Attachment 7-7  Draft Decision Response:  Capital Expenditure
This attachment sets out Envestra’s response to those aspects of the Draft Decision relating to capital expenditure which Envestra does not accept.

Note:
Unless noted otherwise, dollar amounts are in $2009/10, consistent with Envestra’s original submission.
1. Introduction
In the Draft Decision, the AER approved many aspects of Envestra’s capital expenditure (capex) forecast. The amendments made by the AER, which Envestra does not accept, are in relation to: 
(a) labour and material escalators;
(b) level of overheads;
(c) contingency allowances in relation to – mains replacement, augmentation projects, S05 IC Meter Set Refurbishment, S06 Inlets Inside Cavities and S18 Sleeved Crossings; and
(d) Business Case S52 (New Road Authority Specifications), where the AER accepted the merits of the business case but reduced the allowed expenditure.
There were also two business cases (S40 (AEI Remediation Works) and S14 (Valve Corrosion Protection)) which the AER indicated should be transferred to opex. Envestra accepts this amendment.
The Draft Decision amendments, particularly in relation to (a) and (b) above, result in significant reductions to the capex forecast of 20% (or $102m) over the Access Arrangement period.  Envestra believes that the magnitude of these cuts is unreasonable and results in forecast capex that is not consistent with rule 79 of the National Gas Rules (NGR). Envestra’s reasons in support of its view are set out in this attachment. 

Envestra has identified some errors in the Draft Decision pertaining to the AER’s calculations of contingency allowances, and costs in Business Case S52. While Envestra does not accept the Draft Decision in relation to these issues, Envestra believes it is important to highlight the errors in the event that the AER undertakes further similar modelling. These errors are addressed in section 6 below.
In its Draft Decision, the AER has relied substantially on a report provided by Wilson Cook and Co (“WC”) called “Review of Expenditure of Queensland & South Australian Gas Distributors: Envestra Ltd (South Australia)” dated December 2010. This is referred to herein as the “WC Report”. 

2. Input Cost Escalators

The AER rejected Envestra’s forecast labour and materials cost escalators (as supplied by BIS Shrapnel, “BIS”) for capex and also for operating expenditure (opex). This issue is discussed in detail in Attachment 6-9 (Draft Decision Response: Operating Expenditure). In the Final Decision, Envestra believes that the AER should use the input cost escalators as set out in Attachment 6-9, which are reproduced in the following table.

	 
	2010-11
	2011-12
	2012-13
	2013-14
	2014-15
	2015-16

	EGW Lab
	-3.2%
	2.8%
	2.3%
	3.3%
	0.2%
	1.8%

	General Lab
	-11.4%
	1.0%
	3.1%
	2.0%
	0.1%
	1.7%

	N/W Materials
	1.4%
	6.4%
	5.2%
	0.9%
	-2.6%
	-2.9%

	General Materials
	0.0%
	0.0%
	0.0%
	0.0%
	0.0%
	0.0%

	Construction (capex only)
	24.3%
	3.0%
	-4.8%
	10.3%
	1.6%
	1.9%


3. Overheads

3.1 Draft Decision

The AER in its Draft Decision considered that Envestra’s approach to the recovery of overheads was too simplistic and may tend to overstate overhead costs over time. It considered that overhead costs are not likely to increase in direct proportion to underlying capital expenditure. Instead the AER was of the view that overhead costs would only partly relate to the level of capital expenditure incurred by Envestra, as overhead costs would contain certain fixed costs that should not increase in direct proportion to capital expenditure over time.
The AER accepted the categories that underpinned the composition of Envestra’s capital overheads (operations management and administration, procurement, fleet costs, etc) and that those categories of items reflected those that would be incurred for the delivery of pipeline services.
In rejecting the capitalised overheads proposed by Envestra, the AER considered that an appropriate alternative was to use overhead costs incurred in 2009–10 as a basis for forecasting overhead costs over the next regulatory period.
3.2 Envestra Response
In the Draft Decision the AER stated:
“overhead costs are not likely to increase in direct proportion to underlying capex. Instead overhead costs would only partly relate to the level of capex incurred by Envestra as these overhead costs would contain certain fixed costs that should not increase in direct proportion to capex over time.
” [underlining added]

Thus, while on the one hand the AER acknowledges that overheads may increase in relation to capex (albeit not in direct proportion to capex), the AER’s decision is that overhead costs do not increase at all in relation to capital expenditure. This reflects either an inconsistency, or an error in the Draft Decision, since it is generally well accepted that overheads do in fact increase if there is a material increase in capex, as acknowledged by the Essential Services Commission of Victoria
.

