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[bookmark: _Toc46802423][bookmark: _Toc234038449][bookmark: _Toc237172340][bookmark: _Toc340233407]Executive Summary
Johnson Winter & Slattery (JWS) has requested an expert opinion from Frontier Economics on the approach adopted by the Australian Energy Regulator (AER) towards Multinet Gas’s operating expenditure forecasts in the AER’s Draft Decision for the 2013-2017 Gas Access Arrangement period. In its Draft Decision, the AER rejected Multinet’s operating expenditure forecast on the basis that it did not satisfy the requirements of sections 91(1) and 74(2) of the National Gas Rules (NGR). 
Multinet’s operating expenditure forecast was developed in the context of its move away from a single outsourcing contract model with Jemena Asset Management (JAM) to a new business model involving multiple competitively-tendered contracts and the decision to bring corporate and strategic functions back in-house. Because of this shift to its new business model, Multinet decided to forecast its operating expenditure using a bottom-up approach. In my opinion, this approach was understandable and appropriate given the requirements of the NGR.
The AER’s Draft Decision rejected the bottom-up methodology utilised by Multinet in favour of the AER’s ‘revealed cost approach’. This approach takes actual historical costs in a particular base year as a reliable starting point from which to forecast efficient operating expenditures for the next access arrangement period.
Despite acknowledging that JAM had made a loss on its contract with Multinet, the AER refused to accept Multinet’s contention that its historical operating expenditures (based on the contract with JAM) represented an inappropriate basis for forecasting Multinet’s future efficient operating expenditures.
The two reasons the AER gave for rejecting Multinet’s forecasts were that:
a. any restructure could only have been undertaken to reduce Multinet’s costs, which must have fallen by as much or more than the increase needed to cover the shortfall suffered by JAM under the previous business model; and 
b. allowing others to claim that their past costs were not sustainable would create perverse incentives for businesses across the regulated energy sector.
In my opinion, the AER should not have rejected the bottom-up approach adopted by Multinet. There are good reasons why forecast efficient costs may be higher than costs incurred in the past and the NGR does not dictate any particular method for forecasting an efficient level of operating expenditure.
In any case, it should be possible to reconcile a bottom-up approach with a revealed cost approach. These are merely methods by which a forecast is derived. 
If it wished to rely on a revealed cost approach, the AER should have made the following adjustments to Multinet’s historical expenditures (denoted as ‘a’): 
c. an upward adjustment (denoted as ‘b’) to account for the historical under-recovery of JAM’s costs (and absence of a reasonable profit margin) under the previous fixed price contract; 
d. an upward adjustment (denoted as ‘c’) to account for the expenditure associated with addressing ‘gaps’ in risk management and strategic planning that have come about due to the current contractual arrangements; and 
e. a downward adjustment (denoted as ‘d’) reflecting the cost-reducing efficiencies of the new business model. 
It appears the AER implicitly assumed that the cost-reducing efficiencies of the new business model (d) would offset the upward cost adjustments that would be required under the existing business model (b and c). However, the AER did not provide any justification for why it believed this would be the case.
I disagree with the AER’s Draft Decision statement that setting forecast operating expenditures in excess of historical revealed costs would create perverse incentives for network service providers. The AER should allow a reasonable estimate of the efficient sustainable costs. They should not impose on businesses costs that are below the minimum that it would be efficient to sustain. If adopted, the AER’s approach would give rise to incentives that are likely to be contrary to the long term interests of consumers and in turn contrary to the National Gas Objective.
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[bookmark: _Toc206234765][bookmark: _Toc234038450][bookmark: _Toc237172341][bookmark: _Toc340233408][bookmark: _Toc234038451][bookmark: _Toc237172342]Introduction
[bookmark: _Toc340233409]Background
I was a full-time academic economist at the University of Melbourne from 1978 until February 2002 when I resigned my full-time position as Professor of Law and Economics in the Melbourne Business School. I continue to teach at the University on a part-time basis; my principal teaching commitment is the delivery each year of the subject Economics for Competition Lawyers in the LL M Program of the University.  
Since February 2002 I have been the full-time Executive Chairman of Frontier Economics Pty Ltd. I founded the company in May 1999 with Danny Price; but I worked in the company only one day a week until February 2002. Annexure A to this Report is my current curriculum vitae.
In addition to my responsibilities as Chairman, I am responsible for Frontier’s work in the legal/competition area. This involves giving advice on the economics of legal and regulatory disputes, giving advice to the Australian Competition and Consumer Commission (ACCC) and the New Zealand Commerce Commission (NZCC), and giving advice to persons about submissions to the ACCC and the NZCC. 
By reason of the above, I have a wide expertise in industrial economics. I have particular expertise in analysing competition and regulation within markets where issues of market power arise. 
I have been assisted in preparing this report by Rajat Sood. Rajat is a founding member of Frontier Economics and is a qualified solicitor, as well as a trained economist. He has a broad range of experience in advising state and national governments, regulatory bodies and private entities on regulatory, cost-benefit and trade practices economics, especially in relation to policy towards, and the reform of, utilities. In recent years, Mr Sood has been a key advisor to institutions such as the Australian Energy Market Commission (AEMC), the Australian Energy Regulator (AER), the New Zealand Electricity Commission, the New Zealand Ministry of Economic Development, the New Zealand Commerce Commission, the Singapore Energy Market Authority and the Singapore Economic Development Board. He holds an LL B (Hons) and a B Comm (Hons) from the University of Melbourne.
I confirm that all the opinions expressed in this report are my own and that each of the opinions is based on my specialised knowledge.
I have read, understood and complied with Practice Note CM7 dated 1 August 2011 concerning expert witnesses. 
[bookmark: _Toc340233410]The task 
Johnson Winter & Slattery (JWS) has requested an expert opinion from Frontier Economics on the approach adopted by the Australian Energy Regulator (AER) towards Multinet Gas’s operating expenditure forecasts in the AER’s Draft Decision for the 2013-2017 Gas Access Arrangement period.
In its Draft Decision, the AER rejected Multinet’s operating expenditure forecast on the basis that it did not satisfy the requirements of sections 91(1) and 74(2) of the National Gas Rules (NGR).[footnoteRef:1] Accordingly, the AER substituted Multinet’s forecast of $362.7 million (in 2012 dollars) with a forecast of $270.3 million (also in 2012 dollars).[footnoteRef:2] [1:  	AER, Access Arrangement Draft Decision, Multinet Gas, Part 2 Attachments, chapter 6, p.194 (AER Draft Decision – Part 2 Attachments). ]  [2:  	AER Draft Decision – Part 2 Attachments, p.225.] 

