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1

1.

Disclaimer and Scope
Scope

1.1

1.6

We have previously performed the procedures outlined in the Authority
Terms of Reference “Aurizon Network 2013 Draft Access Undertaking
Financial Assessment of Operating Expenditure” dated 13 August
2013 (as set out in Appendix 1 of our report dated January 2014).

1.7

The terms and abbreviations used in this addendum are consistent
with those used in our report dated January 2014.

This addendum has been prepared for the Queensland Competition
Authority (“QCA” or “the Authority”) solely for the purpose of assisting
the Authority in its assessment of specific aspects of Aurizon Network
Pty Ltd‟s (“Aurizon Network”) forecast operating and capital
expenditure for the UT4 regulatory period and is not to be used for
any other purpose without our written consent nor should any other
party seek to rely on the opinions, advices of other information
contained within this report without prior written consent.

1.2

The addendum has been prepared in response to Queensland
Resources Council Submission: RSM Bird Cameron Review of UT4
Operating Expenditure dated 7 March 2014.

1.3

We disclaim all liability to any party other than QCA in respect of or in
consequence of anything done, or omitted to be done, by any party in
reliance, whether whole or partial, upon any information contained in
this report. Any party, other than QCA, who chooses to rely, in any
way, on the contents of this report, does so at their own risk.

1.4

The information in this report and in any related oral presentation
made by us is confidential between us and the QCA, and should not
be disclosed in whole or in part for any purpose except with our prior
written consent.

1 – Disclaimer and Scope

Disclaimers

Authorisations
1.5

Other than for the purpose outlined above, this report should not be
released to any other third party without the prior written consent of
RSM Bird Cameron.
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Task 3.2.1 – Review of Corporate Overhead
Cost Allocation Methodology

FY2013 Plan as a base



obtaining an understanding of how Aurizon Network determined
the cost driver to be utilised in allocating the overheads of each
cost centre;



reviewing the cost
reasonableness; and



reviewing the Ernst & Young benchmarking report utilised by
Aurizon Network to substantiate of the allocated costs for
reasonableness.

Scope
2.1

2.2

RSMBC was requested by QCA to review the corporate overhead
cost allocation methodology for allocating corporate (Aurizon
Holdings‟) overhead costs to Aurizon Network as set out in section
10.2 of Volume 3 of the 2013 Draft Access Undertaking.
The review included undertaking an assessment of the benchmarking
report prepared by Ernst & Young to determine the reasonableness of
the allocated costs.

2.3

RSMBC was requested to provide an opinion on the reasonableness
of the cost allocation methodology proposed by Aurizon Network.

2.4

As part of the above process, RSMBC was requested by QCA to
consider relevant submissions from QRC, Asciano, BMA and BMC
and RTCA.

Work undertaken by RSMBC
2.5

2.6

obtaining an understanding of how the 226 cost centres have
been determined and how the costs have been allocated to each
cost centre;



reviewing the cost centre determination and assessed the
allocation of direct costs and shared costs across the various
cost centres for reasonableness;

allocation

methodology

for

RSMBC also, as part of sub-task 3.2.6, undertook a benchmarking
exercise to independently benchmark the proposed operating costs.

RSMBC Comments
2.7

Whilst noting the comments made by QRC, it should be noted that the
scope of our review under Sub-task 3.2.1 was to review the cost
allocation methodology for corporate overhead costs. Our scope of
work under sub-task 3.2.1 did not include a review of the efficiency of
the costs.

2.8

As noted by the QRC as part of our review, we did however:


obtain from Aurizon Network historical financial information in a
format consistent with the classification and presentation of the
UT4 forecast operating expenditure;



prepare an annual summary, for both the total operating costs
and for each cost category, comparing the historical costs of UT3
and the forecast costs of UT4 both on the basis of absolute
dollars and dollars per train path;



where there was a significant variance in costs, either in terms of
an agreed materiality level, or in terms of a movement of +/- 5%,
we requested an explanation for the variance from Aurizon
Network; and

The work undertaken by RSMBC comprised the following procedures:


driver
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2. – Task 3.2.1 – Review of Corporate Overhead Cost allocation
Methodology

2.

o

we assessed the responses from Aurizon Network for
reasonableness and requested further supporting documentation
where considered necessary.

