatility is a biased and ineffioteforecast of future realised
volatility.”*® In response to this, NERA noted that Chernov (2@5b stated the
following:?*°

A number of robust conclusions have emerged: ATMlied volatility is (1)
informative about future volatility, (2) superiar ther measures of volatility
and (3) an upwards-biased predictor.

NERA also outlined two other US reports that supgmbthe use of implied volatility
as a predictor of realised volatilit§* However, it is clear from the analysis and
conclusions of Chernov (2007), as well as the todstidies cited by NERA, the
relationship between implied volatility and reatiselatility is not straight
forward?** More importantly the exact relationship betweelatility and the MRP is
not straight forward, nor is option implied voldtilcommonly used to directly
estimate the MRP over a long-term horiZ6h.

NERA outlined a number of academic reports fromUlsethat provided some
support for a link between the MRP and a measuimplied volatility>** NERA did
not provide a reliable method for directly estimgtthe MRP over a long-term
horizon using the implied volatility from optionipes at a particular point in tiné>
The AER is not aware of a reliable way of dire@htimating the MRP over a one
year period (let alone for a 10-year time horizasing implied volatility from option
prices. In addition, figure A.4 illustrates the Inigariability of option implied
volatility over time. As a result, the AER consigi¢hat option implied volatility is at
best a qualitative indicator of the expected MRP.

VAA, SFG and NERA stated that implied volatilityom option prices increased
significantly at the time of the GFC. They statkdttimplied volatility has reduced
since the height of the GFC, but currently remainsve pre-GFC levef€® VAA
previously stated that where there are abnormaldenf volatility it is appropriate to
use an alternative approach (such as its suggmspdied volatility and ‘glide path’
approach) to adopting a long-term estinfafedowever, implied volatility appears to
have reduced significantly since the height of@#C and is currently consistent with
levels experienced prior to the GFC, which candendrom figure A.4. Figure A.4
shows the average implied volatility indicated bm8nth options since 1997, both
prior to the GFC and the average across the gueiied. Current levels of implied
volatility are consistent with both of these ave®sgn this context, the AER
considers that it unreasonable to accept VAA's satgyl implied volatility and ‘glide

219 AER, Draft decision February 2011, p. 262.

220 NERA, Market risk premiumApril 2011, pp. 17-19.

221 NERA, Market risk premiumApril 2011, pp. 17-19.

222 gee quotes in NERAJarket risk premiumApril 2011, pp. 17-19.

23 gee quotes in NERAJarket risk premiumApril 2011, p. 19.

224 NERA, Market risk premiumApril 2011, p. 19.

25 NERA noted that there are prolonged swings iriftigied volatility series away from its mean,
but that the volatility is mean reverting. NERMarket risk premiumApril 2011, p. 21.

226 \VAA, Comments on market risk premiukfiarch 2011, pp. 4-5; SFGsues affecting the
estimation of MRP21 March 2011, p. 10; NERAMJarket risk premiumApril 2011, p. 20.

221 \AA, Market risk premium, estimate for January 2010-J20&4 December 2009, p. 1.
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path’ approach, which was initially proposed ask@rnative to long term estimates
based on prevailing conditions characterised by taggh levels of implied volatility.

Figure A.4  Implied volatility from prices of 3 month options on the ASX200 index
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A.4.4 Current market conditions

VAA presented a graph showing time to recoveryrgitevious stock market crashes.
It stated that the graph shows that there issiithe time to pass before the market
recovers to pre-GFC levels. The AER notes that \&Agraph shows that the path of
recovery following previous stock market crashesegasignificantly—for example,
between approximately 3 and 8 ye&fSVAA has not provided a framework for
assessing the time to recovery since the 2007 .cAssh result it is not possible to
draw conclusions about when the market will retarpre-2007 levels.

The latest evidence provided by VAA suggests tmgiied volatility derived from

the prices of three month and one year optionhierAEX200 index appears to have
significantly reduced since the height of the GFQrthermore, figure A.4 indicates
that implied volatility has returned to pre-GFCéés:

The AER notes that recent statements from the RBAQOrganisation for Economic
Co-operation and Development (OECD) and the Intevnal Monetary Fund (IMF)
continue to indicate a robust economic outlookhinMay 2011Statement on
monetary policythe RBA stated:

The Bank’s medium-term central scenario for thenecay remains similar to
that discussed over the past year or so. For nidsedorecast horizon,
growth is expected to be at, or above, trend aedittemployment rate is

228 \VAA, Comments on market risk premiukfiarch 2011, pp. 5-6.
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expected to decline gradually. Compared with time@ths ago, the forecasts
for growth in 2012 and into 2013 have been lowexdittle, largely reflecting
the recent appreciation of the exchange rate.drstiort term, the quarterly
profile for GDP will be significantly affected bi¢ floods; as noted above,
aggregate output is likely to have declined inMterch quarter, but a
bounce-back is expected in the June and Septernhelegs’>’

In its May 2011 economic outlook summary for Aukéethe OECD continued to
forecast robust economic growth in Australia. THeGD stated:

The Australian economy is set to rebound afteidibruptions caused by
major natural disasters in early 2011. Growth, @iy historically high
terms-of-trade, should accelerate from 3% in 2@14% per cent in 2012.
Unemployment is projected to fall, although the aéming slack in the
economy will mute the risk of inflation pressufés.

In an October 2010 staff report and public infonmranotice, the IMF stated that the
economic outlook for Australia remains favouraliiédorecast economic growth of
3 to 3.5 per cent over 2010 and 2614.

VAA noted that there may be times where marketigsdubstantially below long-
term estimates. VAA noted that in such a scenammuld advocate using a ‘glide-
path’ approach to estimating an MRP that reverts lting-term estimate. Such an
approach would set an MRP below long-term estimdethe draft decision the AER
noted that forward looking estimates of the MRPehpreviously been lower than
long-term historical excess return estimates. Hanethe ACCC and state regulators

have consistently adopted a long-term MRP estimiéeper cent when this was the
case’®

There is significant difficulty in calculating tiRP on a time varying basis. For this
reason the AER considers a long-term MRP estinsdikaly to provide the best
estimate in the absence of a structural bféaAt the time of the GFC, the AER
increased its long-term MRP best estimate of &pat to 6.5 per cent to take into
account the uncertainty associated with the effeictse GFC on future market
conditions. As discussed above, market conditiomseshe GFC have significantly
improved and reflect reduced concern about thenpiateongoing impact of the GFC.
There is also a much more robust long-term econamicfinancial markets outlook
for Australia than was the case at the height ®GiC.

A.4.5 Survey evidence

In the draft decision, the AER noted that surveigence both prior to and following
the GFC supported an MRP of 6 per cent. Surveyeene prior to the GFC included
the following:

229
230

RBA, Statement on monetary poljday 2011, p. 3.

OECD,Australia economic outlook 89—country summafgy 2011,

http://www.oecd.org/document/15/0,3746,en_2649 3343268687_1 1 1 1,00.html, viewed

7 June 2011.

%1 |MF, Australia: 2010 Article IV Consultation—Staff Rep@nd Public Information Notice on the
Executive Board Discussip@ctober 2010, p. 10. available at
http://www.imf.org/external/pubs/ft/scr/2010/cr10a3pdf.

232 AER, Draft decision February 2011, pp. 72-73.

233 gSee also AERFinal decision, WACC revievMay 2009, pp. 190-191.
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®= Truong, Partington and Peat (2008) found that tiRPMidopted by Australian
firms in capital budgeting ranged from 3-8 per ceiith an average of 5.94 per
cent. The most commonly adopted MRP was 6 per cent.

= Capital Research (2006) found that the average BidRipted across a number of
brokers was 5.09 per cent.

= KPMG (2005) found that the MRP adopted in indepehé&pert valuation
reports ranged from 6-8 per cent. KPMG'’s reporinsdtbthat 76 per cent of
survey respondents adopted an MRP of 6 per@ént.

The latest survey evidence, conducted followingGi€ included the following:

=  Fernandez (2009) found that the MRP used by Auatralcademics in 2008
ranged from 2—7.5 per cent with an average of Br&pnt®

= 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®®

NERA noted some shortcomings of survey based eg&len the MRP and suggested
that survey respondents may not provide serioygrees. However, the AER does
not consider there is any reason to suspect the¢puespondents are biased or that
they do not provide serious responses. As notéteiraft decision, survey results
are subjective because different market practitongay look at a range of different
time horizons and they are likely to have differingws on market risk. However,
survey based estimates of the MRP are forward tapkieflect actual market

practice, and are unlikely to be biased.

NERA also noted that the latest surveys following GFC are based on a limited
sample of respondents and suggested that the MiRfaiad by respondents are not
adjusted for imputation credits. The AER recognibes the latest survey based
evidence from 2009 and 2010 incorporates a limstdple of respondents. However,
the AER notes that there was a significant amotiatiosey evidence preceding the
GFC, which supported an MRP of 6 per cent. Thestatervey evidence, although
limited, indicates that the MRP applied by marketcgtioners is unlikely to have
changed as a result of the GFC.

With regard to the value of imputation credits lgeaxplicitly incorporated in survey
based evidence, Truong, Partington and Peat (20£18) that in their survey

15 per cent of respondents stated their MRP wasstat] to incorporate imputation
credits. They noted that the remaining 85 per oénéspondents did not adjust for
imputation credits because it was either too difficshould have a very small impact,
or was unnecessary as the market already adjosts [gtices to incorporate the value
of imputation credits and so this will already leélected in the cost of capital

234 AER, Final decision, WACC revievMay 2009, pp. 221-225.

235 Fernandez and Del Campoatket Risk Premium used by Professors in 2008: me§uwith 1400
Answers IESE Business School Working Paper, WP-796, M¥392p. 7.

2% Fernandez and Del Campdarket Risk Premium Used in 2010 by Analysts ana@mies: A
Survey with 2400 AnswelESE Business School, 21 May 2010, p. 4.
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estimaté’>” NERA suggested that an imputation adjusted MRR ff@rnandez

(2009) and Fernandez and Del Campo (2010) is 6.6qve based on an assumed
theta value of 0.65°° The AER does not consider it appropriate to adhssbverall
estimates of Fernandez and Del Campo based oruoreysespondent, who noted
that they were uncertain about how to interpretohisal estimates with wide
confidence intervals and did not outline how tauatipn MRP estimate to include
value arising from imputation credits. Furthermtire estimation of MRP is
imprecise and it may not be appropriate to expictjust survey based estimates of
the MRP for an assumed theta value that is as $o/3b.

Due to the subjective nature of survey based etggnancertainty about the term
over which the MRP is estimated by different resjmris and the differing views of
respondents about market risk, the AER has nadekclusively on survey based
estimates of the MRP. Nonetheless, survey basedatset of the MRP are relevant
for consideration along with the range of othedewice on the MRP.

A.4.6 Market practice

The AER notes that the range of MRP estimates uskbrbker reports provided by
Envestra was 5-6.5 per cent, with an average abappately 5.9 per cent. In
addition to this, recent research completed by 8l@liver, Head of Investment
Strategy and Chief Economist at AMP Capital Investeuggested that the likely
equity risk premium for a 5 to 10 year period 8 per cent based on historical
data®*° However, he noted that this realised equity rigkvpum is probably
exaggerated by a low starting point for the pricedrnings ratio, making it easier for
shares to provide decent returns. He stated tha® Adpital Investors’ estimate of
the prospective required equity risk premium foarsls is around 3.5 per cefif.

A.4.7 Difference between cost of equity and cost of debt

SFG and VAA submitted that the spread between AAd& BBB bonds increased
significantly at the time of the GFC and still ransabove pre-GFC levels. They
stated that this indicates that market conditicagemot returned to norm#t
However, the AER considers that data on the spoeadeen AAA and BBB bonds is
unlikely to be reliable. As discussed in greatdrnillén section A.5, there is a
significant paucity of data on long-term bonds witkdit ratings close to BBE?

This is likely to reduce the accuracy of yield foasts for long-term BBB rated
corporate bonds, such as those referred to by SBE&AA. This is demonstrated by
the following factors:

%7 Truong, Partington and Peat, ‘Cost of capitahestion and capital budgeting practice in
Australia,’ Australian Journal of Managementol. 33, no. 1, June 2008, p. 115.

NERA has assumed a value for distributed impomatredits (theta) of 0.65 whereas Envestra has
proposed a value for theta of 0.35. If the assuvaduk for theta is 0.35, NERA's analysis would
provide a weighted imputation adjusted MRP estinét 2 per cent. See NERMarket risk
premium April 2011, pp. 13-15.

This value also incorporates the imputation drealiue.

AMP Capital Investors, ‘Are shares good value Batvabout bank deposits®]iver’s insights

16 September 2010.

SFG,lIssues affecting the estimation of MRR March 201, p 12 and VAAZomments on market
risk premium March 2011, p. 2.

This is reflective of an illiquid Australian carpate bond market in Australia relative to a more
liquid Australian equity market.
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= Forecast yields on BBB rated corporate bonds frata groviders such as
Bloomberg have increased to levels in excess ethst yields during the GFC,
which can be seen in figure A.5. However, thisastcary to statements from the
RBA, IMF and OECD, which indicate that debt mar&enditions have
significantly improved since the height of the GFC.

