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MR HINTON: Thanks, good morning and welcome to the public hearings for the
Productivity Commission’s review of the Gas Access Regime. My nameis Tony
Hinton and I’'m the Presiding Commissioner for thisinquiry. My fellow Associate
commissioner on my right is Michael Folie. The inquiry terms of reference were
received from the Treasurer in June 2003 and covers, in brief terms, the following six
matters. first, the benefit costs and effects of the Gas Access Regime including its
effect on investment; secondly, improvements to the Gas Access Regime, its
objectives and its application to ensure uniform third party arrangements are applied
on a consistent national basis; thirdly, how the Gas Access Regime might better
facilitate a competitive market for energy services; fourthly, the appropriate
consistency between the gas code, the national access regime and other access
regimes; fifthly, the institutional and decision-making arrangements under the Gas
Access Regime, and finally the appropriateness of including in the gas code
minimum requirements for access to users such as price and non-price requirements.

The Commission is grateful to the various organisations and individuals who
have already participated in the initial round of hearings last September and through
earlier submissions. Thisround of hearings follows the release of our draft report
last December and the purpose of these hearings is to provide an opportunity for
interested parties to discuss their submissions on that draft report. Participants are
welcome to a'so comment on views expressed in other submissions. Hearings have
already been held in Melbourne last Friday and further hearings will be held in
Sydney tomorrow and Friday, and in Adelaide and Perth next week. Thefinal report
will be submitted to the government in mid June as schedul ed.

We like to conduct all hearings in areasonably informal manner, but | remind
participants that afull transcript is being taken. For this reason comments from the
floor cannot be taken, but at the end of the day’s proceedings | will provide an
opportunity for anyone who wishes to do so to make a brief presentation.
Participants are not required to take an oath but are required under the Productivity
Commission Act to be truthful in their remarks. The transcript will be made
available to participants and will be available from the Commission’s web site
following the hearings. Copies may also be purchased, using an order form,
available from the Commission staff here today. Submissions to the Commission for
thisinquiry are also available on our web site.

To comply with requirements of the Australian government’s occupational
health and safety legidlation, | draw to the attention of all those attending here today
the emergency procedures if the occasion arises. Thereisastandard alarm system
and fire exits are located at both ends of the corridor, out through the door behind
you. The assembly areafor evacuation is on the footpath on Wickham Terrace
between Twine and Lilley Streets.
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I would now like to welcome our first presenters for these hearings herein
Brisbane today. Weve got Mr Michael Cavell, Mr Peter Clarke and Mr Max Kimber
representing Enertrade. Welcome, and to set things in motion 1’d be grateful if you
could make an introductory statement before moving to question and discussion
session.

MR CAVELL: [I'll bebrief but I'll do that. First, just to put in context who is here,
Peter Clarke is the general manager of legal and external affairs for Enertrade and
Max Kimber, who will be appearing on his own behalf soon, is a consultant to
Enertrade in the development of third party access principles to be applied to the new
pipeline that we are building in North Queensand. So Max isintimately familiar
with the approach that we've taken to third party access.

I'd like to open by commending the commission and its draft report on what |
think is a courageous but critical recognition which is that the existing Gas Access
Regime with the full cost of service regulation force behind it has been a deterrence
to investment and to activity in the gas pipeline sector. In our initial submission we
suggested that there should be an approach to regulation that allows for amore
light-handed approach and we commend the commission on its recommendation for
atwo-tiered approach. We may have some practical issues associated with that, but
in concept we are absolutely 100 per cent convinced that there should be two tiers,
there should be a light-handed approach and that in fact that light-handed approach is
critical to the development of gas infrastructure going forward.

The niggling issues we have associated with it have to do with principally two
areas - and I'll addressthosefairly quickly. Thefirst isthat the proposal from the
commission has a distinction between the two approaches that we think will be
difficult to administer, the distinction between amaterial effect on competition and a
substantial effect is one that will be difficult to have clear standards about and asa
result islikely to result in some confusion about when the two regimes should apply,
and we would recommend that the distinction between the two be based more upon
not so much the existence but the abuse of market power, that the light-handed
approach should be the preferred approach, the approach that would be applied in
amost all instances unless there’'s a demonstrabl e case where the service provider has
abused whatever market power they may or may not have, associated with their
assef.

This doestwo things: (1) it requires potential users of the system to spend the
time to determine if they can get access on a negotiated basis and second, it focuses
the heavy hand of the cost of service regulation only on those service providers who
have demonstrated an unwillingness to provide third party access on acommercial
and negotiated basis. The second niggling point that we have has to do with who
makes that judgment. In our view, the monitoring of the light-handed regime should
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be performed by an independent party and not by the regulator himself. Our view is
that the regulator will have anatural bias and not being critical with that, but a
natural bias towards the more heavy-handed and the more control-focused cost of
service approach, and that given any opportunity to exercise that, that they would
have a natural tendency to do so. Asaresult, our view isthat the preferred audit or
monitoring of the light-handed performance of the service provider should be done
by an independent auditor. That could be aKPMG, a PWC or just about anybody
who has any experience at all associated with infrastructure assets.

Having said that, again | would like to commend the commission on the
recognition of the need for the two-tiered approach. I'd like to make an offer. We at
Enertrade, as | noted, are in the process of building a pipeline that goes from
Moranbah to Townsville. It's a pipeline that we intend to have full third party access
to and the reason s for that are because our commercial interest is supported by
greater usage of the pipeline. The pipelineis being built with excess capacity. Some
of the challenges associated with the current regime, as you know, are associated
with the existence of excess capacity and assets. We're building one that has excess

capacity.

We're offering third party access through published principles that we expect
will be published by 1 April and the asset construction is just under way at this point.
It's not yet published so it’s not in a position where we could provideit in our
submission, but if the commission isinterested in our views on what third party
access means from a commercia standpoint we would be happy to make those
access principles available to the commission once we publish them on the web site
in about 10 days. So with that, I'll open myself to questions.

MR HINTON: Thank you very much for those comments and thank you for your
attendance today. But also, thank you for your further submission that directly points
to our draft report. We appreciate that substantive participation in this process.
Thank you for your offer regarding informing us of those access principles scheduled
for release on 1 April. Wed like to take you up on that, thank you very much. We
think that that sort of practical experience can have direct relevance to how a
monitoring regime might be implemented where, as you know, in our draft report,
the key characteristic is one of the service provider offering an access policy for third
party access as a key condition of participation in that tier of monitoring and | think
my team will be in contact with yours about the 1 April release, | hope.

MR CAVELL: Certainly.
MR HINTON: Naturaly your submission raises alot of issues and you've flagged

acouple of them. I'd like to take up a number of questions that have some sort of
structure to them, but they might be alittle sporadic and move around a bit. So that’s
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the nature of this exercise | suspect, Michael, so bear with me. My first questionis
in relation to a sort of a broad sector issue and it'sin relation to transmission versus
distribution. Enertrade has the approach that the new regime should have al covered
transmission pipelines in the monitoring tier as a matter of course; that is, it'sa
default option, not the cost-based price regulation tier that existsin the current
regime that would apply to all transmission, and you argue in your submission that
this relates to market power and the sort of absence of significant market power
associated with particularly the size of customers alone for transmission pipelines.

That isavery interesting juxtaposition with a submission in our hearing in
Melbourne last Friday where a company involved in the distribution side of the
sector argued the absolute reverse of that. They argued that distribution networks are
the ones that definitely had no power and therefore they should be put in the
monitoring basket as a matter of course as a default option. But those transmission
pipelines, they're big and large and they have natural monopoly characteristics, and
so they need not necessarily be put as a default option in monitoring. It was that
juxtaposition between Friday and Wednesday that quite struck me. 1’d welcome your
comments on that, whether you can elaborate further as to your reasoning behind
transmission as opposed to distribution.