Allocation issues



Use of the blended allocator for costs with no causal driver and
the impact of electricity pass through
2.9

The scope of work undertaken by RSMC is set out in section 3.5
above.

2.10 In undertaking our analysis, we concluded that


“an alternative methodology to apply to cost centres where no
clear cost driver can be determined may be to utilise direct costs
as a percentage of total direct costs on the basis that:
o

this is the most commonly adopted methodology in the
regulatory environment;

o

it is the primary methodology adopted by Energex, the
company that Aurizon Network has identified as a comparable
business;



we note that circa 59% of Aurizon Network’s direct costs relate to
energy costs, which may reduce the appropriateness of the direct
cost methodology.
However, we still consider that this
methodology should be considered.



in calculating the proportion of direct costs, we consider that the
direct costs attributed to Aurizon Network should:
o

exclude capitalised costs, on the basis that Aurizon
Network capitalises a separate corporate overhead
component into its capitalised expenditure; and

should a blended allocation factor be utilised, we consider that
the revenue component could be swapped with a direct cost
component (calculated as set out above) on the basis that a large
proportion of Aurizon Network’s revenue relates to the return on
and the return of capital in relation to the value of the RAB. The
utilisation of revenue would therefore appear to include reference
to the value of Aurizon Network’s assets twice.”

2.11 We note that QRC agrees with our conclusion that direct costs may
be a more appropriate allocator for corporate overhead costs. We
further note QRC‟s comments regarding the impact of electricity
pass-through.
2.12 Given QRC‟s comments, RSMBC has calculated the UT4 operating
expenditure allowance on the basis of the following two additional
methodologies:


direct costs allocation % with energy costs excluded; and



alternative blended rate with direct costs instead of revenue
and direct costs excluding energy costs.

exclude maintenance costs, on the basis that Aurizon
Network has proposed a separate corporate overhead
component in relation to maintenance costs; and
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Methodology



2.13 Under the direct costs allocation methodology, with energy costs
excluded, the percentage of costs allocated to below rail activities for
divisions with no causal driver is
% as set out below.
Direct cost allocation calculations
Aurizon Network Direct Costs *

$'000

Consumables
Employee benefits expense
Other expenses

300,000
64,000
6,000

Total direct costs

370,000

Less: maintenance costs **
Less: energy costs **

2.14 Under the alternative blended rate with direct costs instead of revenue
and direct costs excluding energy costs methodology, with energy
costs excluded, the percentage of costs allocated to below rail
activities for divisions with no causal driver is
% being the
average of:

(153,000)
(103,600)
113,400 (A)

Total Aurizon Holdings Direct Costs ***
Consumables
Employee benefits expense

1,353,000
1,182,000

Total costs

2,535,000

Less: overhead costs ****
Less: energy costs **

(
)
(103,600)

Total direct costs



FTEs – 5.29%;



Asset values - 47.44%; and



Direct costs –

%.

2.15 Under these two scenarios, taking into account the changes to
adjustments recommended by RSMBC in our report dated January
2014, the revised allocated corporate overhead costs are as
summarised below.
Direct costs allocation % with energy costs excluded

(B)

Amended Forecast Operating expenditure

System wide operating expenditure - Aurizon Network Proposed

Direct costs allocation percentage (A/B)

%

Add: Adjustment to allocation of non-coal activities
Less: adjustments based on high level review of operating expenditure

* Source: Aurizon Network Audited Annual Report - 30 June 2013
** Source: Aurizon Network Audited Annual Report - 30 June 2013 (Note 5)
*** Source: Aurizon Holdings Audited Annual Report - 30 June 2013
**** Source: Aurizon Holdings - Historical Corporate Costs Spreadsheet

Year ending

Year ending

Year ending

Year ending

30 June 2014

30 June 2015

30 June 2016

30 June 2017

Forecast

Forecast

Forecast

Forecast

$'000

$'000

$'000

$'000

57,578

60,230

65,401

67,220

1,225

1,288

1,354

1,416

(446)

(457)

(469)

(480)

Amended system wide operating expenditure

58,357

61,061

66,286

68,156

Corporate overheads - amended as set out in Section 3 - Page 55

39,638

41,087

42,551

43,981

Less: adjustments based on high level review of operating expenditure

(2,276)