Envestra has carried out further analysis on the nature of the overheads it currently incurs. (A detailed explanation of these overheads and the total costs for 2009/10 was supplied to the AER in response to a question from the AER prior to the Draft Decision (AER.EN.12, question 3)).

This analysis involved estimating the fixed and variable proportions of each overhead component based on history, which is shown in the following table.

	Overhead Component
	Fixed Proportion
	Variable Proportion

	Operations Management and Administration
	70%
	30%

	Planning & System Design
	0%
	100%

	Procurement and Fleet
	0%
	100%

	Technical Assurance
	50%
	50%

	Network Engineering
	50%
	50%

	Support
	30%
	70%


This analysis confirms that there are aspects of overhead that do vary, and that if materially more capex were to be incurred, that there would consequently be increases in the variable components of overhead.

Envestra engaged Parsons Brinckerhoff Australia Pty Limited (PB) to provide advice on whether the approach taken by Envestra to forecast overhead costs results in forecast costs that are consistent with rule 79 of the NGR. PB’s report is set out as Attachment 7-9 to the revised Access Arrangement Information. 

PB reviewed each above component of overhead and concluded that Envestra’s split of overhead and variable costs were reasonable, as were the percentages that Envestra had assessed as variable.

It is therefore reasonable to conclude that there are material aspects of overhead that do vary with capex, and it is therefore not reasonable for the AER to conclude that the level of overheads to be incurred by Envestra in the forecast period (where there will be a significant expansion of the capex program) will be no higher than that incurred in 2009/10.

The question then arises as to what is the appropriate level of increased overhead. In chapter 7 of the Access Arrangement Information (AAI), Envestra applied overheads to forecast capital expenditure at a rate of 20%, except for mains replacement and augmentation expenditure where a lower overhead rate of 10% was applied. 
The rate of 20% was adopted as this was closely aligned with the historical rate of overhead incurred on Envestra’s levels of capital expenditure.
The rate of 10% was applied to a portion of forecast capital expenditure as recognition that a significantly expanded capital program in the forecast period would be unlikely to incur overheads at the same rate as historical capital expenditure (as acknowledged by the AER). It should be noted that the lower rate of 10% was applied to all of the mains replacement capex and all of the augmentation capex, rather than just to the incremental capex amounts, which is a conservative approach. The rate of 10% was used as this is consistent with the rate for incremental capex determined by the Essential Services Commission of Victoria (ESCV) in the last Access Arrangement review that it conducted for the Victorian gas distributors
.
As a comparative measure, Envestra notes that in that same review, the ESCV concluded in its Final Decision for another gas distributor (SP Ausnet) that a base overhead rate of 15% for expenditure up to $40m and a 10% rate thereafter was appropriate and reasonable
.
When Envestra’s total overhead cost (i.e. that determined by application of the 20% rate and 10% rate) is calculated as a percentage of total capex, it results in an overhead rate of 12.6%. That is, the 20% and the 10% rate combined, produce an average of 12.6%.

 In conducting their review, PB carried out some high level benchmarking of overheads, using a data set for electricity distribution businesses (that was available to them). That analysis showed a strong correlation between annual expenditure and overhead rates. PB believes that the analysis provides a useful check on the reasonableness of Envestra’s proposed level of overhead. 

That review indicated that a level of overhead in the vicinity of 15% would be consistent with that expected for the size of Envestra’s capital program
. It is therefore reasonable to conclude that Envestra’s forecast overhead of (on average) 12.6%, as originally forecast, is reasonable.