= Recent observations of bond yields with similarrekteristics to the 10 year
BBB+ benchmark bond applied by the AER indicateepbsd yields on actual
corporate bonds are significantly below forecasimffair value estimates.

Figure A5 Debt spreads on 7 year corporate bonds over 10 yeGommonwealth

bonds
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Source: VAA,Comments on market risk premium in draft decisip\BR for Envestra
February 2011 March 2011, p. 2.

VAA submitted that there has been a narrowing efrtbk premium on equity relative
to the risk premium on debt. VAA noted its expdctatvould be that the equity risk
premium would at least rise consistent with the BR/AA also noted a report by
Professor Grundy to support its expectation thaetuity risk premium would rise
consistent with the DRP. As noted above, the cudigference between BBB and
AAA rated bonds as indicated by figure A.5 is likéb be overstated. Moreover, the
use of the spread between long-term BBB rated bandsAAA rated bonds is
limited by the paucity of data on long-term bondthva credit rating close to BBB in
the Australian market. It is also not unreason&deonditions in debt and equity
markets to differ from each other over time.

A.4.8 Conclusion

Based on the considerations outlined above the édiRiders an MRP of 6 per cent
is the best estimate in the circumstances andnsreansurate with prevailing
conditions in the market for fund§’

243 \YAA, Comments on market risk premiukfiarch 2011, pp. 3—4.
244 NGR, r. 87(1).

189



The AER also considers that an MRP of 6 per ceotmsistent with the revenue and
pricing principles set out in section 24(2)(a) lné INGL, which states that the service
provider should be provided with a reasonable djpjpdy to recover at least its
efficient costs. The MRP of 6 per cent best mdedNGO, which is to promote
efficient investment in, and efficient operatiordarse of, natural gas services for the
long-term interests of consumers of natural gak véspect to price, quality, safety,
reliability and security of supply of natural gas.

A.5 Debt risk premium

This section sets out the AER’s consideration dftens raised in the revised proposal
regarding the AER’s approach to determine the DRiRe draft decision. It also
considers submissions from Envestra in responagequest by the AER for further

information?*®

The AER considers that the benchmark DRP shoulshised on an Australian
corporate fixed rate bond issuance with a termatunity of 10 years and a BBB+
credit rating®*® Accordingly, the AER has compared all bonds wlitse
characteristics, including floating rate bondsregmorted by Bloomberg and UBY.
In particular, the AER has considered the relevaridke following corporate bonds
as possible sources of information when settingo#rehmark cost of debt®

=  APA Group (BBB rating, maturing in July 2020)
= Brisbane Airport (BBB rating, maturing in July 2019
* Dalrymple Bay Coal Terminal (DBCT) (BBB+ rating, tnang in June 202%§°

= SP AusNet (A- rating, maturing in April 2021)

24> The AER undertook this process to provide Eneetste opportunity to comment on the AER’s

consideration of additional longer term observeddgields which have become available since
the release of the draft decision.

The 10 year benchmark reflects consistency wightérm of the risk free rate, while the BBB+
credit rating reflects what the AER determined dgrihe WACC review following consideration
of comparable energy businesses. Although the 3@Rho status under the NGR, it was intended
to provide guidance to the gas sector. ARRyiew of the weighted average cost of capital
(WACC) parameters, Statement of regulatory intéilay 2009.

CBASpectrum also publish observed yields for falitn corporate bonds. However,
CBASpectrum no longer provide accompanying creating details for these issuances. It is
therefore difficult to reconcile the observed bowdith their credit rating. Additionally, the sample
of bonds provided by CBASpectrum is not comprehansompared with Bloomberg and UBS. In
combination, these restrictions do not allow CBASpen data to be used independently—that is,
without cross referencing bond yields with othetadservice providers such as Bloomberg and
UBS. Given these practical limitations, the AER hasrelied upon CBASpectrum’s observed
yields for the purposes of this decision.

Observed yields for the Brisbane Airport and SBMet bonds only became available from

28 and 30 March 2011 respectively. As such, refarethroughout this appendix to the observed
yields of the Brisbane Airport and SP AusNet boraflect average yields over the period from

1 April 2011 to 31 May 2011. Although these datesrat in Envestra’s averaging period, the
AER considers these bonds provide relevant infaomah setting the benchmark DRP.

The DBCT bond was originally issued by Babcoc#t Bnown Infrastructure (BBI). In
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December 2009, however, BBI underwent a recapdttidis process and was renamed as the Prime

Infrastructure Group.
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Stockland (A- rating, maturing in November 2020)

Sydney Airport floating rate bonds (BBB rating, onag in November 2021 and
October 2022).

The AER has also considered the relevance of Blepgxbfair value estimates for
setting the benchmark cost of debt, as proposeghgstre>° Figure A.6 plots the
corporate bonds considered by the AER, along wittoBberg's fair value estimates
for five and seven years, and extrapolated to Hisyesing the AER’s extrapolation

251
method:
Figure A.6  Australian corporate bonds with maturities greaterthan five years and
credit ratings ranging from BBB to A—
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Note:

Bloomberg, UBS, AER analysis.
Yields have been annualised, and the floatitgybonds have been converted to fixed
rate equivalents. While no other adjustments haenbnade, the AER recognises that
the SP AusNet bonds include resettable couponsgthast the coupon rate upon a
credit rating downgrade) and the DBCT bond is tédlaAs noted by Oakvale Capital
the likely yield impact of resettable coupons ipeoted to be small (25 basis poirfts).
Additionally, the make whole nature of the DBCT Hdargely removes the yield
impact of the call featur&®
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Bloomberg does not publish separate fair valtienases for BBB—, BBB and BBB+ rated debt.
Instead, bonds with ratings in the generic BBB gaitg are included in a single sample.
References within this chapter to Bloomberg's BBB Yalue estimates encompass bonds with a
credit rating of BBB—, BBB or BBB+.
The AER’s extrapolation approach is detailechia draft decision. AERDraft decision
February 2011, pp. 255-256.
Oakvale CapitalReport on the cost of debt during the averagindguerthe impact of callable
bonds January 2011, pp. 8-9.
CEG,Estimating the 10 year BBB+ cost of debt, A refortJGN December 2010.
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A.5.1 Bloomberg fair value estimates

The AER maintains its view that a range of evideswggests that the behaviour of
Bloomberg’s fair value estimates since the ons¢h®GFC is somewhat
counterintuitive. Specifically, Bloomberg's sevezay, BBB rated fair value estimates
and the spread between Bloomberg’s seven and X0A®A rated fair value
estimates remain at near historical higHs.

Moreover, the AER considers that CBASpectrum’s sleaito cease publication of its
fair value curves raises questions about the walafiusing Bloomberg’s fair value
estimates as the only source of information whetmngethe DRP. In particular, the
AER understands that one factor in CBASpectrumdssilen was concerns about
reliability, and Bloomberg’'s and CBASpectrum’s faalue estimates rely on similar
input date?> The fact that Bloomberg has progressively redicederm of its BBB
fair value estimates further highlights the pauoityong-term bonds in the Australian
market.

In this context, figure A.7 compares the historib&P estimates for both Bloomberg
and CBASpectrum. Notably, Bloomberg'’s fair valuéreates imply that prevailing
conditions in debt markets are more risky now ttharnng the GFC, despite
substantial evidence indicating that debt marketi@ns have improvetf’

Figure A.7  Comparison of debt risk premia—Bloomberg and CBASpetrum
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Envestra stated that the historically high debtgmarimplied by Bloomberg’s fair
value estimates are expected, and provided a rbpdvicKinsey Global to support

%4 The spread between Bloomberg's seven and 10 @ rated fair value estimates are used by

the AER to extrapolate Bloomberg's seven year, BBtBd fair value estimates.

CBASpectrum website <https://www.cbaspectrum.¢ttmi/NewAboutSpectrum.html>.

The AER accepts that movements in equity margetonly one factor affecting debt risk
premiums. Other factors, such as default and liquitsks, are also important considerations when
assessing bond yields. These factors are discusggédater detail throughout this appendix.
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these views. In particular, Envestra stated thagstor views about the appropriate

level of compensation for risk have changed, aatlttre regulatory environment—

particularly Basel Ill requirements—are expecteéhtwease future costs of capifal.
Australia Ratings also stated that a general agrdfsiant repricing of credit risk has
occurred, with a resultant impact on the compasitibratings defined indices®

The McKinsey Global report, however, provided adat@conomic outlook for global
capital markets. It has minimal reference to Austreeconomic conditions, and more
importantly, Australian corporate debt marketsthils context, the AER considers it
is of limited relevance to the analysis of the benark DRP for the purposes of this
decision.

That said, the AER accepts that debt margins hasreased in comparison to
pre-GFC levels. However, independent evidence aa¢che RBA’s March 2011 and
June 2010 bulletins, indicate that spreads havsided markedly since peaking
during the height of the GFC.

In relation to bank funding costs, the RBA’s Magfi 1 bulletin stated that while
spreads (relative to CGS) increased significantiyrdy the crisis—from around

50 basis points to around 220 basis points forad pends—improved capital market
conditions have seen the cost of issuing new aethtiof around 100 basis points
(relative to CGS¥>®

In relation to lower rated debt, the RBA’s June @dilletin stated that as risk
aversion increased during the financial crisiseads (relative to CGS) for BBB rated
corporate bonds widened to historical highs, peakirMarch 2009°° Consistent
with its analysis of bank debt, the RBA added #patads across all bond classes
have since narrowed, though remain above the utiy$oa levels observed prior to
the financial crisis.

The RBA'’s analysis is based on a weighted averdgpreads on corporate bonds
with remaining terms to maturity of between one &wel years. However, the AER
considers that for similar reasons the spreadsdvdegly have also narrowed for
longer dated bonds. The widening and subsequeiraobion of corporate bond
spreads, as provided by the RBA, is shown in figuge

%7 EnvestraRevised Qld access arrangement informataitachment 9-7Response to AER draft

decision on debt risk premiupilarch 2011, p. 4.

Australia Ratingsizstimating the debt risk premiymarch 2011, p. 13.
29 RBA, Bulletin: March quarter 2011March 2011, p. 37.

20 RBA, Bulletin: June quarter 201QJune 2010, pp. 58-59.
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Figure A.8  BBB rated corporate bond spreads (term to maturityof five years)
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Further, as noted in section A.4, recent IMF andCOEeports indicated that the
market outlook for Australia has improved consitiyaince the onset of the GEE.
Moody’s Investors Service also stated its expemtainat default rates for speculative,
Asia Pacific (excluding Japan) non-financial coggerdebt will continue to decline in
20112°2 The AER considers that these expectations, inctutfiose of the RBA, are
all consistent with improving debt market condiso®n this basis, it is unreasonable
to expect, as implied by the fair value estimateppsed by Envestra, that debt
markets are more risky now than during the GFC.

Additionally, the proprietary nature of Bloomberdgsr value modelling limits the
AER’s ability to assess the factors driving Bloomgig implied fair value curve. As
noted in previous regulatory decisions, withoutradepth understanding of
Bloomberg’'s methodology, analysis can only be bagedonjecture about how its
fair value estimates are derived Given the limited ability to assess Bloomberg’s
fair value methodology, coupled with the contraehaviour of Bloomberg's BBB
rated fair value estimates (in comparison to indepat market commentary), the
AER maintains its position that it should remaintoaus of relying solely on
Bloomberg'’s fair value estimates to establish thednmark DRP.

The market data that has recently become availainlefuding bond issuances by the
APA Group, Brisbane Airport, SP AusNet, Stockland &ydney Airport—also
suggests that Bloomberg's fair value estimates nohye representative of prevailing
conditions in the market for funds in respect & &ER’s notional benchmark service
provider?®* As figure A.9 demonstrates, the DBCT bond wasottilg comparable,

%1 yan SunPotential Growth of Australia and New Zealand ie thftermath of the Global Crisis
IMF Working Paper, WP/10/27, May 2010; OECAystralia economic outlook 88—country
summary November 2010.

%2 Moody’s Investors Servicdloody's: Asia Pacific corporate default rates widlep declining
April 2011.

23 AER, ActewAGL, Access arrangement proposal for the ATiBanbeyan and Palerang gas
distribution network, Draft decisigiNovember 2009, pp. 67, 218-219.

%4 As discussed in previous AER decisions and in#eCC review (in the context of electricity
network service providers), the benchmark serviogiger being considered under r. 87 is a stand
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long-term bond with observed yields above Bloomlseigr value estimate during
Envestra’s averaging period. The AER has previotashed concerns with this bond,
though notes that subsequent to the conclusiomeé&ira’s averaging period, the
observed yields for this bond have fallen signifitya The observed yields for the
DBCT bond are now below the extrapolated 10 ye&BBBloomberg fair value
estimatef°°

Figure A.9  Australian corporate bonds with credit ratings ranging from BBB to A—
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Source: Bloomberg, UBS, AER analysis.
Note: Yields are annualised, and floating bondsHaaen converted to fixed rate equivalents.
No other adjustments have been made.

In this context, CEG stated that observed yieldsfoadditional seven bonds with
maturities greater than seven years are avail#imeg(from Suncorp Insurance, and
two each from DBCT and Vero Insurance), and shbeldonsidered by the AER®
The Bank of Queensland also recently issued loteger floating rate notes with a
BBB credit rating. The Suncorp, Vero and Bank oe@&usland bonds, however, are
all callable. Therefore, consistent with the applopreviously supported by CEG, the
maturity dates for these bonds was considered tbebdate of the first call option.