(2,332)

(2,391)

(2,450)

(486)

(498)

(510)

(523)

36,877

38,256

39,650

41,007

Less: adjustments based on detailed review of operating expenditure
Amended corporate overheads
Total amended operating expenditure
UT4 proposed costs

95,234

99,317

105,937

109,163

123,551

128,849

136,689

141,086

Source: RSMBC Calculations
Costs expressed in nominal terms
* adjustments have been inflated based on CPI of 2.5% per annum
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Alternative blended rate with direct costs instead of revenue and direct
costs excluding energy costs.

Direct costs allocation % with energy costs excluded

Year ending

Year ending

Year ending

30 June 2015

30 June 2016

30 June 2017

Forecast

Forecast

Forecast

Forecast

$'000

$'000

$'000

$'000

Blackwater

27,760

29,506

32,432

34,016

Goonyella

46,172

47,369

50,073

50,651

Newlands

6,622

6,677

6,910

7,329

Moura

6,111

6,258

6,049

6,341

GAPE

8,570

9,507

10,472

10,825

95,234

99,317

105,937

109,163

Total
Source: RSMBC Calculations
Costs expressed in nominal terms

Alternative blended rate with direct costs instead of revenue and direct
costs excluding energy costs

Amended Forecast Operating expenditure

System wide operating expenditure - Aurizon Network Proposed
Add: Adjustment to allocation of non-coal activities
Less: adjustments based on high level review of operating expenditure

Year ending

Year ending

Year ending

Year ending

30 June 2014

30 June 2015

30 June 2016

30 June 2017

Forecast

Forecast

Forecast

Forecast

$'000

$'000

$'000

$'000

57,578

60,230

65,401

67,220

1,225

1,288

1,354

1,416

(446)

(457)

(469)

(480)

Amended system wide operating expenditure

58,357

61,061

66,286

68,156

Corporate overheads - amended as set out in Section 3 - Page 55

55,291

57,498

59,724

61,877

Less: adjustments based on high level review of operating expenditure

(6,536)

(6,700)

(6,867)

(7,039)

Less: adjustments based on detailed review of operating expenditure

(1,659)

(1,701)

(1,743)

(1,787)

Amended corporate overheads

47,095

49,097

51,113

53,050

Total amended operating expenditure

105,452

110,158

117,400

121,206

UT4 proposed costs

123,551

128,849

136,689

141,086

Source: RSMBC Calculations
Costs expressed in nominal terms

2.16 RSMBC also, as part of sub-task 3.2.6 undertook a benchmarking
exercise to independently benchmark the proposed operating costs.
2.17 Whilst acknowledging the limitations of RSMBC‟s benchmarking that
was prepared on a desktop basis, and the issues raised regarding
EY‟s Benchmarking Report set out in our report, we note that the
Direct Cost Allocation methodology (prior to any revisions) is broadly
consistent with EY‟s Cumulative Industry Benchmark and below that
of Rail Company 1 and Rail Company 2 (as set out on page 55 of our
report).
2.18 Further, the table set out at 8.122 of our report sets out the impact of
a number of proposed adjustments to the 2012/13 corporate cost
allocations, noting that we have demonstrated the impact of an
adjustment representing 100% of the FY2014 overall corporate
overhead stretch target.

Adjustment of base corporate costs prior to allocation
2.19 QRC‟s comments are noted.
2.20 RSMBC considers that by adjusting the allocators (direct costs,
revenue, FTE‟s) to exclude maintenance functions of Aurizon Network
in the numerator of the fraction of costs applied to below rail activities
avoids the double counting of overhead costs.

* adjustments have been inflated based on CPI of 2.5% per annum

Amended Forecast Operating expenditure - by system

Year ending

Year ending

Year ending

Year ending

30 June 2014

30 June 2015

30 June 2016

30 June 2017

Forecast

Forecast

Forecast

Forecast

$'000

$'000

$'000

$'000

Blackwater

30,494

32,447

35,672

37,494

Goonyella

51,163

52,593

55,532

56,264

Newlands

7,408

7,481

7,732

8,221

Moura

6,749

6,922

6,677

7,014

GAPE

9,638

10,714

11,786

12,213

105,452

110,158

117,400

121,206

Total
Source: RSMBC Calculations
Costs expressed in nominal terms

2.21 It should be noted that the denominator used to calculate the fraction
of costs applied to below rail activities included maintenance
functions.