3.3 Summary
Envestra’s approach to the level of overhead is based on an assessment of historical overhead, and then allowing an incremental amount to allow for a materially increased capital program.
Envestra had demonstrated that certain elements of overhead are variable, and estimated the impact of the variable amount by reference to regulatory precedent. When the overall level of overhead is benchmarked, it has been found to be reasonable. In their report, PB concluded:
“PB has considered the regulatory approach to overheads, the way in which Envestra has calculated overhead and has undertaken a high-level benchmark of current and forecast overheads. We conclude that the approach taken by Envestra is a reasonable approach to forecast overheads for the 2011-16 period, and consider that the outcome (an overhead rate of approximately 15% of forecast expenditure) is a reasonable estimate of overheads likely to be incurred in the delivery of the proposed capital program”.

The methodology used by Envestra to forecast overheads is therefore consistent with expenditure that would be incurred by a prudent service provider acting to achieve the lowest sustainable costs. The approach used by Envestra also reflects that used by the ESCV in the 2008 GAAR, which decision was made applying similar provisions to that set out in rule 79 of the National Gas Rules. 

4. Contingency

4.1 Draft Decision
The AER in its Draft Decision concluded that Envestra did not provide sufficient details to justify its proposed contingencies, and that Envestra’s capex estimates should contain minimal cost omissions given the business’ substantial experience in the construction, installation and estimation of its capex activities
.

Citing Wilson Cook’s review, the AER agreed that Envestra’s forecasting and budgeting processes are ‘… sound, refined periodically and capable of producing estimates that prove, in the event, to have been accurate’
.
Further, the AER expressed the view that contingency allowances may be symmetrical with consequent forecast expenditure deductions, and noted that without a detailed analysis, such symmetries cannot be identified. Hence the AER concluded that a general contingency allowance based purely on estimates will not account for this
. On the basis of its analysis, and the findings of WC, the AER considered Envestra’s proposed contingency allowances to be excessive, and therefore not meeting the requirements of rule 79(2)(c).

However, the AER also acknowledged that the forecasting of expenditure out to 2016 is not an exact process and that contingencies may be appropriate in some circumstances.
In section 8 of the Draft Decision the AER also applied this view to its consideration of the application of contingencies to certain opex estimates. Consequently, the Draft Decision required Envestra to remove the contingency allowance from the capex and opex estimates. The discussion in this section applies to both capex and opex contingency.
4.2 Envestra Response
Envestra believes that WC and the AER have misconstrued Envestra’s use of the term “contingency” and its application in the context of various projects. Envestra sought the advice of PB regarding Envestra’s application of contingent amounts, and its validity in relation to the forecast expenditure (see Attachment 7-8).
PB concluded that the way in which Envestra applied the estimate of contingency supported the notion that the majority of the contingency estimate pertained to amounts for “provisional items/issues” (i.e. costs of activities or materials required for any project that are individually relatively minor and don’t justify forensic assessment, particularly given the construction may occur up to 7 years in the future). This is because Envestra has been required to forecast, in some cases, up to 7 years in the future (from the time the estimates were prepared), and in doing so has not been able to undertake the usual front-end engineering detailed design that usually accompanies projects. Consequently Envestra’s forecast costs can be represented by the formula:

Expected project cost = baseline estimate + contingency for uncosted items

For example, when undertaking an augmentation project, prior to obtaining management approval, route selection (for the proposed gas main) will be established so that the budget costing reflects the length/location of the new main. In undertaking Access Arrangement forecasts, it is not possible nor desirable to undertake such work at such an early stage, meaning that (for Access Arrangement estimating purposes) the length and location of the gas main is determined as the minimum distance between two points on a network map.
When it is time for the project to advance to the approval stage, site investigation will take place, and inevitably there will be deviations from the shortest route, e.g. to avoid stormwater drains, other underground utilities, environmentally sensitive obstacles, etc. This front-end engineering design is then incorporated into fully costed proposals for management approval. The application of contingency by Envestra has reflected this gap between incomplete and complete project definition, rather than an amount to simply cater for cost over-runs or uncertainties.
Envestra notes the requirement in section 24(2) of the National Gas Law that a service provider be given a reasonable opportunity to recover at least the efficient costs of providing reference services.  In Envestra's submission this means that where an item is uncosted (because of incomplete project definition) Envestra must be allowed an amount to cover the costs of that item, which amount is to be determined as a best estimate on a reasonable basis (rule 74).  In Envestra's submission not to allow such amounts would breach section 24(2).
Hence, WC were incorrect to assert that Envestra’s capex estimates should contain minimal cost omissions given the business’ substantial experience in the construction, installation and estimation of its capex activities
, and the AER were incorrect to assert that Envestra’s forecasting and budgeting processes should be ‘… sound, refined periodically and capable of producing estimates that prove, in the event, to have been accurate’ in the context of forecasting costs of projects up to 7 years in the future.