The relevant provisions of the NGR are as follows:
91	Criteria governing operating expenditure
(1)	Operating expenditure must be such as would be incurred by a prudent service provider acting efficiently, in accordance with accepted good industry practice, to achieve the lowest sustainable cost of delivering pipeline services.
(2)	The AER's discretion under this rule is limited.
[bookmark: Elkera_Print_TOC1036][bookmark: iddc4e7d92_2068_4136_a963_54a5582f292d_8]74	Forecasts and estimates
[bookmark: id52992b2a_905d_4df3_b9c4_1f40bd16ba80_6](1)	Information in the nature of a forecast or estimate must be supported by a statement of the basis of the forecast or estimate.
[bookmark: ida5dcb035_f706_4025_9102_99b4924c846f_0](2)	A forecast or estimate:
(a)	must be arrived at on a reasonable basis; and
(b)	must represent the best forecast or estimate possible in the circumstances.

Essentially, these provisions state that forecast operating expenditures must be:
f. efficient; 
g. least-cost; 
h. sustainable; and
i. developed on a reasonable basis. 
The AER’s discretion under Rule 91 is limited. This means that the AER may not withhold its approval to an element of an access arrangement proposal governed by the relevant provisions if the AER is satisfied that it:
j. complies with applicable requirements of the Law; and
k. is consistent with applicable criteria (if any) prescribed by the Law.[footnoteRef:3] [3:   	NGR sub-section 40(2).] 