For the bonds in question, this results in impheaturity dates of between three and
six years. The most recent CEG report, howevetedthat this approach is no longer
correct. Specifically, CEG stated that these batabsild now be assessed at their
final maturity date®’

alone ‘pure play’ service provider, operating instalia without parent ownership and the
relevant market for funds is Australia. AERnal decisionJemena Gas Networks, Access
arrangement proposal for the NSW gas networks . 2000-30 June 2015une 2010, p. 113;
AER, Final decision, WACC revieviMay 2009, p. 109.

% The DBCT bonds are discussed in further detaskiction A.5.4.

26 CEG,Response to AER letter dated 23 May 20Lihe 2011, pp. 8-9.

%7 CEG,Response to AER letter dated 23 May 20Lihe 2011, pp. 10-11.
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In the limited timeframe available to assess CHisposal, the AER has been unable
to adequately verify the reasonableness of CEGisg@hd methodology. Regardless,
the AER considers that the additional bonds note@BG are immaterial for this

final decision.

Specifically, Oakvale demonstrated that observeltlgifor debt issued by financial
institutions and insurance firms are typically regthan for debt issued by
infrastructure firm$® CEG implicitly agreed with this analysis, suchtthaeferred
to the Oakvale report when stating that the mixafrafrastructure and non-
infrastructure related operations may be relevathé observed yields of the
Brisbane and Sydney Airport bont® The AER considers that this significantly
limits the comparability of the observed yields flee Suncorp, Vero and Bank of
Queensland bonds with the AER’s notional benchmsarkice provider.

Additionally, the Suncorp, Vero and Bank of Queandlbonds are all subordinated
debt. That is, in the event of default, these bamolsld have secondary claims to any
outstanding senior debt. Given the likelihood afastors in subordinated debt fully
recovering their initial investment (in the evehtlefault) is substantially reduced,
the yields on subordinated bonds are typically muaohe volatile than otherwise
equivalent standard deBf For this reason, the AER considers that the piatinias
inherent in subordinated bonds also significantihts the comparability of the
observed yields of the Suncorp, Vero and Bank cdépgland bonds with the AER’s
notional benchmark service provider.

Based on the empirical market evidence discussedealznvestra’s statement that
Bloomberg'’s fair value curve provides estimates/bét it would cost to issue or
trade a corporate bond with the characteristidb®AER’s notional benchmark
service provider appears unfoundét.

In relation to Envestra’s statement that Bloomh@nyides independent and fair
value estimates, the AER considers that indepermdisraut one factor in setting the
DRP. Importantly, the AER must also have regarth&éoeconomic costs and risks of
the potential for under and over investment, ardrédguirement to set the best
estimate possible in the circumstant@s.

A.5.2 APA Group bond

The AER considers that the characteristics of tR&A&roup bond—specifically, its
BBB credit rating and near 10 year term to maturpyovide a close match to those
of the benchmark corporate bond. Additionally, R does not agree with

%8 Oakvale CapitalReport on the cost of debt during the averagingguerthe impact of callable

bonds January 2011, pp. 17-19.
29 CEG,Response to AER letter dated 23 May 2Qie 2011, p. 14.
20 For example, an increase in the risk profilegaiven business would be expected to result in a
greater increase in the yield of that businesskearsiinated debt in comparison to that businesses
standard debt.
EnvestraRevised Qld access arrangement informatattachment 9-7/Response to AER draft
decision on debt risk premiupilarch 2011, p. 4.
272 Consistent with s. 24(6) of the NGL, and r. 74¢2pf the NGR.
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Envestra’s revised proposal that the observed yietdthe APA Group bond are
unusually low with respect to its credit ratingather benchmark characteristfcs.

That said, the AER maintains its position that @restings are not a perfect indicator
of the risks involved in investment for the prowisiof reference servicé&’ As noted
by Oakvale Capital, bond yields are determined lbapyrfactors, including:

= term to maturity

= credit rating

= credit margin

= bond size

= credit wrap features

= comparable bond issuances

=  market sentiment

® gcarcity and desirability of issuer

® industry prospects

®  financial status of issuer

abnormal feature¥?

Synergies, in a report prepared for APT Allgascmlly noted the importance of
liquidity in pricing bonds. Synergies stated thquidity is a critical factor in
establishing the extent to which the price of ataeftrument fully reflects current
information. In this regard, Synergies proposed tivea APA Group bond is illiquid,
and that its lack of turnover implied that the gieebn the APA Group bond were not
reflective of prevailing market conditioR&

CEG also stated that the observed yields reportdgldomberg for the APA Group
bond are of low quality, based on the confidenceescassigned by Bloomber(.
Observed yields for the APA Group bond, howeves,rblished by two independent
data providers—Bloomberg and UBS Moreover, these yield estimates are broadly

273 EnvestraRevised Qld access arrangement informatattachment 9-7Response to AER draft

decision on debt risk premiupilarch 2011, p. 3.

274 AER, Draft decision February 2011, p. 252.

2’5 Oakvale CapitalReport on the cost of debt during the averagingguerthe impact of callable

bonds January 2011, pp. 2-3.

APT Allgas,Revised access arrangement submisditerch 2011, p. 39.

2T CEG,Response to AER letter dated 23 May 20ihe 2011, pp. 22—24.

2’8 The APA Group bond yields observed from Bloombreftect the Bloomberg Evaluated Prices
(BVAL). The AER considers that while BVAL may nog¢ Ithe most preferred measure of bond
yields published by Bloomberg—in comparison to Blierg Generic Prices and Bloomberg
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consistent (differing by up to 18 basis points)isTpprovides the AER with some
confidence as to the robustness of the observédbsyie

The yield estimates published by Bloomberg and @BSalso broadly consistent
with the observed yields at issuance of the APAU@roond in July 2010. Given
market conditions since July 2010 have remainettively stable, the AER considers
that in the current circumstances, Bloomberg’s BVald UBS'’s published yields
represent reasonable estimates of the expectatsalthe APA Group bond. The
relative consistency of the observed yield estisiatecomparison to other
comparable bonds, as shown in figure A.10, furtugports the reliability of the
APA Group bond yields.

Figure A.10 Comparator bond spreads from issuance
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Source: Bloomberg, UBS, AER analysis.

Note: Observed yields from both Bloomberg and UBSenavailable for the APA Group,
Brisbane Airport and Stockland bonds. As suchstireads for these bonds reflect
simple averages of the two data sources.

Additionally, the AER rejects CEG’s inference tlta¢ BVAL yields of the

APA Group bond are unreliable based on Bloombergididence measure.
Critically, the confidence scores provided by Bldumerg are a relative measure. In
this context, Bloomberg will not publish observeelgs when it considers such
estimates do not have a sufficient basis. Accolging the current circumstances the
AER considers Bloomberg’'s BVAL estimates and UB&iblished yields, provides a
robust measure of observed yields that could hedeporn?”

Composite Market Prices—they still reflect yieldsopished by an experienced third party data
service provider based on prevailing market coodgi

279 While the AER currently does not question thétglity of Bloomberg’s individual bond yield
estimates, as discussed in section A.5.1, it haseras regarding the methodology used by
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In regard to factors other than those reflectecr@dlit ratings, the AER considers the
factors specific to regulated energy networks aifigcthe APA Group bond to be
relevant considerations in setting the benchmask ebdebt. In particular, the default
risk of the APA Group’s operations reflect its laydixed investments whose returns
are set in part under the regimes administereth&WER under the NGR and NER.
The key features of these regimes—in contrastwestment risks in unregulated
sectors—include “locked in” asset values and péeciogsets of prices with respect to
updated sales forecasts. Hence, to the exteninthedtors consider industry specific
characteristics in addition to the assigned cnediihg, the relatively lower risk profile
of the APA Group bond should be given weight inedetining a rate of return that is
commensurate with the risks involved in providiefgrence services.

The AER also rejects Synergies’ proposal that takelyn the APA Group bond is
mispriced as it is below Bloomberg’s seven yearBBBted fair value estimaté®’
Bloomberg'’s fair value estimates rely upon a saropleonds, some of which would
lie above the implied fair value curve, and otHezkow. In isolation, the extent that
the yield on the APA Group bond lies below Bloonteiseven year estimate implies
nothing regarding the reasonableness of the obdgretl, nor the expected term
structure of interest rates. Synergies also asstnadloomberg’s longer term fair
value estimates are reasonable. The AER has alreddyg its concerns with this
view, particularly in reference to the validity Bloomberg’'s BBB rated fair value
curve as a measure of prevailing conditions imtlagket for funds for the AER’s
notional benchmark service provider.

Given that the maturity of the APA Group bond igotwo years longer than the
seven year, BBB rated fair value estimates puhdisgheBloomberg it would appear
that Bloomberg may not yet take into account thiscin its fair value estimatés:
The AER does not consider that, as proposed by AlRj&s, the exclusion of the
APA Group bond from Bloomberg’s seven year, BBRdafair value estimates
necessarily infer any substantive issues with tRé&&roup bond yield$*? However,
as discussed previously, Bloomberg’s methodologgnming the derivation of their
fair value estimates is proprietary. This limite hER’s ability to assess the
reasonableness of the bonds included or excluded Bloomberg’s sample for the
purposes of deriving its fair value estimates.

Similarly, the AER considers the analysis propdsge@EG—that the yield on the
APA Group bond was unreasonable based on a padlaliaiward shift in
Bloomberg’s fair value estimate until it passestigh the APA Group bond yield—
to be irrelevant®® The analysis is flawed because the AER is notteprésg the

Bloomberg to derive its fair value estimates (fdet the individual bond yields estimates are
inputs).

APT Allgas,Revised access arrangement submisditerch 2011, p. 30.

On 17 May 2011, the maturity of the longest téxond included in Bloomberg'’s seven year, BBB
rated fair value estimate was 20 September 201& i$ha remaining maturity of approximately
five and a half years. This is considerably shatian the benchmark 10 year term, and further
supports the AER’s concerns regarding the validitBloomberg’s BBB rated fair value curve as
a measure of prevailing conditions in the markefdoads for the AER’s notional benchmark firm.
APT Allgas,Revised access arrangement submisditerch 2011, pp. 34-36.

283 CEG,WACC estimationMarch 2011, pp. 37-38.
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reliability of Bloomberg’s fair value estimates felnorter maturities, where there
exists a much greater sample of comparable bonds.

APT Allgas also proposed that it would be diffictdtreplicate the terms of the
APA Group bond, as evidenced by the bond being @edhthe KangaNews
Australian domestic corporate market deal of ther yand Finance Asia magazine’s
best local bond deal. APT Allgas proposed, theesfthrat the APA Group bond was
not a suitable comparator for assessing the DRP.

The APA Group bond, however, was negotiated irpéréod directly following the
GFC. The AER considers this period representetaively uncertain environment
for domestic corporate issuers. Accordingly, toeReent that market conditions have
subsequently improved—and evidence presented ugyisuggests conditions have
moved—the AER considers that the difficulties ipligating a similar deal are likely
to be overstated. The recent issuance by SP AugNel0 year corporate bond—
albeit, with a higher credit rating—supports thasgpion. Similarly, the recent eight
year, BBB rated bond issued by Brisbane Airporigasgs that APT Allgas’ concerns
are unfounded.

A.5.3 Brisbane Airport, Sydney Airport, SP AusNet a nd Stockland
bonds

Since November 2010, SP AusNet and Stockland lssued A- rated, 10 year
bonds, and Brisbane Airport has issued BBB ratigght gear bonds. More recently,
observed yields for two BBB rated Sydney Airpodafing rate notes (maturing in
2021 and 2022) have become availaBfe.

The characteristics of all these bonds—that isr tkem to maturity and credit
rating—are comparable to the APA Group bond, a$ agethe AER’s benchmark
bond for the purposes of setting the DRP. Morea®ISP AusNet owns and operates
network gas and electricity assets, its operatiessmble those of the AER’s notional
benchmark service provider.

However, the ownership structure of SP AusNet—djoatly, its ownership by the
Singaporean Government—differs markedly from théA&oup, and from the
AER’s benchmark service provider. Additionally, theture of Stockland’s assets and
the industry in which it operates differ to thattafvestr&®® Brisbane and Sydney
Airport’s operations also differ from the AER’s assption of the benchmark service
provider, although they still reflect the charaistiécs of a monopoly infrastructure
firm.

These issues notwithstanding, and in the circunestaof paucity of data, the AER
considers that the yields on the Brisbane Airgdytiney Airport and SP AusNet
bonds all provide relevant points of references®eas the reasonableness of both

%4 These bonds were originally issued in Decemb@62Recently, observed yields have been
published more frequently, including from 24 Felow2011 onwards.

