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The following matters are set out in this document:
= description of the Rules that the AER proposes aden

= a statement of the nature and scope of the isstigstproposed to be
addressed and an explanation of how the proposkdvruld address the
iIssue

= an explanation of how the proposed Rules will dikisly to contribute to the
achievement of the national gas objective

= an explanation of the expected benefits and costdhe potential impacts of
the proposed Rules on those likely to be affected.

This document is to be read together with the AERIe change proposal to the
National Electricity Rulesegarding the economic regulation of network besses:
see AERRule change proposal: Economic regulation of nelwnmrsinesses: AER’s
proposed changes to the National Electricity Rueptember 2011, section 7.
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1 Introduction

Among its roles, the Australian Energy RegulatoER is responsible for the
economic regulation of gas transmission and digioin pipeline services in all states
and territories except Western Australia. The AERartakes this regulatory role
under theNational Gas LawNGL) andNational Gas Rulef@NGR).

Since the introduction of the NGL and NGR, severnewss of access arrangements
for gas distribution and transmission businessge baen completed. While the
regulatory framework is operating well in genetiag rate of return provisions of the
NGR can be improved. Aligning certain provisiondltd NGR with those of
chapter 6A of thélational Electricity Rule§NER) will improve those provisions.

In particular, this rule change proposal ensurasttie weighted average cost of
capital (WACC) parameters are reviewed at leastyefine years, in conjunction with
the review of the electricity WACC parameters. Twsuld replace the current
provisions of the NGR that require the AER to ressdar those parameters for each
access arrangement proposal. Also, it is propds&datnominal post tax framework
be mandated in the NGR, as well as prescriptichetapital asset pricing model
(CAPM) similar to the provisions of the NER. Thesenges will make an important
contribution to furthering the National Gas Objeet(NGO).

The AER has also submitted to the AEMC a rule ckamrgposal in relation to the
NER, which proposes to align the chapter 6 prowsiwith the provisions of
chapter 6A of the NER. Many of the arguments puwvéwd for aligning chapter 6
with chapter 6A of the NER are the same for aligreertain provisions of the NGR
with chapter 6A of the NER. Accordingly, those argnts are repeated in this rule
change proposal for the NGR.

The AER has also sought independent legal advize Btephen Lloyd SC on
whether the draft rules allow for the AER to makstaof capital decisions in access
arrangement decisions that are consistent witiNtA® and the revenue and pricing
principles set out in the NGL.

This advice has also been provided with this rhkenge proposal.

The remainder of this document is structured akneuat in the AEMC’s guidelines.
This includes a description of the proposed ruknge, a statement of the relevant
issues, a discussion on how the proposed rule ehamgributes to the NGO, and the
expected costs and benefits. Draft rules prepayadebAER are set out in

Appendix A.

This document is also to be read together withAlBR’s NER rule change proposal
regarding the economic regulation of network busses’

AEMC, National Gas Rules — Guidelines, Guidelines formganmeents: Preparing a Rule change
proposal May 2009.

AER, Rule change proposal: Economic regulation of nelwmrsinesses: AER’s proposed
changes to the National Electricity Rul&eptember 2011, section 7.




2 WACC reviews

2.1  Current rules

Unlike the NER, the NGR do not provide for any meges for considering the rate of
return outside the access arrangement review otbs NER, however, provides
for a periodic ‘WACC review’ process outside of ba@ansmission and distribution
determination.

2.2 Nature and scope of issues with current rules

In considering issues with the current NGR ratestiirn provisions it is worthwhile
revisiting the justifications of the AEMC in drafti the corresponding framework in
chapter 6A as well as of the Ministerial Councilemergy (MCE).

The AEMC's considerations in codifying WACC revieutcomes in the current
chapter 6A of the NER were as follows:

= there was a high degree of stability in parametduwes adopted by the regulator in
the years leading up to the AEMC’s review

® the savings in administrative costs and reduceeérgiaty through codifying
WACC parameters would offset any expected benefitsreassessment of the
WACC at every transmission determination

= having short term stability in WACC parameters vebcileate a more stable
investment environment

= sufficient flexibility to account for developmernitstheory and market conditions
should be provided through a periodic review of WAgarameters by the AER,
subject3to any discretion and judgment being egectin accordance with clear
criteria:

On the other hand, the MCE’s decision to allow deyas from WACC review
outcomes at each distribution determination untlapter 6 of the NER was based on
the pre-existing differences in WACC parametergsgijurisdictions at the time:

SCO considers that given the different parametdepted by jurisdictions to
date, it is appropriate not to replicate the AEN&hsmission rules and allow
distribution to converge, should the AER considepipropriate, over timé.

In considering provisions in the NGR, the MCE dat oomment on the merits of
employing a uniform approach across gas accessnatgions, yet conceivably
convergence between electricity and gas WACC fraonkswas something to be
considered over time:

AEMC, National electricity amendment (Economic regulatifrransmission services) rule
2006—Rule determinatipd6 November 2006, p. 83.

