Attachment 14-3
  Response to Draft Decision: Reference Tariffs 
This attachment sets out:
· amendments made by Envestra consequential to the Draft Decision; and

· where the AER has set out required amendments that Envestra does not accept, this attachment sets out the reasoning for the rejection of the AER’s amendments.

1. Summary of AER Draft Decision

The Draft Decision noted that the AER considers that the tariffs proposed by Envestra meet many of the requirements of the NGR, including r.48(1)(d)(i) and r. 94(1). However, the AER proposes not to approve the following aspects of Envestra’s access arrangement proposal and requires Envestra to make the amendments set out in section 11.7, being:
1. demonstrate that revenue is allocated between reference and other services in the ratio in which costs are allocated between reference and other services;

2. demonstrate that costs are allocated between reference and other services according to r. 93(2) of the NGR;

3. include discussion of ancillary services in the cost allocation description;

4. demonstrate the relationship between costs and tariffs, including for ancillary services;

5. include consideration of transaction costs and customer responses for ancillary services;

6. address how tariffs for ancillary services take account of long run marginal costs; and

7. demonstrate how all proposed discounted prices are likely to lead to reference tariffs being lower than otherwise.

2. Envestra Response Summary

In response to these requirements, Envestra has provided additional information and reasoning as requested by the AER. These responses are set out as follows:
· Items 1 and 2 (demonstration that revenue is allocated between reference and other services in the ratio in which costs are allocated between reference and other services and a demonstration that costs are allocated between reference and other services according to r. 93(2) of the NGR) is set out in sections 3a and 3b.

· Items 3, 4, 5 and 6 (Discussion of ancillary services, demonstration of the relationship between costs and tariffs including for ancillary services including cost allocation, consideration of transaction costs and customer responses for ancillary services and discussion of how tariffs for ancillary services take account of long run marginal costs) are set out in sections 4a through to 4d respectively.

· Item 7 (demonstration of how all proposed discounted prices are likely to lead to reference tariffs being lower than otherwise) is set out in section 5.

3. Allocation of revenue between reference and other services
a. Allocation of revenue/costs between reference and other services 

With regard to Reference Services and Ancillary Reference Services, Envestra's cost allocation models for both Queensland and South Australia disaggregate the annual revenue requirement calculated by the PTRM into two distinct categories:
· Revenue associated with Ancillary Reference Services, and

· Revenue associated with Reference Services

in accordance with the requirements of r. 93(2) of the NGR.  

Specifically:
· The revenue from Ancillary Reference Services recovers the directly attributable costs associated with the provision of those services only; 
· The revenue from Reference Services recovers the directly attributable costs associated with the provision of these services, including dedicated assets used in the provision of those services; 
· The allocation of costs to the Return on Asset, Depreciation and Opex building blocks for  Reference Services is performed based on the relative proportion of the capital and operating costs associated with the provision of particular Reference Services;

· The revenue for each ancillary reference service is allocated based on the pro-rata of ancillary reference service's total costs to the total cost of all ancillary reference services; and

· The individual building block costs for Reference Services are calculated as the difference between the total individual building blocks (from the PTRM) and the cost reflective revenue from Ancillary Reference Services.   

Based on these building block costs for Reference Services, Envestra then allocates costs directly attributable to the Reference Services provided to network users within each tariff class in accordance with the methodology set out in Access Arrangement Information (AAI).

b. Allocation of costs according to r. 93(2) of the NGR (Response: demonstration provided)

Envestra considers that it has met r. 93 of the NGR in establishing the costs and revenues for Reference Services (i.e. Haulage Reference Services and Demand Reference Services), Ancillary Reference Services and Negotiated Services (i.e. all services requested by users or potential users of the network which are different from the Reference Services).    

Costs for Negotiated Services are directly attributable to those services, and accordingly Envestra does not allocate revenue or costs between Negotiated Services and Reference Services or Ancillary Reference Services.  The revenue recovered from the Negotiated Services reflects the costs of providing these services.  There are no other costs allocated to these services.