[bookmark: _Toc340233411]Structure
This report is structured as follows:
l. Section 2 outlines the AER’s approach to Multinet’s operating expenditure forecast in its Draft Decision;
m. Section 3 discusses how Multinet’s historical operating expenditures ought to be adjusted to generate an appropriate operating expenditure forecast;
n. Section 4 examines the incentives that the AER’s Draft Decision approach to setting Multinet’s operating expenditure forecast would create for gas distribution businesses; and
o. Section 5 sets out my conclusions. 


[bookmark: _Ref338771869][bookmark: _Toc340233412]AER’s approach in its Draft Decision
[bookmark: _Toc340233413]Multinet adopted a bottom-up approach 
Multinet’s operating expenditure forecast was developed in the context of its move away from a single outsourcing contract model with Jemena Asset Management (JAM) to a new business model involving multiple competitively-tendered contracts and the decision to bring corporate and strategic functions back in-house. As explained in its Access Arrangement Information (AAI) document:
p. The previous business model did not provide Multinet with sufficient control and capability to make strategic decisions to drive long-term sustainable cost efficiencies and service improvements.
q. A single service provider model precluded Multinet from contracting directly with ‘best of breed’ contractors for specialist services. It also creates a culture of dependency between Multinet and the service provider, which ultimately led to inefficiency and greater risk exposure for Multinet.
r. The fixed fee structure for operations and maintenance created an incentive for JAM to reduce costs to unsustainably low levels. As the current agreement expires on 30 June 2013, changes to existing terms and conditions are unavoidable.[footnoteRef:4] [4:  	Multinet, Access Arrangement Information, 30 March 2012, p.19.] 

The new business model was designed to overcome these issues by:
s. allowing Multinet to manage its risks more effectively by reducing its reliance on a single provider of operations services and undertaking more long term focussed activities in-house; and
t. creating a more competitive procurement model that places continuous pressure on contractors to provide good value for money in the context of changes in costs or service requirements, as well as reducing barriers to the involvement of new service providers.[footnoteRef:5]   [5:  	Multinet, Access Arrangement Information, 30 March 2012, p.20.] 

Because Multinet decided to shift to its new business model, it decided to forecast its operating expenditure using a bottom-up approach. In my opinion, this approach was understandable and appropriate. Furthermore, it enabled Multinet to satisfy the requirements of Rule 74(2)(b), which requires that forecasts must represent the best forecast or estimate possible in the circumstances. 
[bookmark: _Toc340233414]AER’s Draft Decision rejects bottom-up forecasts in principle 
The AER’s Draft Decision rejected the bottom-up methodology utilised by Multinet in favour of the AER’s ‘revealed cost approach’. This approach takes actual historical costs in a particular base year as a reliable starting point from which to forecast efficient operating expenditures for the next access arrangement period.[footnoteRef:6] [6:  	AER Draft Decision – Part 2 Attachments, p 226.] 

In adopting a revealed cost approach, it is necessary to assess the extent to which past expenditures can provide a reliable starting point to forecast efficient future expenditure. The AER claims to have undertaken such an assessment. It noted, correctly, that the bulk of Multinet’s historical operating costs consisted of the fee it paid to its contractor, JAM.
The AER acknowledged that JAM had made a loss on its contract with Multinet:
Therefore if JAM were to continue to provide these services after 30 June 2013 the AER agrees, all other things being equal, it is reasonable to assume that JAM would seek to increase the fee it charges and this would lead to Multinet’s costs being higher in the 2013-17 access arrangement period.[footnoteRef:7] [7:  	AER Draft Decision – Part 2 Attachments, p.213. ] 