MCE SCOResponse to stakeholder comments on the Exposafeddthe National Electricity
Rules for distribution revenue and pricing 16.




...the initial NGR will largely replicate the wordirgf the current Gas Code
test, which has proved to be adequate. However, MillEEequire the AEMC
to undertake a review of how WACC is determinedaurttie gas access
regime, and report to MCE within a given timeframe.

The MCE also commented that regulators should ketatadopt a presumption that
previous WACC parameters were appropriate, subjepérsuasive evidence to the
contrary® This was noted in the context of:

...reviews over inputs into the estimation of the W& 6ver which there is
substantial statistical uncertainty (the concerindp¢hat the lack of precision
in parameter estimates could give rise to substavdriation in rates of
return merely from different interpretations of Seme set of datd).

While the AEMC's scope in conducting its review Wiasited to electricity
transmission, the AER’s experience has shown thabinsiderations are generic to
all regulated energy service providers. Importaritlg savings in administrative costs
and improved investment outcomes for transmisseiwaorks considered by the
AEMC would also be relevant in the context of gagulation, and perhaps more so
where there are a greater number of regulatedigabnes. More generally, there
appears to be no justification for having differesi@cross sectors with regards to the
legal requirements and other processes for satimyACC, given the rate of return
is predominantly based on market and sector widetrearks. An unintended
consequence of having different WACC frameworkh& they could produce
different benchmark parameters (in particular tHeMIwhen the risks of investment
reflected in these parameters should be the sarossaall regulated energy networks.
This gives rise to investment distortions betwessia's.

Another implication of establishing a WACC frameWwahnat is binding in chapter
6A, but not in chapter 6 or in the NGR, was thaegulted in an immediate
convergence in parameters from previous jurischei@utcomes for electricity
network businesses. It is important to note thatARR’s 2009 WACC review could
have resulted in different parameters being detegcthfor transmission and
distribution businesses, but this does not impéyt #eparate rule provisions or
processes for setting the WACC should apply, ne@sdbdetract from the benefits of
being able to consider whether there is a neediffarent parameters between
different classes of energy networks (including g@wice providers) as part of a
single WACC review process.

The cost of capital has a significant impact oreraie requirements and end user
prices® This provides incentives for regulated businessésvest significant
resources in cost of capital arguments and reqaktnsive consideration by the
AER in regulatory decisions, even though, by tkeny nature, WACC parameters

MCE SCOResponse to issues raised in submissions on ti@nabgas rules14 May 2007,
p. 10.
MCE SCO0,2006 Legislative Package: Initial National Gas RailExplanatory material attached to
Energy Market Reform Bulletin No.74, November 200p, 20-1.
7 g .

ibid., p. 20.
For example, in the recent reviews of the acaessigements for the gas distribution networks of
APT Allgas, Envestra (SA) and Envestra (QId), tiieim on capital as a percentage of total costs
was around 63 per cent, 56 per cent and 56 perespéctively.




are slow to change over time with developmentsata énd theory. In addition,
stability in WACC parameters over time is importanproviding investment
certainty.

For many parameters, the current rule framewoth@NGR provides for the AER
and service providers to be in continual ‘WACC i mode where considerable
resources are spent at each access arrangement.rétie incentive for service
providers to argue with the AER has also resulte@views by the Australian
Competition Tribunal (Tribunal) in pursuing a lewdlprecision which can only be
considered spurious in the context of many WACGpweaters.

The current NER provides for the AER to undertakiearough review in the context
of electricity network regulation and made an olletecision which reflects the
views and interests of all stakeholders. This decibas important implications for
the gas sector given almost all WACC parameterbased on benchmark
assumptions, and because gas service providergeengthe NER process. However
under the NGR it remains open for gas service pdergito accept some outcomes of
the WACC review process but cherry pick others Whieey consider unfavourable
for them without adequate consideration of theltespoverall rate of return. For
example:

= certain arguments on the market risk premium (M&®)repetitive and mostly
concern matters the AER has previously consideattter than developments in
theory or empirical analysis

= again with respect to the MRP, service providergiooe to cite a variety of
events including earthquakes in Japan and New #@e'dlas well as selected
reports from market commentators which convey aipestic outlook for the

global economy?! without any substantiation on how this relategh®long run
MRP*

= consideration of access arrangement proposaldsmsesulted in repetitious
arguments about models aside from CAPM as beinl ageepted’. Determining
‘acceptance’ of a new theoretical model is a sulye@xercise. The use of
theoretical financial models to estimate the céstquity are likely to take

For example Officer and Bishop’s implied volatiland ‘glide path’ approach was first presented
during the AER’s WACC review and not relied on givwbe lack of supporting information
provided to the AER at the time. It has since he®sented to the AER (and rejected as a basis for
estimating the MRP) in electricity distribution denination processes for ETSA Utilities and the
Victorian DNSPs, as well as in the AER’s gas aceesmngement processes for QLD, SA and NT.
For example, APT Allgas Energy Pty Limites;cess Arrangement Response to AER draft
decision 01 July 2011 — 30 June 20p618.

