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Request for submissions

This document sets out the Australian Energy Regusa(AER) draft decision for

the mine subsidence expenditure proposed by JGNdles (NSW) Ltd (JGN) with
respect to its NSW gas networks. Following an aayion to the Australian
Competition Tribunal (Tribunal) by JGN for a revi@vAER’s decision on 28 June
2010, the Tribunal remitted the decision in respéchine subsidence expenditure to
the AER to remake the decision.

Interested parties are invited to make written sgbions on this draft decision by
26 August 2011. Submissions should be sent elaectibynto
AERIinquiry@aer.gov.awvith the subject title ‘JGN Gas Networks — mine
subsidence expenditure’.

The AER prefers that all submissions be made publiacilitate an informed and
transparent consultative process. Submissions @glieumade with reference to the
ACCC-AER information policy: the collection, usel alisclosure of informatian
This document is available aivw.aer.gov.awnder ‘Publications’. Submissions will
be treated as public documents unless otherwiseested. Parties wishing to submit
confidential information are requested to:

= clearly identify the information that is the sulijet the confidentiality claim; and
= provide a non-confidential version of the submissio

All non-confidential submissions will be placedttve AER’s website.

Copies of the Tribunal’s order, additional informoatreceived from JGN, this draft
decision and the AER’s proposed access arrangesmerdaccess arrangement

information are available on the AER’s website.

Inquiries about this draft decision or how to makémissions can be made by email
to AERinquiry@aer.gov.aor by phone on (02) 6243 1233.
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1 Introduction

In June 2010, the Australian Energy Regulator (AERased its final decision on
Jemena Gas Networks (NSW) Ltd’s (JGN) access agrargt proposal for its NSW
gas networksd.The AER did not approve JGN’s proposal and prop@sel approved
its own access arrangement and access arrangetf@niation?

On 13 October 2010 the Australian Competition TmiduTribunal) granted leave
under s. 245 of the National Gas Law (NGL) to J@Mpply for a review of the
AER'’s decision. Specifically, JGN sought reviewtlo¢ following matters:

= the debt risk premium
= the assumed utilisation of imputation credits (gaapm
= certain non-tariff terms and conditions

= the reduction in the opening capital base to rentbgeeffect of the rate of return
on the difference between estimated and actualatapipenditure in the 2005—
2010 access period

= the AER'’s reclassification of mine subsidence exiiteine as operating
expendituré.

In its determination on 30 June 2011, the Tribwaaled the AER’s decision in
respect of the first three matters mentioned above.

The Tribunal remitted the AER’s decision to disallan amount of $4.6 million
($2004-05) in the opening capital base and tooeate $3.1 million forecast capital
expenditure on mine subsidence to forecast opgratipenditure to the AER to make
the decision again in accordance with the followdlirgction:

(@) mine subsidence expenditure other than mongakpenditure that was
incurred during the 2005-10 access arrangemertdbé included in the
opening capital base for the 2010-15 access amagrgeperiod;

(b) forecast mine subsidence expenditure in resgfebie 2010-15 access
arrangement period other than monitoring expengliber allocated as forecast
capital expenditure;

(c) theinclusion of the mine subsidence monitoergenditure in the opening
capital base for the 2010-15 access arrangemdnterd the allocation of
forecast ‘monitoring’ expenditure in the forecaapital expenditure be
reconsidered by the AER, taking into account tHie¥ong issues:

AER, Final Decision, Jemena Gas Networks, Access arnamege proposal for the NSW gas

networks, 1 July 2010-30 June 20J&ne 2010.

2 AER, Decision, Access arrangement, JGN’s NSW gas disioith networks, 1 July 2010-30 June
2015 June 2010.

®  Tribunal,Application by Jemena Gas Networks (NSW) Ltd [2080pmpT 813 October 2010.



= the nature of ‘monitoring’ and its costs

= the degree of connection between monitoring ancémubsidence
expenditure that is of a capital nature for theopses of rules 72(1), 77 and
79 of the NGR

= f there is no connection, whether the cost of rtarimg can be sufficiently
determined so that it can be separated from mibsidence capital
expenditure.

(d) in considering the above issues regarding mirEsidence monitoring
expenditure the AER shall take into account addaionformation (if any)
submitted by JGN provided the additional informatrelates only to the three
iIssues mentioned in subparagraph 2(c).