However, following examination of the matrix used by Envestra in establishing the level of contingency for the projects concerned, PB believed that up to 25% of the contingent amount may relate to “contingent risk”, this being that element of contingency to which the AER has objected. This means that were Envestra applied, for example, a contingency of 20%, up to 5% (of the 20% quantum) may relate to contingent risk.
Accordingly, Envestra has conservatively reduced its contingent amounts by 25%. The following table sets out the calculations for the reduced contingency amounts in respect of each project (capex and opex), which Envestra has applied in its revised Access Arrangement submission.
[image: image1.emf]SA CAPEX

S05 IC Meters

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

Total 499 499 499 499 499 2496

contingency 45 45 45 45 45 227

Less 25% of contingency 11 11 11 11 11 57

Revised total 488 488 488 488 488 2438

S06 Inlets Cavities

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

Total 1177 1177 1177 1177 1177 5887

contingency 196 196 196 196 196 981

Less 25% of contingency 49 49 49 49 49 245

Revised total 1128 1128 1128 1128 1128 5640

S18 Sleeved Crossings

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

Total 684 684 684 684 726 3461

contingency 115 115 115 115 115 577

Less 25% of contingency 29 29 29 29 29 144

Revised total 655 655 655 655 697 3317

Augmentation Projects

S28 2011 -12 2012 -13 2013 -14 2014 -15 2015 -16 Total

Total 863

contingency 144

Less 25% of contingency 36

Revised total 827

S29 2011 -12 2012 -13 2013 -14 2014 -15 2015 -16 Total

Total 9072

contingency 2682

Less 25% of contingency 671

Revised total 8402

S30 2011 -12 2012 -13 2013 -14 2014 -15 2015 -16 Total

Total 983

contingency 164

Less 25% of contingency 41

Revised total 942

S31 2011 -12 2012 -13 2013 -14 2014 -15 2015 -16 Total

Total 723

contingency 120

Less 25% of contingency 30

Revised total 693

CALCUATIONS FOR REDUCED CONTINGENCY - SA

Direct Costs (unescalated, excluding overheads), $k 2009/10


[image: image2.emf]S32 2011 -12 2012 -13 2013 -14 2014 -15 2015 -16 Total

Total 1143 1143 1143 4661 8090

contingency 194 194 194 194 777

Less 25% of contingency 49 49 49 49 194

Revised total 1094 1094 1094 4612 7896

S34 2011 -12 2012 -13 2013 -14 2014 -15 2015 -16 Total

Total 1355

contingency 226

Less 25% of contingency 56

Revised total 1299

S35 2011 -12 2012 -13 2013 -14 2014 -15 2015 -16 Total

Total 2265

contingency 378

Less 25% of contingency 94

Revised total 2171

S36 2011 -12 2012 -13 2013 -14 2014 -15 2015 -16 Total

Total 1667

contingency 278

Less 25% of contingency 70

Revised total 1598

Mains Replacement

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

20% contingency 1389 1389 1389 1389 5555

25% of contingency = 347 347 347 347 1389

Block $k

km 123 195 195 195 195

$/m contingency (10%) 8 11 11 11 11

contingency 999 2160 2160 2160 2160 9639

25% of contingency = 250 540 540 540 540 2410

Trunk $k

km 7 11 11 11 11

$/m contingency (10%) 59 59 59 59 59

contingency 395 620 620 620 620 2873

25% of contingency = 99 155 155 155 155 718

Total

Contingency reduction $k 349 1042 1042 1042 1042 4517

Original total cost $m 17.16 42.69 42.69 42.69 42.69 187.9

Revised total cost $m 16.81 41.65 41.65 41.65 41.65 183.4

SA OPEX

S03 Meter Regulator Survey

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

Total 468

contingency 78

Less 25% of contingency 20

Revised total 449


5. Business Case S52, New Road Authority Specifications
In their report, WC concluded that:

“The costs in Envestra’s business case cannot be verified. Envestra had proposed two unit rates for surface reinstatement, but no explanation was given for the difference in these figures. The road reinstatement requirements could include augmentation projects and therefore could result in a degree of double counting. While recognising that the work appeared necessary, the proposed amount should therefore be reduced unless Envestra is able to satisfy the AER in relation to the issues raised. In the absence of sufficient information, the proposed amount on the new road authority specifications should be reduced by 50 per cent”.