MR CAVELL: I'mnot surprised by the views that they would have. I'm a bit
perplexed by the notion that somehow transmission pipelines, which are effectively a
conduit between two different markets - the downstream user market and the
upstream producer market - somehow has market power that exceeds that of anybody
on either of those other marketplaces. In my view the market power that parties have
isafunction of the diversity of the market, not necessarily the location of the asset.
I’m not surprised by the views that they would have. | am a bit perplexed by the
notion that somehow transmission pipelines, which are effectively, a conduit

between two different markets, the downstream user market and the upstream
producer market, somehow has market power that exceeds that of anybody in either
of those other marketplaces. In my view, the market power that the parties haveisa
function of the diversity of the market, not necessarily the location of the asset.

I would say this about distribution: thiswill sound perhaps crude, but the
distribution assets are much closer to voters, if you will, or to end users, and the
result of that is often that, regardless of the merits of the discussion about whether
distribution assets should or should not be subjected to a heavy-handed regulation,
the redlity isthat they serve consumers who are residential and small consumersin
their nature, and we as a transmission pipeline, serve them as the distribution
company and that connection or juxtaposition with the small user is probably what
drives most of the interest in the more heavy-handed or cost of service approach to
distribution assets.
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In atheoretical sense, | don't think that's necessary. | think what we're trying to
say in our submission is, if that in fact is the case and that the existence of smaller
customers for distribution companies somehow imbues them with a greater degree of
market leverage or market power, or however you want to look at that particular
phrase, let’s not drag the transmission sector down with it, because those same
principles and issues do not apply in what, as | said, is a conduit asset between two
different markets where there's quite a great deal of competition and there's quite a
difference in the scale of the customers.

Our customers on the pipeline to Townsville are a power station, a large nickel
refinery, alarge zinc refinery, afairly significant set of industrial customers and
possibly adistribution company, which currently doesn't exist, and that distribution
company, frankly, in the Townsville market, would be atiny fraction of the size of
the marketplace that existed from an industrial and a power generation standpoint. It
would be, to me, incongruous to drive regulatory principles around the potential for a
distribution asset being connected to it and having that, effectively, flow back
upstream into a more heavy-handed approach to the transmission pipeline.

The other thing | would say, that as a genera principle in our access principles,
it precludes us from discriminating based upon volume. There is a natural tendency,
if you will, to negotiate more effectively with larger customers than with smaller
ones, but what we have done is we have said that those larger customers will in fact
establish the market and that we will offer those same terms and conditions to any
other customer, regardless of their size. The purpose of that isto ensure that the
disparity in size between the transmission pipeline and the downstream user does not
become afactor in the negotiation. So that, in reality, when we negotiate with the
Mount Stuart Power Station for an outcome, that same outcome would be made
available to the distribution company.

There are lots of nuances in the types of services that they require and the
quality of the service and the load factors and things like that, but broadly the
principleis that they would have the same market power because they could, if you
will, piggy-back on the negotiating power of the larger customers. Whether that is
crucial to an access regime is probably a matter of some debate, there would be those
who would disagree with that, but, for my view, that is the one reason why | am
convinced that customers on the transmission pipeline all get the benefit of the
negotiating power of the larger customers, and that isfairly significant to what |
would consider to be true non-discriminatory access to the pipeline.

MR HINTON: Thank you for that. Thereisa public policy aspect to this as well.
Y ou have been discussing the distinction between distribution and transmission, but
if you're going to have a new regulatory regime - or at least, a modified regulatory

regime, primafacie it would seem to be sensible to apply the new criteriaon a case
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by case basis to bring rigour to the outcomes as opposed to generic category shifts,
like putting all distribution - or for that matter, all transmission pipelines, into the
monitoring bucket and/or tier.

Primafacie, it would seem sensible to test that new modified regime on a case
by case basis such that each particular infrastructure is assessed against the criteria
and then put in the tier appropriately, and that would bring transparency,
accountability and rigour to the application of the new or modified regime. Does not
that seem to have force, if we're going to move from where we are today to
something that is different down the track?

MR CAVELL: | can't disagree with that. The only caution | would have isthere's
not alot of experience upon which to base that judgment and that, as aresult, when
you enter into the discussion of "Well, which basket should this asset fit in?" if it’s
largely theoretical and it’slargely based on notions of market power that are, "Well,
thisis anatura monopoly, therefore it must have market power" it's difficult to make
that judgment in areal context unless there’'s some experience.

If the desire is to establish an experiential base, | would recommend that you
start that with a light-handed approach and the presumption that there will be a set of
behaviours that would be applied and monitor those behaviours as opposed to
presuming that we have to start with the more heavy-handed. But | agreeit would
tend to be - it would almost have to be, a case by case judgment and | can’'t argue
with the principle of that.

MR HINTON: Let'smove to the monitoring system itself and its operational
aspects. Y our submission expresses concern that monitoring by its very nature
virtually defaults to cost-based price judgments and therefore by definition becomes
quite intrusive, resource-demanding, of the very sorts of things that the intent of
having this option was to get away from - that style of regulation, intrusive costly
regulation. | am alittle unclear as to why you so quickly moved to a concern about
monitoring by definition being intrusive and needing to be cost-based price
evaluation an therefore intrusive.

MR CAVELL: | guessl amtrying to be practical and recognise my experience
with regulators. Probably - if | were a customer - | will try to put on a customer’s
hat, I'd say that "The biggest measure of whether or not you're exercising market
power iswhat you charge me, therefore the measure of your abuse of your position
will bein your tariff," and if in fact it will be in the tariff, how do you measure in the
abstract whether atariff isin fact a market price or something else.

Attempts at value based regulation, attempts to find different waysto get to a
tariff, all lead you back, effectively, to the same place, whichis, "Well, what is the
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cost of providing the service?' and there's, arguably, therefore the potential for
excessive profit in that tariff. Any regime therefore that says you have to measure
the difference between these two some way will migrate towards a price-monitoring
regime by definition. What we're trying to encourage is an audit process based on
performance. In other words, we state in our principles that we will behavein a
certain way and we will keep records that we have behaved in that way.

So if, for example, we say we will have non-discriminatory pricing and when
we complete a negotiation we will post that and we will actively offer that to other
parties, we would propose that the performance of that behaviour is what should be
monitored, not just price, and that any time you come back around to just price, what
you're going to do is you're going to say, "Well, | have to know what your costs are
because | can't tell if you're charging too much,” and in that regimeit'sadippery
slope that quickly leads to ajudgment of whether or not your tariff is realistic based
on the same principles that apply in amore heavy-handed regime, and the end result
isyou end up back there because that’s where it |eads you.

The performance or the behaviour based regulation is probably more difficult
because it is based on principles and principles of behaviour in the marketplace that
say, "Wewill act in away that is transparent, that is monitorable and that actsin a
commercial way to offer servicesto the marketplace, and what we want youto do is
monitor those behaviours and ensure that we are doing what we said." We offer then
our monitoring regime - to have available, if you will, afinancial statement that
would be similar to the one that any listed company would file.

If you will, that is a check on, to use a crude term, excessive profit, because in
that financia statement, using financial principles and using the actual financial
position of the company, you have a means of monitoring, "Is this company doing
either too well or not well enough?' and it's amarker, it's one marker amongst many,
that takes you away from saying, "Is this tariff the right tariff that you should
charge?' Any time you get down to, "Isthat the right tariff?" - you are on the slope
to cost of service because the is no place else to go with it.

DR FOLIE: If I could just on that, you just said that the classical, if you like,
financia statements that you have to provide as a listed company - thereis alot of
discretion in how you can actually determine what your cost base is going to be, in
that you can revalue assets, you can depreciate them at different rates, et cetera,
there'saflexibility. The regulator would say, "We really need to understand what,"
if you like, "the true economic costs are, so therefore we can't really go along with
just taking the normal financial reporting,” because the financial reporting could in
fact indicate what they would say - the economic profits really could be quite high,
but financial reporting can actually show the profits to be quite low. That is one of
the debates that goes on, why you can't actually get to being accepted having
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financial reports the basis for monitoring regulation.

