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Dear Mr Pierce
Rule change proposal — rule 77(2)(a) of Part 9, Dsion 4 of the National Gas Rules

The AER requests that the AEMC consider makingecehiange under section 295 of the
National Gas Law (NGL). The AER proposes a changele 77(2)(a) of the NGR.

Rule 77(2)(a) allows the AER to make an adjustméren setting the opening capital base at
the start of an access arrangement period to atémuany difference between estimate and
actual capital expenditure (capex) in the prevaesess arrangement period. We propose to
amend this rule to make it clear that this adjustinsbould remove any benefit or penalty
(such as a difference in the return on capital) tesults from the difference between
estimated and actual capex.

When we make an access arrangement for the naxatery period (periott 1) we have to

roll forward the capital base at the start of petito take account of capex during the present
access arrangement period. Because we do not kihetvoapital expenditure will be for the
final year of the existing access arrangement gettus is the year in which we undertake
the review), we use an estimate. But when we madkadccess arrangement for peried we
replace this estimate by actual capital expenditutbe relevant year. The purpose of the
proposed amendment is to place the regulated firexactly the same position as it would
have been had we been able from the outset toctisal @apital expenditure for the last year
of periodt.

Until recently, when replacing an estimate withuatttapex in the course of an access
arrangement review, the AER had made a correspgradijustment to the return on capital
element.
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This adjustment was made to address adverse ineeftects from a service provider
achieving gains or losses from the use of an estitmat differs to actual capex. The
Australian Competition Tribunal had previously wihat the adjustment could be made
under rule 77(2)(a).

However, in the Australian Competition Tribunalksent decision inApplication by APA
GasNet (Operations) Pty Ltd (No 2) [2013] ACompT8, the Tribunal ruled that therding of

r 77(2)(a) did not provide the AER with power tokmaaa return on capital adjustment
associated with the difference between the estianadethe actual. If that is the intention, the
Tribunal noted “it would be desirable for the rutesbe amended to expressly provide for
such an adjustment.”

In line with this, the AER’s proposed rule changewd expressly provide for a return on
capital adjustment associated with any differeretgvben final year estimated and actual
capex.

The AER proposes that the wording of rule 77(20fahe NGR be changed to mirror the
equivalent rules in the National Electricity RU[BER).

The NER already provide for an express adjustnettremoves any benefits or penalties
associated with the use of the estimate. This sacégsincludes a return on capital
adjustment. The proposed rule change to the NGR would ensaitethe electricity and gas
regimes are harmonious in this respect. This agpraeuld reflect the almost identically
expressed objectives and revenue and pricing ptascin the NGL and the NEL.

The effect of such a rule change would be thatsémice provider’'s estimate is lower than
its actuals, it will not be penalised. It will reze the additional return that it had not received
because its estimate was lower. Conversely, acgeprovider will not benefit if its estimate
is higher than actual capex. The additional rethat it received will be removed. Equally,
consumers will not pay lower or higher prices. Goner prices will reflect actual capex
spent.

The efficiency incentives that underpin the reguiaregime will remain unaffected. The
rule change proposal will have no impact upon thosentives: the service provider will
continue to seek capex efficiencies in the finaryggainst the forecast capex, as with all
other years in the access arrangement period.

The AER considers the proposed rule change woulttibote to the National Gas Objective
and is consistent with the Revenue and Pricingcipries. The proposed rule change would
promote efficient incentives in the final year atass arrangements and therefore encourage
efficient investment in and utilisation of pipeliservices. This is because the service
provider (and consumers) are not made worse dietier off in circumstances where the

final year actual capital expenditure is differéoin the estimate.

! Application by Jemena Gas Networks (NSW) Ltd (No 3) [2011] A CompT 6; (2011) 279 ALR 407.

2 Application by APA GasNet (Operations) Pty Ltd (No 2) [2013] ACompT8, 18 September 2013, at
[141]. Australian Competition Tribunal, Applicatidty APA GasNet (Operations) Pty Ltd (No 2)
[2013] ACompT8, 18 September 2013, at [116].

3 NER r. S6.2.1.(e)(3) and NER r. SA6.2.1.(f)(3)
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We look forward to discussing the proposal with AtV C. Please contact Kim Huynh on

(03) 9290 1960 if you have any questions or queggarding the attached rule change
proposal.

Yours sincerely

D g7
=

Andrew Reeves
Chairman



REQUEST TO AMEND RULE 77(2)(a) OF THE NATIONAL GAS RULES

A. NAME AND ADDRESS OF PERSON MAKING THE REQUEST

Australian Energy Regulator
Level 35

360 Elizabeth Street
MELBOURNE VIC 3000

B. INTRODUCTION

The AER proposes a change to rule 77(2)(a) of ®ddivision 4 ‘Price and Revenue
Regulation’ of the National Gas Rules (NGR).

The propose rule change is in respect of a matwehich the AEMC may make a
rule under the National Gas Law (NGL), namely thpital base with respect to a
covered pipeliné.

The rule change is intended to provide for fulluestinents to the opening capital base
for the accumulated return on capital on the defiee between estimated and actual
capital expenditure (capex) in the final year & #tcess arrangement.

This change is required to ensure that schemeipgsérvice providers do not
achieve benefits or losses due to a differencstimated and actual final year capex
used to set the opening capital base. Gains cedoshich are not related to the
efficiency of service providers conflict with theatlbnal Gas Objective (NGO) of the
NGL because they can:

» Adversely affect pipeline investment incentives;
» Adversely affect pipeline usage incentives; and

« lead to price distortions.

In a recent decisiohthe Australian Competition Tribunal (Tribunal) dehined that
rule 77(2)(a) of the NGR does not enable the AER&ie adjustments to the
opening capital base for the return on capitaliffierénces between estimated and
actual capex in the final year of an access arraegé

Prior to the Tribunal’s decision, the AER had maeteirn on capital adjustments in
line with replacing an estimate with an actual, whaeplying r 77(2)(a) of the NGR.
This was consistent with the approach taken byAtBR under the National
Electricity Rules (NER). The NER expressly prowder removal of any benefit or
penalty associated with any difference betweemegéd and actual expenditure.
This necessarily includes a return on capital ddjest?