(e) in making the decision on mine subsidence edipare again, the AER may
take into account relevant information relatinglte amount of any
reimbursement or compensation from the Mine Subsiel€ompensation Fund
that has been determined as payable to JGN by & (@owtherwise by
agreement between JGN and the Mine Subsidence Barddjuantified as at
the date of the AER’s re-made decision (the awardumt), which is to be
considered in light of any amounts that JGN is meglto pay out of the award
amount to any other party.

The Tribunal’s order requires the AER to use itstlemdeavours to make its decision
again on mine subsidence expenditure within threeths of the date of the
Tribunal’s determination (30 June 20£1).

The AER has reconsidered this matter and madealthfs decision in accordance with
the directions of the Tribunal.

The work undertaken by the AER in relation to msa®sidence has identified a
number of small errors in the JGN access arrangeamehaccess arrangement
information that require correction. These cor@tsi have been incorporated in the
documents published with this draft decision.

The AER intends to make its final decision by 3@t8mber 2011.

*  Tribunal,Jemena Gas Networks (NSW) Ltd (ACT File Numberf 2010) 30 June 2011
(Tribunal’s Determination, 30 June 2011).

®  Tribunal’s Determination, 30 June 2011, para 2(g)



2 Mine subsidence expenditure

2.1 The AER’s June 2010 final decision

In its June 2010 final decision on JGN'’s proposszkas arrangement the AER
considered whether expenditure incurred by JGNrasut of mine subsidence
should be classified as capital expenditure asqaeg by JGN, or operating
expenditure. The AER considered that the experalittas not of a capital nature and
therefore did not meet the definition of capitaperditure. Instead, the AER
considered that the expenditure should be cladsifieoperating expenditute.

JGN proposed to roll into the opening capital bag@enditure it incurred in the
2005-10 access arrangement period on mine subsidatause the AER considered
that this expenditure did not represent capitakeggure, it removed an amount of
$4.6 million ($2004—05) from the opening capitab®aSimilarly, for the 2010-15
access arrangement period the AER reclassified@iBlibn ($2009-10) forecast
expenditure on mine subsidence as operating exipeafliiGN sought review of the
AER'’s decision.

2.2 The Tribunal’s determination

The Tribunal stated in its decision that mine stdxsce expenditure (other than that
incurred for monitoring) should be treated as egkpendituré.

In relation to ‘monitoring’ expenditure, the Tribairstated-

The cost of “monitoring” plant and equipment is neadily treated as capital
expenditure. On the one hand preliminary investigatand the like
undertaken to determine whether, by reason of thareence of a specific
event, an item of plant has been damaged may bpitakcexpense. We think
this type of expenditure should be treated as abgipenditure if it is usually
followed up by capital works; see B§ Oil Refinery (Bulwer Island) Ltd v
Federal Commissioner of Taxati¢h991) 33 FCR 594, 604, where there is a
suggestion that this is the correct view. On theeohand the cost of
“monitoring” is unlikely to be a capital expensend damage shows up.

The Tribunal indicated that it had been unablextoaet the cost of ‘monitoring’ from
the overall mine subsidence costs. The Tribunégténat it did not know when (if at
all) the monitoring was followed by restoration w®rThe Tribunal also stated that it

AER, Final Decision, Jemena Gas Networks, Access arnamege proposal for the NSW gas

networks, 1 July 2010-30 June 2016ne 2010, p. 45.

AER, Final Decision, Jemena Gas Networks, Access arnamege proposal for the NSW gas

networks, 1 July 2010-30 June 2016ne 2010, p. 45.

AER, Final Decision, Jemena Gas Networks, Access arnamege proposal for the NSW gas

networks, 1 July 2010-30 June 201&ne 2010, p. 69-70.

®  Tribunal,Application by Jemena Gas Networks (NSW) Ltd (N@®)1] ACompTs, 25 February
2011, para 38.

19 Tribunal,Application by Jemena Gas Networks (NSW) Ltd (N@@®)1] ACompTs, 25 February

2011, para 39.



was not possible for it to determine which of theeraed capital expenditure is in fact
properly classified as capital expendittte.