285 Oakvale has demonstrated that the observed yeeldsfrastructure bonds are typically higher than
the observed yields on the otherwise comparableotate debt of well known Australian
corporations. Oakvale Capit&geport on the cost of debt during the averagingguerthe impact
of callable bondsJanuary 2011, pp. 17-19.
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Bloomberg’'s BBB rated fair value estimates and alfsthe APA Group bond yield.
The AER also considers that the Stockland bondétexant reference point, albeit to
a lesser extent (given the nature of its operatibifisr from the AER’s notional
benchmark service provider). In this regard, th&RAt&nsiders that many factors are
likely to contribute to the divergent bond yield$ie magnitude of these differences,
however, is significant. These yield comparisoresdiscussed below.

Brisbane Airport bond

The yield on the Brisbane Airport bond is 172 basists below the extrapolated
10 year Bloomberg BBB rated fair value estinfdtelhe AER considers that this
yield differential is likely to be substantiallyiden by the bond’s shorter term to
maturity, and to a lesser extent, its credit ratifigat is, the Brisbane Airport bond
has a remaining term to maturity of approximateégjneyears (as distinct from the
extrapolated, 10 year estimate for Bloomberg), accedit rating of BBB (as distinct
from the Bloomberg compilation of all BBB—, BBB aB#BB+ rated bonds).

The magnitude of this difference, however, is urseted. Given the observed yields
of other comparable bonds (as highlighted througttas section) support the
reasonableness of the Brisbane Airport bond yi¢hdsmagnitude of the difference
suggests that either Bloomberg’s BBB rated faiugadstimates are not representative
of longer term bond yields, or that factors othnart term to maturity and credit

ratings are evident.

The small yield differential between the BrisbanepArt and APA Group bonds
(20 basis points) is reasonably expected, givein ithentical credit ratings and
minimal difference in their terms to maturity.

Sydney Airport bonds

The yield on the two Sydney Airport floating ratet@s (converted to fixed rate
equivalents) are 119 and 110 basis points belowextrapolated 10 year Bloomberg
BBB rated fair value estimate.

Given the observed yields of other comparable beng@gort the reasonableness of
the Sydney Airport bond yields, the direction abtdifference is unexpected. That is,
the Sydney Airport bonds have remaining terms taunitst of approximately seven
and 18 months beyond the extrapolated, 10 yeanatdifor Bloomberg. All things
being equal, a longer term to maturity is typicalsociated with a higher DRP. As
such, this suggests that either Bloomberg’'s BBBd-d&ir value estimates are not
representative of longer term bond yields, or taetors other than term to maturity
and credit ratings are evidefit.

286 As noted previously, references throughout thjsemdix to the observed yields of the Brisbane
Airport bond reflect average yields over the peffiman 1 April 2011 to 31 May 2011. Although
these dates are not in Envestra’s averaging petiedAER considers the bond to be a relevant
consideration in setting the benchmark DRP.

27 APT Allgas stated that, similar to the DBCT boithe credit wrapper for the Sydney Airport
bonds also collapsed during the GFC. In contra8tedBCT bonds, however, the observed yields
of the Sydney Airport bonds are consistent witteottomparable bonds. The AER considers that
this likely indicates that investor concerns regagdhe collapse of the Sydney Airport bond’s
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The higher yield of the Sydney Airport bonds in g@nson to the APA Group bond
(47 and 58 basis points) is reasonably expectedngheir identical credit ratings but
longer term to maturity of the Sydney Airport bonds

Similarly, the higher yield on the Sydney Airpodras in comparison to the
Brisbane Airport bond—approximately 102 and 116spsints respectively—is
expected given their identical credit ratings luiger term to maturity of the
Sydney Airport bonds.

Stockland bond

The yield on the Stockland bond is 200 basis pdietsw the extrapolated 10 year
Bloomberg BBB rated fair value estimate. The AERsiders that this yield
differential is likely to be substantially drively khe bond’s higher credit rating (as
the term to maturity for the Stockland bond clogebtches the 10 year term of the
extrapolated Bloomberg BBB rated fair value estahathat is, the Stockland bond
has a credit rating of A— (as distinct from the @ttberg compilation of all BBB—,
BBB and BBB+ rated bonds).

The magnitude of this difference, however, is ureexed. Given the observed yields
of other comparable bonds support the reasonaldai¢le Stockland bond yields,
the magnitude of the difference suggests that eBle@omberg’s BBB rated fair value
estimates are not representative of longer terna lyasids, or that factors other than
term to maturity and credit ratings are evident.

The lower, but consistent yield of the Stocklandda comparison to the

APA Group bond (33 basis points) is reasonably etguk given the counterbalancing
effects of the different credit ratings and termsnaturity. For example, all things
being equal, Stockland’s higher credit rating sbdagé reflected in a lower yield than
the APA Group bond. In contrast, Stockland’s longem should be reflected in a
higher yield. As the yield on the Stockland bontbiger than the APA Group, it
would appear that the credit rating (or some othetior) is the net driver for the
Stockland bond yield being lower than the APA Grbopd yield.

SP AusNet bond

The yield on the SP AusNet bond is 226 basis pdietsw the extrapolated 10 year
Bloomberg BBB rated fair value estimat& The AER considers that this yield
differential is likely to be substantially drively khe bond’s higher credit rating (as
the term to maturity for the SP AusNet bond closeatches the 10 year term of the
extrapolated Bloomberg BBB rated fair value estahathat is, the SP AusNet bond
has a credit rating of A— (as distinct from the @ttberg compilation of all BBB—,
BBB and BBB+ rated bonds).

credit wrapper have since subsided. APT Allgasponse to AER’s preliminary view on DRP
June 2011, pp. 26-27.

288 As noted previously, references throughout thjsemdix to the observed yields of the SP AusNet
bond reflect average yields over the period froAptil 2011 to 31 May 2011. Although these
dates are not in Envestra’s averaging period, tBR Aonsiders the bond to be a relevant
consideration in setting the benchmark DRP.
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The magnitude of this difference, however, is urseted. Given the observed yields
of other comparable bonds support the reasonalderi¢se SP AusNet bond yields,
the magnitude of the difference suggests that eBle@omberg’s BBB rated fair value
estimates are not representative of longer ternd lyaeids, or that factors other than
term to maturity and credit ratings are evidént.

The lower yield of the SP AusNet bond in comparignthe APA Group bond
(73 basis points) is reasonably expected, giverdhaterbalancing effects of the
different credit ratings and terms to maturity. Egample, all things being equal,
SP AusNet’s higher credit rating should be reflddtea lower yield than the
APA Group bond. In contrast, SP AusNet’'s longemtshould be reflected in a
higher yield. As the yield on the SP AusNet bonkbiger than the APA Group, it
would appear that the credit rating (or some othetor) is the net driver for the
SP AusNet bond yield being lower than the APA Grbapd yield.

Overall, while the APA Group, Brisbane Airport, 8BsNet, Stockland and Sydney
Airport (two issues) bonds provide only six poinfgeference, they all consistently
indicate that the extrapolated Bloomberg fair vadggmates may not be
representative of longer dated, lower rated boimdgarticular, the observed yields of
the APA Group, Brisbane Airport, SP AusNet, andr&ydAirport bonds support the
AER’s consideration that Bloomberg’s BBB rated faaftue curve may not be
representative of prevailing conditions in the nearfior funds for the AER’s notional
benchmark service provider.

Further, the observed yields of the Brisbane Aitjp8P AusNet, Stockland and
Sydney Airport bonds support the reasonableneiseadbserved yields on the APA
Group bond.

A.5.4 Dalrymple Bay Coal Terminal (DBCT) bond

The AER has previously expressed concerns oveaetlability of the DBCT bonds

in comparative analysis, most recently in its dd&itision for NT Gas. Notably, in its
draft decision the AER considered that the obseywelds on the DBCT bonds (in
particular, the DBCT bond maturing in June 2021)endriven primarily by factors
other than its credit ratinfg°

Since the draft decision, however, the trading margpplied to the DBCT bonds by
UBS have fallen significantl§’* In particular, the trading margin on the DBCT bond
maturing in 2021 has fallen by 110 basis pointfsgquently, the observed yields on
the DBCT bond are now more consistent with othengarable bonds. The AER
considers that one possible reason for this chentgat greater certainty may now

%9 The SP AusNet bond includes a resettable cougmrie that adjusts the yield upwards if a credit
downgrade event occurs. As noted by Oakvale Capitavever, the likely impact on observed
yields of resettable coupons is expected to belspaticularly when such a feature is unlikely to
be required (as is the case of the SP AusNet b@uaRvale CapitalReport on the cost of debt
during the averaging period: the impact of callablends January 2011, pp. 8-9.

290 AER,N.T. Gas, Access arrangement proposal for the Amm@as PipelineDraft decision,

April 2011, p. 207.

21 The trading margin is the spread above the sa@pthat equates the yield on a floating rate bond

to its fixed rate equivalent.
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exist surrounding the issuer and the future stattise issue (following previous
restructuring and ownership chang&9).

The AER also considers that the significant reauncto the trading margin supports
its previous decisions to exclude the DBCT bondmfits comparative analysis. That
is, the magnitude of the change strongly suggbatsthe observed yields on the
DBCT bonds were driven primarily by factors othieain its credit rating.

Given the recent nature of the change, howeverAEf considers that a longer
period is required to properly assess the robustoithe recent observations of the
DBCT bond yields. On this basis, the AER remaingioas of the reliability of the
observed DBCT bond yields.

In these circumstances, the AER does not condid¢eikcluding the DBCT bond
from its analysis artificially biases the leveladmpensation for default risk inherent
in the DRP, as proposed by Envesfriro the contrary, given there remains
uncertainty regarding the DBCT debt, the AER coasidhat relying on the DBCT
bond would price default risk above that reasonakyected in the AER’s notional
benchmark service provider. This notwithstandirefadIt risk is implicitly priced in
Bloomberg'’s fair value estimates, as well in theAABroup bond yield, for which the
AER has used to set the benchmark DRP.

A.5.5 AER’s method for setting the DRP

The AER considers that the evidence in suppotefibserved yields of the

APA Group bond has strengthened significantly stheedraft decision. As discussed
previously, observed yields for an additional fbonds with similar terms to maturity
and credit ratings as the benchmark corporate bamd become available. These
observed yields all support the AER’s consideratiwt the observed yields of the
APA Group bond are more reflective of prevailingndibions in the market for funds
for the AER’s notional benchmark service provideart Bloomberg’'s (extrapolated)
10 year, BBB fair value estimates. Further, asrBgl.6 demonstrates, the additional
empirical evidence also suggests that Bloombeexgdpolated) 10 year, BBB rated
fair value estimate is likely to overstate the sagtdebt, particularly for regulated
network service providers.

On this basis, the AER does not consider it apjpatgto set the DRP based solely on
the (extrapolated) Bloomberg fair value estimatee RER considers that greater
reliance could reasonably be placed on the APA @hmnd to determine the DRP.
However, in the current circumstances, the AER iclams that some uncertainty
exists regarding the appropriateness of settindpRE based upon a single bond
yield. Accordingly, the AER has exercised its judgrto determine the proportion to
apply to both data sources.

292 DBCT Finance Pty Ltd has recently proposed US$6DiGon of senior secured medium term
notes, due in 2020 and 2023 respectively, for wlitdndard and Poor's have assigned a BBB+
credit rating. As this debt is denominated in U8ais, however, the AER is limited in its ability
to make any reasonable inferences from this issuanc

293 EnvestraRevised Qld access arrangement informatittachment 9-7Response to AER draft
decision on debt risk premiupilarch 2011, p. 3.
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The proportion to apply to each data source shaildct their relative suitability for
the purposes of establishing a benchmark DRP. THR éonsidered increasing the
emphasis on the APA Group bond relative to the Bllberg fair value curve, in view
of the increased support for the APA Group bondesthe draft decision. However,
after careful evaluation, the AER considers theeecarrently insufficient grounds to
justify departure from the position in the draftdgon. The AER considers that a
DRP based equally on the observed yields of the &Pdup bond and Bloomberg’s
fair value estimates would satisfy the requiremefithe NGR***

In contrast, CEG stated that relying so heavilyrupsmall and selective sample of
bonds—that is, bonds with BBB+ credit ratings (omikar) and remaining maturities
in excess of five years—is likely to lead the AERoierror*®® CEG added that the
AER’s methodology placed extreme weight on bondsftwo issuers above the
guidance provided by a wider population of 49 issuand that this approach is
unreasonabl&’® APT Allgas also proposed that there is a bastistital issue in
placing reliance upon a sample size of fie.

The AER acknowledges the concerns of both CEG dpitl Allgas. However, having
no regard to the available longer term data (asudsed above) is equally likely to
lead to error in setting the benchmark DRP, pddityiwith respect to section 24(6)
of the NGL. That is, the wider population (from whiBloomberg uses to determine
its fair value estimates) is dominated by bond$ wetm to maturities significantly
less than the 10 year benchmark considered by B2

Further, the AER acknowledges Australia Ratingateshent that weighting the DRP
with selected individual bonds could distort thedanark DRP. Specifically,
Australia Ratings stated that weighting the indéthwelected individual bonds
introduces the idiosyncratic risk factors of thbsads. In contrast, an index relying
on many bonds would diversify such systematic fasors?*° The AER, however,
considers that as the operations of the APA Gramglveasonably reflect those of
the benchmark service provider, any additional imslorporated into the DRP would
also reasonably reflect the risks faced by gas owtwervice providers.