Other recommendations of RSMBC
2.22 QRC‟s comments are noted.

Review of benchmarking
2.23 QRC‟s comments are noted.
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Amended Forecast Operating expenditure - by system

Year ending
30 June 2014

2.24 QRC‟s comments are noted.
2.25 In undertaking our review, we were requested to provide an opinion
on the validity of the cost allocation methodology used by Aurizon
Network.
2.26 On the basis of the scope of work undertaken, we consider our
findings and conclusions set out in paragraphs 3.99 to 3.107 of our
report to be appropriate.
2.27 QRC has commented that an adjustment should be made in
calculating the allocation percentages to reflect the complexity of
below rail activities compared to above rail activities. Effectively, this
would result in a weighting within the calculation of the allocation
percentages.
2.28 Whilst noting the above, RSMBC considers that the above suggestion
would be difficult to implement, as there would be a high level of
subjectivity in relation to the calculation of any weighting.

Conclusion to Section 3 of RSMBC report
2.29 Whilst acknowledging the limitations of RSMBC‟s benchmarking that
was prepared on a desktop basis, and the issues raised regarding
EY‟s Benchmarking Report set out in our report, we note that the
Direct Cost Allocation methodology (prior to any revisions) is broadly
consistent with EY‟s Cumulative Industry Benchmark and below that
of Rail Company 1 and Rail Company 2 (as set out on page 55 of our
report).
2.30 Further, the table set out at 8.122 of our report sets out the impact of
a number of proposed adjustments to the 2012/13 corporate cost
allocations, noting that we have demonstrated the impact of an
adjustment representing 100% of the FY2014 overall corporate
overhead stretch target.
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Consideration of stakeholder submissions

Task 3.2.1b – Review of Corporate Overhead
Cost Allocation – Maintenance Costs

Scope
3.1

RSMBC was requested by QCA to review the corporate overhead
costs proposed by Aurizon Network in the UT4 maintenance
submission.

3.2

The review included undertaking an assessment of the estimate of
Aurizon Network‟s maintenance services overheads report prepared
by Deloitte Access Economics.

3.3

RSMBC was requested to provide an opinion on the reasonableness
of the overhead costs proposed by Aurizon Network.

3.6

The Deloitte Access Economics report does not provide any details of
the sources of the benchmark information and therefore we are
unable to undertake detailed analysis of how the 12% benchmark is
derived. However, we would comment that the Deloitte Access
Economics report related solely to maintenance overheads. The
overhead costs referred to in our report dated January 2014 related to
non-maintenance overheads and therefore may not be comparable.

QRC Comment re double-counting
3.4

Please refer to previous comments raised in paragraphs 2.20 to 2.21
of this report.

Overheads as a % of costs
3.5

QRC has noted that:


Deloitte Access Economics report in relation to maintenance
overheads refers to ARTC overheads comprising 12% of
operating costs;



RSMBC‟s table shows ARTC overhead costs at 36% of total
costs; and



Aurizon Network‟s claim for non-maintenance overheads
amounts to more than 53% of total costs.
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Maintenance Costs

3.

Task 3.2.2 – Benchmarking of Cost of
Insurance Premiums

Scope
4.1

RSMBC was requested by QCA to benchmark the insurance costs
proposed by Aurizon Network based on a commissioned report from
Willis Australia Limited (“Willis”) and provide an opinion on the
reasonableness of the proposed costs in the context of the
assumption that Aurizon Network operates as a stand-alone business.

4.2

As part of the above process, RSMBC was requested by QCA to
consider relevant submissions from QRC, Asciano, BMA and BMC
and RTCA.

4.3

We note QRC‟s comments and have no further comments to make.
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4.

Task 3.2.3 – Review of Calculation of Mine
Depreciation Profile

Scope
5.1

RSMBC was requested by QCA to provide an opinion on the
proposed change in the calculation of RAB depreciation based on the
analysis of CQCN mine lives as discussed in section 6.4 of Volume 3
of the 2013 Draft Access Undertaking.