For example, Jemena Electricity Networks (Vid),[Regulatory Proposal 2011-18lovember
2009, pp. 167-8.

The AER’s recent decision to set a MRP value pé6cent has now been subject to a review
application by Envestra under the NGR. While thisrfework does not include a persuasive
evidence test, as the MRP is a market wide pararnieterguments presented to the AER have
been identical for gas and electricity networkshie wake of the 2009 WACC review. For this
reason the outcomes of this review under the N@Rilegly to have a significant bearing on the
AER'’s decisions under the NER.
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significant time to be adopted in practice and dussvarrant reconsideration at
every access arrangement review.

In developing the NGR (and chapter 6 of the NER),NMICE considered that
uncertainty in parameters should be supportedtogteer threshold for considering
evidence in the form of ‘inertia’ in departing frgmneviously adopted parameters.
However, the presence of the WACC review in the NiBR the application of any
form of inertia principle in the gas context prodwcrisk of higher than efficient rates
of return when viewed in combination with othertteras of the decision making
framework:

= under the propose-respond nature of access arramgg@noposals, the AER is
drawn into arguments posed by businesses on SpE¢AICC review outcomes
they do not agree with, rather than consideringngha in other parameters that
may not be in the gas service providers’ favour

® gas service providers have multiple opportunitieargue for parameters of their
choice, as they actively participate in the WAC@ew/, provide submissions on
other determination proces$&and then argue again in their own determination
processes.

= given the technical and ongoing nature of argumeatissumers and other
stakeholders may find it difficult to debate WACSSiles at every access
arrangement review.

Stakeholder engagement is better achieved whepa@meters are open for debate
in a single focused consultation process, wheraftdtted parties are incentivised to
participate and devote resources.

2.3 Proposed rules

The proposed rule change is to amend the NGR twnthie provisions with respect
to the development, publication and applicatiothefoutcomes of the WACC review
as proposed by the AER in its NER rule change mape@garding the economic
regulation of network businessésThese reviews will be undertaken outside of
reviews of access arrangements. Under the rulegehamposal, the rates of return
that service providers propose in access arranggmneposals would need to be
consistent with the most recent ‘statement on ¢ of capital’ published at the end
of each WACC review. This is proposed as a new8udk. Provisions relating to the
timeframes for consultation and publication of ¢@ement on the cost of capital
would also mirror those in the NER, as proposeoketamended by the AER.

13 See for example, SP AusNet and Multinet submissan Envestra and APT Allgas access

arrangement decisions.
See AERRule change proposal: Economic regulation of nelnwmursinesses: AER’s proposed
changes to the National Electricity Rul&eptember 2011, section 7.
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Tablel  Summary of proposed rule change: the cost of capital, review and the
statement on the cost of capital

No. Currentrule(s) Proposedrule(s) Remarks

[9.1] 87(1) 87(1)(a) Revisions to:
g;ggg% 87(1)(b) prescribe the form of the weighted
87(2)(b) average cost of capital; and

— require the cost of capital to be
determined in accordance with the
statement on the cost of capital.

[9.2] - 87A New rule 87A to:

— provide for the AER to undertake a
review of the rate of return and
publish a statement on the cost of
capital; and

— provide a timeframe for undertaking
the review consistent with the
timeframe specified in proposed
clauses 6.5.2(a) and 6A.6.2(a) of
the NER.

Note: the complete set of proposed rule changesedreut in Appendix A.

2.4  How the proposed rules address the identified
iIssues

The AER agrees with the AEMC'’s reasoning, when tigieg chapter 6A, that
prescribing WACC review outcomes for transmissietedminations reduces
administrative costs and increases investmentiogrtdhe AER’s proposed rule
changes seek to achieve the same objectives faregaise providers.

The proposed rule changes would avoid investmestdidions across different
networks by applying the same benchmark WACC patarsién each regulatory
price determination for which the statement ondbst of capital applies.

In administrative terms, moving considerations AQLC matters from the regulatory
determination process into a separate periodieveprovides further benefits by
allowing parties to focus their attention on otelErments of the determination
process.




3 Nominal post tax WACC

3.1 Current rules

The current arrangements under the NGR and NEBlation to the determination of
the rate of return differ. These differences ineladbroad discretion for the regulator
in setting the rate of return under the NGR, catiing with a highly prescriptive
approach under the NER.