Despite the AER’s acceptance of this point, the AER refused to accept Multinet’s contention that its historical operating expenditures (based on the contract with JAM) represented an inappropriate basis for forecasting Multinet’s future efficient operating expenditures.
[bookmark: _Ref338774666]The AER’s refusal to accept Multinet’s bottom-up approach seems to have been driven by Multinet forecasting higher costs in the future than in the past.  However, an efficient level of operating expenditure can only be specified on the assumption that a particular set of activities is undertaken by an enterprise. If it is efficient for an enterprise to change the set of activities that it undertakes, the new efficient level of operating expenditure must be defined with reference to the new set of activities. The Draft Decision’s refusal to accept that operating expenditure might increase from one period to the next must be based on an implicit assumption that it would be inefficient for any regulated business to change its set of activities from one period to the next.
The Draft Decision’s refusal to countenance any increase in operating expenditure from one period to the next is clear from the two reasons it gives for rejecting Multinet’s bottom-up forecasts. The first reason given is that any restructure (of the kind that Multinet has undertaken) could only have been undertaken to reduce its costs – and the reduction in costs associated with the restructure must have been greater than the increase in Multinet’s costs that would have been needed to cover the shortfall suffered by JAM under the previous business model. The AER said:
By restructuring and removing JAM as its main outsourced provider, it is reasonable to expect a forecast of Multinet's efficient costs for equivalent services to be lower relative to the costs incurred by JAM under Multinet’s current business model. This would be consistent with Multinet's claims about the efficiency of its new business model. If Multinet did not expect its new business model to be a more efficient model than its current business model then the AER considers Multinet would not have restructured in the way it has.
While it is not possible to quantify the expected efficiencies from Multinet’s new business model relative to its current business model, the information provided by Multinet about the expected efficiencies indicates Multinet’s current business model is not the most efficient model available. For this reason, the AER cannot conclude JAM's costs are reflective of an efficient level of opex. Moreover, the AER cannot conclude that a forecast of efficient opex in the 2013–17 access arrangement period would be materially higher than Multinet’s historical opex because the fee it paid to JAM was not enough to cover JAM's costs.[footnoteRef:8] (Emphasis added) [8:  	AER Draft Decision – Part 2 Attachments, p.214.] 

The second reason given by the AER in its Draft Decision for rejecting a bottom-up approach to forecasting was that allowing others to claim that their past costs were not sustainable would:
...promote perverse incentives across the regulated energy sector. That is, if the AER used an opex forecast higher than a base year estimate, the AER would provide a signal to all regulated energy businesses that the AER is willing to increase regulated opex above historical opex under certain circumstances. It would provide an incentive to all regulated business contemplating a restructure to achieve losses at the end of a regulatory period, claim its current model is not sustainable in the event of such losses and then restructure to a higher cost business model. If the AER increased regulated opex each time a business incurred a loss in the base year, a regulated business could repeat the cycle each time its current business model had outlived its usefulness. This is not consistent with promoting economic efficiency across the regulated energy sector.[footnoteRef:9] [9:  	AER Draft Decision – Part 2 Attachments, pp.227-228.] 

[bookmark: _Toc340233415]Is this a debate between models?
In my opinion, the AER should not have rejected the bottom-up approach adopted by Multinet. Contrary to the views expressed by the AER in its Draft Decision:
u. forecast efficient costs may be higher than costs incurred in the past if the costs incurred in the past were not sustainable; and
v. forecast efficient costs may be higher than costs incurred in the past if the past business model created incentives for too little expenditure in certain functions.
In my opinion, the NGR does not dictate any particular method for forecasting an efficient level of operating expenditure. If the conditions confronting the business are unlikely to change significantly in the future compared with the past, costs incurred in the past may be a good guide to those that are likely to be incurred in the future. If conditions are likely to change significantly, it may be difficult to predict future expenditure on the basis of past expenditure.
However, even if conditions are changing substantially, it should be possible to reconcile a bottom-up approach with a revealed cost approach. These are merely methods by which a forecast is derived. If the AER wishes to rely on a revealed cost approach, it should check the extent to which the individual categories of expenditure incurred in the past have changed between the past and the future. It should not simply reject forecasts because they have been constructed from the bottom up. 
In the following section of this report, I show how (in my opinion) the AER should have proceeded if it wished to rely on a revealed cost approach. It would need to take Multinet’s past operating expenditure and make adjustments for the categories of expenditure that Multinet stated had changed. In this way, the AER could have continued with its revealed cost approach and verified the costs claimed by Multinet. This would have enabled the AER to deal with the real issues raised by the claim.