5.2

As part of the above process, RSMBC was requested by QCA to
consider relevant submissions from QRC, Asciano, BMA and BMC
and RTCA.

5.5

We also note that Aurizon Network has proposed a maximum
economic life of assets for all regions of 25 years which is inconsistent
with the mid-point for the Northern Bowen Basin and Moura economic
regions, as set out above.

Review of change to depreciation policy
5.3

We have reviewed the Submission in relation to the calculation of the
mine depreciation profile. We also acknowledge QRC‟s assertion that
that other approaches may not be unreasonable. However, we
remain of the opinion that the adoption of an amended maximum
economic life of assets based on the mid-point of the average mine
lives weighted by marketable reserves and production rates does not
appear unreasonable.

5.4

The amended maximum economic life of assets for each economic
region is (rounded):


Northern Bowen Basin – 27 years;



Blackwater – 25 years; and



Moura – 27 years.

10

5. – Task 3.2.3 – Review of Calculation of Mine Depreciation Profile

5.

Task 3.2.4 – Benchmarking of Forecast
Compliance Audit Costs

Scope
6.1

RSMBC was requested by QCA to provide an opinion on the
reasonableness of the forecast compliance audit fees included by
Aurizon Network in the UT4 forecast operating expenditure.

6.2

As part of the above process, RSMBC was requested by QCA to
consider relevant submissions from QRC, Asciano, BMA and BMC
and RTCA.

Review of forecast compliance audit costs
6.3

We note the comments made in the Submission and have no
comments to make.
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6.

Task 3.2.5 – High Level Review of Forecast
Operating Expenditure

The ‘shadow benchmark’
7.5

Acknowledging the limitations of benchmarking, we note that QRC
supports the development of the „shadow benchmark‟.

7.6

However, we further comment in our report that a full operational and
organisational analysis of Aurizon Network‟s operations would be
required to arrive at firm conclusions with regard to an efficient
operating model for the Aurizon Network.

7.7

We note that QRC is supportive of the above, however, given the cost
and extent of such an exercise this has not been possible as part of
our review.

Scope
7.1

7.2

RSMBC was requested by QCA to:


benchmark Aurizon Network‟s forecast operating expenditure for
the CQCN with relevant industry comparators; and



compare the forecast operating expenditure to historical
operating expenditure at both the regional and system levels.

As part of the above process, RSMBC was requested by QCA to
consider relevant submissions from QRC, Asciano, BMA and BMC
and RTCA.

Data used in benchmarking
7.8

A benchmark is a standard of excellence or achievement against
which similar operations can be measured or a standard or reference
by which others can be judged. Organisations which are performing at
below benchmark performance levels generally use the benchmarks
as a driver for productivity gains and improved performance in their
organisation.

Lack of consideration of special complexities of benchmark
entities

7.9

We note and understand the concerns expressed by QRC, however,
without undertaking a much more in depth review we are unable to
comment on individual operational specifics.

7.4

7.10 We can confirm that the shadow benchmark has been prepared on an
appropriate basis.

Reliance on Aurizon Network’s claims for increased costs
7.3

The comments included in our report were provided by Aurizon
Network in its response to our draft report and have been included in
our report accordingly.

It is difficult to review specific system complexities in a desktop
benchmarking exercise, however, we acknowledge that all rail
networks face individual operational challenges. A more in depth
review of the Aurizon Network‟s operation and other operations in
Australia would undoubtedly allow a more detailed view to be
reached.

7.11 It is recognised, however, that a desktop review based on publicly
available information does not have the rigour of a more detailed and
in depth review and may have shortcomings.
7.12 We note QRC's comment that the indicative shadow should be the
most reliable indicator, recognising that this indicator approaches best
practice efficient costs and that most organisations will fall short of this
because of varying factors.
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7.

prepared an annual summary, for both the total operating costs
and for each cost category, comparing the historical costs of UT3
and the forecast costs of UT4 both on the basis of absolute
dollars and dollars per train path;



where there was a significant variance in costs, either in terms of
an agreed materiality level, or in terms of a movement of +/- 5%,
we requested an explanation for the variance from Aurizon
Network; and



7.15 It should be noted that RSMBC was requested to undertake a high
level review of forecast operating expenditure

we assessed the responses from Aurizon Network for
reasonableness and requested further supporting documentation
where considered necessary.