As part of its review, the AER also requested awived actual costs of debt
information from Envestr®® The AER considers that this information suppdrt t

its estimate of the DRP provides a reasonable dpipity for Envestra to recover at
least its efficient cost& More generally, market analyst reports have coersily
indicated that the actual debt risk premiums iredilsy network service providers are

294 This decision contrasts from the most recent fitegision of the AER. That decision—for the

Victorian electricity distribution businesses—detared the DRP based on a 75 per cent
weighting to estimates from Bloomberg and a 25ceet weighting to estimates from the
APA Group bond. The AER also notes that the Vietoffinal decision is currently the subject of a
merits review before the Australian CompetitionbTral.

2% CEG,WACC estimationiylarch 2011, p. 34.

2% CEG,WACC estimatioriylarch 2011, p. 2.

297 APT Allgas,Revised access arrangement submisditarch 2011, p. 40.

2% gee figure A.6.

29 Australia RatingsEstimating the debt risk premiydlarch 2011, p. 15.

300 AER, Draft decision February 2011, Appendix B.

301 NGL, s. 24(2).
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significantly lower than the benchmark set by tHeRE? As such, the AER does not
accept that the DRP established by reference taB#e Group bond removes any
incentive for efficient financing by Envestra.

Additionally, IPART recently published its final dsion for a discussion paper to
develop an approach to setting the debt mafifihe indicative debt margin was
more than 170 basis points below Envestra’s prdpA#though the methods used by
IPART and the AER differ—notably, IPART has consg&btkshorter term debt—the
outcome of IPART’s decision suggests that Envesfpeoposed DRP is excessive
and not commensurate with prevailing conditionthenmarket for funds and the risks
involved in providing reference servicés.The Economic Regulation Authority
(ERA) has also recently published a draft deciswith indicative debt margins more
than 150 basis points below Envestra’s propdsal.

A.5.6 Extrapolation of Bloomberg fair value estimat  es

The AER’s draft decision rejected Envestra’s pr@goapproach to linearly
extrapolate Bloomberg’s seven year fair value estiesito a 10 year term. The AER
determined that extrapolation based on the spretwdeen Bloomberg’s seven and
10 year, AAA rated fair value estimates providdeter estimate of the 10 year,
BBB rated yields.

Envestra’s revised regulatory proposal reflectedAER’s approacfi’®

A.5.7 Conclusion

The AER considers that the DRP proposed by Envesagcessive and not
commensurate with prevailing conditions in the neaflor funds and the risks
involved in providing reference servic&S.

Moreover, based on the above analysis, the AERiderssthat greater reliance could
reasonably be placed on the APA Group bond to oheterthe DRP. However, in the
current circumstances, the AER considers that sgmertainty exists regarding the
appropriateness of setting the DRP based uporgediond yield. Accordingly, the
AER has exercised its judgment to determine thegutmn to apply to both data
sources. After careful evaluation, the AER congidbere are currently insufficient
grounds to justify departure from the positionhe tiraft decision. The AER
considers that a DRP based equally on the obseigkts of the APA Group bond
and Bloomberg’s fair value estimates would satibg/requirements of the NGR.
This results in a DRP of 3.81 per céfft.

302 Bank of America, Merrill LynchDUET Group 26 May 2011; Macquarie Equities Research,

Spark Infrastructure Groy®3 March 2011; Macquarie Equities ReseatlbET Group 1 March
2011; Macquarie Equities ResearEmyvestra 17 February 2011; Macquarie Equities Reseakch,
Regulated Corner - A little gem from IPARIA February 2011.

IPART, Developing the approach to estimating the debt mmai@ther industriesFinal decision
April 2011.

304 NGR, r. 87(1).

305 ERA, Draft decision on proposed revisions to the acegssngement for the Dampier to Bunbury
natural gas pipelineMarch 2011, p. 168.

EnvestraRevised Qld access arrangement informatattachment 9-{Response to AER draft
decision on debt risk premiupilarch 2011, p. 2.

307 NGR, r. 87(1).

308 Based on a 15 day averaging period ending 17 M20d 1.

303

306
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B. Real cost escalators

In its draft decision, the AER did not accept aspet Envestra’s proposed forecast
real input cost escalators. In particular, the AdtdRnot accept Envestra’s proposed:

= |abour cost escalators, on the basis of Envestrege of wage index and non-
inclusion of productivity amendments

= ‘gas network materials’ escalator, on the basisEmxestra did not sufficiently
demonstrate that it produced a reasonable foretastlyethylene pipeline costs.

Envestra did not accept the draft decision amentBrierthe forecast real cost
escalators, and made further revisions in relaton

= |abour cost escalators
= ‘gas network materials’ escalator

» the application of annually forecast real cost ksoss?

Envestra proposed revised real cost escalatordstgcand provided more
information in support of its proposed revisiomgluding consultant reports from:

=  BIS Shrapnel

=  Professor Jeff Borland

= Economic Insights.

The AER considers Envestra’s labour and ‘gas nétwaaterials’ escalation forecasts
are not reasonable, or the best forecasts possitile circumstances. In particular,

the AER does not accept the following elementsrofdstra’s proposal:

= wage forecasts based on the average weekly ordimaeyearnings (AWOTE)
index

® non-inclusion of productivity adjustments
= ‘gas network materials’ forecast methodology

= application of six year average real cost escaator

B.1 Labour cost escalators

Envestra did not accept the AER’s draft decisioeadments to the proposed real
labour cost escalators, and proposed further ssi

! AER, Draft decision February 2011, p. 150.
2 EnvestraRevised Qld access arrangement informatiarch 2011, Attachment 6-9, pp. 11-12.
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Envestra’s updated real labour cost escalation:
= s based on the AWOTE measure of wage growth

. includ3es specific productivity adjustments to tfans wage forecasts into labour
costs:

The AER does not accept Envestra’s revised inpsit @scalators. The AER considers
Envestra’s labour cost forecasts were not arritexha reasonable basis, nor do they
represent the best possible forecasts in the cstames, for the reasons outlined
below:

®  Envestra’s labour cost escalation forecasts aredoais AWOTE

= the proposed escalators do not account for theteffgoroductivity in
transforming wage forecasts to labour cost forecast

As a result, the forecasts do not contribute tedasts of operating or capital
expenditure that are respectively consistent wi#t®ror r. 91 of the NGR.

The AER engaged Deloitte Access Economics (DAFrtwide updated forecasts of
real labour cost growthThe AER is satisfied that DAE’s forecast growttrésal

labour costs are arrived at on a reasonable lzasisare the best forecasts possible in
the circumstances.

B.1.1 Choice of Index measure

The AER considers that the LPI, and not AWOTEhgs &ppropriate index on which
to base forecasts of real labour cost escalat®it,@oduces forecasts that are made
on a reasonable basis and the best forecasts lgossibe circumstances. The AER
maintains its position from the draft decision tthet AWOTE is not a reasonable
base on which to forecast labour cost escaldtmmthe basis that :

= while AWOTE takes into account the effect of composal productivity on
labour costs, LPI does not. This is describedragtlein the reports provided by
Envestra’s consultants.

= Envestra and its consultants over-state the sagmtie of compositional
productivity, as it is just one of many distortiopaompositional effects that
produce un-realistic index volatility at the statstoral level.

= the presence of compositional effects make AWOPea index choice. The
AWOTE index, when used to generate labour costhsts at a state-sectoral

EnvestraRevised Qld access arrangement informatiarch 2011, Attachment 6-9, pp. 2-10.
For the draft decision, the AER engaged Accesmé&mics to provide alternative forecasts of real
labour cost escalators. Since the draft decisimeeAs Economics was acquired by Deloitte
Touche Tomahatsu, and has continued to provide/siedab the AER under the name Deloitte
Access Economics. All references in the text arderta Deloitte Access Economics, but some
footnoted references to previous work are madecimess Economics, as it was at the time.

®  AER, Draft decision February 2011, pp. 138-141.
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level, produces extremely volatile results. Theeneimt volatility in AWOTE is
unlikely to be a realistic depiction of industrydei fluctuations of labour costs.

Figure 8 shows the progression of the two indeméke national EGW sector from
1998 to 2010 — LPI and AWOTE. From the figuresiapparent that LPI is much
more stable index over time. Moreover, it is expddhat AWOTE time series will
likely to be even more volatile at the state-seadtt@vel, as the sample size in the
surveyed businesses decreases. As stated infitsldession, the AER considers that
AWOTE is unlikely to provide a reasonable reflentmf the true movements in the
price of labour faced by Envestra.

Figure B.1: Growth in AWOTE and LPI, Australian uti lities sectof
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The AER considers that, in the revised proposaiheeEnvestra nor its consultants
have sufficiently addressed the issue of AWOTE tdlaat the state-sectoral level.
In its draft decision, the AER accepted that tHea$ of compositional productivity
might be informative at a full economy level. Howewvn the circumstances of
forecasting real labour cost escalation, forecasslisaggregated to specific
industries in specific states. The small sample sapled with acute sensitivity of
the index to a number of compositional effects ltaala forecast series that is not a
reasonable reflection of changes in the price lwbl@, or labour costs. Also,
compositional productivity is only one of the matgmpositional effects that can lead
to unrealistically exaggerated volatility. Theselude, amongst other things: gender
distribution, pace of retirement and the degreeut$ourcing. The AER considers
these factors, when surveyed from a very small garppoduce unrealistic
expectations of sector wide labour cost growth.

In his report for Envestra, Professor Borland recees that the AWOTE index is
more volatile than the LPI index, and that thig/isy the ABS considers the LPI is the
‘preferred indicator of changes in wage rates’. ldegr, Professor Borland proposes
that this volatility could be overcome by determgpirends using multiple data points
to forecast single period chandeas identified by DAE® the AER considers that de-

ABS and AER analysis.

Deloitte Access EconomicResponse to Professor Borlgrpril 2011, p. 2.

Professor Jeff Borlandlabour cost escalation report for Envestra Limitétharch 2010, p. 10
Deloitte Access EconomicResponse to Professor Borlgrpril 2011, p. 5.

© O N O
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trending data is unlikely to sufficiently removelatility from recent data points, as

no future observations are available to sufficied#-trend recent data. De-trending
data is best employed where the trend estimatebeagvised on an ongoing basis,
such as publishing seasonally adjusted statistius.is not possible where forecasts
are binding for the entire access arrangement ghefibe AER does not accept that
this will result in a forecast that is arrived atareasonable basis, or the best forecast
possible in the circumstances.

B.1.2 Productivity adjustments

The AER considers that specific productivity adjushts are necessary to transform
wage forecasts into forecasts of real labour c@$ts.AER considers:

= while pure wage forecasts (generated by produgtuntidjusted LPI) are of
concern to individual workers, labour costs pet ohbutput are relevant for the
purpose of forecasting labour costs

® in order to transform pure wage forecasts into lalmosts per unit of output,
productivity adjustments are applied to the purgeviarecasts

= the productivity adjusted labour cost forecastpared by DAE are arrived at on
a reasonable basis, and represent the best fopErsssble in the circumstances.

The AER identified an inconsistency in Envestragised access arrangement
proposal on the treatment of productivity adjusttaelm its revised access
arrangement proposal, Envestra did not accept ERR'$\application of productivity
adjusted labour cost forecasts, and has proposgdstiould not be includetf.
However, in the summary tables where Envestra étasu its forecast real cost
escalators, it has applied the productivity adp#&/OTE forecasts derived by BIS
Shrapnel! The AER sought further clarification from Envesbrathis matter.
Envestra subsequently stated that it accepts the @& apply labour escalation
based on:

=  AWOTE adjusted for productivity

= |PI unadjusted for productivit}?

The AER therefore understands that Envestra acteptspplication of LPI, and of
specific productivity adjustments, but not both @amently. The AER does not
accept that the appropriateness of productivitystdjents depends on whether it is
paired with AWOTE or LPI, as the productivity adjuents are necessary to
transform either wage forecast into a forecasabdur costs. The AER maintains its
draft decision and rejects Envestra’s revised acagangement proposal to base
forecasts on AWOTE or exclude productivity adjustise

It is widely accepted that productivity is a keyver of movements in relative wages.
In its wage forecasting model, DAE assumed thatenpooductive workers will be

10

EnvestraRevised Qld access arrangement informatistachment 6-O9March 2011, p. 6.
11

EnvestraRevised Qld access arrangement informatistachment 6-9March 2011, pp. 32-33.
12 EnvestraResponse to AER.EN.RP, #1May 2011.
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compensated with higher wagésSubsequent to the initial wage forecasting, DAE
applied explicit productivity adjustment to generktbour costs per unit of output.
This second steps reflects the assumption thatra productive workforce will see a
lower labour cost per unit of output, as the saewellof output now requires fewer
workers.

In effect:

= positive productivity growth will typically resuibh higher wages for individual
workers. However, there will also be an offsettiaduction in labour costs per
unit of output, as less labour is needed to produgen level of output.

® negative productivity growth will tend to slow wageowth, but will also lead to a
corresponding increase in unit labour costs asathweur requirement to produce a
given level of output increases.

Envestra asserted that the specific productivijysitchent to LPI results in a ‘triple
counting’ of productivity effects, namely:

1. use of LPI rather than AWOTE does not captureetfects of compositional
productivity

2. adjustment of the LPI for forecast changes in petigity (DAE’s specific
productivity adjustment)

3. directly incorporating productivity improvementgdrthe opex benchmarks.
The AER does not accept Envestra’s assertion #orgasons set out below.