MR CAVELL: That isexactly the dippery slope. We have accounting standards
and we have, if you will, reporting standards associated with financial statements,
and what the regulator is saying, "Well, they’re unreliable because they can be
manipulated.” Well, | would flip that around and say that the fact that the regul ator
makes a separate judgment about what is an appropriate depreciation rate is similarly
an inappropriate and unreliable standard, and that if in fact what you are going to do
issay, "Well, the existing accounting standards and the way companies have to
report as listed companiesis unreliable, then the conclusion is the only one that
comes from that, and that is that I, the regulator, must specify what those standards
are."

The result of that iswhat exists in the United States, which isauniform system
of accounts for regulated assets, that is about 700 pages thick, and that specifies
exactly how you're supposed to account for your regul ated assets. The end result of
that istwo sets of books within every company, because they keep one set for
financia purposes and they keep a separate set that is designed for regulatory
purposes. | have yet to understand why that’s an appropriate thing to do and why
that's an appropriate cost to impose on a company and why it’s appropriate to have
that separate set of standards.

So | guesswhat | would say is | disagree absolutely 100 per cent with the
notion that afinancial statement isinherently manipulable and thereforeis unreliable,
because they are not, they cannot be unless you attack the very foundation of the
financial regulation that goes along with listed companies. Thereis always the
opportunity for abuse, and in fact with aregulated asset there is aways the
opportunity for abuse.

If that’s uncovered, it's not going to necessarily appear because of how they
have reported their financials, it is going to come out in some other way, and that
type of abuse is exactly what, in our view, leads to the imposition of a stronger
regulatory regime. So | don't think you should make judgments at this stage based
on potential for manipulation of financial statements that have awhole different set
of regulations surrounding them. | think that’s not the right approach to it.

DR FOLIE: It'sinteresting that your answer isthat you're a bit of alone voice
amongst the industry. We don't seem to have had strong representations about
financial reporting that could actually sort of be a guide for monitoring.

MR CAVELL: Waédl, | guessI'm strongly of the view that the financial reports that

companies provide as listed companies should be transparent, should be honest,
should be based upon the redlity of the company’s financial position. One of the
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things that’s happening in the accounting standards area that in many waysisamirror
of thisis, for example, in derivative trading in financial statements, as you know, the
international accounting standards put requirements associated with how you reflect
your position on your financial statements when what you've got is a futures position,
and how you mark that to market and how does that marketing to market have an
impact on your profit and loss and your balance sheet.

Those standards are coming into the electricity industry and at some point will
come into the gas industry because there will at some point be a sufficient market for
gas that makes it possible to have a futures market and to have some derivatives
trading around both capacity and the asset itself. Those standards are going to be
extremely rigid and they're all designed around the same thing, and that’s
transparency and accountability. That’s what our access principles are devised
around as transparency and accountability for our behaviour. In my view the
financia statement the listed company providesis the best and first starting point for
that, not a constructed set of accounts that may or may not reflect the actual financial
position of the company.

MR HINTON: Could | explore further with you your concerns about the
monitoring regime and suggest to you that the starting points are different from what
isin the draft report and what you would like to see; that is the fact that you put all
transmission pipeline into the monitoring tier means that your starting point is
different to the draft report which says, "Let’'s do on a case-by-case basis with
coverage tests applying.” A certain test is met then you'rein the tier for monitoring.
| can understand with your framework, caution about how the monitoring regime
might be regul ated or might be operated by the regulator in that all the transmission
pipelines are there being monitored. They would therefore be concerned about those
that had significant market power and would therefore want to watch them in such a
manner to ensure that price gouging whatever was not occurring.

But if the starting point is our draft report framework whereby you're only
putting those in the monitoring regime that prima facie do not pass the coverage test
for monitoring and therefore are unlikely to have much market power then the
incentive for the regulator to be intrusive is much less powerful. | agreethere’s still a
concern there could be regulatory creep. To address that we put forward the idea that
we would prescribe, define and set down in some detail how the monitoring regime
would operate. It would be trend information, it would not just be price, it would be
behaviour. | was hoping that sort of framework and that sort of structure would ease
your concerns about the tendency of the regulator to become, by default, quite
intrusive.

MR CAVELL: Itdoes. | guessmy concernisbased on two things. Let me pause
just for amoment. What you're suggesting is not different from what the federal
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regulators in the United States did with their open access and their desire to
encourage pipelines to move to open access. They published an order and it was
order 436 initialy that said, effectively, "If you do the following and you have open
access, and these are the principles that that includes, then we'll provide certain other
benefits." You'll have accessto, for example, an opportunity to atransition
mechanism to deal with the existing gas supply agreements that you have which may
or may not have take or pay provisionsin them. They try to use the carrot and stick
to encourage pipelines to move.

If what's at the core of what you're talking about is something that says, for
example, "Thisiswhat we think is the appropriate way - or away - from a broad
principle standpoint to have third party access - and if you voluntarily do that then
we would have a tendency or we would look favourably upon that in terms of amore
light-handed monitoring regime.” | think there’'sreal potential from that. If what itis
isinstead a bit more abstract, | think what’s going to happen is the same thing that
happened with section 8 of the existing access code. The original access code was
supposed to be a negotiate-arbitrate model with last resort to cost of service regime,
and within the first one or two opportunitiesit was afull-fledged, absolutely
unequivocal cost of service regime.

About six months before that occurred | spent some time with Alan Asher and
his staff trying to talk about different ways to impose, if you will, aregulatory
oversight short of cost of service and | was flabbergasted to find that there really was
not areceptive ear to that. | mean, the objective was, how fast can we get to afull
cost of service control regulation. When | encountered that on the Eastern Gas
Pipeline | was staggered to find the NCC taking the view - and with the support of
the ACCC - that they thought that the Gas Access Code was supposed to be a
universal application to pipelines. They were all supposed to be covered and the
default was coverage.

They advocated that in proceedings that led to ultimately the decision by the
Competition Tribunal. But the mindset was clear, despite the words of the National
Access Code that said, "If you get into it you use section 8." Section 8 became the
guiding light for regulation. So my experience here isthat this particular group of
regulators will seize whatever control they can and will do it aggressively unless
there are clear boundaries that say you can't do that, and that those boundaries are
clearly reviewable. If that'sthe case - and as| said, if there’'sa clear set of standards
that says you can’t just move there, and here are the kinds of things that will keep you
away from that - and that’s reviewable then it can work. But it'sarisky gameto
place that decision in the hands of the people that want to impose the more
heavy-handed cost of service control.

I don't know whether the culture there has changed much but | was very

24/3/04 Gas 552 M. CAVELL and OTHERS



stunned to find the notion of universal application and universal cost of service - and
that appears in user groups applications, that whole proceedings was stimulated by a
party who had never sought access. | mean, the whole circumstances surrounding
that said, "What were trying to do is get the cost of service," and unlessthere’'sa
clear boundary that says you can't do that and that that’s reviewable | think we're on a
slippery slope.

MR HINTON: Thanksfor the elaboration. Still on monitoring, your submission
expresses concern also about whether or not the monitoring process would have
characteristics that would influence commercia behaviour in the sense of ensuring
that specific needs of customers would be met by the service provider. You seem to
suggest that monitoring itself might not be a framework that can ensure -
appropriately cover behaviour of the service provider in the desired direction. That
puzzled me alittle. | would have thought that the threat of wrong behaviour leading
to shifting after five years from the monitoring tier to the cost based price regulation
tier, would be a powerful incentive, or at least a disincentive for inappropriate
behaviour in that period of five years of monitoring. Thereis atrade-off herein
terms of how intrusive the monitoring isin terms of how powerful it is, but I'd
welcome your comments on this area.