7.16 Acknowledging the limitations of benchmarking, we also note that
QRC supports the development of the „shadow benchmark‟.

Corporate Branding, Legal costs and UT5 and other regulation
and policy expenditure

7.17 However, we further comment in our report that a full operational and
organisational analysis of Aurizon Network‟s operations would be
required to arrive at firm conclusions with regard to an efficient
operating model for the Aurizon Network.

7.19 The scope of our review was to compare the historical costs of UT3
and the forecast costs of UT4.

7.14 Further development of a shadow benchmark can be undertaken,
however, time constraints exclude this in terms of the UT4 decision.
An in depth independently developed shadow benchmark could be
fully developed and reviewed prior to any UT5 decision.

RSMBC Conclusions

Comparison of forecast operating expenditure to historical
operating expenditure
Work undertaken by RSMBC
7.18 We performed the following:


7.20 We note the Submission makes reference to corporate branding and
legal costs within commercial development. These matters are
considered in paragraphs 8.102 to 8.109 and 8.75 to 8.78 of our
report.
7.21 We further note QRC‟s comments in relation to UT5 and other
regulation and policy expenditure and consider this to be a matter to
be reviewed by QCA.

obtained from Aurizon Network historical financial information in
a format consistent with the classification and presentation of the
UT4 forecast operating expenditure;
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7.13 The key for any organisation should be an aim for productivity and
efficiency improvement programs to bring costs closer to the best
practice target benchmarks.

8.

Task 3.2.6 – Total Cost Benchmarking

Scope
RSMBC was requested by QCA to benchmark Aurizon Network's
total operating expenses against its historic performance and similar
companies.

8.2

As part of the above process, RSMBC was requested by QCA to
consider relevant submissions from QRC, Asciano, BMA and BMC
and RTCA.

8.6

Work undertaken by RSMBC
8.3

8.4

8.5

The approach adopted for benchmarking Aurizon Network‟s total
operating expenses was consistent with the approach outlined in
section 8 of this report.
For the purpose of this exercise, “Operating Costs” were defined as:


Train control (costs including safeworking and operations
administration);



Infrastructure management(costs of infrastructure management
which include telecommunications, engineering and research &
development activities); and



Business management (costs related to regulation and policy,
master planning, new business and major projects activities).

8.7

The benchmarking analysis benchmarked costs based on the basis
of:


total absolute dollars;



$/track km



$/train path (where information is available);



$/GTK (forecast); and



$/GTK (contracted);

Aurizon Network‟s costs were benchmarked on contracted volumes in
addition to forecast volumes on the basis that Aurizon Network is
required to be in a position to resource to contract or peak capacity
levels.

“Overheads Costs” were defined as the Corporate Overheads within
the Aurizon Holdings group that were allocated to below rail activities,
as discussed in Section 3 of this report.
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8.1

8.9

The track km used in the calculation of comparable costs for ARTC
Hunter Valley has been reviewed following the provision of track map
information. A revised track distance of 740km has been used to
adjust the costs / track km to those in the table below. The
calculations of GTK, however, remain unchanged.
UT4
(2013/14
forecast)

Brookfield
Rail
(2009 adj)

ARTC Hunter
Valley
(Avg 2013/14
forecast)

Operating Cost ($ million)

57.579

14.330

29.730

Overhead Cost($ million)

65.973

20.854

16.671

Total cost ($ million)

123.552

35.184

46.401

Track Km (estimated)

2,667

1,997

740

Total Cost / Track Km

$46,326

$17,618

$62,704

Forecast GTK (million)

80,513

23,532

43,309

Total Cost / Forecast GTK
(cents)

0.153

0.150

0.107

Contract GTK (million)

107,138

N/a

43,309

Total Cost / Contracted GTK
(cents)

0.115

N/a

0.107

8.10 We note QRC‟s comments and draw attention to the comments made
in paragraphs 9.26 and 9.42 to 9.44 of our report, noting that ARTC‟s
operating cost per track km calculation has been amended to reflect a
revised track length and our comments should be read accordingly.