1 NGL s 301(1)(b), s 74, Schedule 1 clause 43.

“NGL s.23

3 Australian Competition Tribunal, Application by ARGasNet (Operations) Pty Ltd (No 2) [2013]
ACompTS8, 18 September 2013.

* For distribution network service providers: ScHedi2.1(c)(2), 6.2.1(e)(3); For transmission
network service providers: Schedule 6A.2.1(c)(3).261(f)(3).
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The AER proposes that r 77(2)(a) be amended tarenisat return on capital
adjustments can be made by the AER when adjustintpé difference between the
estimate and the actual capex in the final ye@h@ficcess arrangement. The AER
considers that this will or is likely to contribui® the achievement of the NGO. The
AER proposes that r 77(2)(a) be amended by usimgdime wording as the
equivalent rule in the NER. The AER proposed téthe rule change is set out in
Appendix A. Appendix B sets out the current text @f7(2) of the NGR.

C. STATEMENT OF ISSUES

Operation of rule 77(2) when determining total newe for an access arrangement
period

Rule 77(2) forms part of Division 4 of Part 9 oEtNGR. Division 4 concerns the
determination of the capital base. Rule 77 setshmuprocess for determining the
opening capital base. The opening capital baae iaput into calculating the
projected capital base for a particular Access Wgesment Period (AAP).

The opening capital base is the regulatory valug sérvice provider’s regulated
assets at the beginning of an AAP. It is also thdiag value for the projected capital
base for the AAP. A service provider is permittectarn revenues for depreciation of
and a return on the projected capital base. Comesgiyuithe opening capital base is a
key input in determining a service provider’s taglenue requirement for an access
arrangement period.

Rule 77(2) of the NGR sets out the manner in wkhehopening capital base is to be
calculated for an AAP that follows immediately ¢ve tconclusion of a previous AAP.
The opening capital base for an AAP is determinethking the opening capital base
from the previous AAP, adding actual conformingeafrom the previous AAP, and
subtracting asset disposals and regulatory depi@tigcurred within the previous
AAP. This process is commonly referred to as rglliorward the capital base.

Rolling forward the capital base when final yeapea is not known

A service provider usually submits its access @yeament revision proposal for the
forthcoming periodAA2) at least four years into an access arrangefn&nthe time
that a service provider submits its revenue prdptisa actual capex for the final year
of the current AAPAA1) cannot be calculated with absolute certaintysefvice
provider must therefore submit an estimate of fyesr capex. That estimate must
comply v;/ith the NGR requirement that applies tcealimates submitted by a service
provider:

Following the AER'’s draft decision, a service pigii in its revised proposal updates
that estimate for conforming capex with a more eaiguestimate. It is likely that
such an estimate will be based on actuals (allb@itidited) for part of the final year.

®NGR . 78(a)
®NGR r.50(1)
"NGR, r.74.



At the time of the AER’s final decision for AA2,¢lAER will approve, or not, the
estimate provided, or substitute its own estimamoaforming capex for that final
year of AAL.

As with all estimates provided, the AER must bésfiat that the estimate meets the
NGR requirement& The AER’s assessment of the estimate will be basetie
information available to it. Generally, this wile information provided by the
service provider. Nonetheless, there will remagegree of uncertainty about the
level of capex for the final year of the previowsipd (AA1). This is to be contrasted
to the other years of the previous period for wtaadited actuals can be provided
(Years 1-4 of AAL).

In these circumstances, an estimate of conformapgx for the final year is
effectively a ‘place holder’ for actual conformiogpex until such time as the actual
can be provided to the AER. This will occur at timee of the next access
arrangement review for the next access arrangepeeind which will typically be in
five years’ time AA3). At that time, audited actuals can be providethe AER and
the estimate can be replaced with the actual. wliagly, rule 77(2)(a) of the NGR
provides:

(2) If anaccess arrangement periddllows immediately on the conclusion of a precegdi
access arrangement periothe opening capital base for the latecess arrangement
periodis to be:

(@) the opening capital base as at the commencemgnthe earlier access
arrangement periodadjusted for any difference between estimated actdal
capital expenditure included in that opening cajitese);

plus: ...

The estimated capex in the final year of AA1l does neplace the function of the

forecast capex that was included in the projectguital base for that period, and on
which a return on capital was derived. The diffiee between the concepts of
estimated capex and forecast capex is discussemvbahd was identified and

explained by the Tribunal in thiEemena Gas Networksatter®

Estimated capex only arises in the final year of an AAP (AAlh
circumstances where actual capex for that yeapiknown. Along with
the actual capex for the other years in the pedill), the estimated final
year capex is added to the opening capital badeeatommencement of the
next AAP (AA2). As such, the service provider iiges both a return on
capital and a depreciation allowance on the eséichéihal year capex for
the entire AAP (AA2).

Forecastcapex is determined for each year of the AAP (AAR)d forms
part of the projected capital base for that periothe service provider
receives a return on capital and a depreciatioowalhce on the forecast
capex as part of the projected capital base, iectse of actual capex
during the AAP.
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Actual capex is relevant in determining the opening ehpiase for the next
AAP (AA3).

First, in determining the opening capital basetfat period, the AER must
include actual capex (rather than forecast capexpg the earlier access
arrangement period (AA2f. However, this does not affect the return on
capital earned on forecast capex during the eakid? (AA2).

Second, the AER must make an adjustment for thierdiice between
estimated and actual capital expenditure includedhe opening capital
base as at the commencement of the earlier AAP YAAZ his relates to
the inclusion in that opening capital base of eated capex in the final
year of the first AAP (AAl).