4. Ancillary Services
a. Discussion of ancillary services in cost allocation description (Response: additional information provided)

Ancillary Reference Services specifically relate to:
· Special Meter Readings - meter reading and provision of the associated meter reading data, where this is in addition to the scheduled meter readings which form part of the haulage Reference Service;

· Disconnections - The installation of locks or plugs at the metering installation of a domestic or commercial delivery point to prevent the withdrawal of gas; and

· Reconnections- Action to restore the ability to withdraw gas at a delivery point

Envestra proposed to maintain its reference tariffs for Ancillary Reference Services in real terms over the next access arrangement period.   The tariffs reflect a continuation of those previously approved, with increases reflecting inflation only.

The third-party service provider costs associated with the provision of these services comprise predominantly contractor costs as well as back office and overhead costs. 

The following table shows Envestra’s demand forecast for Ancillary Reference Services. This has been based on historical demand.

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

	Special Meter Reading
	
	
	
	
	
	

	Volume
	22,109
	22,109
	22,109
	22,109
	22,109
	110,545

	Price
	$8.96
	$8.96
	$8.96
	$8.96
	$8.96
	

	Revenue
	$198,072
	$198,072
	$198,072
	$198,072
	$198,072
	$990,358

	Disconnection
	
	
	
	
	
	

	Volume
	2,566
	2,566
	2,566
	2,566
	2,566
	12,830

	Price
	$60.48
	$60.48
	$60.48
	$60.48
	$60.48
	

	Revenue
	$155,179
	$155,179
	$155,179
	$155,179
	$155,179
	$775,894

	Reconnections
	
	
	
	
	
	

	Volume
	2,471
	2,471
	2,471
	2,471
	2,471
	12,355

	Price
	$60.48
	$60.48
	$60.48
	$60.48
	$60.48
	

	Revenue
	$149,434
	$149,434
	$149,434
	$149,434
	$149,434
	$747,169

	Total Revenue
	$502,684
	$502,684
	$502,684
	$502,684
	$502,684
	2,513,421


Note:
All dollars are expressed in real  2009-10 values.

b. Demonstrate the relationship between costs and tariffs, including for ancillary services (Response: additional information provided)

In relation to the relationship between costs and tariffs for ancillary services, Envestra’s reference tariffs were developed such that:
· The revenue recovered from each tariff class was more than the Avoidable Cost of serving that tariff class and lesser than the Stand Alone Cost of serving each tariff class.  This is demonstrated in Table 14.2 in Envestra’s AAI.  Envestra considers that this is compliant with Rule 94(3) of the NGR and clause 2.6.2.1(h) of the RIN;  and

· Envestra’s tariffs have been developed having regard for transaction costs (section 14.8 of Envestra’s AAI).

Envestra notes that the tariffs for each Ancillary Reference Service reflect the cost incurred by the third party service provider in providing each service.   

c. Consideration of transaction costs and customer responses for ancillary services (Response: additional information provided)

In relation to transaction costs for ancillary services, Envestra has established tariffs for ancillary services that minimise transaction costs. 

This is because each tariff is based on a single fixed rate per service, regardless of where the service is performed or the time or date at which the service is performed.    Put simply, this design feature minimises transaction costs as it is both administratively simple to administer and readily understandable by customers.

In relation to customer responses, Envestra considers that its tariff design for ancillary services adequately sends price signals to customers.   This is because the tariffs reflect the cost of providing the specified ancillary service to the customer, and as such provide a clear signal to the customer of the long run marginal cost (LRMC) and therefore the value of the service being provided.  

d. Consideration of how tariffs for ancillary services take account of long run marginal costs (Response: additional information provided)

In conjunction with reference development points on the relationship between costs and tariffs for ancillary services, Envestra’s reference tariffs have been designed in order to have regard for LRMC and the need to signal the relationship between demand and new investment.  This is discussed in section 14.6.5 of the AAI.
Having had regard for the standalone costs, avoidable costs, LRMC and transaction costs in developing each tariff class, Envestra considers that it has satisfied the requirements of r. 72 (1) (j) (i) in the NGR.

5. Demonstration of how proposed discounted prices are likely to lead to reference tariffs being lower than otherwise (Response: additional information provided)

Commercial-in Confidence
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