2.2.1 Additional information from JGN

In relation to the above matters, the Tribunaltediion requires the AER to take into
account any additional information submitted by J&No this end the AER
requested JGN to provide information for both exjieme incurred in the 2005-10
access arrangement period and forecast expenditoiseincluded:

= details of the nature of monitoring activities; and

= the amount of those costs of monitoring activities connected with any
subsequent capital works.

JGN responded to the AER’s request on 15 July 2D3GN provided general
information on the process involved with mine sdbsaice work. Initially this process
begins with BHP Billiton (BHPB) notifying JGN ofstintention to mine and sends
JGN ground movement predictions and preliminargssttanalysis. The stress
analysis shows how the proposed mining may ledlde@ipeline shifting from its
original position. JGN then consults with BHPB t&termine the potential impact on
its pipeline. If it is determined that monitoringcamitigation are required, JGN will
develop and approve appropriate plans either cowitg or as a member of a
‘technical committee’ if other pipeline owners aféected. JGN treats the costs it
incurs at this preliminary stage as operating egpsit

Once a decision is made to commence a projectalowdth potential stress and
damage to the pipeline caused by mine subsiderfoes-atage process is
commenced. The first three stages are undertakentpmining commencing, the
next stage during mining, and the fifth stage aftering. Briefly, the stages are:

= Stage 1: pipeline excavation and installation cfistgauges (a strain gauge is a
monitoring device used to collect information retjag stress on parts of the
pipeline and the movement of the pipeline and toemgd during mining). This
stage also involves the removal of the pipe coatmthat the strain gauges can be
installed, and then applying a temporary coating.

= Stage 2: mitigation. This phase involves movingisas of pipeline from its
original position (realigning) to prevent or mittgadamage from anticipated mine
subsidence. A pipeline is under most pressure wihées been bent or curved,
which typically occurs in areas where there areksevhich lie in gullies or
valleys.

" Tribunal,Application by Jemena Gas Networks (NSW) Ltd (N@@®)1] ACompTs, 25 February
2011, para 40.

Tribunal’'s Determination, 30 June 2011, para.2(d)

JGN,Expenditure on mine subsidence activities — Sulimni¢e the Australian Energy Regulator
15 July 2011 (JGN'’s submission, 15 July 2011).

14 JGN's submission, 15 July 2011, pp. 2-3.
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= Stage 3: confirmation sent to the NSW Departmefitrafle, Investment,
Regional Infrastructure and Services that JGN baslucted the necessary pre-
mining work and established plans to relieve anditoo stress on the pipeline
during mining.

= Stage 4: ongoing monitoring and further mitigat{@s necessary). While mining
activity is undertaken, JGN monitors the pipeliseng field surveys and the

strain gauges. Data from the strain gauges is igsasisess whether the anticipated

stress levels on the pipeline are realised. If ssagy, further work is carried out.
This may include reducing the operating pressuteepipeline, further
excavation and realignment of the pipeline, repagkif pipeline supports,
removing water from pipeline trenches, repairirrgistgauges and fences, and
removing excess vegetation.

= Stage 5: pre-rehabilitation stage decision andhiéitetion. Once mining activity
ceases, JGN conducts further analysis to deterwine¢her any rehabilitation
work is required, such as further realignment beefbe pipeline is reburied.
Rehabilitation also involves recoating of thoseises of the pipeline that have
been exposed to the elemetts.

JGN uses the term ‘monitoring’ to cover the coll@tiand analysis of information
from the strain gauges and field surveys. The aufstisese activities are treated by
JGN as capital expenditut®.

2.2.1.1 Mine subsidence expenditure in the 2005-10 accessamgement period

JGN submitted that it undertook mine subsidencewabfive sites during the 2005—
10 access arrangement period along a stretch ot 8dans of the Wilton to
Newcastle trunk pipeline. These five sites aretietan the Appin region, which is
located southwest of Sydney, NSW, where BHP Billi{BHPB) conducts coal
mining. Three of those sites had reached rehatmlitatage (stage 5) in 2065.