The AER accepted in its draft decision that the d&ds not capture compositional
productivity effects, which account feomedifference between the LPI and
AWOTE. However, the AER considers Envestra andatssultants have overstated
the effects of compositional productivity. As idiéed by DAE, compositional
productivity is only one of the many compositioeéfects that can lead to
unrealistically exaggerated volatility. These ird#yamongst other things: gender
distribution, pace of retirement and the degreeut$ourcing™® The AER considers,
in line with DAE ' that any error from the absence of these compasiti
productivity effects is unlikely to be large.

The specific productivity adjustment (adjustmenis2)ecessary to forecast labour
cost escalation, because Envestra’s required ohiébour are a function of the work
Envestra undertakes. The AER considers it reasertaldssume that Envestra targets
a particular level of labour output, as opposechioosing a desired number of
employees, and plan work output accordingly. Uridemational gas objective, the
guiding principles of gas regulation promote thigcegfnt investment in, and operation
of natural gas service§The AER considers this directly supports an assiomphat

13 Access Economic§orecast growth in labour costs (Qld & SAovember 2010, p. 103.

14 EnvestraResponse to AER.EN.RP, #1May 2011.

15 Deloitte Access EconomicResponse to Professor Borlarpril 2011, p. 2.
6 Deloitte Access EconomicResponse to Professor Borlgrpril 2011, p. 6.
7 NGLs. 23.
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the level of opex and capex output to efficientiyast in and operate Envestra’s
network would guide business planning. This in tisroonsistent with escalating real
labour cost per unit of output, as opposed toweaes. Failure to include the specific
productivity adjustments will produce a forecastttis neither made on a reasonable
basis, nor the best forecast possible in the cistances.

Envestra’s ‘productivity adjustments’ within itsepforecasts (adjustment 3) reflect
the reduction in the overall required level of UA&kated opex to be completed,

which sets the necessary level of work outpus therefore consistent with these
forecast levels of required opex to forecast thela costs required to meet that level
of output. As such, the AER considers forecastgalflabour cost escalation based
on productivity adjusted LPI are both reasonabié, the best forecasts possible in the
circumstances.

The AER considers that DAE’s forecasts of produtstiover the period are
consistent with DAE’s forecasts of a recoveringremuy, in which productivity is
expected to improve through the access arrangepeeiod. The effect of forecast
productivity adjustments on the AER’s revised labowost escalators is set out in
table B. 1.

Table B.1: Effects of productivity adjustments on Queenslazal LPI forecasts

(per cent)
2010-11
(‘:gﬁx 2011-12 2012-13 2013-14 2014-15 2015-16
forward)
Labour costs (Productivity adjusted real LPI)
EGW labour 3.2 14 0.9 0.0 -0.6 -1.6
General labour 14 0.4 0.2 -0.3 -0.6 -1.5
Construction labour (capex only) 0.9 1.3 1.2 1.3 .80
Wages (Productivity unadjusted real LPI)
EGW labour 1.7 2.2 2.0 15 1.3 0.6
General labour 0.6 0.9 1.3 1.2 1.3 0.8
Construction labour (capex only) 0.6 2.4 2.8 2.1 12

Source: Deloitte Access EconomiEsrecast growth in labour costs: Update of
December 2010 reparApril 2011, pp. 47-48.

B.1.3 Deloitte Access Economics labour cost forecas ting

The AER did not accept Envestra’s proposed labost €scalators in its draft
decision, and amended the real cost escalatios t@atreflect DAE’s forecasts of real
productivity-adjusted LPI growth. In its revisedcass arrangement proposal,
Envestra engaged three consultants to examinerdiggie DAE’s forecasts. Envestra
and its consultants submitted the following in tielato DAE’s forecasts:
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DAE’s wage forecasting methodology is flawed onftiiowing grounds:®

» the formal AEM wage forecasting model is inferiorB8lS Shrapnel’'s
‘institution based’ approach, as it does not inooape institutional factors that
are specific to the sector

» the wage modelling is based purely on econometratyais, and ignores
institutional factors

» BIS Shrapnel’s attempt to replicate the DAE foréicgsmethodology
produces unrealistic results

DAE’s productivity forecasts were overly optimistelative to productivity
forecasts made in September 25509

the forecasts did not take into account significaoent economic developments,
such as the Queensland storms, Cyclone Yasi, adetelopment of the coal
seam methane industfy.

The AER engaged DAE to respond to the reports deml/by Envestra and its
consultants, in addition to providing updated fasgs. The AER is satisfied that
DAE’s updated forecasts of real productivity-adgast. Pl growth are made on a
reasonable basis, and are the best forecasts fgassibe circumstances. The AER
considers:

BIS Shrapnel has misinterpreted DAE’s methodolagyyhich the sectoral wage
modelling is not, as BIS Shrapnel indicates, basedconometrically estimated
relationships. DAE sets the parameters in its sacteage models to incorporate,
amongst other things, institutional factors suckresds in industry EBA rates
The sectoral wage models take inputs from the A&NIch is econometrically
estimated and adjusted to incorporate the ingtitalifactors that BIS Shrapnel
advocates considering.

DAE’s productivity forecasts are based on a redslenand robust methodology,
and are consistent with expectations of a recogezgonomy, where the outlook
was significantly less positive at the time of 8eptember 2009 report.

DAE’s updated forecasts incorporate the effecteoént significant economic
events, including those referred to by Envestraiencbnsultants.

The AER does not accept Envestra’s forecast reallacost escalators, for the
reasons set out in sections B.1.1 and B.1.2. ThR é@nhsiders there is an accepted
alternative methodology from which to derive altdive results, and is satisfied that

18

19

20

BiS ShrapnelFinal report, Real cost escalation forecasts to 2015/16—Queedslad South
Australia, March 2011, Appendix C.

Professor Jeff Borlandlabour cost escalation report for Envestra Limitétarch 2011, pp. 11—
13; and Economic InsightReview of AER draft decision on Envestra Queen&aamtl Envestra
South Australia’s Input Price Escalatoiglarch 2011, pp. 7-8.

EnvestraRevised Qld access arrangement informatidarch 2011, Attachment 6-9, p. 31.
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DAE'’s forecast growth in real labour costs arevadiat on a reasonable basis, and
are the best forecasts possible in the circumssance

DAE forecasts long term wage outcomes by taking aticount macroeconomic
conditions impact on labour productivity and inibet. The current forecasts of wage
and productivity growth are broadly influenced hg following factors:

= expected recovery in global economic growth
= forecast increases in industrial commodity priaed mational income

= expected increases in real business investmentagithl utilisation, particularly
in the utilities sector

= growth in employment is expected to be offset lwuotions in working age
Australian population growtft.

In addition, DAE’s forecasts incorporate the eféeat recent natural disaster events in
Queensland and Victoria, and important project-da&mnomic development$,as
referred to by Envestra and its consultants. Wthidse events are expected to drive
up the demand for labour, these effects are liteelye temporary. Other economic
factors, such as expected increases in the intertesand decreases in finance and
building approvals, are expected to constrain tieath in the construction sector.

B.2 ‘Gas network materials’ cost escalator

The AER considers that ‘gas network materials’ $thowt be escalated in real terms,
as Envestra has based its proposed escalatorsema$ts that are neither made on a
reasonable basis, nor the best forecasts possibie icircumstances. Envestra did not
accept the AER’s decision that ‘gas network malkgrghould not be escalated in real
terms. Consequently, Envestra has proposed anagftatcast series.

The AER does not accept Envestra’s proposed gasrietmaterials escalator, as the
forecast is neither made on a reasonable basishadrest forecast possible in the
circumstances. In response to the AER’s draft dwti$1S Shrapnel provided some
additional detail on its forecast methodology. H@vassessed the updated BIS
Shrapnel report, the AER considers the BIS Shragapelrt:

®= has not demonstrated an empirical relationship éetvoil prices and
polyethylene pipeline prices. BIS Shrapnel hagdetin two intermediate
relationships: one of which is empirically testede of which is not.

= presented the results of a regression to deteranreationship where oil prices
influence thermoplastic resin prices in $USD, tivaticated it ran the same
regression in $AUD to determine the relevant cofits for its forecasts, but not
directly report the results

21
22

Access Economic&esponse to the Economic Insight Report of Mardi,2®4 April 2010, p.2-5.
Access Economic&esponse to the Economic Insight Report of Mardi, 224 April 2010, p.6-8.
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= used a ‘rise and fall’ formula to estimate chaniges polyethylene pipe prices
based on seemingly arbitrary coefficients that hastebeen justified

®= has included a demand escalator in the rise ahfbfatula that has only been
described in general terms, without giving detailloe calculation and application
of the demand escalator, or demonstrating its fsogmce as an explanatory
variable

= based price forecasts on a weighted average inda@pealine prices that assumes
a constant ratio of the four pipeline tygé&sEnvestra argue that the base year
efficiency adjustment to opex in the AER'’s draftideon was inappropriate, on
the basis that Envestra’s concentration of differsains pipeline diameters
changed throughout the period. These changes adiludnce the demand, and
hence prices paid for particular types of pipeline

= based forecasts on thermoplastic resin prices,hndmie only available from 1997-
1999. BIS Shrapnel has not clarified where the reim@ data points have been
derived from.

= used indexes are based on nominal prices (includBgnflation) and deflated by
Australian CPI, which are unlikely to be consistent

The AER considers there is no quantifiable basmotwclude that polyethylene
pipeline costs will escalate in real terms. Furthiee AER is not aware of an
alternative model to forecast polyethylene pipepniees. When assessing forecast
commodity prices, the AER does not consider ifpigrapriate or consistent with r. 74
of the NGR to rely solely on judgement of the nurslie form a view of whether a
forecast is acceptable. To do so would rely omsgtrmssumptions about the data,
progression of the economy and determinants oémth@nges. Instead, the AER must
be satisfied that a forecast is derived basedreasonable and robust methodology in
order to accept that its output forecasts conteilbatan efficient forecast of capital or
operating expenditure.

In its decisions for Country Energy, ActewAGL aie tlemena Gas Netwdtkthe
AER did not accept plastic pipeline cost escalatwacasts derived based on similar
relationships to the BIS Shrapnel methodology.lleases, the AER concluded that O
per cent real cost escalation was appropriate yimgpkhat plastic pipeline would be
annually escalated by CPI. The AER has generallg@ed materials escalators
where it has access to the prices of futures, wineestors have financially
committed to valuations of expected price growtb.9Mch data exists for
polyethylene, or polyethylene pipeline, or thernaspic resin. Table B.2 sets out
some comparative measures of obsetvadd forecast weighted average pipeline
prices against CPI.

% EnvestraResponse to AER.EN.RP,39May 2011.

24 AER, JGN final decisionJune 2010, p. 85; and AERountry Energy draft decisipiNovember 2009, p.28.;
and, AER ActewAGL final decisiarMarch 2010, p. 26.

These are the prices faced by Envestra since, 20@bare an extremely limited sample on which
to draw conclusions about the competitive pricegdaby an efficient service provider.

25
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Table B.2: Comparison of annual per cent change in pipeline pces, oil prices

and CPI
Weighted Forecast
Si\lloeerl?r?ee CPI CrquI’eri((:)E;IS Wae\;g?;‘z(l Forecast CPI
prices (2005-10) (2005-10) pipeline prices (2011-16)
(2005-10) (2011-16)
Mean 3.95 2.73 12.52 4.36 2.57
gtandard 11.01 0.65 24.31 4.06 -
eviation

Source: AER Analysis; BIS ShrapnBleal cost escalation forecasts to 2015-16,
March 2011p. 59.

In relation to table B.2, the AER considers:

= Both forecast CPI and forecast weighted averagelipgprices have 6 year
average growth rates that are comparable to thaemfhted average pipeline
prices from 2005-10.

= Qil prices, on which forecast pipeline price estiesaare based, have a
significantly higher mean (which may not be relev@ue to the transformation
formulae) and are much more volatile than obsepipéline prices.

= Given the limited availability of data on pipelipeces, it is difficult to draw
meaningful conclusions about whether the observiegpfrom 2005-10
represent a normal level of growth in prices tockha&gainst, or use in forecasts.

= Most importantly, the AER does not consider thersufficient evidence to
suggest CPI will not adequately compensate Envestra

All of Envestra’s real costs are escalated annusliZPI under its tariff variation
mechanism. For this reason, CPI must inform the ‘ARiRderlying assumptions
about Envestra’s overall input costs. Where the ABRnot be satisfied that a
forecast of real cost escalation for a specific madity is robust, and cannot
determine a robust alternative forecast, CPIl sagwnable estimate of growth in the
broad range of input prices faced by Envestra,isitite best forecast possible in the
circumstances. Envestra proposed CPI as an escllatdl other materials in its
initial proposal, which the AER accepted. In ortierthe AER to conclude that
specific input prices will deviate in real termisistexpectation must be supported by a
forecast that is consistent with r. 74 of the NGRe AER considers it is not
reasonable to assume costs will escalate in reaktever a five year period where it
is not based on a robust forecast.