8. – Task 3.2.6 – Total Cost Benchmarking

8.8

We note that track km is not necessarily the most prudent measure for
allocating and benchmarking total operating and corporate overhead
allowances. This metric was, in part, used as it was part of the terms
of reference issued. We consider operating cost / GTK to be a more
prudent metric.
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Task 3.2.7 – Detailed Review of Forecast
Operating Expenditure

Scope
9.1

RSMBC was requested by QCA to:


assess Aurizon Network‟s forecast operating expenditure to
ensure that the forecast cost did not reflect:
o

costs that were also included in other operating expenditure
categories (i.e. there is no „double-counting‟);

o

operating expenditure associated with Aurizon Holdings
Limited‟s above-rail activities;

o

other costs (e.g. overheads) associated with specific capital
works projects, which were the subject of separate
applications to the Authority; or

o



if not reasonable, determine a reasonable forecast for the cost
category with reference to the analysis and provide its reasoning.



determine whether Aurizon Network‟s forecast operating
expenditure includes an adjustment to reflect productivity
improvements over the regulatory period (e.g. x-factor or other
adjustment):
o

if Aurizon Network had not proposed an adjustment to reflect
productivity improvements, assess whether or not this
assumption was reasonable based on relevant factors (e.g.
forecast volumes / capital expenditure) ; or

o

if Aurizon Network had proposed an adjustment to reflect
productivity improvements, assess the reasonableness of
that adjustment taking into account relevant factors (e.g.
forecast volumes / capital expenditure); and

o

in either case, confirm the reasonableness, or not, of
Aurizon Network‟s proposal. If Aurizon Network‟s proposal
was unreasonable, determine an appropriate adjustment to
Aurizon Network‟s forecast operating expenditure to reflect
productivity improvements.

any other source of double-counting the consultant may
identify.



adjust Aurizon Network‟s forecast cost to remove any doublecounting (if applicable), as identified;



benchmark Aurizon Network‟s forecast operating expenditure
(using the adjusted forecast cost, if applicable) against the
operating expenditure of relevant industry comparators for
efficiency;



identify and explain any difference between the (adjusted)
forecast cost and the benchmark cost;



determine whether or not Aurizon Network‟s (adjusted) forecast
cost was reasonable and:

9.2

As part of the above process, RSMBC was requested by QCA to
consider relevant submissions from QRC, Asciano, BMA and BMC
and RTCA.
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9.

9.3



from the above assessed an x - factor in terms of what we
consider to be reasonable productivity improvements; and



compared our assessed x - factor against productivity
improvements reflected with Aurizon Network‟s submission for
the UT4 period;

We performed the following procedures:


obtained an understanding of the forecast model used by Aurizon
Network to forecast operating costs;



obtained an understanding of the key assumptions and
underlying build-up methodology within the forecast model;



undertook a detailed
methodology to identify:

review

of

the

underlying

build-up

o

any double-counting of costs;

o

any costs which may either in full, or in part, relate to
Aurizon Holdings Limited‟s above-rail activities;

9.5

reviewed the forecasts for any capital works projects that could
be the subject of applications to the Authority;



reported any exceptions noted from the above review and
prepared an adjusted Aurizon Network operating expenditure
forecast to amend the impact of any exceptions noted;



benchmarked the amended Aurizon Network‟s forecast operating
expenditure against relevant industry comparators for efficiency
on the same basis as outlined for sub-task 3.2.5 (section 8 of this
report).



reviewed past operating/maintenance cost submissions for
previous regulatory periods;
reviewed productivity improvements evident
Agreements of comparable below rail operators;

9.4

QRC‟s comments are noted.

Benchmarking of amended costs





Review of cost items

in

Access

QRC‟s comments are noted.

Productivity improvement: CPI - x
9.6

QRC‟s comments are noted. We specifically note QRC‟s comments
that an appropriate approach is to:


establish an efficient baseline overhead allowance, based on a
shadow benchmark approach or on an allocation method which
ensures that each element is efficient prior to allocation; and



apply a CPI – x to the resulting allowance, reflecting further
efficiency improvements which can be captured over time.