In respect of a gas access arrangement, r 76 df@te states that total revenue is to
be determined for each regulatory year of the acagangement period using the
building block approach. A component of the buitgdbiock is the return on the
projected capital base for each yEaRule 87 of the NGR sets out the provisions
pertaining to the determination of the rate of metu

Under r 87, when submitting an access arrangenmepbpal to the AER, a gas

service provider must provide estimates of the gseg rate of return and the various
parameters that comprise it. The NGR do not regbeeause of any particular
approach to determining the rate of return. In @stt the NER require that the rate of
return for electricity network service providers3Rs) be calculated as a nominal post
tax WACC!®

3.2 Nature and scope of issues with current rules

While the NER mandate a nominal post tax frameworldetermining the rate of
return, the NGR does not specify a particular franrd. In its gas decisions to date,
the AER has consistently applied a nominal postraxework. An alternative real
pre tax framework was recently proposed to the AyRemena Gas Networks in its
access arrangement proposal, but was not acceptee BER due to complexities
and potential overcompensation resulting from tiestax framework/

In prescribing a nominal post tax approach in tlRINthe AEMC noted that this
largely reflected existing practice under the ACE/BER’s Statement of Regulatory
Principles (SRP). The AEMC also commented that:

® the post tax approach addresses concerns regangengompensation for tax in
the early years of an asset’s life, due to accedrdepreciation provisions for tax
purposes which continue to apply to some TNSP ssset

= convergence in modelling approaches across diffemreergy businesses would
improve the ability to compare returns among défémregimes, and that allowing
differences across electricity TNSPs would notiaisuch a convergencé.

15 NGR, r 76(a).

% NER, cll 6A.6.2 and 6.5.2(b).

7 AER, Draft Decision, Jemena Access arrangement proposahe NSW gas networks 1 July 2010
— 30 June 2015June 2010, pp. 145-149.

AEMC, Draft national electricity amendment (Economic rkegion of transmission services) rule
2006—Transmission revenue: rule proposal repeetruary 2006, pp. 63—64.
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In the case of electricity distribution, differesde approaches were evident at the
time the MCE developed chapter 6 of the NER. Howee nominal post tax
approach was ultimately adopted.

In developing the NGR, the MCE originally intendedorescribe a post tax
framework® However, the MCE removed this prescription in orse to stakeholder
comments that some businesses were on a pre tagvrark’® The AER's joint
submission with the Economic Regulation Authorityestern Australia (ERA) (the
economic regulator of gas pipelines in Western ralis) to the MCE on this matter
supported the NGR not prescribing a pre or posafgproach, although the
submission did not comment on the merits of either.

The use of a pre tax or post tax approach will peedequivalent outcomes provided
that the effective company tax rate is accuratalgudated under the pre tax
framework. Generally, where a pre tax approachbeas adopted, regulators have
adopted either the statutory tax rate or a simpteanservatively high assumption
for the effective tax rate. For example, the ERA &ecepted real pre tax frameworks
in relation to gas pipelines regulated under thdRNiGWestern Australia, applying an
effective tax rate of 30 per cent (the equivaldrthe company tax rate), largely on
the basis of consistency with how it regulates othiities and to simplify

modelling?

Both the use of the company tax rate and a conbeziyahigh assumption of the
effective tax rate lead to systematic overcompems&br company tax. Addressing
this risk of overcompensation requires some admnatige costs in calculating an
accurate effective tax rate. However, this firsdguires the modelling of cash flows
in post tax terms, and then converting this outcortwits pre tax equivalent. That is,
the regulator would be performing a post tax catah in either case.

With respect to the use of a real or nominal fraorweither should result in the
same rate of return for regulated businesses. WWdgjelators have adopted both
approaches, the AER has consistently applied amadrapproach in its
determinations primarily because it better enabtesparison with data reported in
financial market$?

The AER considers that prescribing a nominal pamstpproach would streamline the
access arrangement review process and providerntgriar stakeholders.
Furthermore, there are unlikely to be any changescumstances of the service
provider or in regulatory practice that would jistiaving the flexibility in the NGR

to reconsider these issues in each access arranggeme

19 MCE, Energy Market Reform Bulletin No.74 - 2006 LegiskPackage: Initial National Gas
Rules November 2006.

2 MCE SCOResponse to Issues Raised in Submissions on tlemalaBas Rulesl4 May 2007,
p. 10.

2L AER/ERA, Submission on Draft National Gas Ryl&&cember 2006, p. 2.

22 see ERADraft Decision on Proposed Revisions to the Acéessngement for the Dampier to

Bunbury Natural Gas PipelindMarch 2011, p. 172. Also reflected in ERA’s demis for

Goldfields Gas Pipeline and Mid-West and South-V\&est Distribution Systems.

See ACCCDraft Statement of Principles for the Regulatiomcdnsmission Revenyex’ May

1999, pp. 23-24.
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Although the prospect of gas service providers psopy alternatives to a nominal
post tax approach in the future appears to be eiglikhe possibility of this occurring
introduces potential administrative costs in asegsauch alternatives in future access
arrangement proposals.

3.3 Proposed rules

The proposed rule change is to replace r 87 oNtBR with provisions that mirror
those proposed by the AER in its NER rule changggsal regarding the economic
regulation of network business&sThe proposed rule change is to amend the r 87 of
the NGR to require the rate of return to be caledlas a nominal vanilla WACC, in
line with the NER.