Issue with the current operation of rule 77(2)(a)

Under rule 77(2)(a), the AER must adjust the opgcapital base at the
commencement of an AAP (AA3) for the differencevsn estimated capex and
actual capex in the final year of the AAP that ehfiee years earlier (AA1).

The Australian Competition Tribunal in its receetdion on APA Gasnet’'s 2013-18
access arrangement determined that r 77(2)(a)rduigwovide for the AER to make
return on capital adjustments to the opening chpitae of an AAP (AA3J?
Consequently, the AER cannot adjust for any returicapital received or not
received during the previous AAP (AA2) on the difflece between estimated and
actual capex in the final year of the AAP that ehfiee years earlier (AA1).

As a result, consumers and service providers maybgct to windfall gains and
losses. Where actual capex in the final year cAAR (AA1) is lower than

estimated, service providers will recover a retomrcapex that has not occurred over
the following AAP (AA2). Where actual capex in thieal year of an AAP (AAl) is
greater than expected, service providers will robver a return on capex actually
incurred in the following AAP (AA2). Given thatelcapital base is not revised again
until the end of the next AAP (AA3), this gain osk is incurred each year for the
length of the AAP (AA2) and therefore accumulatesrdhis period. The AER
considers that these outcomes are not consistémtiva NGO for the reasons set out
later in this proposal.

Tribunal decisions

The Tribunal’s recent decision “Australian CompetitTribunal,Application by APA
GasNet (Operations) Pty L{dNo 2) [2013] ACompT8” resulted in APA GasNet
retaining a $13.2 million ($2012) return on capftal $20m ($2007) worth of capex
not undertaken in 2007. The $20m represents fferetice between the estimate and
the actual capex for 2007.

YNGR, rule 77(2)(b).

M NGR, rule 77(2)(a).

12 australian Competition Tribunal, Application by ARGasNet (Operations) Pty Ltd (No 2) [2013]
ACompT8, 18 September 2013, at [142].
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In its Final Decision, the AER did not approve AR¥asNet's proposed opening
capital base of $630.8 million as at 1 January 20IBe AER calculated an opening
capital base of $617.6 million, which included auetion of $13.2 million for the
return on capital associated with the differencevben estimated and actual 2007
capex over the course of the 2008-2012 accessgamzent period®> The AER noted
that ‘[bJecause actual capex was lower than thenast of capex, APA GasNet's rate
of return allowance was higher than it would hagerbif APA GasNet's estimate had
been accuraté” In relation to the adjustment to remove the exceturn on capital,
the AER explained®

‘The adjustment prevents APA GasNet from gainirgifig from any difference between
estimated and actual capex for the final year cdi@ess arrangement period. This means APA
GasNet has no incentive to overestimate capex Hat final year, or to defer efficient
expenditure. Conversely, the adjustment doesmpbse additional penalties on APA GasNet
if its actual final year expenditure exceeds itineste.’

The AER considered that the adjustment resultedaim appropriate balance to
encourage efficient investment in APA GasNet's mekly and would ‘promote the
long term interests of consumers of natural gab pétrticular respect to pricé.

The adjustment for the return on capital was ergldi in greater detail in
Appendix C*” The effect of including the overestimate of 20@pex in the opening
capital base as at 1 January 2008 was that APA &asieived additional revenue in
the form of an incremental return on capital inhegear of the 2008-12 access
arrangement period. An adjustment to remove thditiadal return from the capital
base eliminates the financial incentive for a ser\provider to over-estimate its final
year capex. Conversely, such an adjustment enshatsa service provider is not
penalised if it underestimates final year capeat(ih, if its actual conforming capex
in the final year is higher than the estimate).

The AER noted that there was an ongoing incentiveAPA GasNet to outperform
the forecasts of annual capex that were made atdhemencement of the access
arrangement period, and were added to the projeateithl base on which the return
on capital during that access arrangement pericdoakulated. APA GasNet would
retain the return on capital recovered during #tatss arrangement period, even if it
subsequently provided an estimate of final yearegajfor the purposes of
determining the opening capital base in the negesx arrangement period) which
was less than the forecast, and even if its adinal year capex was less than the
forecast for that year.

Further, given that the estimate of capex in thalfyear (.e. 2007) was made
midway through that year, there was limited scapeAPA GasNet to make
significant efficiency gains against that estimatéhe balance of the final year. The
estimate should also be reasonably accurate gneeimtormation available to the
service provider at that stage.

13 AER, Access arrangement final decision: APA GasNet AliatOperations) Pty Ltd: 2013-17
(Final Decision), Part 2: Attachments, p 24 (Table 3.1).

! Final Decision, Part 2: Attachments, p 27.

15 Final Decision, Part 2: Attachments, p 27; see Blart 3: Appendices, Appendix C, p 80.

1% Final Decision, Part 2: Attachments, p 28; see BRlart 3: Appendices, Appendix C, p 85.

' Final Decision, Part 3: Appendices, pp 79-85.
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The Tribunal did not accept the AER’s approacthdpplication of rule 77(2)(a)
because as a matter of statutory construction tirding of the provision did not
permit that outcome. The Tribunal stated thatdt tf that is what is intended “it
would be desirable for the rules to be amendecapoessly provide for such an
adjustment.*®

The Tribunal did not express a view on the dedlitglaf rule 77(2)(a) as it currently
applies. It observed that it was not within its gowo construct the rule in a manner
that would allow the AER to adjust the opening taase as described above.

‘[T]he Tribunal here gains little value from theggestion that the rule was designed to
encourage (or discourage) efficient capex or pmewian incentive (or disincentive) to
overinflate capex estimates. This is because thig®f a regime with or without those
features is ultimately a matter for policy makérge Tribunal can conceive a regime that
may or may not include some or all of those featuvéere the Tribunal to favour an
interpretation of the rule merely because it fesdgor did not foster) those matters, it would
be undertaking a role which is properly a mattempfolicy makers®

The arguments submitted by APA GasNet were alsaqusly considered, but at that
time, rejected by the Tribunal ipplication by Jemena Gas Networks (NSW) Ltd
(No 3)[2011] A CompT 6 Jemena Gas Networks

In those proceedings, Jemena sought review of eesaa@rrangement decision made
by the AER for the 2010-15 access arrangement ¢gheritemena’s opening capital
base at the commencement of the 2005-10 accesgamant period had included an
amount of $88.6 million for estimated capex in timal year of the previous access
arrangement. Its actual capex in that year was3$2fllion less than the estimate.