Of the two remaining sites, one site, [c-i-c] , had reached stages 4 and 5
during the 2005-10 access arrangement period, a$dne remaining site,  [c-i-C]

reached stages 2 to 4. For those two, Si@N estimated the monitoring costs
for these projects at [c-i-C] respectively®

JGN submitted that the monitoring costs were cotatewith works of a capital
nature and should therefore be treated as capijpeheliture*® JGN submitted that a
total of $4.6 million ($2004-05) should be includadhe opening capital base for the
2010-15 access arrangement period, representirgsubysidence expenditure
incurred during the 2005—10 access arrangemerdqsri

5 JGN's submission, 15 July 2011, p. 4, Attachnferp. 3—6.

6 JGN’s submission, 15 July 2011, p. 3.

7 JGN's submission, 15 July 2011, Attachment A6.p.

8 JGN,Expenditure on mine subsidence activities — Confidkbsubmission to the Australian
Energy Regulatqrl5 July 2011, p. 4 (JGN's confidential submissibs July 2011).

19 JGN's submission, 15 July 2011, p. 4.

20 JGN’s submission, 15 July 2011, p. 7.



2.2.1.2 Forecast mine subsidence in the 2010-15 access agament period

JGN forecasts mine subsidence expenditure durem@@®i0-15 access arrangement
period for two sites, [c-i-C] . The [c-i-C] site
currently at stage 5, while the [c-i-c] site is at stage 4 and is expected to be
completed during the period. Monitoring costs feet  [c-i-C] site are forecast
at [c-i-c] ($2009-10%* No monitoring costs are forecast for the  i-§§- site.

JGN submitted that once mining ceases at -c|c-i , the site is likely to require
significant rehabilitation work (stage 5) as mininghe area has caused significant
ground movemerft Therefore, JGN submitted all forecast mine sulrside
expenditure in the 2010-15 access arrangementdpshimuld be treated as capital
expenditure. JGN submitted that a total amount®20®% million ($2010) (including
monitoring expenditure) should be included as edpxpendituré®

2.2.2 AER’s consideration

The Tribunal determined that expenditure on miresglence, other than

‘monitoring’ expenditure, should be treated as d@xpenditure instead of operating
expendituré* In accordance with the Tribunal’s determinaticertain activities
undertaken by JGN at the mine subsidence sitegitdgascapital works. These
include, for example, excavation of the site, ggainent of sections of the pipeline,
recoating of the pipeline, reburying of the pipelend restoration of the site.
Accordingly, the costs associated with these awrepresent capital expenditure
for the purposes of JGN’s access arrangement.

The Tribunal also determined that the AER shoute iato account the nature of
‘monitoring’ and its costs and the degree of cotinaavith mine subsidence
expenditure that is of a capital nature. If tharae connection, the AER is also to
take account of whether the cost of ‘monitoring) ¢e sufficiently determined so
that it can be separated from mine subsidenceat@xpenditure.

In this instance the AER agrees with JGN'’s subrorssiat its costs of monitoring
activities associated with mine subsidence shoelttdated as capital expenditure.
The monitoring activities undertaken by JGN areselp connected with the capital
works. Therefore, the costs associated with thaseitoring activities should also be
classified as capital expenditure. The AER considleat this assessment is consistent
with the Tribunal’s determination.

For one site, [c-i-c] , the totakt®at stage 4 were monitoring costs only. As
JGN did not carry out any capital works during tsiaige, there was no capital works
associated with the monitoring activit@However, the project should be viewed as
a whole, rather than each stage being looked atichlly, as each stage is
interconnected. Stage 5 involves work of a capigalire. As the project as a whole
involved capital works, it can be said that the iaing activities were closely

2L JGN’s confidential submission, 15 July 2011, p. 5

22 JGN’s confidential submission, 15 July 2011, Attaent A, p. 11.
% JGN’s submission, 15 July 2011, p. 7.

2 Tribunal’ Determination, 30 June 2011, paras a(a) 2(b).

% JGN’s submission, 15 July 2011, Attachment A7 p.



connected with capital works and the monitoringgatould be classified as capital
expenditure.

Consequently, the AER agrees with JGN that $4.6ani($2004-05) should be
included in the opening capital base for the 20B0adcess arrangement period.

Similarly, the AER also accepts JGN's submissiat the forecast monitoring
expenditure for the 2010-15 access arrangemertdoginiould be classified as
forecast capital expenditure as it is closely catecdwith capital works. Therefore,
the AER agrees that $2.95 million ($2010) (inclgdimonitoring expenditure) should
be reclassified as forecast capital expenditure.