A consequence of the NGR prescribing a post taximaiVACC framework (as
well as the CAPM, see section 4) would be to atémduce its constituent
parameters, which would be the subject of detertiinaluring periodic WACC
reviews (similar to current provisions in the NERhder a post tax approach the
NGR would also need to outline the calculation abgporate income tax building
block.

Table2  Summary of proposed rule change: the cost of capital, prescribing a
nominal post-tax WACC

No. Currentrule(s) Proposedrule(s) Remarks

[9.1] 87(1) ' 87(1)(a) Revisions to:
g;g%gg?) 87(1)(®) — prescribe the form of the WACC,;
87(2)(b) and

— require the cost of capital to be
determined in accordance with the
statement on the cost of capital.

[9.3] - 87B New rule 87B to provide for the
estimated cost of corporate income tax
to be a building block and to be
calculated for a service provider.

Note: the complete set of proposed rule changesedreut in Appendix A.

Draft rules prepared by the AER are set out in ApipeA.

3.4 How the proposed rules address the identified
issues

The prescription of a post tax nominal approacthénNGR would reduce:

= potential inefficient overcompensation of serviceyiders for benchmark tax
liabilities under a pre tax framework

2 See AERRule change proposal: Economic regulation of nelnmsinesses: AER'’s proposed

changes to the National Electricity Rul&eptember 2011, section 7.




= administrative costs associated with consideradfaadternative models in gas
access arrangement proposals, and maintenance ah@rpost tax revenue
models.

Consideration of any rule changes affecting thasess arrangements that include
alternative pre tax/ real approaches should bentalte account. However, in the past
the AER has dealt with the transition of electyigcietworks and gas pipelines from a
pre tax to a post tax approach, and considersrtbe-off transitional costs are more
than offset by potential savings in administratests and by ensuring a more
accurate compensation for tax liabilities.

As noted by the AEMC, there also appear to be lsrtefstakeholders of aligning
the calculation of the rate of return for the pug® of comparison across energy
businesses.

10



4 Prescription of the CAPM

4.1 Current Rules

The CAPM is a financial model used to determinerétarn on equity, as a
component of the return on capital. Currently:

= the use of the CAPM to determine return on equsityrescribed in the NER

» the NGR requires that the rate of return be detezthusing a ‘well accepted
financial model’ of which the CAPM is only idengfil as an exampfé.

4.2 Nature and scope of issues with current rules

The CAPM is a well accepted financial model and lbeen applied by the AER and
the ERA in all of their gas determinations to datewever the robustness and
appropriateness of the CAPM and alternative mod@®e been debated at length in
recent gas determination processes with commersadatinistrative burdefi.

In general, finance theory and methods are sloset@lop. Also, the choice of the
regulator to depart from reliance on the CAPM wdudda significant change in
approach having impacts beyond the energy sectbpatentially affecting
investment certainty. This is reflected in the euntrdrafting of the NGR that requires
the use of a ‘well accepted model’ and refers e0GAPM.

It appears unlikely that there would be a justiigatbeparture from the CAPM over the
medium to long term. Any such departure would heigaificant implications for
both the gas and electricity sectors.

4.3 Proposed rules

The AER proposes to apply a consistent and streachipproach to determining the
rate of return across all electricity networks gagd pipelines. As part of this, the
AER proposes that the NGR require that the costjafty be calculated using the
CAPM (similar to the current provisions in the NER)

* NER, cll 6.5.2 and 6A.6.2.

% NGR, r 87(2)(b).

2 see for example; AEFEinal decision on Jemena Gas Networksne 2010, pp. 100-121; AER,
Final decision on Envestra (SAJune 2011, pp. 164-175; ERBraft Decision on Proposed
Revisions to the Access Arrangement for the DantpiBunbury Natural Gas Pipelin&ay
2011, p. 111-118; ERAinal decision on WA Gas Networks Pty LEebruary 2011, pp. 95-102.

11



Table3  Summary of proposed rule change: the cost of capital, prescribing the

CAPM
No. Currentrule(s) Proposedrule(s) Remarks
[9.1] 87(1) 87(1)(a) Revisions to prescribe the form of the

WACC, including use of the CAPM.

Note: the complete set of proposed rule changesedreut in Appendix A.

4.4  How the proposed rules address the identified
issues

A consequence of prescribing the CAPM in the NGRI(@onsequential amendments
to other WACC provisions) would be to introduceastment certainty on
fundamental aspects of the rate of return appraable adopted by the AER in each
gas access arrangement review. Furthermore, thmrklwe a reduction in
administrative burden at each review for stakehsldad the AER in having to
consider alternative approaches to setting theafasguity without any likely
departures from the status quo, where regulators peeviously determined the use
of the CAPM.

Given the significance of this proposal for the gastor, another feasible alternative
is for the NER and NGR WACC reviews to considerubke of the CAPM and
alternatives, and prescribe the approach to sdttmgost of equity for fixed periods
of time. While this would have the advantage ofrietsng repetitious arguments in
gas decisions, this would require significant clesip the NER (namely removal of
all definition around setting the cost of equitgdapotentially the cost of debt).