In its final decision on the 2010-15 access arraregd, the AER reduced Jemena’s
opening capital base by $20.3 million to accountttfi@ difference between estimated
and actual capex for 2004-05, and by a further t8llion ‘to remove the effect of
the rate of return and inflation on the differeti@#ween JGN'’s estimated and actual
capital expenditure in 2004-0%". Jemena accepted the first adjustment, but argued
that the NGR did not permit an adjustment to remibveeffect of the rate of return
on capital during the 2005-10 access arrangemeiuidoe

The Tribunal summarised the AER’s position as fo#g>

‘A network is entitled to earn a rate of returnitscapital investment. Because estimation
of capital expenditure in the final part of the reunt access period is unavoidable, the NGR
allows networks to claim a rate of return on cdptgpenditure which they estimate will be

18 Application by APA GasNet (Operations) Pty Ltd @J¢2013] ACompT8, 18 September 2013, at
[141]. Australian Competition Tribunal, Applicatidty APA GasNet (Operations) Pty Ltd (No 2)
[2013] ACompT8, 18 September 2013, at [116].

2 Application by Jemena Gas Networks (NSW) Ltd (N@®)1] A CompT 6; (2011) 279 ALR 407
(Jemena Gas Network¥sat [42]-[56].

#I The Tribunal distinguished estimated capex froredast capex, noting in relation to the former that
‘[tlhe need to estimate capital expenditure arisssause future access arrangements are finalised pr
to the end of the current access arrangement toe@assmooth transition between periods — and,
consequently, the actual amount of capital exparelis not available at the time of formulating the
future access arrangemer¥¢mena Gas Networlas [45].

22 Jemena Gas Networle [46]-[47]. The amount attributable to the effef the rate of return on
capital was approximately $10.1 million.

% Jemena Gas Networles [52].



incurred in the final part of the current regulgtperiod. If actual capital expenditure is less
than estimated capital expenditure then the netwaskbeen paid a rate of return on capital
expenditure it did not incur. Likewise, if actu@pital expenditure is greater than estimated
capital expenditure then the network has not bexdth @ rate of return on capital expenditure
it has incurred.’

As was submitted by APA GasNet, Jemena took the that there was ‘no express
power in the NGR for the AER to make an adjustntememove the effect of the rate
of return on what turned out to be an overestinmatibcapital expenditure’. Jemena
distinguished the position under clause S6.2.1)e{3he National Electricity Rules,
which require the previous value of the regulatasget base to be adjusted for the
difference between estimated and actual capitatmdipure, and expressly provide
that ‘[t]his adjustment must also remove any bénafipenalty associated with any
difference between the estimated and actual captnditure’.

The Tribunal concluded that the omission of an egprpower in the NGR to make
such an adjustment was a gap in the rules whiclddmifilled in order to give effect
to the legislative intention. The Tribunal statéd:

‘The second reading speech for the National GastfS@ustralia) Bill 2008 and the
Australian Energy Market Agreement 2005 show thet gas and electricity rules are
intended to operate in harmony and be administareadsistently where appropriate.
Although the NGL was passed after the National tHlgity Law (NEL), it was the intention
of the Ministerial Council on Energy (MCE), the yodesignated with the task of creating
national energy regulation, that when drafting @R it would not seek to replicate the
detail contained in the NER. In fact, the NGRdsd than half the size of the NER. But,
while not replicating the level of detail in the REthe MCE intended for there to be
consistency and commonality between electricity aya$ regulation: see the MCE's
explanation of the initial NGR.

The Tribunal is convinced that neither the Souttstfalian Minister (who made the initial
NGR and NER) nor the Australian Energy Market Cossign (AEMC) (the body which
now makes the NGR and NER) intended that gas nktweould be allowed to keep the
return on capital of an over-estimation while dliedty networks would not. We think that
in light of the extrinsic materials to which we leakeferred, it was intended for the same
approach to be applied for both electricity and gagilation. Filling the gap in the NGR is
also consistent with the national gas objectiveraimoting efficient investment in natural
gas services because it minimises the incentive/épestimate or underestimate the amount
of capital expenditure. We think the omission ofexpress power to remove the rate of
return was due to the rule makers endeavouringeate a more simplistic set of rules than
the NEL.’

Proposed rule change — contribution to the achievamh of the National Gas
Objective

The AER considers rule 77(2)(a) of the NGR shod@aimended to provide that the
AER must make a full adjustment to the openingtedpiase for the accumulated
return on capital on the difference between estithand actual capex included in the
opening capital base for the previous AAP.

The AER considers this change will or is likelydmntribute to the achievement of
the NGO.

Section 23 of the NGL sets out the NGO:

4 Jemena Gas Networles [54]-[55].



The objective of this Law is to promote efficienvéstment in, and efficient operation
and use of, natural gas services for the long tetenests of consumers of natural gas
with respect to price, quality, safety, reliabilapd security of supply of natural gas.

In proposing this rule change, the AER has takémaccount the revenue and pricing
principles. Relevantly, a service provider willldtave the ability to recover at least
its efficient costs (s 24(2)9(a)) and have theige to promote economic efficiency
under the regulatory regime (s 24(3)). Indeed.litwaintain the integrity of the
regulatory regime which is intended to incentivise service provider to achieve
efficient outcomes within an access arrangemenogeln addition, in considering

the application of the rule, the AER has had regaitie potential for under and over
investment and for under and over utilisatfon.