Having considered Envestra’s revised access amaggeproposal, the AER
considers the forecast ‘gas network materials’ lasmais based on unjustified
assumptions and unsubstantiated relationshipsAHfretherefore is not satisfied the
forecasts are made on a reasonable basis, noeshéobecasts possible in the
circumstances. On this basis, the AER does notidenthat real cost escalation of
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‘gas network materials’ results in a capex alloveatiat is consistent with r. 79(1)(a)
of the NGR, or an opex allowance with r. 91(1)lé NGR.

The AER considers CPI produces a forecast of grawHnvestra's materials costs
that is made on a reasonable basis, and is th@bssible in the circumstances. As all
materials costs are escalated by CPI under tHéwvariation mechanism, the AER
does not accept a specific real cost escalatdgé&srnetwork materials’.

B.3 Application of real cost escalators

The AER does not accept Envestra’s proposed apiplicaf real cost escalators.
Envestra proposed real cost escalators based oifisp@nual forecasts in the text of
its revised proposal, and in its initial propo$alt applied several escalators in its
revised opex and capex forecast models as constastof escalation based on six
year averageS. Envestra did not propose, or raise the optiorropgsing, average
escalators in its initial proposal or models. THeRAtherefore considers the revised
proposal is not permitted under r. 60(2) of the NG&ther, the AER considers that:

= real cost escalation forecasts require detailethatts of annual input cost
changes. Averaging the forecasts necessarily desviedm the expected costs at
any point in time, and therefore reduces the eficy of the forecast

= Envestra has not provided any justification forlgpw average escalation rates,
and it applied specific annual rates in its inipabposal.

For these reasons, the AER considers the applicafisix year average rates
produces forecasts that are neither made on anaaledbasis, nor the best forecasts
possible in the circumstances. As a result, thegeed average escalators do not
contribute to forecasts of operating or capitalesgture that are respectively
consistent with r. 79 or r. 91 of the NGR. The A&dhsiders that real input costs
should be updated annually in line with the appdofcgecast real cost escalators.

B.4 Conclusion
The AER does not accept Envestra’s:

= proposed labour escalators

= ‘gas network materials’ escalators,

= application of 6 year average escalators

The AER considers the forecasts are not made easmnable basis, nor the best
forecasts possible in the circumstances, and thereo not comply with r. 74 of the

NGR. As a result, the proposed escalators do mtibate to forecasts of operating
or capital expenditure that are respectively cdestswith r. 79 or r. 91 of the NGR.

% EnvestraRevised Qldiccess arrangement information, Attachment 7¥arch 2011; and

EnvestraRevised Qldccess arrangement information, Attachment 6March 2011.
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The AER also does not accept Envestra’s proposgiccapon of six year average
escalators.

The AER requires Envestra to apply the escalatirew in table B.3, in line with the
specific escalator forecast for that year, as opgds the six year average.

Table B.3: AER conclusion on real cost escalators (per cent)

2010-11
(opex
oll- 2011-12 2012-13 2013-14 2014-15 2015-16
forward)
EGW labour 3.2 1.4 0.9 0.0 -0.6 -1.6
General labour 1.4 0.4 0.2 -0.3 -0.6 -1.5
Construction labour (capex only) 1.3 1.4 0.8 0.0 0.9-
Gas network materials - 0 0 0 0 0
Other materials 0 0 0 0 0 0
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C. Annual reporting requirements

In a number of chapters of the draft decision di&lfinal decision, the AER has indicated that Etrgewill have to report certain information
on an annual basis. This information is generatyuired for the administration of an incentive nagbm, to ensure compliance with an
approved tariff variation mechanism, or to otheewnisonitor Envestra’s performance and complianch thits 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-dgorted 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 of the draft decision arslfthal decision.

Table C.1: Annual reporting requirements

Reference Reporting requirement Purpose
Capital contributions — chapter 3 For each year, provide details of the nature ataevaf capital To identify the nature and value of capital
(draft decision) 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.
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D. AER'’s consideration of proposed non-tariff terms and conditions and issues raised in
submissions
Amendments ,
required as per Envestra's . . . Proposed
Matter AER d response as per | AER’s proposed amendments, Envestra’s response, suissions and AER'’s consideration e
raft H Revisions
decision revised proposal

Part 1: Terms and

conditions for whi

ch Envestra pegposed revisions

Delivery of gas
(clauses 2.4, 2.5
and 16.6)

Amendments
13.1 and 13.2.

Amendments 13.1
and 13.2 not
incorporated

Amendment 13.1 of the draft decision required Etrae® amend annexure G of the access arrangenoagal
by inserting the words ‘Subject to clause 2.5A e start of clause 2.4 and clause 2.5, and inganew clause
2.5A.

Amendments 13.2 of the draft decision required Etraeto amend annexure G of the access arrangement
proposal by changing existing clause 16.6 to cld6s&(a), inserting the words ‘Subject to clausé(ts,’ at the
start of clause 16.6(a) and inserting new clausé(tli

AER proposed new clause 2.5A/ 16.6(b) in draft sleai

‘Envestra will use reasonable endeavours to m#igaty loss to the Network User as a consequenGa®being
taken through the User DP by someone other thaN#heork User or a Network User’s customer.’

Envestra’s response

Envestra has not accepted the above amendmentsstEnbelieves that these amendments are based on a
misunderstanding as to the legal effect of themeses and the proposed amendments do no makearaetse.
Envestra submitted that the AER proposed claugesatronly impractical but legally problematic, &n
Envestra has no authority to monitor the use ofpges the delivery point.

Envestra has agreed that these clauses are nbe $uperficial sense that they did not appeardretlier terms
and conditions. However, Envestra has submittettiieg are not new in a substantive sense bechase t
clauses do not change Envestra’s liability profdavestra has submitted that the purpose of prapdseses 2.4
2.5 and 16.6 is same as the clause 2.2 in Annéafdts earlier access arrangem@ihe clauses state what

All references to ‘clauses’ in this appendix telto annexure G of Envestra’s Qld access arrangepneposal, unless otherwise stated.

2

EnvestraQld access arrangement terms and conditi@stober 2006, p. 26.
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Envestra believes is a straightforward and unceetsial principle in relation to the delivery of §tarough User
DPs. The proposition is that Envestra is requiceddliver whatever Gas is taken through a UserrBgardless
of who takes that Gas.

Comparing with clause 2.2, Envestra stated thaa required to deliver gas “whether the takinthat Gas is or
not specifically authorised.” The legal effect bétclauses is the same. Clause 2.2 states:

2.2 Obligation to Deliver

‘Subject to the terms of the Agreement, Envestithdeiiver Gas through each User DP as and whenisgagen
through that DP (whether by the Network User orNietwork User's Customer or by someone else andhehe
the taking of that Gas is or is not specificallyrarised by the Network User or any Customer ofi\leéwvork
User).’

Envestra has requested the AER to withdraw amendib®h and 13.2. Alternatively, if the AER has cers
about the drafting of these clauses, Envestra togmped to withdraw new clauses 2.4, 2.5 and IdGevert to
the clause 2.2 in appendix G of its earlier aceesmgement.

Submissions

AGL has submitted that it is unable to identify irmendments required by the AER to clauses 2.5&hAGL
has requested that the AER reviews the requirenamtsonfirm that the appropriate amendments dectred?

AER'’s consideration

As outlined in the draft decision, the AER does cwisider that Envestra has satisfactorily justifieclusion of
the new clauses (clauses 2.4, 2.5 and 16.6) rglatithe delivery of gas. These clauses relievesEina of any
liability, or responsibility to make inquiries, Witespect to any gas taken at a delivery poinbloyeone other
than a user. The AER does not agree with Envdsatdegal effect of the clauses is the same. ThR A@hsiders
that new clauses proposed by Envestra have differeaning and affect the substance of clause 4t8 aarlier
access arrangement.

As submitted by AGL, the AER has reviewed the wogddf clause 2.2 in its earlier access arrange @t
accepts Envestra’s alternative proposal to withdraw clauses 2.4, 2.5 and 16.6 and revert to #haqurs
clause 2.2. Envestra is required to incorporatpgsed revision 13. 1.

Revision
13.1

3
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Gas specification:

Other users
(clause 12.5)

Receipt pressures:

Other users
(clause 13.4)

Amendments
13.3 and 13.4.

Amendment 13.3
and 13.4
incorporated with
modifications/
amendments

Amendment 13.3 of the draft decision required Etrag® amend annexure G of the access arrangenogragal

by changing existing clause 12.5 to clause 12.5{a@rting the words ‘Subject to clause 12.5(k)the start of
clause 12.5(a), and inserting new clause 12.5(b).

Amendment 13.4 also required to amend annexuretfieadccess arrangement proposal by changingrexisti
clause 13.4 to clause 13.4(a), inserting the wiBdbject to clause 13.4(b)’, at the start of clali3el(a) and
inserting new clause 13.4(b):

New clause 12.5(b)/ 13.4(b) proposed by the AER

‘Envestra will use reasonable endeavours to mdigaty loss to the Network User as a consequenGabeing
delivered into the Network that does not complhyhwiite specifications required by the Agreement.’

Envestra’s response

Envestra has inserted the words at ‘Subject tcselaat the start of clause 12.5 and 13.4, and purated
following new clauses 12.6 and 13.5 with modifioa/ amendments in the AER proposed clauses:

Clause 12.6

‘If Envestra becomes aware that Gas is being deld/eto the Network that does not comply with the
specifications required by the Agreement then Emaasill take whatever reasonable steps it is &bkake in the
circumstances to prevent that Gas being deliveredthe Network.’

Clause 13.5

‘If Envestra becomes aware that Gas is being deli/ato the Network at a pressure which is oetsiiee limits
required by the Agreement then Envestra will takatgver reasonable steps it is able to take in the
circumstances to prevent Gas being delivered m#d\ietwork at pressures outside those limits.’

Envestra has argued that the duty to mitigate wtliehAER has proposed in amendments 13.3 and43.4 i
different from an obligation to prevent gas entgitine network. Envestra has accepted that it sorezble for it
to have an obligation to prevent gas entering #tevork, in the terms described by the AER in itmotentary
on amendments 13.3 and 13.4.

Envestra has argued that based on the AER’s statemparagraph 13.2.4.1, it is appropriate forAliR to
impose a broad duty to mitigate on Envestra. A thrahaty to mitigate assumes that Envestra has ledplity or
responsibility for the quality or pressure of gageeing the network.

The broad duty to mitigate proposed by the AER imeddments 13.3 and 13.4 is not appropriate bedause
assumes that Envestra always has legal liabilitgsponsibility for the quality or pressure of gasering the
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network. Envestra believes it should only haveilitgtor responsibility where it becomes aware qirablem
and fails to take reasonable steps to addresgitblalem, to the extent that it is able to do sdsEppears to
have been the AER'’s rationale behind Amendment3 413d 13.4 and the new clauses proposed by Envestrz
accurately reflect that position.

AER’s consideration

The AER considers that Envestra’s proposed clal@ésand 13.5 reflect the AER rational behind thedaases.
The AER therefore accepts Envestra’s proposed amemts in clauses 13.3 and 13.4.

None

Maintenance and
renewal of
metering
equipment
(clause 9.3)

Amendment
13.10

Amendment 13.10
not incorporated

Amendment 13.10 of the draft decision required Biraeto amend clause 9.3 of annexure G of the scces
arrangement proposal by deleting the following seoé:

‘Where the Metering Equipment at a DP includes jpapgint for telemetry or interval metering and that
equipment is no longer required by law to be uddtat DP, then the Network User will bear the saxt
removal of that equipment.’

Envestra’s response

Envestra has not accepted amendment 13.9. It Indisnaed that the cost of the removal of intervaltens is not
included in the cost of provision of reference g@s. The reference services, as described in Ealeaccess
arrangement, do not include the removal of intemeters. Envestra has submitted that the removaterval
meters has not happened frequently but, when ibees required, Envestra has invoiced the Netwsek for
the cost of removal. As evidence it has also subthié copy of a sample invoice.

Submissions:

AGL has submitted that Envestra should amends elfussto reflect the AER’s consideration by delgtin
wording as proposed by the AER.

AER'’s consideration

In the draft decision, the AER advised that whekingits final decision it will reconsider this net if Envestra
provides evidence that the costs are not includéla costs recovered through reference tariffs.

Envestra has now provided sample invoices configrttimt the costs of removal of that equipment ate n
included in the costs recovered through refereadist and provided evidence. The AER thereforeepts
Envestra’s proposal not to delete the second pataose 9.3.

None

4
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Holding over
(clause 26.8)

Amendment
13.21.

Amendment 13.21
not incorporated

Amendment 13.21 of the draft decision required Bireeto amend clause 26.8 of annexure G of thesacce
arrangement proposal by inserting after the wogals that term is defined in the Retail Market Pdaees)’, the
following words:

‘except to the extent that the delivery of Gasue tb the negligent act or omission on the paHErofestra (or any|
officer, servant, agent, contractor or other pefsonvhom Envestra is liable),

Envestra’s response

Envestra has not incorporated amendment 13.14ubndited that in the draft decision, the AER statesthared
the concerns (expressed by Origin and AGL) thatsusieould not be required to pay for gas that tsequired,
but continues to be delivered due to the negligenbr omission of Envestra.