MR CAVELL: I'mabit confused because | agree with you that | think that isa
powerful incentive for behaviour, so I’'m not entirely sure what comment you're
referring to in our submission. I'll seeif | can find it.

MR HINTON: Page 6 wasmy reference. If you're not disagreeing with my
formulation we can move on.

MR CAVELL: | think that the point we were making here had more to do with
who does the monitoring, than the point you were making. | agree with your point, |
think during that monitoring period the incentive is to stay in the monitoring period
and that’s pretty powerful. The fact that they're there indicates that’s where they want
to be. So | agree with your view on that.

MR HINTON: Let’spick up your point about who would be the entity, which
entity would be the monitor. It could be argued that the last thing this sector needsis
another regulator in either form it takes; that is, now we've got NCC coverage,
ACCC or state based regulators with regard to the day-to-day regulation of the
regime and then you've also got awhole range of tribunals and review processes.
Now you're suggesting another body called "the monitor", whether it be an
independent arbitrator or an independent monitor, whether it be commercial or
whatever. Isn't this, primafacie, of concern that we're going to add another sort of
structure institutionally to this system?
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MR CAVELL: Actudly, what we're suggesting is an independent auditor. The
monitor of that report islikely to be the existing regulatory regime who reviews the
report. It's more a matter of who actually does the audit of the behaviour and what
are the standards under which they do that. That’s no different than independent
audit that you get of your financial records. In that caseit’s the shareholder who
makes a judgment about whether or not the financial statements are appropriate,
along with ASIC and others. But in this case the independence is that the company
would procure an audit from an independent person and that audit would then be a
publishable report that would be made available to the regulator to make their
judgments from.

DR FOLIE: But doesn't than then lead to - we have al the problems around the
corporations and the roles and duties and the discharge of the duties of auditors.
There's alot of debate that - even though a set of audited reports can't really get into
theintrinsic detail of the management. In fact when they write their audit report they
qualify it. We can only do this on the basis of the information given and detailed
workings of management, et cetera, et cetera. It seems difficult to believe that, if you
like, ahighly political and complex regulatory process would hand itself over to
monitoring the companies under that style of regime with amore detailed sort of - - -

MR CAVELL: | haveto acknowledge that thisisn't necessarily the best audit
environment in which to make such a recommendation, given some of the events of
the past. But if you start with a presumption that somebody is going to try and cheat
and the auditors are going to have a hard time getting the information, then
effectively you've conceded that this is not going to work because if that's the
presumption that all these companies are going to try to find ways around this and
they aren’'t going to seek to follow their commercial interest and get as open and
efficient use of their assets as they can, and when they say they’re going to be
monitored - | mean, there hasto be at its core some element that there's trust, that
that’s what they’re going to try and do. Y es, an auditor only has access to the
information that’s provided to them but that’s true in any environment where there’s
an audit.

If there’'sadesire for abuse, the auditor is not necessarily going to be ableto
uncover that. If the presumption isthere will be abuse then probably the answer is
"impose full cost to service regulation” because that's really - in your regime - the
only reasonable answer to the presumption that there will be abuse. It's similar to the
argument about the theory of market power versus the actuality of market power.
The term "natural monopoly" is a dangerous term because the implication of the term
"natural monopoly" isthat there is market power that exists and it will be used, and
there's a string of assumptions behind that about the behaviour of the individual or
the company that happens to own that asset, that | think are an inappropriate set of
assumptions. That's the reason why we we're suggesting that if abuse exists, that's
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when you take the next step. It’s the abuse that triggersiit, and that you have a
presumption that there won't be abuse and you set up a system to monitor that to
ensure that thereisn’'t. That's similar to what happens with financial statements and
you kind of, if you will, you trust that the companies will behave with integrity.

| don’'t have an answer beyond that and | agree that to suggest that auditors are
somehow infallible - because they're not - and their accessed information is limited to
acertain extent but if you specify what you want them to audit and you specify the
kind of records that are required for that, if they’re not getting it and their audit report
says, "We're unable to get access to these things,” I'd say there’s grounds for further
investigation. Further investigation could lead to uncovering an abuse that could
lead to achangein theregime. | certainly wouldn't want to have afurther
investigation if it was my asset.

MR KIMBER: | think | could perhaps draw a parale to the technical side of the
pipelineindustry. All pipeliners are governed by statute, such that they have to
operate according to a particular Australian standard, and be built and operated and
ultimately abandoned according to a particular set of rules. They've been accepted
by governments, and governments also accept the reports of independent auditors to
determine compliance with those particular set of well-known standards, and they are
really quite complex and include lots of risk analysis, and in effect the technical side
of pipelinesis managed on a behaviour-monitoring process with annual reports from
auditors who determine the quality or otherwise of the compliance of the pipeliner to
aparticular statute which calls up then an Australian standard. So we'rereally no
different in this case. We're calling in an independent auditor to report to customers
and governments that the company has performed according to a set of standards that
have been agreed to.

MR HINTON: Actualy you've diverted my attention to another submission that
will be heard later in the week about the technical specifications. It's been put to us
that while there is significant force for a national technical standard for pipelines, it's
been put to us that that hasn't been delivered. | know thisisadiversion alittle from
where we've been going with regard to monitoring regimes but - - -

MR KIMBER: It'scertainly like the point that | make in my submissions.

MR HINTON: Let'scome up - the next session will explore that further. You're
put on notice for that topic.

MR KIMBER: | wassimply drawing the parallel here that we have a technical
audit. Companies have run with audit rules for many years, for centuries. Auditors
have been known to be falible, known to be able to be hoodwinked but is there any
reason to throw out atried and tested system or not adopt atried and tested system
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simply because it has some shortcomings? I'd suggest that the shortcomings from
the current model are much gresater.

MR HINTON: Let'smoveon to another area. Infact I’'m gong to pick up,
Michael, your comment about the Moranbah to Townsville pipeline proposal you've
got, and that you talked about non-differentiation of price, for example, to customers,
irrespective of size. That raises questions that we've been looking at with regard to
the role of foundation contractsin this area, and even constructing to known
contractual demand. It’s been put to us that afoundation customer by their very
nature bears some of the risk of the investment and therefore it’s not inappropriate
that that risk have some return, and that might be a certain price with regard to the
product being shipped; gas. Does that not lead to some erosion of the principle that
the foundation price should be the basis price for all other customers, irrespective of
size, if the foundation customers normally are large?

MR CAVELL: Itcould. Ithink for afoundation customer to argue that somehow
they're taking the risk of the asset development because they’re signing a contract
that benefits them in a number of ways, that somehow they should get extra
compensation for that risk, misunderstands a bit the negotiation that goes on. The
presumption behind that statement is that the foundation customer somehow has a
preferred position and that that preferred position should be memorialised and
recognised forever, and | guess my view isthat what the foundation customer is, is
they're the market and they're the first market you encounter, and they're the ones
that establish what the market is for the particular risk allocation that you're doing in
your negotiation with them.

My experience with foundation customer negotiationsis that they’re very
difficulty, they're very complex. Thereisnot an existing asset there that you can
make reference to for operational behaviour and for performance characteristics. In
fact, you're not even sure what the diameter of the pipe necessarily might be. You're
not sure how the line pack is going to work. Y ou're not sure that other customers are
going to be there. Often the foundation customer hasn't used gas before, so they're
uncertain what the requirements are. They don't know what their load factor is going
tolook like. So the negotiation isvaried, complex, difficult. But ultimately it comes
down to an allocation of risks between the parties, and there is an asset devel oper
who's going to take the risk of developing an asset and there is a customer who's
going to take the risk associated with utilising a different energy source, and that
allocation of risk leads to the determination of a value associated with the service
that’s being provided.