[bookmark: _Ref338771877][bookmark: _Toc340233416]Adjusting historical costs to forecast future efficient expenditure
The provisions of the NGR cited in section 1.2 above make it clear that the use of historical costs to forecast future costs is not to be undertaken naively. The relevant provisions of the NGR require that forecast costs “must be such as would be incurred by a prudent service provider acting efficiently, in accordance with accepted good industry practice, to achieve the lowest sustainable cost of delivering pipeline services.” Further, forecasts “must be arrived at on a reasonable basis” and “must represent the best forecast or estimate possible in the circumstances.” There may be good reasons why future operating costs should be higher than costs incurred historically.
For historically-incurred costs to be useful in forecasting future operating costs, they need to be representative of the level of efficient future costs. Historical costs are the best indicator of future costs where businesses are operating in a steady-state. However, where historical costs are not representative of future costs, forecasts based on historical costs will need to be adjusted to ensure that they meet the requirements of the NGR.
Multinet’s submissions to the AER reveal three principal reasons why its historical costs were not representative of future costs and subsequently why forecasts needed to be adjusted away from historical costs to provide a reliable guide to efficient expenditures for the next access arrangement period. These reasons were:
w. Multinet’s historical costs were based on a fixed price contract with JAM that, as the AER acknowledged, did not cover JAM’s actual costs of service or a reasonable profit margin and, as such, are not sustainable;
x. The nature of Multinet’s fixed-price contract with JAM created incentives for inefficient (excessively risky) conduct on the part of JAM; and
y. Multinet’s proposed business model introduces changes in contracting arrangements to introduce cost-reducing efficiencies and additional management resources, internal systems and governance arrangements to manage a more complex business model.
In my opinion, the AER’s Draft Decision confounds the effects of these three factors. Taking Multinet’s historical costs (denoted as $a) as a starting point, operating expenditure forecasts should be adjusted to reflect:
z. the historical under-recovery of JAM’s costs (and absence of a reasonable profit margin) under the previous fixed price contract (reason (a)) – this would lead to higher forecast future expenditure (denoted as $a + $b) than not adjusting for this factor;
aa. adjusting forecasts to account for the expenditure associated with addressing ‘gaps’ in risk management (such as training) and strategic planning (as well as other areas) that have come about due to the current contractual arrangements (reason (b)) – this would also lead to higher forecast future expenditure (denoted as $a + $b + $c) than not adjusting for this factor; and
ab. adjusting forecasts for the cost-reducing efficiencies of the new business model (reason iii) – this would lead to lower forecast expenditure (denoted as $a+$b+$c-$d) than not adjusting for this factor, at least in the longer term.
Based on the passage reproduced in paragraph 33 above, it appears that in using Multinet’s historical costs as the basis for setting Multinet’s operating expenditure forecast, the AER’s Draft Decision implicitly assumed that the cost-reducing efficiencies of the new business model (d) would offset the upward cost adjustments that would be required under the existing business model (b and c). Therefore, the AER implicitly assumed d = b + c even though the magnitude of b and c are entirely unrelated to the magnitude of d. The AER did not provide any justification for why it believed this would be the case and Frontier cannot readily identify an economic rationale that would justify such an assumption.
The following sub-sections explain the nature of the required adjustments in more detail.
[bookmark: _Toc340233417]Adjusting for under-recovery of JAM’s costs
This section discusses the extent to which Multinet’s historical operating expenditures under its fixed price contract with JAM need to be adjusted to account for JAM’s under-recovery of its costs and absence of a reasonable profit margin under that contract.
As noted above, the AER considered that Multinet’s adoption of its new business model was a key reason why its forecast operating expenditure exceeded its historical expenditure. However, the AER also acknowledged that even if Multinet were to continue with its current business model beyond the period of the current contract (which expires on 30 June 2013), it would not be able to contract with JAM at the same price that Multinet has enjoyed for the past several years. 
In my view, the AER’s acceptance of this basic fact has two implications:
ac. First, it means that the new business model is not the only – or even a primary – reason why Multinet’s forecast operating expenditures exceed its historical expenditures. Multinet’s costs would rise even (and perhaps more so) if it continued with the same business model it employed over the 2008-12 period. 
ad. Second, it means that Multinet’s historical expenditures need to be adjusted to reflect what would be an efficient and sustainable level of operating expenditures for Multinet in the 2013-17 access arrangement period, ignoring other cost drivers and scope changes.
This means that the AER’s revised starting point for setting Multinet’s efficient operating expenditures should be the price that Multinet would need to pay JAM if negotiating an otherwise identical contract today for future operating services. The price that Multinet would need to pay JAM under a contract negotiated today would be based on JAM’s expected actual cost of service, plus a reasonable profit margin. As noted by the AER: 
Therefore, if JAM were to continue to provide these services after 30 June 2013, the AER agrees, all other factors being equal, it is reasonable to assume that JAM would seek to increase the fee it charged, and this would lead to Multinet’s costs being higher in the 2013-17 access arrangement period.[footnoteRef:10]  [10:  	AER Draft Decision – Part 2 Attachments, p.213.] 