12



5 How the proposed rules contribute to the
NGO and revenue and pricing principles

Alignment of the WACC review provisions across MER and NGR would:

= strengthen the AER'’s ability to approve a rateetfim that is commensurate with
the regulatory and commercial risks faced by serpioviders, rather than a rate
of return that is subject to cherry picking of widual parameters and is higher
than an efficient level

= minimise the administrative cost for regulated basses, consumers and the
regulator associated with regulatory decision mgkiy focusing on a single
periodic review of the WACC, as opposed to theentrcontinual review of
arguments

® improve incentives on network businesses to ing&tiently in their networks
by providing certainty on how the rate of returna$e determined for the life of
the WACC review decision

= ensure regulated businesses are provided with atlogs for corporate income
tax which better reflect efficient costs.

13



6 Expected costs and benefits and the
potential impact on those affected

The proposed rule changes seek to enable the ABRe@mline its processes for
determining the cost of capital across all ener§Phl by aligning provisions relating
to the WACC review, prescription of the post taxmieal framework and the CAPM.

The proposed rule changes have the following bemefi

= provide more certainty and stability in how theeraf return is to be determined,
in turn encouraging an environment in which seryioeviders are able to attract
more investment

= strengthen the AER'’s ability to approve an overati of return commensurate
with the regulatory and commercial risks faced éyie providers, rather than a
rate of return that is subject to cherry pickingrafividual parameters and is
higher than an efficient level

= reduce the administrative cost for regulated bissieg, consumers and the
regulator associated with regulatory decision mgkiy focusing on a single
periodic review of the WACC, as opposed to theaenircontinual review of
arguments in price determination processes

= provide a greater balance between the need fabiligx in the cost of capital
framework over the longer term with greater cettaand consistency in the short
to medium term.

The proposed rule changes have the following costs:

= |oss of flexibility in dealing with changes in matkconditions and theoretical
developments in the short term when setting ratestorn for gas service
providers

= |oss of flexibility in considering alternative WACI€ameworks and methods in
setting the cost of equity

= a potential increase in administrative costs f& lgasinesses, who may invest
more effort in the AER’s WACC reviews.

In terms of other consequences, increased codifitand consistency in how the rate
of return is determined for energy service prosderay affect approaches adopted by
the ACCC and other regulators. Such consistencyatsyaid investors and other
external parties in understanding the AER’s methods

In proposing changes to the NGR the AER is mindfuhe application of these rules
in Western Australia where the ERA is the relevagulator. The AER considers that
the major amendments proposed in terms of requaripgriodic WACC review and
prescription of the CAPM/ post tax nominal approaoder the NGR may not be
justified for the ERA given the savings in admirasive costs are unlikely to be as
large as those for the AER. In particular, the A&ER'oposal seeks to reduce

14



administrative costs in setting the WACC for thegé3 and electricity network
businesses it regulates. By contrast, imposing &@WAeview and other provisions
on the ERA for its gas businesses (noting thaEfRA is not subjected to the NER or
WACC reviews in the electricity context) would ria# justified for the four gas
pipelines it regulates, also noting that acceshgement reviews for these pipelines
tend to be concurrent.
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Appendix A Draft rules

Proposed rule change: cost of capital

No. Currentrule(s) Proposedrule(s) Remarks

[9.1] 87(1) 87(1)(a) Revisions to:

87(2)(a)(!_) 87(1)(b) — prescribe the form of the WACC, including
87(2)(2)(i) the capm; and
87(2)(b) ’

— require the cost of capital to be determined
in accordance with the statement on the
cost of capital.

[9.1.1] 69 69 Consequential revisions.

72(1)(9) 72(1)(9)

[9.2] — 87A(1) New rule 87A to
87A(2) ide for the AER to undertak |
87A(3) — provide for the 0 undertake a review
87A(4)(a) of thhe rate offretur.n Tnd ;()jubllsh a statement

on the cost of capital; an
87A(4)(b)
87A(4)(c) — provide a timeframe for undertaking the
87A(4)(d) review consistent with the timeframe
87A(4)(e) specified in proposed clauses 6.5.2(a) and
87A(4)(f) 6A.6.2(a) of the NER.
87A(5)(a)
87A(5)(b)
87A(5)(c)
87A(5)(d)
87A(5)(e)
87A(6)
87A(7)
87A(8)(a)(i)
87A(8)(a)(ii)
87A(8)(a)(iii)
87A(8)(b)
87A(8)(c)
87A(8)(d)(i)
87A(8)(d)(ii)
87A(8)(e)(i)
87A(8)(e)(ii)

[9.3] - (Division 5B) New rule 87B to provide for the estimated cost
87B(1)(a) of corporate income tax to be a building block
87B(1)(b) and to be calculated for a service provider.
87B(2)(a)
87B(2)(b)

[9.3.1] 72(h) 72(h) Consequential revisions.