The AER considers there are a number of benetita the proposed rule change. In
particular, the proposed rule change will help emgiains and losses unrelated to the
efficiency of the service provider do not distdre incentives of the service provider
to efficiently invest, and use natural gas servef@isiently. This is because:

1. With a return on capital adjustment, there is anmaincentive in relation to
the estimation process in the final year of theeas@rrangement period. An
adjustment will help ensure that the service prevglincentives are not
skewed towards overestimating or underestimatirtgerfinal year of the
access arrangement period. Thus, for the final, jéarall other years in the
access arrangement period, the service providecised on the efficiency
incentive of spending less than forecast capex garatresponding
disincentive to spend more than the forecast capexl)

2. There would be consistency with the regime undemMNER, which expressly
confers power on the AER to remove any benefitamrafty associated with
any difference between estimated and actual experdi

1. Efficient incentives

The intention of the requlatory regime

The regulatory regime operates to encourage sepvamaders to seek capex
efficiencies within each AAP. Under the regulatt@mework, a service provider is
entitled to a return on th@rojectedcapital base for each year of an access
arrangement period which is based on the openipigatdéase plus forecast
conforming capital expenditufé. While actual capex will be rolled into the opemin
capital base at the commencement of the next AWd’ptojected capital base is not
adjusted during an AAP to account for any diffeesbetween actual and forecast
capex. If a service provider’s actual capex is kban forecast, the service provider
will retain the return on capital based on thaeéast for the remainder of the AAP.
Thus, there is an incentive for the service pravidespend less than the forecast

* NGL, s 24(6) and s 24(7).

NGR, rules 76 and 78.

2T A set of examples is provided in Appendix C of tiieument. Example 1 of Appendix C shows
how the ability to retain a return on capital oa piojectedcapital base during an AAP creates an
incentive for the service provider to pursue efiticost savings.
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capex (conversely, a disincentive to spend mone fii@ecast) for each year of an
AAP.

Final year of the AAP — the relevance of the figabr capex estimate acting as a
‘place holder’

The incentives for the service provider should bedifferent in the final year of an
AAP. The only practical difference is that actuapex in that final year is not known.
In that case, the service provider provides amegé of final year capex for inclusion
in the opening capital base for the next AAP. Téstimate is intended to act as a
‘place holder’ because it is replaced with actugdex five years after it is made.

Importantly, the service provider (and thereforastoners) should not be any worse
off or better off as a result of its final year eapestimate being different from its
actual capex® The service provider should be in the same firenposition, as if
actual capex was available in that final year. Tisserves the incentives of the
service provider to seek capex efficiencies infthal year, as with all other years in
the access arrangement period.

The adverse incentive effects on the service pesvihm no adjustmefit

If no adjustment is made for the return on capdalthe difference between final year
estimated and actual capex, the service providéregeive the benefit of additional
revenue (return on capital) during the following RAo the extent that actual capex is
less than its estimated capex.

This benefit will be funded by higher tariffs dugithe course of that AAP. An
adjustment would account for the difference betwaetnal and estimated capital
expenditure. Consumers would not pay higher tafiiéfsn a variation between a final
year estimated and actual capex, which is unrelatée efficiency of the service
provider. With an adjustment, where the benefitdhtoservice provider resulting
from the overestimation or detriment from underaation are removed, the long
term interests of consumers will be promoted. Thisecause prices are more likely
to reflect efficient utilisation and investmentthese are not distorted from the
inclusion of gains or losses unrelated to the igfficy of the service provider.

The AEMC in their review of the NER governing tlegulation of electricity
transmission revenue and prices noted of the elguntvprovision proposed in the
NER (and later accepted) that ‘[t]he starting pdamtthe lock-in of the RAB is the
opening asset base as already determined in thentwegulatory determinations
applying to the TNSP¥ but

‘[tihe exception is where these RAB figures haverbbased on an estimate of capital
expenditure, rather than actual expenditure, thémeatime of the next revenue cap
determination they should be adjusted to refletia@apital expenditure, and to remove any

28 Example 2 and 4 of Appendix C shows how the returgapital adjustment is made and how this
adjustment acts symmetrically to prevent any losgain achieved by the business due to a divergence
between a final year estimate of capex and acamdx

2 Example 3 of Appendix C shows how no return ontedpidjustment can create adverse incentives
on the service provider.

% AEMC, Review of the electricity transmission revenue cng principles Transmission revenue:
rule change proposal report, Draft national eleityriamendment (economic regulation of transmission
services) rule 2006, February 2006, p. 57..



benefit/penalty associated with the return on ehpissociated with the difference between
actual and estimated expenditute.’

Relevantly, the footnote to this paragraph setstmipurpose of this adjustment:

This approach is consistent with the general ppiesi set out in the Draft Rule

(6.2.3(c)(4)(iii) and (iv) that, where informati@am actual capital expenditure is unavailable at
the time of the regulatory determination (typicdhye last year of the regulatory period), an
estimate of expenditure should be used, and tenéld be a subsequent adjustment in
undertaking the roll-forward in the subsequent taiguy period. The removal of any benefit
or penalty associated with differences betweemagéid and actual values is intended to
remove any adverse incentives in relation to thienasion proces&?

Likewise, a rule change that requires the AER jastdor the return on capital due to
the difference between estimated and actual captheifinal year of the AAP would
help ensure that no additional incentives are eceaithin the AAP beyond those
inherent in the regulatory framework. To not allsuch adjustments means that
service providers face effectively two capex tasdet the final year of the AAP: the
forecast capex allowance set at the beginningeop#riod and the estimate provided
by the service provider later in the AAP. This ntagate adverse incentives on the
service provider, increasing the risk of an inedfit outcome.