Multinet’s historical expenditures reflect a historical contract price that is neither repeatable nor reflective of any party’s actual costs of service. As such – and contrary to the sentence of the AER’s Draft Decision bolded in paragraph 33 above – these historical prices cannot be used to indicate what would be an efficient and sustainable level of operating expenditures for Multinet going forward. 
Indeed, the AER has previously accepted the need to adopt cost forecast that reflect adjustments to historical expenditures for losses made under past service contracts. For example, in its Final Decision for the Victorian electricity distribution pricing review, the AER stated (in relation to United Energy’s operating expenditure forecast):
Frontier Economics' view that the AER should place greater weight on benchmarking rather than historical costs in assessing United Energy's opex forecast is based on a view that the OSA [operating services agreement] arrangements are unsustainable. Based on the arguments put forward to support this contention, the AER has not found this to be the case, with the exception of the loss currently being earned by JAM in servicing the contract. As noted above and confirmed by Frontier Economics, the AER's approach has adequately addressed this issue by adopting JAM's current actual costs rather than the current contract charges.[footnoteRef:11]  [11:  	AER, Victorian electricity distribution network service providers, Distribution determination 2011-2015, Final decision - appendices, October 2010, p.159. ] 

Further, the AER has concurrently adopted an approach elsewhere in which it makes operating expenditure forecasts based on the third party contractor’s actual costs plus a margin. In the Envestra Draft Decision, the AER set an operating expenditure forecast that reflected Envestra’s contractor’s (APA’s) reasonable likely actual costs of service plus a network management fee of 3% of Envestra’s network revenue.[footnoteRef:12] The NERA report prepared for Envestra found that the implied EBIT margin paid by Envestra was about 6.4% over 2002-2011.[footnoteRef:13] The AER’s Draft Decision on Envestra found that while NERA’s report had limitations, it suggested that the margins paid by Envestra were “not inconsistent with industry practice.”[footnoteRef:14] Further, the AER undertook benchmarking of Envestra’s performance and found that its performance “while it has not improved substantially since the mid 2000s, appears reasonable when compared to other gas distribution service providers.”[footnoteRef:15] On these grounds, the AER accepted Envestra’s proposed network management fee. [12:  	AER, Access Arrangement draft decision, Envestra Ltd, 2013-17, Part 2 – Attachments, September 2012, section 6.5.6, p.287. ]  [13:  	NERA Economic Consulting, Benchmark Study of Contractor Profit Margins (2002-2011), Envestra, March 2012, Table 4.2, p.20. ]  [14:  	AER, Access Arrangement draft decision, Envestra Ltd, 2013-17, Part 3 – Appendices, September 2012, section E5.1, p.166.]  [15:  	AER, Access Arrangement draft decision, Envestra Ltd, 2013-17, Part 3 – Appendices, September 2012, section E5.1, p.166.] 