A full operational and organisational analysis of Aurizon Network‟s
Network‟s operations would be required to arrive at firm conclusions
with regard to an efficient operating model for the Aurizon Network.
9.8

We note that QRC is supportive of the above, however, this was not
part of our scope of work. Given the cost and extent of such an
exercise this has not been possible as part of our review.
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Work undertaken by RSMBC

Maintenance Submission - Return on Assets

10.1

10.2

RSMBC was requested by QCA to:


obtain a copy of Aurizon Network‟s return on assets
calculations for the UT4 period and check the calculation for
mathematical accuracy and, where applicable, trace the
calculations back to source documents;



review the methodology employed by Aurizon Network to
ensure that only assets relevant to maintenance activities have
been included within the return on assets calculation;



discuss with Aurizon Network the logic for the utilisation of
Gross Replacement Value in the calculation of the return on
assets rather than book value and provide an opinion in relation
to the reasonableness of this approach;



assess the impact on the return on asset costs of the utilisation
of asset‟s book values instead of the Gross Replacement
Value; and



request Aurizon Network‟s supporting documentation for the
Real Pre-Tax Weighted Average Cost of Capital utilised in the
calculation and undertake a high level assessment of
reasonableness based on the proposed Regulatory Weighted
Average Cost of Capital proposed by Aurizon Network.

As part of the above process, RSMBC were requested by QCA to
consider relevant submissions from QRC, Asciano, BMA and BMC
and RTCA.

10.3

With respect to Aurizon Network‟s ability to capture “windfall gains”
by the adoption of the Gross Replacement Methodology, it should
be noted that net difference between the historical cost and gross
replacement cost methodologies over the UT4 period is not
quantified in our report. The $13 million difference identified is
subject to a deduction in relation to the cost of major periodic
maintenance. We were not provided with this amount during the
course of the engagement. Accordingly, the actual difference
between the historical cost and gross replacement value
methodologies is not known.

10.4

In respect of QRC‟s concern that it is not appropriate to pay an
untested „market „ price if there is not a competitive market:


If Aurizon did not provide the maintenance services, it could
employ a contractor to provide the services at a market rate. In
this circumstance, the capital currently employed to fund the
maintenance equipment could be employed in an alternative
use. The GRV methodology seeks to compensate the service
provider for the opportunity cost borne by providing the service.
The historical cost basis does not necessarily reflect the
opportunity cost to Aurizon.



The GRV methodology utilises a real pre-tax WACC of 6.83%
which is based on the Regulatory WACC proposed by Aurizon
Network. A detailed review of the Regulatory WACC and its
applicability to the GRV calculation was outside the scope of
our report. To the extent that the replacement cost of the
assets is accurate, and that the WACC of 6.83% represents an
appropriate return to compensate the service provider for the
18

Maintenance Submission - Return on Assets

Gross replacement value

Scope

10.

10.

During the course of our review, we requested an estimate of major
periodic maintenance from Aurizon Network.
However, this
information was not provided.

10.6

If Aurizon Network is able to provide an estimate, RSMBC will be in
a position to review and analyse this information and comment
accordingly.

10.

10.5

Maintenance Submission - Return on Assets

commercial risks involved in providing the maintenance service,
we consider that return calculated under the GRV methodology
would be commensurate with the market price of the services in
a competitive market.
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RSMBC review on the return on inventory and working capital
within maintenance

Scope

11.3

11.1

11.2

We note the comments in the Submission and refer QRC to
paragraphs 14.3 to 14.20 of our report.

RSMBC was requested by QCA to:


request copies of Aurizon Network‟s calculations for the
assigning of inventory values to below rail coal activities and
assess for reasonableness, mathematical accuracy and, for a
sample of items test the calculations back to supporting
documentation;



request copies of Aurizon Network‟s calculations for the return
on working capital and assess for reasonableness and
mathematical accuracy; and



through discussions with Aurizon Network, assess the
reasonableness of Aurizon Network‟s proposed return in
inventory charges in light of the proposed change in modelling
to include no intra-year cash flows which, prima facie, negates
the need for a working capital / inventory allowance.

As part of the above process, RSMBC has been requested by QCA
to consider relevant submissions from QRC, Asciano, BMA and
BMC and RTCA.
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11 – Maintenance Submission -. Return on Inventory and Working
Capital

11. Maintenance Submission - Return on
Inventory and Working Capital
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