To me, that value isthe market. That defines what the market is for that

particular service because |, as a service provider, am willing to take the risks | am to
provide that service at that price. The end user iswilling to take the risks associated
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with using gasaslong asit’s at that price. What better definition of the market is
there than that type of negotiated outcome? | think they’re over-rated in terms of the
regulatory context. It think foundation customer are the first customers. They
happen to be there at the time the asset is being developed. | don't particularly see
any reason why that puts them in adifferent position; if there’'s an aluminarefinery
there today and there's one being built in three years. Therisk alocation that takes
place in three years might be different but the starting point is the market, and the
market was set by that foundation customer.

Now, there are probably those in this sector that would disagree quite
vehemently but my view on that is that those perspectives on foundation customers
come from aregime that says, "We're not going to build an asset based on a market,
we're going to build an asset based on a customer," and that’s what leads to
under-sized assets, that's what leads to alot of the presumptions associated with the
development of the infrastructure that | think the existing regime is discouraging, and
in part it's because they're freezing this notion of foundation customers asif there's
some magic there. It's the definition of the market at the time the pipeline was being
developed. That'swhat it isand it should be treated as such.

MR HINTON: Which leads presumably to MFN clausesiif thereis any excess
capacity.

MR CAVELL: | don't think necessarily "most favoured nations' is necessarily the
answer to that. | don't have "most favoured nations" clauses in contracts that |
negotiate because | think they’re fraught with difficulty. When | mentioned that a
customer coming along in three years would be a different risk alocation, well,
there's a'so going to be a different load factor, a different pattern of usage. There's
going to be awhole series of different circumstances. There might be the different
term for the service, awhole lot of different things different, that are sufficiently
different to say, "Well, isthat really atrigger for most favoured nations?' No. What
I will dois, I'll say, "When | negotiate that agreement, | will post the provisions
associated with it, | will post the material terms associated with it and if you want to
do that, fine, you can have that but you've got to do the same deal at the sametime.
Y ou can't piggyback your terms from your other deal and say, 'All | want is just the
price, that’s the only piece | want, just that tariff.” That to me isinappropriate.
That’s how "most favoured nations" clauses work and my experience with them is
that they don't, that they end up in litigation because there's aways value factorsin
the equation that don't get reflected directly in the price and as aresult you end up
fighting about that. Thisis not acommodity on a shelf we're selling here. It's
capacity in an asset. It'salot different, more complicated.

MR HINTON: You mentioned the Townsville pipeline has excess capacity. There
IS some debate occurring with interested parties. Some take the view that it is good
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commercial practice to construct to more than known demand, by definition have
some sort of surplus or excess capacity for emerging market growth or whatever.
The aternative view is put that there are some commercial reasons why you'd want
to construct only to known demand, contracted demand, even in circumstances of no
regulatory risk, and that's an ACCC view that’s been expressed in this | ater
submission. Do you have any sort of insights on this particular debate? Arethere
any natural tendencies for commercial imperatives to construct only to known
demand in an absence of regulatory risk?

MR CAVELL: [I'll tell youwhat | think could be working there if somebody were
to doit, that the load pattern of the market placeis crucial to the design of the asset,
and the asset size defines the line pack, if you will, it defines the operating flexibility,
it defines the capability of the asset to respond to varying conditions. So if, for
example, thereis a customer out there who has just the most horrendous load factor
in theworld, "I want gas for an hour every day and no other time, but when | want it,
| want it at ahugerate.” An example of that would be a peaking power station.

MR HINTON: Yes.

MR CAVELL: It'sdifficult to come up with the design that meets that

requirement, that also has the capability to serve other loads, unless they happen to
be counter-cyclical to that particular demand. So you can, depending on what it is
you're trying to do with the asset, you can talk yourself into a negotiating position or
astructure or adesign of the asset that is reasonably customer specific because you're
trying to meet the particular requirements of atype of customer. If you're surveying,
in contrast to that, a market and that market exists as an energy market in Townsville
and it's not just the foundation customer, there is an energy market there, it's served
by coal, it's served by bunker fuel, it's served by aviation fuel, it's served by propane.

There's awhole series of energy sources at work in the Townsville market, and
what we try to do in doing the design work is anticipate, "Well, where might that
market go with the introduction of gas?' Thereisaguessinthat. Thereisarisk
associated with that guess. Y ou take your existing customers, "What's the best way
to meet their requirements?’ It might be to say, "Well, let’s put an extra couple of
inchesin the pipeline. It gives me extraline pack flexibility that helps me with my
existing customers, and by the way, what it also mean is | have some excess capacity
so | can market more effectively the customers.” Now, was that a system that was
built for growth or was that a system that was built to provide line pack flexibility for
the customers that were identified? | don’'t know. The end of result of it is, there’'s an
asset that has capacity that can be sold to the market, and | would say evenin
fit-for-purpose pipelines, 90 per cent of the time there is excess capacity in some
form that can be marketed to the market, even if they’re billed the smallest feasible
for a particular customer because that customer doesn't have a 100 per cent load
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factor requirement. Most of the time they don't.

MR HINTON: Let'spick up acouple of other topics. | certainly want to discuss
coverage in aminute. But before we get onto coverageissues I'd liketo raise a
guestion about objectives. You recall in our draft report we've got a proposal to have
an overarching objective, but also to tidy up references to objectives and some
objectives that are scattered throughout the access regime’s documentation. Y our
submission expresses a concern about the proposed overarching objective and in
particular, worried about the formulation - I'll read it to you:

We've got to promote the economically efficient use of and investment in
the services of pipelines, thereby promoting upstream and downstream
competition.

Y ou express concern about the word "efficient” not being applied to
investment, that you read it as being an objective that is one of promoting investment
as opposed to promoting efficient investment, if | read your submission correctly - |
hope | haven't verballed you - and that raised concerns for me because what your
concernis, isin fact one that we thought we had matched precisely by the
formulation we had, that is, we thought "economically efficient use of an investment
in" means efficient investment, not just efficient use.

MR CAVELL: | guesswhat we'resayingisthat if that's what you meant, is that
efficient isboth, thenit'sfine. If for some reason somebody chooses to read it
differently and says, "Economically efficient use, that's the emphasis, and yes, if we
can get investment,” the idea behind the efficient investment argument isa
recognition that investment is a complex decision and that the efficiency is measured
over an internal rate of return that might be measured on a 20-year time horizon, and
that it'simportant to keep in mind that it is a complex decision involving the
efficiency associated with it is not just, "What's the least cost asset | can build?’

So | think that was the only point we were trying to make, is that there's the
potential there for a disconnect between the economic use and the economic
investment and it should be the same standard, and if that’s what you intended then
we're there.

MR HINTON: Waéll, | had an ulterior motivein raising it, not only to put on the
transcript what we intended but also to pick up the point that when we're going to
pursue an overarching objective for the Gas Access Regime it's important prima
facie, consistent with our terms of reference, that it be consistent with the objective
of Part I11A because of the intersection of the general access regime and the Gas
Access Regime, and the government has now put out its final response to the
Commission’sreview of Part I1IA. They have aformulation very similar to that
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which we have in the draft report, but also include the words "and operations of",
which even makes it a more complex formulation to see where the word "efficient”
might apply. It will be applying to use, operations and investment, and to write that
in English that’s read the same way by all readersis going to be a challenge for us.
So | flag that for you in anticipation of your reaction to the final report perhaps.

MR CAVELL: It'sapowerful word, "efficient”, isn't it? It has about 6000
meanings, depending on how you apply it. I'll leave Max to address the issue of the
perversity that occurs from an emphasis on efficient operation, because if "efficient”
isread in an extremely narrow sense, the operation potentially becomes unsafe in an
effort to be efficient, and you can get some rather perverse outcomes. Butit'sa
powerful word, "efficient”. | think the intent behind it, from what I've heard that you
said, isto recognise that these are complicated questions and they’re not just about
cost, and as long as the intent is that "efficient” is designed to indicate a broader,
more difficult question, then | think we can get around the fact that it gets applied to
multiple areas because it will have different meaningsin each area; it will mean
something different.