Envestra has argued that it does not understan®iBERes comments about this amendment. In practerahs,
gas is delivered by Envestra when it is taken thinoai delivery point by the end-use consumer atdbtery
point. Envestra does not do any act to deliver Basher, the end-use consumer takes the gas fremetiwvork
through the delivery point and Envestra cannotdaas through a delivery point, against the wislieke end-
use consumer. Envestra does not understand h@sadtical terms, it can continue to deliver Ganbgligent
acts or omissions. Envestra has requested the AERpain the circumstances in which Envestra agligently
continue to deliver gas, without an end-use constaking that gas and consuming it.

Submissions

AGL has submitted that it is unable identify theeswtiment required by the AER to clause 26.8 andestqd
that the AER ensures that the amendment requiréieeinonsideration is reflectéd.

AER’s consideration

As outlined in the draft decision, the AER does ewisider that users should continue to pay fortlgaisis not
required, but continues to be delivered due tonthgligent act or omission on the part of EnvesirédEfivestra’s
officers, servants, agents or contractors). Fomga if a user has informed Envestra to stop leakdgas in the
pipeline and Envestra could not take immediateadi stop this leakage. In such cases the useatdshot
remain responsible for gas even if the leakageasfig due to Envestra. The AER therefore requirae&ra to
amend clause 26.8 of annexure G as set out inaavis.4.

Revision
134

5

AGL, Envestra’s Qld gas network revised access arrangemmposal Attachment AApril 2011, pp. 2-10.

225




Automatic
amendments
(clause 38.2)

Amendment
13.23.

Amendment 13.23
not incorporated

Amendment 13.23 of the draft decision required Biraeto amend clause 38.2 of annexure G of thesacce
arrangement proposal by deleting the words ‘extefite extent that Envestra otherwise notifiesNeevork
User’ and replacing them with the words ‘excepbtierwise agreed between Envestra and the Netwsek .U

Envestra’s response

Envestra has not incorporated the above amendmdrniraposed to delete this clause. Envestra sudmtitiat its
proposal to delete clause 38.2 is because of thgilde impact of this clause on existing contradigch it has
negotiated and made with Network Users. The efféthe existing version of clause 38.2 is that, mher the
pro forma access arrangement terms and conditiensnaended, the amendments are automatically iocatar
into all existing contracts that have been madesbenh Envestra and Network Users and which incotpdhe
standard terms and conditions.

Envestra submitted that it has entered into vartcmnracts with Network Users that incorporatestamdard
terms and conditions but which are subject to sppéeims and conditions that have been negotiaituitie
Network User. Envestra proposed to change clauget®®ause it is concerned that the clause mayideg¢he
special terms and conditions that have been speltjfinegotiated between Envestra and Network Users

AER'’s consideration

In view of Envestra’s explanation, the AER accdfisestra’s proposal to delete clause 38.2. In liserace of
clause 38.2, clause 38 (previously 38.1) will regiioth Envestra and Network User to agree on any
amendments. This will provide certainty to both Esiva and the Network User as to the terms of twgitract
and ensure, for both Envestra and the Network Wisat those terms can not change without agreefrant
both parties.

None

Part 2: Terms and

conditions for whi

ch Envestra hasproposed revisions

Maximum hourly
quantity
(clause 4.2)

Amendment
13.5

Amendment 13.5
not incorporated

Amendment 13.5 required Envestra to amend anné&ufethe access arrangement proposal by deletmgel
4.2 proposed by Envestra.

Clause 4.2 states:
‘Maximum Hourly Quantity’ or ‘MHQ’, in relation t@ DP, means the maximum quantity of gas, as reagona

specified by Envestra from time to time, that Enrgeagrees to deliver through that DP in any peabodne
hour?®

6
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Envestra’s response

Envestra has not accepted the above amendmentstEmsabmitted that clause 4.2 provides that théman
hourly quantity (MHQ) of gas is the maximum quantf gas that Envestra is obliged to deliver dudngeriod
of 60 minutes. This is an existing term and condifior Envestra’s South Australian network, bueanerm and
condition for its Queensland network.

Submissions
AGL has submitted that clause 4.2 should to betelélas required by the AER.
AER'’s considerations

The AER has compared the definition of MHQ in Ertkegs access arrangement proposal with the proposed
clause 4.2. Clause 4.2 states subject to claus&#® for a DP is the maximum quantity of gas whigivestra
is obliged to deliver through that DP to or for teeount of the Network User during any period ®@hinutes.
Whereas the access arrangement proposal defines MH€ation to a DP, to mean the maximum quarafty
gas, as reasonably specified by Envestra from tiintiene, that Envestra agrees to deliver througlh BP in any
period of one hour.

MHQ is not specified in the specific terms and dbods between the Envestra and the User. Envestra’
explanation of when the MHQ is set—-when the DResighed and installed, seems at odds with the wgridi
the definition that Envestra can specify the MH@Qnirtime to time.

The AER has reconsidered its position and agret#sBvivestra’'s proposal not to delete clause 4.2vdver,
Envestra is required to amend the definition of MiH@s access arrangement.

Definition of MHQ to be amended as:

‘Maximum Hourly Quantity or MHQ means the maximumaptity of gas (in GJ) which Envestra is obliged tg
transport and delivery to a particular Deliveryian behalf of the User in any Hour (excluding @®ues).’

Revision
13.5

Gas
specifications:

Notice to
Envestra

Amendment
13.24.

Amendment 13.24
incorporated with
modifications,
amendments

Amendment 13.24 of the draft decision required Btreaeto amend annexure G of the access arrangement
proposal by deleting the words ‘to Envestra’ in ieading of clause 12.4, changing existing cla2sé tb clause
12.4(a) and inserting following new clause 12.4(b):

‘Envestra will notify Network Users as soon as ficable if Envestra reasonably believes that Géisg or

may be delivered into the Network which does notttiee specifications imposed by law or specifigd b

7
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(clause 12.4)

Envestra.’
Envestra’s response

Envestra has not deleted the words ‘to Envestriiérheading to clause 12.4, changed existing elags} to
clause 12.4(a) and proposed following new clausé(hp:

‘If Envestra becomes aware that Gas which doesneet the specifications set pursuant to clausdsarti 12.2
is being or may be delivered into the Network gmal Ketwork User has not given notice to Envestdeun
paragraph (a) and the delivery of that Gas may havadverse impact on the Network User or the N&two
User's Customers, then Envestra will notify thewdak User as soon as is practicable.’

AER'’s consideration

The AER accepts the amendment proposed by Enwsttaloes not affect the substance of the wording
proposed by the AER. However, Envestra is requivatkelete the words ‘to Envestra’ in the headinglémse
12.4 as the notice is not only to Envestra but tigbe Network Users. Envestra is required to ripomate
proposed revision 13.2.

Revision
13.2

Delivery pressure
(clauses 14.1 and
14.2)

Amendment
13.25

Amendment 13.25
incorporated with
modifications,
amendments

Amendment 13.25 of the draft decision required Btreeto amend annexure G of the access arrangement
proposal by inserting the words ‘and the failurads due to the negligent act or omission on thegfeEnvestra
(or any officer, servant, agent, contractor or offerson for whom Envestra is liable)’ at the efdlause 14.2.

Envestra response

Envestra has amended clause 14.2 by adding tlwevfaly words at the end of clause 14.2 and omitted t
reference to ‘contractors’:

‘whether or not Envestra knew, or ought to havevkmoof those facts or matters at any time befonegmafter
the Start Date and the failure is not due to thgdigent act or omission of Envestra (or any offj@@grvant, agent
or other person for whom Envestra is liable).’

AER’s consideration

The AER does not accept the amended clause ak @ffsct the substance of the clause 14.2 propbyetie
AER and requires Envestra to incorporate the woodtractor’ after the word ‘agent’ and before ‘atperson’
as set out in revision 13.3.

Revision
13.3
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Liabilities
Limitation period

(clause 27.5)

User’s liabilities
(clauses 27.6 and
27.7)

Amendments
13.30 and 13.31

Amendments
13.30 and 13.31
not incorporated

Amendment 13.30 required Envestra to amend annéxufethe access arrangement proposal by delel@uge
27.6 and replacing it with following:

‘To the extent permitted by law, neither party viilve any liability to the other party, for or Espect of any
claim (whether in tort, in contract or otherwise) &ny loss of business or business interruptmsys of profit,
loss of revenue or loss of opportunity, or for atiyer purely economic or monetary loss, or for elrect,
special or consequential loss, cost, expense oagemvhich the other party may suffer or incur.’

Amendment 13.31 required Envestra to amend anné&uafethe access arrangement proposal by delel@uge
27.7 and replacing it with:

‘To the extent permitted by law, the maximum amahiat either party will be legally liable to payttee other
party (and to any other person or persons) as desrfag compensation in respect of the death opanson or
any injury to any person or any damage to any ptgwell be limited to $100 million in aggregate ielation to
any one event or occurrence (aggregating all dasage compensation due to the other party andpasion in
respect of that event or occurrence). Neither paittyhave any right to recover damages or compgmsdrom
the other party in relation to any claim to theegttthat the other party’s liability will then exagbthe limit set out
in this clause.’

Envestra’s response

Envestra has not incorporated above clauses amditsedh that it is superficial to extend the benefitlauses
27.6 and 27.7 to Network Users on the basis tltgnecity is fair and reasonable.

Envestra has argued that, whilst there are cogasbns to support the inclusion of the clausethfobenefit of
Envestra (as a service provider whose servicesudnject to regulation under the National Gas Lélg,
circumstances of Network Users are different todstna’s circumstances. The reasons that justifynitiasion
of the clauses for the benefit of Envestra do pptyato Network Users.

Envestra has submitted that the AER proposed amemdrto clauses 27.6 and 27.7 are not consistémt e
principles of the National Gas Law. Envestra sutadithat it is unfair for the AER to make a fundataé
change to the risk allocation in Envestra’s terms eonditions without giving Envestra an opportymd adjust
its reference tariffs and rate of return to reflibaet change in risk allocation. Moreover, Amendreeir&.29 and
13.30 take no account of the legal and commeréfietteon existing contracts between Envestra ansiviig
Users.

Envestra has requested the AER to re-considepdgign in relation to these amendments based eedira’s
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submissions.
AER’s consideration

The AER considers that Envestra has not providezhgpelling argument to justify inclusion of claudesthe
benefit of Envestra in its submission.

The AER does not agree that having regard to tiferelint circumstances of Envestra and Network Useis
reasonable for clauses 27.6 and 27.7 to operatbddrenefit of Envestra, but not for the bendfiNetwork
Users.

In the draft decision, the AER considered thesesda and agreed with the Origin submission thaidbdities
and indemnities are unequally weighted in favouEw¥estra and that a user’s liability should bepeapand
indirect and consequential losses excluded. The édifiders that it is reasonable for these prowgsio be
reciprocal.

Envestra has submitted that if the amendments madke, it would be necessary for Envestra to carsyness
interruption insurance to cover itself against bass interruption. Envestra has provided an estifiiatsed on
insurance quote) to cover additional insurance prmtosed to be included in the opex for the fosepariod

The AER accepts Envestra’ request to allow addifigmsurance cost to cover itself against busimssruption
(see section 8.4.7 of operating expenditure). Brwés therefore required to amend its terms amdlitions to
cap a user’s liability (clause 27.6) and excludesenjuential loss from a user’s liability (clause€7das set out in
proposed revision 13.6 and 13.7.

Revisions
13.6 and
13.7

Amendment to
Terms and
conditions

Amendment
13.41

Amendment 13.41
not incorporated

Amendment 13.41 required table 16.1 of the acaeaagement information by deleting the numbers‘@¥’,
and ‘17’ and replacing them with the numbers ‘2:8.7’ and ‘18’ respectively in the column head€ud Clause
Number’, and by deleting the last two rows of tabfiel

Envestra’s response

Envestra has not incorporated amendment 13.4§ nevised access arrangement proposal and provated
reason for not doing so.

AER’s consideration
Envestra has not provided any reason or justibicafior not incorporating amendment 13.41 in itd3ed access

arrangement proposal. The AER requires Envestaaend Table 16.1 of its revised access arrangement
information as set out in revision 13.8

Revision
13.8
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E. Submissions

The AER received submissions on its draft decisioth Envestra’s revised access
arrangement proposal from the following:

= AGL Energy Limited

Origin Energy Retail Ltd

Jemena Limited

= Mr Kevin McMahon
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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)

HDD heating degree day

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
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NYMEX New York Mercantile Exchange

OESR Office of Economic and Statistical Research
Origin Origin Energy Retail Ltd

O&M operating and maintenance

ORER Office of the Renewable Energy Regulator
PJ petajoules (equal to 1000 terajoules)
PTRM post-taxation revenue model

QLD Queensland

RBA Reserve Bank of Australia

REES Residential Energy Efficiency Scheme
RFM roll forward model

RIN regulatory information notice

ROLR retailer of last resort

SA South Australia

SEO seasoned equity offering

SFG Strategic Finance Group Consulting
STTM short-term trading market

TAB tax asset base

TJ terajoules (equal to 1000 gigajoules)
Tribunal Australian Competition Tribunal

UAG unaccounted for gas

WACC weighted average cost of capital
WAPC weighted average price cap

Wilson Cook Wilson Cook & Co Limited
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