In its Draft Decision, the AER concluded that:

“The AER agrees with Wilson Cook that the amount of capex on the new road authority specifications should be reduced because Envestra has not provided sufficient information. The AER accepts that the costs of the work should be reduced by 50 per cent because Envestra proposed a higher surface reinstatement rate than established in consultation with Department of Transport, Energy and Infrastructure approved contractors, an assumption of a double-lane road crossing for all services and a possibility of double counting in the estimates.”

The above comments are addressed as follows.

(a) “Envestra had proposed two unit rates for surface reinstatement, but no explanation was given for the difference in these figures.”

Two contract rates were provided. The higher rate applied to smaller reinstatement areas (i.e. new services and leak repairs) and is commensurate with contractors’ mobilisation costs relative to smaller piece-meal work. The lower rate applied to larger reinstatement areas (i.e. growth mains and augmentation projects) where the contractor enjoys more economies of scale.
The business case has been clarified accordingly.

(b) “The road reinstatement requirements could include augmentation projects and therefore could result in a degree of double counting”.

There is no allowance in the business cases for augmentation projects for any of the impacts associated with road authority specifications (that is, all reinstatement costs are included in business case S52 and not in the augmentation projects). Where business case S52 refers to the impact on “projects”, this refers to augmentation projects. This has been clarified in the amended business case. In particular, in the table on page 2 of the business case the line cost for “Projects” has been amended to “Augmentation Projects”.

(c) “Envestra proposed a higher surface reinstatement rate than established in consultation with Department of Transport, Energy and Infrastructure approved contractors.”
This statement is not correct. Envestra has not proposed a higher surface reinstatement rate than established in consultation with Department of Transport, Energy and Infrastructure approved contractors. See (a) above.
(d) “Envestra made “an assumption of a double-lane road crossing for all services”.

This statement is not correct. Envestra did not make an assumption of a double-lane crossing for all services, but for 50% of services only. This reflects connections to a property where the existing gas main is located on the opposite side of the roadway to the consumer’s property, thus necessitating the new service, and subsequent reinstatement, to cross both lanes of the road (e.g.. both the northbound and southbound lanes of a two lane roadway). The work volumes forecast allow for 50% of service connections to be “same side” connections where no road crossing is required. 

The business case has been clarified accordingly.

In summary, Envestra’s business case was not fully accepted due to the perceived lack of information or due to incorrect assumptions made by WC in relation to several issues. Those issues are addressed above, and the additional information clarifies that the business case forecast was arrived at on a reasonable basis.
Accordingly, Envestra believes the forecast costs as set out in the original business case meet the requirements of rule 79.
6. Errors in the Draft Decision

In its Draft Decision, the AER has relied upon WC estimates of the impact of certain changes to Envestra’s proposed capex. Despite Envestra not agreeing with these aspects of the Draft Decision, Envestra believes it is appropriate to advise the AER of the precise cost changes resulting from its Draft Decision. 
The first items relates to the AER proposal to halve the forecast cost in relation to Business Case S52, New Road Authority Specifications. Envestra advises that halving of the cost would reduce the forecast cost (including overheads and escalation as per Envestra’s proposal) from $29.14m to $14.57m, a reduction of $14.57m, as opposed to the WC/AER reduction of $15.0m, i.e. an error of $0.43m.