76(c) 76(c)
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Part 9

Price and revenue regulation

Division 1 Preliminary
69 Interpretation
In this Part:

capital base, in relation to a pipeline, means the capitabieaio be attributed, in
accordance with this Part, to pipeline assets.

capital expenditure means costs and expenditure of a capital natunared to
provide, or in providing, pipeline services.

conforming capital expenditure means capital expenditure that complies with
the new capital expenditure criteria.

depreciation means depreciation of the capital base.
new capital expenditurecriteria mean the criteria stated in rule 79.

non-conforming capital expenditure means capital expenditure that does not
comply with the new capital expenditure criteria.

operating expenditure means operating, maintenance and other costs and
expenditure of a non-capital nature incurred invyghmg pipeline services and
includes expenditure incurred in increasing longatedemand for pipeline
services and otherwise developing the market foelpie services.

pipeline assets, in relation to a pipeline, means capital asHeds constitute the
pipeline or are otherwise used by the service plenio provide services.

statement on the cost of capital means the statement published by the AER
under rule 87A(3).

tariff class means customers for one or more reference semibeosconstitute a
tariff class under a full access arrangement.

Division 2 Access arrangement information relevant to price

72

(1)

and revenue regulation

Specific requirements for access arrangement inf ~ ormation
relevant to price and revenue regulation

The access arrangement information for a full access arrangement proposal
(other than anaccess arrangement variation proposal) must include the
following:
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(@)

(b)

(©)

(d)

(€)

(f)

(¢))

(h)

if theaccess arrangement period commences at the end of an eardieress
arrangement period:

(i) capital expenditure (by asset class) over tharlie¥ access
arrangement period; and

(i) operating expenditure (by category) over tharlier access
arrangement period; and

(i) usage of the pipeline over the earliaccess arrangement period
showing:

(A) for a distribution pipeline, minimum, maximunnd average
demand and, for a transmission pipeline, minimuraximum
and average demand for eaebeipt or delivery point; and

(B) for a distribution pipeline, customer numbenrstotal and by
tariff class and, for a transmission pipeline, useambers for
eachreceipt or delivery point;

how the capital base is arrived at and, if #eeess arrangement period

commences at the end of an earl@&rcess arrangement period, a

demonstration of how the capital base increasediminished over the
previousaccess arrangement period;

the projected capital base over Hieeess arrangement period, including:

() a forecast of conforming capital expenditure tbe period and the
basis for the forecast; and

(i) a forecast of depreciation for the period utihg a demonstration of
how the forecast is derived on the basis of thgggsed depreciation
method;

to the extent it is practicable to forecastefiipe capacity and utilisation of
pipeline capacity over thaccess arrangement period, a forecast of pipeline

capacity and utilisation of pipeline capacity ottet period and the basis on
which the forecast has been derived;

a forecast of operating expenditure overateess arrangement period and
the basis on which the forecast has been derived;

the key performance indicators to be used leysigrvice provider to support
expenditure to be incurred over tEess arrangement period;

the proposed rate of returie—-assumptions—on-which-therate—of-return is
caleulated—and—a—demeonstration—of —how—itis—calealacalculated in

accordance with rule 87

the—a”ew&nee—fer—ta*aﬂen—;s—e&leulaﬂeel estlmated cost of corporate
income tax calculated in accordance with rule 87A
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if an incentive mechanism operated for the pres access arrangement
period—the proposed carry-over of increments for effickengains or
decrements for efficiency losses in the previacsess arrangement period
and a demonstration of how allowance is to be mameany such
increments or decrements;

the proposed approach to the setting of tamftsuding:

() the suggested basis of reference tariffs, idiclg the method used to
allocate costs and a demonstration of the relatipnsetween costs
and tariffs; and

(i) a description of any pricing principles empéay but not otherwise
disclosed under this rule;

the service provider's rationale for any praggbeeference tariff variation
mechanism;

the service provider's rationale for any pragg@bscentive mechanism;

the total revenue to be derived from pipelieevices for each regulatory
year of theaccess arrangement period.

The access arrangement information for an access arrangement variation
proposal related to a full access arrangement must inciadmuch of the above
information as is relevant to the proposal.

(i)
()
(k)
)
(m)
(2
Division 3

76

Building block approach

Total revenue

Total revenue is to be determined for each regujaggear of theaccess
arrangement period using the building block approach in which the Idhing

blocks are:

(@) areturn on the projected capital base foryder (See Divisions 4 and 5);
and

(b) depreciation on the projected capital baséhferyear (See Division 6); and

(c) H-applicable—the estimated cost of corporate income tax foryde (See
Division 5A); and

(d) increments or decrements for the year resultiogn the operation of an
incentive mechanism to encourage gains in effigig®ee Division 9); and

(e) aforecast of operating expenditure for the y8ae Division 7).
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Division 5 Rate of return

87

(1)

Rate of return

The rate of return for a service provider foraccess arrangement period is the

cost of capital as measured by the return requirechvestors in a commercial

enterprise with a similar nature and degree of diwpssifiable risk as that faced

by the service provider and must be calculated:

(a) as a nominal vanilla weighted average cost apital (WACC) in

accordance with the following formula:

wacc =k, Lk, 2
vy

where:

ke is the return on equity (determined using the Gpisset Pricing Model)
and is calculated as:

It + Be XMRP

where:

I: is the nominal risk free rate for the access aj@arent period;

Be is the equity beta; and

MRP is the market risk premium;

Kq is the return on debt and is calculated as:

rr+ DRP
where:

DRP is the debt risk premium for the access arnaenée period;

E/V is the market value of equity as a proportidntitee market value of
equity and debt, which is 1 — D/V; and

D/V is the market value of debt as a proportiomhef market value of equity
and debt; and

(b) in accordance with the statement on the cosapital.
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87A Review of the rate of return

(1)  The AER must, in accordance with paragraphd&y out reviews of the matters
referred to in paragraph (4).

(2) A first review is to be concluded by 1 Marchl20and further reviews are to
follow at intervals not exceeding, in any casegfiears with the first interval
starting from 1 March 2014.

(3) The AER must, in consequence of a review, issa@tement (a statement on the
cost of capital) adopting values and methods forise providers or for specified
classes of service providers.

(4) The following matters referred to in rule 84él))and 87B (and the method of
their calculation) may form the subject of a review
(a) the nominal risk free rate;

(b) the equity beta;
(c) the market risk premium;
(d) the debt risk premium;
(e) the ratio of the value of debt to the valueadity; and
() the assumed utilisation of imputation credits.
(5) In undertaking a review, the AER must have rédea:

(a) the need for the overall rate of return cal@dafor the purposes of rule
87(1)(a) to be a forward looking rate of returnttlflacommensurate with
prevailing conditions in the market for funds arfk trisk involved in
providing pipeline services;

(b) the need for the return on debt to reflectd¢beent cost of borrowings for
comparable debt;
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(c)

the need for the values attributable to, or iimethods of calculating, the

(d)

matters referred to in paragraph (4) that vary aling to the efficiency of
the service provider to be based on a benchmaidiesft service provider;

the need to achieve an outcome that is comsistith the national gas

(e)

objective; and

the previously adopted values for or methodsatulating the matters

referred to in paragraph (4).

(6) A statement on the cost of capitgplies only for the purposes of ancess
arrangement proposal submitted to the AER after publication of the stadat on
the cost of capital.

(7) An access arrangement to which a statemenhercast of capital is applicable
must be consistent with the statement.

(8) In carrying out a review under this rule:

()

the AER must publish:

(b)

(i) the proposed values or methods of calculathe matters referred to
in paragraph (4);

(i) an explanatory statement that sets out thesawes for the proposed
values or methods of calculating the matters reteto in paragraph

(4); and

(i) an invitation for written submissions on tha the proposed values or
methods of calculating the matters referred toarapraph (4).

The invitation must allow no less than 30 bassdays for the making of

(c)

submissions, and the AER is not required to comsidg submission made
pursuant to that invitation after this time perlogb expired.

The AER may publish such issues, consultatimh discussion papers, and

(d)

hold such conferences and information sessionlation to the proposed
values or methods of calculating the matters refteto in paragraph (4) as it
considers appropriate.

Within 100 business days of publishing the doents referred to in

(e)

paragraph (a), the AER must publish, in relatiothi® values or matters of
calculating the matters referred to in paragraph (4

(i) its final decision including its reasons; and

(i) notice of the making of the final decision.

Subiject to paragraph (b), the AER must, in malis final decision referred

to in subparagraph (d)(i), consider any submissimasle pursuant to the
invitation for submissions referred to in subpasadr (a)(ii), and the
reasons referred to in subparagraph (d)(i) mus$tdec
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()  a summary of each issues raised in those swions that the AER

reasonably considers to be material; and

(i) the AER’s response to each such issue.

Division 5A Estimated cost of corporate income tax
87B Estimated cost of corporate income tax
(1) The estimated cost of corporate income tax stwice provider for each year
(ETCt) must be calculated:
(a) in accordance with the following formula:
ETC = (ETk xr) (1 —y)
where:
ETI is an estimate of the taxable income for that year would be earned
by a benchmark service provider a result of thevision of reference
Services;
I is the expected statutory income tax rate for year as determined by the
AER; and
v is the assumed utilisation of imputation credits;
(b) in accordance with the statement on the cosapital.
(2) For these purposes:

()

the cost of debt must be based on that of &Hmark efficient service

(b)

provider; and

the estimate must take into account the estichdepreciation for that year

for tax purposes, for a benchmark efficient seryipgvider, of assets where
the value of those assets is included in the ddmitse for that year.

23

[9.2]

[9.2]

[9.3]

[9.3]

[9.3]
[9.3]
[9.3]

[9.3]

[9.3]

[9.3]
[9.3]
[9.3]

[9.3]

[9.3]

[9.3]