MR HINTON: Thank you for that. Let's move on to coverageissuesand | take
you back to your introductory comments where you express some unease about our
formulation of the thresholds for coverage tests, that is, accesslikely tolead to a
material increase in competition, and then the higher threshold again with regard to
the application of the tier associated with cost-based price regulation, the word
"substantial”, and there's this debate about material and substantial and the
distinction between the two, the meaning of the two and the history of interpretation
of words of this kind that have been scattered through public policy legislation over
the years.

I've been alittle puzzled by a number of interested parties expressing concern
about lack of clarity asto the distinction between the two, in circumstances where |
thought we had worked pretty hard in our draft report, with legal advice, to show that
even the juxtaposition of the two words is quite substantive in saying material isless
than significant. Material is certainly non-trivia but it is not as high as substantial.
How could | address your concerns, is my question.

MR CAVELL: Wetook legal advice aswell and | haveto say | had trouble
understanding the legal advice that came in, because what it suggested was, it
depended on the context what the word meant. Asan investor, when | set up aterm
that says "unless there is amaterial adverse change' the intent behind that isto say
it's achange of considerable significance. It's an important change or else | wouldn't
use the term "materia™ as opposed to immaterial, which doesn’'t mean anything.

Whether that’s different than saying, for example, I'm looking for a substantial
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adverse change, probably | would view them differently and | would view them asin
the same order of significance, as the draft suggests, and that material would be 10 to
15 per cent of the price and substantial might be 40 to 50 per cent of the price.
Whether those loose terms - and whether they provide the kind of clarity to inform
the regulator as to which to apply, I'm unsure of. | guess what we were suggesting is
that the test to move beyond - what | really was focusing on is the test to move from
the behaviour monitoring to the cost of service regulation should be driven more
around events than around standards of potential effect on competition in undefined
marketplace upstream or downstream, and that that test is the actual abuse of the
position that the service provider isin, and if there’'s a mistake about the market
power that they have and there is a mistake about, | guess you'd call it the theoretical
circumstances that they find themselvesin, if the test is driven around an actual
abuse of behaviour, where they exercise excessive market power or they abuse the
marketplace in some way, then you've got something that is atrigger for moving to
the cost of service based regime that is palpable, and we were talking earlier about
incentives.

That’s the incentive that keeps them from abusing that power, because they
know if they do they’'ve moving. If theincentiveis, "Well, the potential hereisthat
this might move from material to substantial in this five-year period,” that’s difficult
for aservice provider to put his arms around and say, "Well, what would cause that
to happen?' | don't know what might cause that to happen because it's a matter of
degree and whenever it's a matter of degreeit'sabit of adliding scale. So | guess -
and that’s the concern that we were expressing.

MR HINTON: Butthisisthe ex ante, ex post issue that under your construct, with
everyone in the tier for monitoring the transmission and behaviour is monitored and
when they behave badly they then shift, then it’'s post. But in the construct in the
draft report it’s one of ex ante where you're making judgments about the extent of the
market power as currently prevailing that may or may not involve identified
transparent examples of misbehaviour - shorthand, which is why we were seeking to
flesh out, define, prescribe what the import of material and substantial really are. We
thought the juxtaposition of the two alone was quite informative to any regulator.

But clearly the message we've got is that we need to be much fuller in our
explanations and definitions of those thresholds.

MR CAVELL: | guessI’'mjust trying to make sure | can get into that light-handed
regime.

MR HINTON: Yes.

MR CAVELL: Andit hasto be clear enough that | know I can get intoit, | guess.
| mean, that’s what defines for me the satisfaction of it, satisfactory nature of it. If it
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provides enough clarity that | know | can drive myself into the more light-handed
regime then I'm okay. | wasn't sure from the way it was formulated how | was going
to do that and part of that is, | have to admit, perhaps an unhealthy scepticism about
the integrity in which the regulators would approach the question, because | think
they would approach it with aview of trying to pull people out of that regime, not
trying to find ways to put themin. What I'm suggesting is, well, let’'s make sure they
can't do that. So there'sabit of biasin that.

MR HINTON: Perhaps that explains there reference on page 4, that you don't think
raising the test for coverage will alter the NCC'’s recommendations on coverage. |
assume that’s a cultural issue.

MR CAVELL: | agree, that'sright.

MR HINTON: And your reading of history and approaches that you've alluded to
it on anumber of occasions this morning.

MR CAVELL: Yes.

MR HINTON: But thereisthis question that we raise, that you pick up on, this
idea of best endeavours as examples of access being sought, and questions of
whether or not that can lead judgments about coverage and judgments about
behaviour. Are you able to elaborate on how we could describe or list how best
endeavours occurs for third parties seeking access, that show that they have made a
serious attempt to seek access? What form does that take, that indicates substance of
negotiation as opposed to a non-substantive exercise of negotiation? Y ou alluded to
that earlier, about a party without even entering into negotiations sought coverage for
aparticular infrastructure.

MR CAVELL: It'sadifficult oneto put your finger on. It's not unlike - thiswill
sound like a silly comparison but the US Supreme Court has struggled over what is
the definition of pornography and their basic answer is, "l know it when | seeit,"
which is pretty crappy in terms of an actual definition. But they couldn’t put their
finger onit. What is a substantive negotiation? | don't know but | have a sense that
you can tell from the exchange of correspondence whether or not there has been a
legitimate effort to reach a negotiated outcome negotiation.

Now, one way to measure that - and | hesitate to even suggest this, but one way
to measure that is the use of an independent expert to make a judgment about
whether or not there was a subsequent discussion. | think we tend to overplay
independent experts abit and I’'m not sure they necessarily are as expert aswe like to
think that they might be. But to me, if somebody legitimately and honestly is
seeking access and for some reason is blocked, | think you can tell that from the way
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the correspondence and the negotiations have gone. | realise it doesn't exactly
answer your question but that's my perspective on it.

MR HINTON: It gives comfort that your experience suggests that it's capable of
judgment by the regulator that it has occurred. That’s the message I'm getting from
you.

MR CAVELL: Yes, | thinkitis. | mean, there are customers who will make
unreasonable demands and there are service providers who will make unreasonable
demands. They usually stand out like sore thumbs because there has been
negotiation and discussion on a series of topics, and then for some reason on one
particular topic there isn't any, and often there is an intransigence that becomes
obvious. To me, that’s where a substantive negotiation can break down, is where
thereis someintransigence. | think it is something that you can see and you can tell
from the discussion about it. Certainly the regulator would probably interview both
parties and, "What'’s the problem here?’

If the problem is substantive, and often the result of a misunderstanding, at
least you know they have tried, and you can tell that. If heisasking for X, "Well,
did you try to get a clarification of that?"' of course not, and why should | put words
in hismouth. You can quickly tell when the negotiation is not intended to produce
an outcome. | don't know if that's satisfactory to you or not, but - - -

MR HINTON: No, it 'savery useful perspective.

MR FOLIE: Michael, you dealt with acouple of questions. Oneis, to your
non-discriminatory price policy, does that - because you have said a couple of
different things. | just want to be absolutely clear - does that mean then, if you have
got a, say, 100 per cent load factor, you charge one price? If you have then got a
very seasonal factor but the same volume, you would charge the same price, or
would it be adjusted then for its call on capacity? Then if you're avery small volume
user, would you also charge the same price? In other words, are you pricing
differently for different terms and conditions? In other words, is the energy price
going to be the same all the time or isit non-discriminatory in terms of one of a suite
of perhaps 50 different contracts you might actually have?