[bookmark: _Ref340233211][bookmark: LASTCURSORPOSITION]I note that the AER’s benchmarking analysis also showed that Multinet’s performance was comparable to Envestra’s performance.[footnoteRef:16] Adjusting for JAM’s under-recovery of costs and absence of profit margin to arrive at a price that could be negotiated today for operating services going forward would require an upward adjustment. An appropriate estimate of such an adjustment would be JAM’s loss in 2011 (the relevant base year) plus an EBIT margin in line with the average of implied EBIT margins found by NERA in its benchmark study for Envestra over the period 2007-2011.[footnoteRef:17]  [16:  	AER, Access Arrangement draft decision, Envestra Ltd, 2013-17, Part 3 – Appendices, September 2012, section E5.1, pp.164-5.]  [17: ] 

[bookmark: _Toc340233418]Adjusting for the ‘gaps’ in risk management and strategic planning 
This section explains the extent to which Multinet’s historical costs should be increased to reflect the incremental cost of addressing gaps in risk management and strategic planning (as well as other areas) that have come about due to the previous business model. These adjustments should apply in addition to the adjustments necessary to address JAM’s under-recovery of its costs under the previous contract.
In Multinet’s view, the previous business model led to insufficient resources being devoted to network planning, due to a combination of: 
ae. the fixed-price nature of the contract with JAM (with a very low fixed price), which created strong incentives for JAM to inappropriately and unsustainably cut costs in areas (such as planning) where the impact of under-provision was only discernible in the longer term; and 
af. Multinet’s use of too few resources to manage the risks associated with the contract with JAM, which could have compensated (at least in part) for the lack of attention JAM was paying to planning.
On this basis, Multinet’s forecast costs should be increased by an amount (denoted as ‘c’) to reflect the cost of addressing gaps in its risk management and strategic planning activities arising under the previous business model. 
[bookmark: _Toc340233419]Adjusting for the cost-reducing efficiencies
The third adjustment that ought to be made to forecasts based on Multinet’s historical costs concern the cost changes attributable to the adoption of the new business model. As noted above, I expect that these cost changes (denoted by ‘d’) are likely – in net terms – to result in an operating cost reduction to Multinet relative to not taking account of these measures.
As explained in Multinet’s submissions, the new business model is expected to have led to increased competitive tension for the provision of operating services and hence a reduction in expected operating costs over the long term compared to the costs that would arise under the previous business model (appropriately adjusted to address previous cost under-recovery and inefficient planning incentives). I consider that Multinet’s customers should enjoy the benefits of these efficiencies (denoted as ‘d1’). 
At the same time, the introduction of the new business model has also resulted in Multinet incurring a number of one-off implementation costs. These costs needed to be incurred to enable the cost-reducing efficiencies to be achieved. As noted by Multinet, most of these costs were incurred in the current access arrangement period (2008-12) and were thus borne by Multinet’s shareholders rather than its customers.[footnoteRef:18] However, in principle, any remaining implementation costs incurred over the 2013-2017 access arrangement period (denoted as ‘d2’) should be recoverable from customers through Multinet’s operating expenditure forecast. [18:  	Multinet, Gas Access Arrangement Review January 2013 – December 2017, Response to AER question 10, 20 June 2012, pp.3, 19-20. ] 

Over the longer term, it would be reasonable to expect that Multinet would only introduce a new business model if it generated cost savings in excess of the one-off implementation costs (ie was ‘self-funding’ – such that d1 = or > d2). Therefore, the overall long term impact of the new business model ought to be to reduce costs (by d1-d2). That is why my suggested adjustment (d) for cost-reducing efficiencies is subtracted from Multinet’s adjusted historical costs (a + b + c). The key point to note is that this adjustment is a net adjustment – net of one-off implementation costs (i.e. d1-d2) – not merely a gross adjustment reflecting the ongoing cost savings resulting from the new business model.
I have noted above in paragraph 52 that a reasonable estimate of a + b can be obtained by taking Multinet’s historical costs and adjusting for JAM’s loss in 2011 plus an appropriate EBIT margin. Multinet should be able to provide an estimate of c. Multinet’s estimate of d can be calculated simply by calculating the difference between (a + b + c) and its bottom-up forecast that it provided to the AER. The AER may well wish to verify this estimate of d. However, it should undertake this verification by verifying the individual components of Multinet’s bottom-up forecasts – not by relying on broad in-principle judgments.   
[bookmark: _Ref338771883][bookmark: _Ref339355356]