The second matter is in relation to deleted contingency amounts on a number of expenditures where contingency was included by Envestra. In section 5 of this attachment, reasons are provided explaining why the contingency amounts comply with rule 79 of the National Gas Rules. However, as indicated by WC, the removal of contingency was undertaken, in some cases, on an approximate basis, which led WC to advise that Envestra “should be asked at an appropriate time to re-state its expenditure forecast without contingency allowances”
. 
Where Envestra has found the WC amounts to be incorrect, the following table sets out the forecast amounts (inclusive of Envestra’s proposed overheads and escalators) if contingency were to be removed.
	Item
	Reduction by WC
$m
	Envestra Calculation $m
	Error

$m

	
	
	Including Cont.
	Excluding Cont.
	Difference
	

	Mains replacement
	29.5
	226.5
	204.05
	22.45
	7.05

	S05 IC Meter Sets
	1.9
	3.26
	2.90
	0.36
	1.54

	S06 Inlets in Cavities
	1.3
	7.49
	6.24
	1.25
	0.05

	S16 Sleeved Crossings
	0.8
	4.41
	3.68
	0.73
	0.07

	Total Error $m
	
	
	
	
	8.71


7. Summary
Envestra’s original Access Arrangement Information contained the following forecast (as per Table 7.1) of capex.

	Capital Expenditure

$m (real 09-10)
	2011-12
	2012-13
	2013-14
	2014-15
	2015-16
	Total

	Mains Replacement
	19.8
	50.2
	51.5
	52.3
	52.7
	226.5

	Meter Replacement
	2.9
	3.1
	4.3
	5.2
	5.5
	21.0

	Augmentation
	16.3
	6.0
	1.4
	5.6
	0.1
	29.3

	Telemetry
	0.4
	0.4
	0.8
	0.4
	0.4
	2.3

	Regulators
	0.8
	0.8
	0.8
	0.8
	0.8
	4.1

	IT
	3.8
	2.0
	2.7
	2.0
	0.4
	10.9

	Growth Assets
	43.7
	29.7
	25.3
	27.7
	30.7
	157.1

	Other Dist. System
	10.2
	11.3
	9.0
	9.1
	9.2
	48.7

	Other Non-Dist. System
	2.5
	1.3
	1.4
	0.9
	0.9
	6.9

	Total Capex
	100.3
	104.7
	97.3
	104.0
	100.6
	506.9


As outlined in section 1, Envestra’s revised submission: 
(a) incorporates updated labour and material escalators as recently advised by BIS;

(b) maintains the level of overheads as originally proposed;

(c) reduces the contingency allowance by 25% for a number of projects – mains replacement, augmentation projects, S05 IC Meter Set Refurbishment, S06 Inlets Inside Cavities and S18 Sleeved Crossings;
(d) clarifies and maintains the proposed forecast in relation to Business Case S52 (New Road Authority Specifications); and

(e) excludes two business cases (S40 (AEI Remediation Works) and S14 (Valve Corrosion Protection)) which the AER indicated should be transferred to opex.
The above results in a revised capex forecast of $561.7m, as per the following table, which is 35% (or $146m) above the AER Draft Decision forecast capex of $415.4m and 11% (or $55m) above the initial proposal. 

	Capital Expenditure

$m (real 09-10)
	2011-12
	2012-13
	2013-14
	2014-15
	2015-16
	Total

	Mains Replacement
	20.9
	54.2
	56.8
	59.3
	62.1
	253.2

	Meter Replacement
	3.0
	3.3
	4.6
	5.5
	5.8
	22.2

	Augmentation
	16.3
	6.3
	1.5
	6.4
	0.1
	30.7

	Telemetry
	0.4
	0.4
	0.8
	0.4
	0.4
	2.4

	Regulators
	0.8
	0.9
	0.9
	0.9
	0.9
	4.5

	IT
	3.8
	2.0
	2.7
	2.1
	0.4
	11.1

	Growth Assets
	47.0
	32.6
	31.0
	31.7
	36.0
	178.4

	Other Dist. System
	10.6
	11.9
	9.5
	9.8
	10.1
	51.9

	Other Non-Dist. System
	2.6
	1.4
	1.4
	0.9
	1.0
	7.4

	Total Capex
	105.5
	113.0
	109.4
	117.1
	116.7
	561.7


Envestra submits that its revised capex proposal is compliant with the rules, and is that which would be incurred by a prudent service provider acting efficiently, in accordance with good industry practice, to achieve the lowest sustainable cost of delivering pipeline services.
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