MR CAVELL: Thepricefor areserved amount of capacity is the same regardless
of the load factor or the customer. The judgment about what that reserved capacity
should beiswhereit gets difficult. The over-run requirements or the opportunity for
over-run is specified, it says you get X amount of overrun at an authorised tariff,
which allows for flexibility around that MDQ. There aretariff differentials that are
driven off the term of the contract, so if you sign up for five years you pay more than
if you sign up for 15, those are reasonably defined. There would be a set of
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principles that would say when the usage of the pipe gets to a certain point, then the
tariff for afirm forward haul goes down, and that would be the same for everybody,
and that tariff will be acharge per giggoule of reserved capacity. Thereisnot a
distinction in how we come up with that charge, other than based on the term of the
contract that they sign up.

What happens in negotiations with customersis alot of the negotiation is
around, "Well, what about my over-run flexibility? What are the terms associated
with make-up rights or imbalances? and things of that nature. Those are all specified
in, if you will, the access principles and the general terms and conditions; say, "This
isour starting point. If you want extraflexibility, we're going to have to talk about
how we accommodate that, because it affects other customers.” Thereisalso a
provision in our access principles that deals with the triggers for additional capacity
and basically says that, if the increment of capacity that would otherwise trigger a
tariff reduction simultaneously requires us to invest capital in additional
compression, then the tariff reduction won't occur, but it isall spelt out, what those
conditions are in the access principles.

MR FOLIE: Thefinal questionisonethatisfairly easy. If thereisan industry
proposition - let’s say, that the access regime has, effectively, deterred, distorted,
impacted adversely on investment and the operation of the industry, ACCC would
particularly if - and said, "Really if you look at the evidence, thisisn't true. You have
got charts that show the level of investment; you show people are still investing; you
have had the sea gas pipeline.” Why I’'m asking it is, you yourselves are actually
putting in place a pipeline now, despite the regime that is actually there and you feel
you are going to achieve most of your objectives. What are your views?

MR CAVELL: Waéll, for the same reason that | invested in the Eastern and
Tasmanian Gas Pipelineisit's my view that regulation won't apply. My strategy isto
have a commercial operation that discourages applications for coverage because
people are satisfied. So it’s because | believe | can avoid the regime that | think | can
invest in those assets. If | felt | was going to have to build strictly to the regulated
regime, the assets | would have built would have been remarkably different than
what actually was built.

So it was basically my view that the regime should not apply, for two reasons:
one, in the Eastern Gas Pipeline, my view was they shouldn't apply because there's
competition there and regulation offers nothing in a context where there's
competition, except distortion; and the second was that | will behave in away
commercialy that is responsive to the customers’ requirements, therefore there’'s no
need for anybody to seek coverage, because it will all be spelt out and they will be
satisfied with the outcomes.
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MR FOLIE: Thatisactually the further follow-up point, that, let’s say, the
regul ators would say that this regime does permit situations like you're doing at the
moment, so therefore it doesn’t need to be changed?

MR CAVELL: Over ther dead body - but yes, it does. It does permit it, but not by
their - the regulator was not awilling participant in those judgments.

MR HINTON: My last question, Michael, isin relation to page 10 of your
submissions with regard to ring fencing. 'Y ou make quite strong statement that:

It isamost impossible for adequate ring fencing to be applied in the light
of demands by corporate regulators and good corporate governance and
continuance disclosure by listed companies.

That is apretty strong statement. Can you help me out and elaborate on that one?

MR CAVELL: | amof the broad view that ring fencing is much ado about nothing.
The whole concept of ring fencing is that somehow within a corporate structure you
can separate the decision about access to capacity from other judgments that
corporation ismaking. Ultimately, that comes together at a decision-maker level at
some point, and the concept that by keeping the negotiators separated has somehow
accomplished something, issilly. To me, ring fencing is a euphemism for lack of
transparency, and the way you deal with the notion that, "Well, | might be helping
myself out here" is you make that a transparent transaction and you make it onein a
context of non-discrimination where if you're going to do adeal for yourself, you've
got to make it available to everybody else.

That’s a pretty heavy discouragement to favouring yourself and it's a strong
incentive to behave in atransparent way. That does more to discourage internal
favouritism and transfer pricing and things like that than artificial constructs that
break down when you get to the general manager or the manager, at some level they
fall to pieces, sometimesit’s at the CEO level, but it'skind of silly to impose rules
that impose costs, from my view, that don’'t accomplish the objective. It's assimple
asthat.

MR HINTON: Isthere anything you think that we haven't touched on this morning
that you would want to particularly emphasise?

MR CAVELL: No, | actually think that - as| said, | have been encouraged by the
process from the start. The openness of the commission to thinking about this has
been obvious to me, and thisjust reinforced that. So asfar as I’'m concerned, keep

going.
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MR HINTON: Thank you very much again for your submission and your
attendance today and ongoing input to thisinquiry. It’s appreciated.

MR CAVELL: | leaveyou with Max.

MR HINTON: Leaveuswith Max.
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MR HINTON: Thisisthe second session of this public hearing here in Brisbane. |
now welcome to the microphone Mr Max Kimber of M.J. Kimber Consultants
Pty Ltd. Welcome, Max. I'd invite you to make an introductory statement.

MR KIMBER: Thanks, Tony. Firstly, let me say that I’'m making this presentation
or submission on behalf of my own company M.J. Kimber Consultants Pty Ltd,
Leigh Fletcher, who is a well-recognised metallurgist and pipeline welding expert in
Australia and overseas, and Phil VVenton who has probably designed more
transmission pipelinesin Australia than anybody else. The purpose of the
submission isto develop alink between safety, quality of engineering and the current
access regime.

But firstly, Tony and Michael, I'd like to make one statement, that subsequent
to my submission to this Productivity Commission I've been appointed to a
three-member gas review board in Western Australia, to opine on applications for
changes to the regulator’s decision in respect of the Dampier-Bunbury pipeline. Asa
result, | will not say anything associated with anything on that matter and confine
myself entirely to the content of the submission. It was ajuxtaposition of events; |
didn’t know it was going to turn out that way. So that's the situation and | wanted to
make that clear to the commission.

There are three primary issuesthat | want to raise. Thefirst is negative
influences on engineering quality of high-pressure gas transmission pipelines and |
think that's avery serious issue and we're beginning to see the effect of that now in
the Australian environment. The other issue particularly promoted by my colleague
Leigh Fletcher is the development of extensions to natural gas transmission systems
into regional areas for regiona development, and finally a comment about the way in
which most state and territory jurisdictions have set aside a requirement under the
competition policy agreement for acommon standard for engineering within
pipeline, and | fedl that's relevant because it’s associated with the administration of
the competition policy agreement from which the current regulatory regime that we
have in place now arose.

But firstly, the influence on engineering quality - and | speak from close
involvement, both commercially and in an engineering sense with many of the
pipeline companies throughout Australia, excluding Western Australia | might add -
where we have noted that the companies’ responses to the imposition of regulation
has resulted in the firms endeavouring to cut costs because the regulator hasin some
way affected their expectations of cash flows from a particular project by setting a
weighted average cost of capital that may be inappropriate and thereby reducing the
revenue flow from the pipelines.

Most access arrangements are set to run for about five years and during that
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time the only ability for a pipeline company to reduce its costs or increase its revenue
isto reduce operating costs - reduce its net revenue, | should say. Operating costs
therefore are our target and that was portrayed in alittle graph that I've provided in
my submission by a Mr Harper who's the general manager operations of AGL and
Agility. It portrays a series of regulatory tranches where an infrastructure company
isforced to introduce a CPl minus X type of regime and he made the point in his
presentation to APIA, from experience from his own company but I've observed it
elsewhere, where a CPl minus X resultsin simply an attempt by that firm to reduce
its operating costs, push its operating costs down.