2.3  Mine Subsidence Compensation Fund

2.3.1 JGN's appeal to the High Court

The Tribunal’s order also provides that the AER rtage into account relevant
information relating to the amount of any reimbung@t or compensation from the
Mine Subsidence Compensation Fund to which JGMtiflex 2

This issue arose following a recent decision byHigh Court of Australia in relation
to a claim for $2.77 million that JGN made agathst Mine Subsidence Board.
JGN'’s claim was originally rejected by the Mine Siglence Board and the Land and
Environment Court of NSW, and subsequently by tbhar€Cof Appeal of the Supreme
Court of NSW. JGN then appealed to the High ColiAwstralia, which allowed the
appeal. However, the High Court judgment did ndédweine the amount of
compensation which JGN is entitled to receive ftommMine Subsidence
Compensation Fund.

2.3.2 AER’s consideration

As JGN'’s claim for compensation from the Mine Sdbsice Compensation Fund
relates to capital expenditure incurred in the 2d@baccess arrangement period, the
normal approach for dealing with the compensationla be to subtract it from
JGN'’s capital expenditure. The net amount wouldadtied into the capital base to
establish the opening capital base for the 201@&etBss arrangement period. This is
to prevent JGN being reimbursed twice, first thitoveference tariffs and again
through compensation payments. However, in thignte the amount of
compensation is unlikely to be known for some tiksecordingly, the AER considers
that this matter should be dealt with at the nextaw of the access arrangement.

Rule 77(2)(a) of the NGR states that the openimpgtalabase at the commencement of
the earlier access arrangement period may be adjimt any difference between
estimated and actual capital expenditure includetiat opening capital base. Given
that the amount of compensation to which JGN igledtand the net capital
expenditure are unknown at this stage, the amduwapmtal expenditure in the 2005—
10 access arrangement period which is includedaropening capital base as at

% Tribunal’s Determination, 30 June 2011, para.2(e)

27" High Court of AustraliaJemena Gas Networks (NSW) Limited v Mine Subsiceoeel [2011]
HCA 19 1 June 2011.
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1 July 2010 is only an estimate. The actual amwailhhot be known until the matter
of compensation is resolved. Therefore, at the reséw of the access arrangement,
the $4.6 million ($2004-05) of mine subsidence exitterre included in the opening
capital base as at 1 July 2010 can be adjustedebgrhount of any compensation
received by JGN from the Mine Subsidence Compems&iund (net of any amount
that JGN is required to pay to any other party).

Also, in establishing the opening capital basdatrtext review of the access
arrangement, the AER can take into account any easgiion that JGN might
receive during the 2005-10 access arrangementdpeitb respect to forecast mine
subsidence expenditure.

2.4  Conclusion

The AER has reconsidered its final decision regaydnine subsidence expenditure
as directed by the Tribunal. In accordance withTthiBunal’s determination, in this
instance the monitoring activities undertaken biNJ@th respect to mine subsidence
are closely connected to capital works and thecai®nl costs should be treated as
capital expenditure.

Adding $4.6 million ($2004—-05) to the opening capliase increases the opening
capital base to $2312.7 million ($2010). Reclassy$2.95 million ($2010) of
forecast mine subsidence expenditure as capit@reifure increases total forecast
capital expenditure over the 2010-15 access amaagieperiod to $740.2 million
($2010). Total operating expenditure decreaseg®2@.8 million ($2010).

The overall effect of the AER’s draft decision ommsubsidence is to increase total
revenue across the access arrangement period byrilon ($2010). This minimal
overall impact results from the two mine subsidesdgistments offsetting each
other. These are:

= Adding to the opening capital base increases tetenue during this access
arrangement period.

= Movement from operating expenditure to capital exjieire decreases total
revenue during this access arrangement péfiod.

Tariffs will change very slightly:

= For the haulage reference service, the X factoydars 3, 4 and 5 remains at
-8.33 per cent.

= For the meter reference service, the X factor &aryg 3, 4 and 5 changes from
-0.71 per cent to -0.83 per cent.

With respect to the amount of compensation to whiGN is entitled from the Mine
Subsidence Compensation Fund, this issue will laé déth at the next review of
JGN'’s access arrangement, as the actual amounkmown at this stage.