This is because with no adjustment, there is athiaka service provider could
become focused on revenue maximisation ratherdffemency improvement, given
the very short timeframes involved. If the seryicevider overestimates capex in the
final year it gains a return on capex that nevektplace. It also avoids the risk of
losing the return on any capex undertaken in exaegeeir estimate. In the final year
of an AAP service providers have a range of prgjétat may, or may not, begin or
be completed. Given the incentives mentioned albodethe information asymmetry
between the regulator and the service provideragtbwards overestimation of final
year capex could emerge as a way for the servimadger to maximise revenues.
Adjusting for the difference between the estimated actual capex minimises this
risk and maintains a focus on efficiency improvetaen

Further, an adjustment will give service providgrsater certainty that they are not
under compensated for their revealed efficientscodtere may be circumstances
where it is efficient for service providers to urtid&e capex in excess of their final
year estimate of capex. In those circumstancegrthy@sed rule change would allow
the AER to make adjustments for any loss of revérama having a lower capex
amount included in the capital base during the iptesyAAP. This encourages service
providers to make investment decisions on efficgegrounds — in this case,
undertake efficient capex beyond that estimatdterfinal year of an AAP.

¥ AEMC, Review of the electricity transmission revenue ang principles Transmission revenue:
rule change proposal report, Draft national eleityriamendment (economic regulation of transmission
services) rule 2006, February 2006, p. 58.

% AEMC, Review of the electricity transmission revenue cng principles Transmission revenue:
rule change proposal report, Draft national eleityriamendment (economic regulation of transmission
services) rule 2006, February 2006, p. 58, footidte
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The monetary value of these adjustments can bedmable. For APA GasNet's
2013-17 AAP the adjustment would have been $13lomi($2012)** The
adjustment made by the AER to the Jemena Gas Nesnapening capital base for
the 2010-15 AAP was $10.1 million ($FY 2009-%6).

2. Consistency with the National Electricity Rules

The AER’s proposed rule change is consistent viighregime under the NER, which
expressly confer power on the AER to make an aaiest to the opening capital base
to ‘remove any benefit or penalty associated witly alifference between the

estimated and actual capital expenditdreUnder the AER’s application of the NER,
that difference has included an adjustment forr#te of return on capital. The AER

considers that rule 77(2)(a) of the NGR should eopbwer on the AER to make the
same adjustment.

There are various expressions of legislative aret@tkve intention that the national
gas and electricity regimes should be administ@@asistently and harmoniously
where appropriate. This supports the contentiort tha same approach to the
adjustment should be taken under both the elagtiacid gas regulatory regimes.

The Second Reading Speech for the National Gast{@australia) Bill 2008 stated:

‘These reforms are modeled on the changes madkedtrieity regulation in the 2005 and
2007 amendments to the National Electricity Law anel designed to ensure consistency
between gas and electricity regulation where apjteg’

In the Australian Energy Market Agreement 260%he Council of Australian
Governments confirmed their commitment to a nalioapproach to electricity
whereby -

‘To the extent feasible and where effective redokatis not impeded, there should be
consistency and harmonization between electricitgl @as access regimes such that
investment in, and use of, energy is not distobediffering regulatory regimes.’

The Ministerial Council on Energy issued a Statema Approach for a New

Legislative Framework for Gas in September 2005cwhadopted as one of the
‘overarching principles’ that ‘wherever feasibleydaunless there is a good policy
reason37to do otherwise, alignment with the newtetty regulatory regime should

occur’.

33 AER, Access arrangement final decision: APA GasNet AliatOperations) Pty Ltd: 2013-17
(Final Decision), Part 2: Attachments, p 24 (Table 3.1).

% Jemena Gas Networles [46]-[47].

% NER, clause S6.2.1(e)(3).

% paragraph 13.2(b). The Australian Energy Markgite&@ment underpins the governance and
institutional arrangements for the National Eneltgrket. Section 44AI(3) of th€ompetition and
Consumer Act 201provides that the AER ‘cannot perform a duty orction, or exercise a power,
under a State/Territory energy law or local enénggrument unless the conferral of the function or
power, or the imposition of the duty, is in accardawith the Australian Energy Market Agreement,
or any other relevant agreement between the Comealtiwand the State or Territory concerned’.
37 Standing Committee of Officials of the Minister@buncil on EnergyStatement of Approach: A
New Legislative Framework for G§September 2005), p 7.
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In November 2006, the Ministerial Council on Enesgated in relation to the initial
National Gas Rule¥
‘Subject to the changes outlined above, the inki@R have attempted to be consistent with
the intent of the original Gas Code. Accordinglye level of detail that the AEMC has

prescribed for electricity transmission regulatiwould be a fundamental shift for the initial
NGR and has not been attempted. ...

Officials have taken high level guidance from thEMC's approach, where possible, to
increase consistency and commonality, reflecting tommon revenue and pricing
principles that guide the electricity and gas reggrh

A harmonious interpretation of the rules affectitig gas and electricity access
regimes is further reinforced by the almost idealljc expressed objectives and
revenue and pricing principles in the NGL and tHeLNespectively’® This was the
subject of specific comment in the Second Readipge€h for the National Gas
(South Australia) Bill 2008:

‘This Bill incorporates a new national gas objeetwhich mirrors the amended National
Electricity Objective in the National Electricityalv.

The alignment between the objectives of the gas eledtricity regime is an important
foundation for the regime. A single consistenteckive across gas and electricity will
increase the prospect that the regimes remainlglaigned over the long term.’

For these reasons, the AER considers that rule)(@j(2hould be amended to ensure
that the AER can make the same adjustment to atdourthe full accumulated
amount of any return on capital received or noeiread by the service provider
during the previous regulatory period.

The AER’s proposed wording for rule 77(2)(a) isemded to allow for that same
adjustment: for the difference between the estinatd the actual and the full
accumulated amount of any return on capital recetenot received by the service
provider during the previous regulatory period.

The AER also notes that a power to make such adgrgs was previously
encompassed by the equivalent provisions of theGaate?

Costs

The AER considers that the rule change will notasgany material costs on
consumers or service providers.