[bookmark: _Toc340233420]Incentives created by AER approach
I disagree with the AER’s Draft Decision statement that setting forecast operating expenditures in excess of historical revealed costs would create perverse incentives for network service providers. 
To recap, the AER said that such an approach:
...would provide an incentive to all regulated business contemplating a restructure to achieve losses at the end of a regulatory period, claim its current model is not sustainable in the event of such losses and then restructure to a higher cost business model.[footnoteRef:19] [19:  	AER Draft Decision – Part 2 Attachments, p.227.] 

On the contrary, I believe that the AER should allow a reasonable estimate of the efficient sustainable costs. They should not impose on businesses costs that are below the minimum that it would be efficient to sustain. 
Multinet adopted a bottom-up approach to forecasting because it chose to restructure its business to produce substantial improvements in efficiency – where efficiency is to be understood more broadly than the mere reduction of expenditure compared with the preceding period. The AER’s Draft Decision denied the recovery of the costs Multinet has claimed – not on the grounds that they are inefficient – but on the grounds that they are higher than in the preceding period. 
The problem with such an approach is that it gives rise to incentives that are likely to be contrary to the long term interests of consumers and in turn contrary to the National Gas Objective.[footnoteRef:20] Consider that in the present case, if Multinet simply had renegotiated its outsourcing contract with JAM, Multinet’s regulatory risks would have likely been reduced even though its forecast operating expenditures would have been higher than what it has proposed. To provide incentives for businesses to identify efficiencies, they should not be penalised simply because their proposed changes to their operations reveal that their previous practices were imperfect. Frontier Economics made a very similar point in our advice to the AER regarding the AER’s assessment of the Roma to Brisbane Pipeline revised access arrangement. We said that: [20:  	The National Gas Objective is to promote efficient investment in, and efficient operation and use of, natural gas services for the long term interests of consumers of natural gas with respect to price, quality, safety, reliability and security of supply of natural gas (see section 23 of the National Gas Law).] 

Having regard to the National Gas Objective, we consider that it would be unfortunate if service providers were deterred from pursuing cost savings because to do so would reveal that their original processes were sub-optimal and hence that their efforts to reduce costs were not worthy of reward.[footnoteRef:21] [21:  	Frontier Economics, Review of capital expenditure on the Roma to Brisbane Pipeline access arrangement, A report prepared for the Australian Energy Regulator, April 2012, p.13, available at the AER website here. ] 

For these reasons I believe that the AER’s approach in its Draft Decision is inappropriate and contrary to the National Gas Objective.
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[bookmark: _Toc340233421]Conclusions
In rejecting Multinet’s operating expenditure forecast, and basing its revised forecast on Multinet’s historical expenditures under its contract with service provider, JAM, the AER implicitly assumed that the cost-reducing efficiencies of the new business model would offset the upward cost adjustments that would be required if the existing business model were maintained. However, the AER did not provide any justification for why they believed this would be the case.
The AER’s approach is flawed and inconsistent with the requirements of the NGR. The AER could have used a revealed cost approach. However, this should have clearly separated:
ag. the upward adjustment to Multinet’s historical expenditures required due to the historical under-recovery of JAM’s costs (and absence of a reasonable profit margin) under the previous fixed price contract; 
ah. the upward adjustment required due to the need to account for the expenditure associated with addressing ‘gaps’ in risk management and strategic planning; and 
ai. the downward adjustment required due to the (net) cost-reducing efficiencies of the new business model. 
Further, I reject the AER’s contention in its Draft Decision that setting forecast operating expenditures in excess of historical revealed costs would create perverse incentives for network service providers. On the contrary, I believe that the AER’s Draft Decision approach would eliminate incentives for regulated gas network businesses to institute more efficient arrangements, in conflict with the National Gas Objective.
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I have made all the enquiries that I believe are desirable and appropriate and no matters of significance that I regard as relevant have, to my knowledge, been withheld from the Court.
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