% However, this movement will increase revenueuinsequent access arrangement periods.

11



3 Correction of errors

In the process of updating the JGN access arrangeand access arrangement
information the AER has identified a number of esrim those documents that require
correction. Under r. 68(1)(a) of the NGR the AERymaary an access arrangement
during an access arrangement period if it appeaitset AER that the determination is
affected by a material error, or deficiency tha derical mistake, an accidental slip
or omission. These errors are material and mayecemsfusion as to the basis and
derivation of the elements of the access arrangemen

3.1  Wilton — Wollongong redundant pipeline

The June 2010 final decision indicates that thenmecapital base of the Wilton-
Wollongong pipeline should be reduced to reflegtited redundancy ($2.1m, $2004—
05) in line with a previous IPART decisiéhHowever, in the June 2010 final
decision, the capital base tables for the earbeess arrangement period incorrectly
remove $2.1m from the Wilton-Newcastle trunk pipelinstead of the Wilton-
Wollongong trunk pipeliné® The wrong values were then incorporated in thessc
arrangement and access arrangement informaticasegleat the end of June 2010.

Since the Wilton-Wollongong trunk pipeline is vaduat $8.5m (but incorrectly listed
in the Final Decision at $10.6m at the beginninghefearlier access arrangement
period) this error has a material impact, in préipoal terms, on the value of the
asset. Further, the error has been caused byieatleristake as referred to in

r. 68(1)(a) of the NGR. Therefore, the AER hasected the error in the access
arrangement and the access arrangement informegtached to this draft decision.

3.2 Equity raising costs

The Tribunal’s recent determination relating to gaaand Debt Risk Premium
(DRP) resulted in lower equity raising co3td.he impact of this change was
correctly modelled by JGN and AER staff in June@@fmd is correctly reflected in
the June 2011 access arrangement (as amended byttheal), but the capital base
tables of the June 2011 access arrangement infiom@is amended by the Tribunal)
were not updated to take into account the lowetscos

The AER has therefore corrected the error in tipitalabase tables of the access
arrangement information attached to this draft sleoi

2 AER, Final Decision, Jemena Gas Networks — Access Ararent Proposal for the NSW gas

networks June 2010, p. 46.

AER, Final Decision, Jemena Gas Networks — Access Aeraremt Proposal for the NSW gas
networks June 2010, p. 95.

This happens because the change to gamma inateda change to the imputation credit payout
ratio, which lowered the required dividends, whictreased the retained earnings available to
fund new equity, which reduced the need for extezqaity, which reduced equity raising costs.
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3.3 Contract administration operating expenditure s tep
change

In its Final Decision the AER allowed a contractnagement step change in relation
to JGN’'s Asset Management Agreem&ithis approval was not reflected in the
forecast operating expenditure tables in secti6rofthe final decision but was
reflected in the annual total revenue tables iticed 0.4 of the decisiott. This
omission understated forecast operating expendifu$d.5m ($2010) over five years.

The AER has therefore corrected the error in tloesgarrangement information
attached to this draft decision. While this err@asweflected in the access
arrangement information, it was not reflected i #lccess arrangement itself.

32 AER, Final Decision, Jemena Gas Networks — Access Ararent Proposal for the NSW gas

networks June 2010, pp. 262—263.
AER, Final Decision, Jemena Gas Networks — Access Agaremt Proposal for the NSW gas
networks June 2010, pp. 283—-284 and p. 288.
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4 The AER'’s draft decision

In accordance with r. 72(1), r. 77(2)(b), r. 784od r. 79 of the NGR, the AER
amends the access arrangement and access arrahgeoremation as varied by the
Tribunal by:

® increasing the opening capital base as at 1 JUQ B9 $4.6 million ($2004-05)

= removing mine subsidence expenditure from operaxmenditure and adding
$2.95 million ($2010) to forecast capital expeniitu

®= making all consequential amendments to the accemsgement and access
arrangement information. (A marked up version efdlecess arrangement and
access arrangement information has been releasesjunction with this draft
decision.)

In accordance with r. 68(1)(a) of the NGR, the A&iRends the access arrangement
and access arrangement information to correct masrors.

14