There would be no lessening of the service proisdacentive in the final year to
seek capex efficiencies during the access arranggmeeiod with an adjustment. The

% Standing Committee of Officials of the Ministeri2buncil on Energy2006 Legislative Package:
Initial National Gas RulegNovember 2006), p 4.

¥ NGL, ss 23 and 24; NEL, ss 7, 7A.

0 See, for example, ACC@raft Decision: Revised access arrangement by GadNstralia Ltd for
the Principal Transmission Systef®t November 20072008-12 Draft Decisiod, pp 15-16 [3.1.5.1];
2008-12 Final Decision, pp 12-16. GasNet had piedian estimated 2002 capex of $0.66 million,
and its actual 2002 capex was $0.57 million. Tifeceof this overestimate on the return on capital
was $0.11 million. While the amount was not suhtitd the ACCC maintained that it should be
removed from GasNet's capital base.
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adjustment maintains the incentive to make efficyegains against forecast
expenditure in a similar way to every other yeathie AAP.

Proposed drafting

The AER’s proposed drafting of rule 77(2)(a) setekallow for an adjustment for the
full accumulated amount of the return on capitarawe entirety over the earlier
period (AA2) that arises from any difference betwé®e estimate and the actual in
the final year of the period preceding the eapieniod (AAl). This wording is
consistent with the NER.
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APPENDIX B

RULE CHANGE REQUEST - Opening capital base

TEXT OF PROPOSED AMENDMENT (amendment is highlighted)

New rule 77(2):

b)

d)

If an access arrangement period follows immediatalyhe conclusion of a
preceding access arrangement period, the openpiigidaase for the later
access arrangement period is to be:

the opening capital base as at the commenceméme earlier access
arrangement period (adjusted for any differencevben estimated and actual
capital expenditure included in that opening cajése). This adjustment
must also remove any benefit or penalty associaittdany difference
between the estimate and actual capital expenditure

plus:

conforming capital expenditure made, or to be mddang the earlier access
arrangement period;

plus:
any amounts to be added to the capital base untie82, 84 or 86;
less:

depreciation over the earlier access arrangemeitidp@o be calculated in
accordance with any relevant provisions of the s&@grangement governing
the calculation of depreciation for the purposesthblishing the opening
capital base); and

Note:

See rule 90.

redundant assets identified during the courseegtrlier access arrangement
period; and

the value of pipeline assets disposed of duringetitBer access arrangement
period.
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APPENDIX B

RULE CHANGE REQUEST - Opening capital base

TEXT OF CURRENT RULE

Current rule 77(2):

b)

d)

f)

If an access arrangement period follows immediatalyhe conclusion of a
preceding access arrangement period, the openpiigidaase for the later access
arrangement period is to be:

the opening capital base as at the commenceméme earlier access
arrangement period (adjusted for any differencevben estimated and actual
capital expenditure included in that opening cajtse);

plus:

conforming capital expenditure made, or to be mddang the earlier access
arrangement period;

plus:
any amounts to be added to the capital base untie82, 84 or 86;
less:

depreciation over the earlier access arrangemeitidp@o be calculated in
accordance with any relevant provisions of the s&@grangement governing the
calculation of depreciation for the purpose of elstding the opening capital
base); and

Note:

See rule 90.

redundant assets identified during the courseegtrlier access arrangement
period; and

the value of pipeline assets disposed of duringettrtber access arrangement
period.
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APPENDIX C
Capex incentives in the final year of the accessrangement period (AAP)
This is a supplementary note that demonstrates:

1. A service provider’s incentive to pursue cost sgsiwithin each access
arrangement period,;

2. Why and how an adjustment is made in the final péan access arrangement
for the accumulated return on capital (ROC);

3. The adverse incentives created without the ROCsadpnt; and

4. The symmetrical nature of the ROC adjustment.

Assumptions

To best illustrate the impact of the proposed ahiange, the AER has used examples
spanning three regulatory periods. These are:

» Access arrangement period 1 (AAP1) — year 1-5
» Access arrangement period 2 (AAP2) — year 6-10
» Access arrangement period 3 (AAP3) — year 11-15

In these examples, the initial access arrangenoe®AP1 was set in year 0 and
subsequently revised at the end of the final yehesch AAP (years 5, 10 and 15 in
this example).

The examples below look at the capex incentivededlto the final year of an access
arrangement period in terms of return on capit@CRronly. In relation to that final
year there are two potential adjustments to théaldmse:

1) Difference adjustment - The adjustment for theatl#hce between the estimate
and actual capex amount for the final year— Thjgsathent is not in dispute.

2) ROC adjustment - The adjustment for the accumulg@& benefit/loss resulting
from the difference between the estimate and actyaéx amount for the final
year. The NGR does not enable the AER to make a RipiStment. The
proposed rule change will allow the adjustmenteaariade.

To properly isolate the effect of the proposed ahlange, inputs that do not directly
impact on the results have been removed or coattolbepreciation is not relevant to
the analysis, so for simplicity for all exampleapex is assumed to be on non-
depreciating assets. The analysis also assumeisifasion is zero, timing of capex is
beginning of yedr, and real WACC is 7%.

Service provider’s incentives to achieve efficieaci

“L this assumption differs from the usual mid-yeauasption so as to avoid ¥ WACC calculations.
This is done for simplicity of illustration.
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The regulatory framework for regulated gas pipdiiseincentive based. At the start
of an access arrangement period, the regulatopapega forecast of capex for each
year of the regulatory period, which is used in boration with other factors to
determine a service provider’s total revenue rexment. A service provider will
receive a benefit/ loss for any divergence of datapex from forecast for the length
of the regulatory period, which provides an inceatio pursue efficient cost savings.
Table 1 shows calculations assuming that each$#@0m capex was forecast, but
each year $110m was actually spent, so the busimass a loss during the period.
Table 1 shows the loss is greatest in relatioretr t and declines over the regulatory
period. However, there is an ongoing incentiveucspe efficient cost savings during
each year of the regulatory period.

Table 1

Total ROC
Year 1 2 3 4 5 loss
Forecast capex - year 1 100
Actual capex - year 1 110
Difference between actual and forecast 10
ROC loss - on year 1 capex -0.7 -0.7 -0.7 -0.7 -0.7 -3.5

Forecast capex - year 2 100
Actual capex - year 2 110
Difference between actual and forecast 10
ROC loss - on year 2 capex -0.7 -0.7 -0.7 -0.7 -2.8

Forecast capex - year 3 100
Actual capex - year 3 110
Difference between actual and forecast 10
ROC loss - on year 3 capex -0.7 -0.7 -0.7 -2.1

Forecast capex - year 4 100
Actual capex - year 4 110
Difference between actual and forecast 10
ROC loss - on year 4 capex -0.7 -0.7 -14

Forecast capex - year5 100
Actual capex - year 5 110
Difference between actual and forecast 10
ROC loss - on year 5 capex -0.7 -0.7

Why and how an accumulated ROC adjustment is nmattheifinal year of an AAP

When setting the opening capital base in year LAAP3, it has been the AER’s
practice to make both the difference and ROC agljests to the capital base to
account for the difference between the year 5 cagérmate and the actual value of
capex in year 5. The ROC adjustment involves rengfaidding to the opening
capital base (year 11) the accumulated gain/lo83E resulting from any difference
between the estimate and actual for the last yesr G) of an earlier regulatory
period (AAP1).
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Based on the example in Table 1, with a ROC adjeistmf a business overspent on
its forecast by $10m in year 5, it should incuma gear loss of $0.7m for year 5. It is
important to recognise that:

1. actual capex for year 5 is not known and an esénsatised instead.

2. any divergence between the estimate and actuaj@&or5 cannot be adjusted
until the next reset in 5 years’ time, so in thase the loss will accumulate
over this time.

The adverse incentives created without the ROCsauent

If the ROC adjustment is not made, there are attifly incentives pertaining to
capex for year 5 as the service provider facestangets:

1. The forecast capex for year 5 as determined agttreof the regulatory period
(year 0)
2. The estimate of actual capex for year 5 providethieybusiness during year 5.

Without the ROC adjustment there is a clear ineentreated for the business to
overestimate its actual capex in the final yeae fitentive created by the estimate
then exceeds the incentives created by the orifpnatast capex allowance for the
final year. In effect, not having an adjustment kees the service provider’s
incentive to seek efficiencies, focusing more orenele maximisation.

Continuing the example in Table 1, it seems unjikkat a business will estimate
actuals in year 5 to be equal to the forecast 60%1 They could estimate $110m for
year 5. If they did there would be no differencénNm®zn the estimate and subsequent
actuals for year 5 and the ROC adjustment wouldddo be zero during the reset in
year 10. The business would lose one year’s wdrBQC (($100m-$110m)*7% =
$0.7m) in year 5 from exceeding the forecast.

However, if the estimate is inaccurate and witiR@C adjustment, it will create new
incentives that outweigh the incentives createthleyoriginal forecast. Modifying the
previous example, what if the business estimatpexcaf $120m for year 5 but
actuals still proved to be $110m? Then for yedrebliusiness incurs a loss of one
year’'s worth of ROC adjustment for the differenegvieen the forecast of $100 and
the actuals of $110. However, this loss ($0.7nsjdsificantly smaller than the
benefit ($3.5m) gained by the business of havigpgtather than $110m) included
in its capital base for years 6-10. Table 2 shdwesbienefit each year and opening
capital base both with and without the ROC for thipact. It assumes no further
capex was forecast, or actually occurred, for yéat®, so the impact of the
overestimate can be seen in isolation.
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Table 2

Year 5 6 7 8 9 10 11
Capital base approved (based on estimate) 120 120 120 120 120 120
ROC allowed 8.4 8.4 8.4 8.4 8.4
Actual capex (subsequently reported) 110
Forecast capex 100
Difference between actual and forecast 10
ROC loss (from overspending against forecast in year 5) -0.7
Difference between actual and estimate -10
ROC benefit (from higher capex in capital base) 0.7 0.7 0.7 0.7 0.7
Opening capital base - Year 11
No ROC adjustment 110
with ROC adjustment 106.5

The symmetry of the ROC adjustment

As demonstrated above, with no ROC adjustmentdisenbss is incentivised to
overestimate actual capex for year 5 and to als@exaeed this estimate. However, if
the estimate proves to underestimate actual calpexsjtuation will be reversed, as
the business will be unable to recover lost ROC.

Returning to the example above, if an estimatel®0$ had been made for year 5
capex and subsequently actuals were found to ben$lthe business loses 5 years’
worth of ROC (5*7%*$10m = 5*$0.7m = $3.5m) from rwving this capex included
in the capital base from years 6-10. It also lossesyear’'s ROC in year 5 from
overspending relative to the forecast for yean this is not adjusted as it relates to
that regulatory period.

The ROC adjustment acts symmetrically to preveistldss. In this circumstance, the
capital base is increased to account for the I@CRver years 6-10. The business
only incurs a loss for one year, measured agadmesbtiginal forecast capex for year
5.

Table 3 shows the opening capital base for yedroiii with and without the ROC
adjustment. Again, it assumes no further capexfer@sast, or actually occurred, for
years 6-10, so the impact of the incorrect estirnatebe seen in isolation.

Table 3
Year 5 6 7 8 9 10 11
Capital base approved (based on estimate) 100 100 100 100 100 100
ROC allowed 7 7 7 7 7
Actual capex (subsequently reported) 110
Forecast capex 100
Difference between actual and forecast 10
ROC loss (from overspending against forecast in year 5) -0.7
Difference between actual and estimate 10
ROC loss (from lower capex in capital base) -0.7 -0.7 -0.7 -0.7 -0.7
Opening capital base - Year 11
No ROC adjustment 110
with ROC adjustment 113.5
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