Now, you know, that’s all fine if there was some fat there to reduce them. But
I’m suggesting in my submission that most of the fat has gone. Most of the
companies who are regulated now were the outworking of previously government
owned pipelines, some of which were operated in such away that therewasfat. In
other cases they were operated as lean and mean organisations. So the progression of
regulation using a CPI minus X approach, where operating costs normally rise at
about CPI - because they include alot of labour. Admittedly they are relatively
small when measured against the cost of debt, for example, for acompany.
However, they are significant in the context of ensuring that the pipeline is operated
safely and reliably.

The contention that we're making in our submission isthat this progressive
reduction in operating costs driven by a CPl minus X regime will ultimately result in
the removal from an organisation of appropriately skilled staff. Now, | drew the
commission’s attention to a couple of instances of that in my submission. Longford
and the Longford failure resulted in aroyal commission that found that effectively
the reduction in operating costs by the removal of skilled engineers from the plant
site was one of the primary causes of the failure.

| also alluded to the most recent Santos incident where there was the failure of
acold part of the plant and again observation of some of the upstream producers,
there are attempts there to reduce operating costs and the end result is often the
failure of the plant, and I’'m suggesting that we may be getting closer to amajor
pipeline failure as aresult of the absence of appropriately skilled engineers to design
in the first place and operate the pipeline subsequently.

Particularly 1'd like to draw attention to the design side of pipelines. Asl said
in my submission, there seems to have been little concern among regulators about the
initial capital value of apipelineif it'sanew pipeline. That is, they take theinitia
capital base as being equal to the cost of construction. Now, there's a suggestion
among some who say, "Well, you can gold plate the pipeline as much as you like.

Y ou can design it such that it will be completely proof against any risk, any damage,
any fault, any poor operating practice. Well, that’s not the way it hasturned out. The
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way in which it has turned out is that companies are now not wishing to put as much
capital at risk, particularly if there’'s arisk of regulation subsequently.

So most pipelines therefore are designed on the bare bones basis, and I'd
suggest many are designed without the appropriate attention to detail and quality.
Now, again we have not had any failures. I'm suggesting that we need to be very
cautious about this approach of minimising capital cost, minimising operating cost,
and therefore removing that skills base on which the industry has so successfully
operated for 30 years. 1969 was the first gas pipeline built in Australia and most of
those pipelines were designed many years ago and are therefore, | think, well
designed, high quality. They were designed by organisations who didn't gold plate
but they made sure their assets were in good order and condition - and maybe were
living on that fat now and maybe that fat is running out.

So therefore, just going back to the regulatory model we've got, using this
building-block approach of the cost of capital plus depreciation plus operating cost,
firmslook at operating costs within the access arrangement period and say, "We've
got to reduceit. How do wereduceit? We reduce it by getting rid of our technical
staff," and | want to avoid being accused of defamation so | won't name the
companies. But there are anumber of examples around where that’s occurring and
the safety of the pipeline and its reliability in supplying gas to large marketsis being
prejudiced.

The next issue I'd like to talk about is the way in which our current regulatory
model stifles regional development. Regional development has been a bit of a
buzzword around Australiaand | don't wish to be painted as an agrarian socialist by
the economic rationalists around. But thereis still something to be gained for the
good of Australia’s GDP by developing regional areas with lower priced fuel sources,
and natural gasisone of them. Thereisalso agood case for network integrity to
have distributed generation in a network, which means transmission pipelines into
areas where generators can be installed for network support or to avoid costly and
environmentally unfriendly high-voltage transmission lines.

So | think thereis a case for regiona development and in away it's more social
and economic in ageneric sense than it is specifically to this regulatory regime. But
the regulatory regime impinges on it by the very narrow view that regulators take on
rolled-in pricing. That is, they look to extensions to a network and say, "Does that
have system-wide benefits and therefore can it berolled in?' In most cases the result
isno. There have been some pipes that have been rolled in but they’ve been, for
example, to the western underground storage into the GasNet network, and that was
seen to enhance the system’s integrity and therefore could be rolled in but an
extension up to the Riverland may not provide any advantage to the system.
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So what I’'m suggesting is that one of the areas the productivity commission
could look at reasonably closely are the rules associated with the implementation of
system-wide benefits. Maybe the regulator should step alittle further away from this
and say, "Wéll, there are improvements to the public good. There are some public
benefits by rolling this particular extension in,” 1’'m suggesting that that process
should be done, as Michael Cavell said in, avery transparent way so we know how
much subsidy is going to that particular extension. Thereisa clear opportunity for
those stakeholders in the main transmission system to make statements to the
regulator that they don't want this small charge, and it will be avery small charge on
their tariffs to support regional development. Alternatively, governments might say,
"WEell, as part of community service obligations we can fund that," but it's a
transparent process. It’s not done under the cover of a one-line budget item or
something like that. So I'm saying the regulatory regime stifles regional
development and the clear indication of that isthe Victorian government at the
moment putting alot of its own money into calling tenders and endeavouring to get
regional pipelines built. | think the regulatory system should accommodate that and
provide incentives for network owners, for transmission pipeline owners to extend
into those regions.

So | think those are the major issues. The other one that | wanted to cover is
this COAG issue and common standards in Australia. COAG said quite piously at
the Hobart conference in about 1995 that there should be a common standard for
pipelines to be built and operated throughout Australia, and that was called AS2885.
It's called the Australian Standard for Pipelines for Gas and Liquid Petroleum. Now,
prior to the COAG making that pronouncement, we did have some six or seven
national standards in that the AS2885 was there but the local regulator, technical
regulators, wanted to apply their own spin to it and so we had six or seven technical
regulations throughout Australia. Subsequent to the COAG determination, most
jurisdictions atered their legidlation to require pipelines to comply with AS2885 and
that was fine for afew years but since that, in the last five years, each of the
jurisdictions has said, "Oh, well, we don't quite accept AS2885. We think in Western
Australiaor in Victoria or in Queensland or somewhere the rules should be slightly
different because things are different here in Western Australia or in South Australia
or somewhere." The only jurisdiction that adopted the philosophy envisaged by
COAG is South Australiawhere it says AS2885 is a single and sufficient standard.

So I'm suggesting that the Productivity Commission might consider making
some reference to this aspect, that as part of the competition policy agreement on gas
in 1997 states should be reminded of the need for compliance with that particular
requirement, and maybe the NCC should look at it as one of the criteriathat it uses
for determining whether competition payments are made.

MR HINTON: Max, thank you very much for that and for your submission. |
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appreciate that quite detailed articulation of your submission and it’s picking up the
three key points that you wanted to flag. Also, congratulations on your appointment
to the Western Australian Gas Review Board. Good luck with that, and | understand
the need to particularly refer to that this morning, such as the capacity in which
you're appearing today. | don’'t have too many questions emerging from your
submission and your statement this morning because it’s covered those three topics
but let me raise a couple though.

Thefirst oneisin relation to your first issue. The negative influences on the
engineering quality and safety. Y ou refer to the source of this negative influence
being the nature of the intrusive cost based price regulation itself and how it's
administered. What'’s the solution? Do you want explicit recognition of the need for
the regulator to recognise the importance of these costs being adequately funded but
funding isfungible. What'’s your solution to this, this so-called perceived problem?

MR KIMBER: My solution isarecognition that in natural monopolies - and let's
use the word precisely here, that is, high up-front cost, low incremental cost, low
operating cost - CPI minus X is not appropriate. That isthe expectation that the
application of CPI minus X just doesn't work because those operating costs that are
essential to keep the pipeline operating reliably and safely are mostly CPI or AWE,
average weekly earnings-linked rather than linked to a CPl minus X. That’s one
issue. | think regulators err in applying CPI minus X for transmission pipelines, and
I’m not endeavouring to represent the matter for distribution systems. So that's one
issue.

The other issueisthat the building-block approach adopted by regulators
simply requires - almost requires - aresponsible firm, who hasto pay its dividends to
its shareholders, look for cost-cutting. Thereis cost-cutting that is quite effective,
that is, the trimming of fat but when it begins to impinge upon the long-term safety
of an asset that has alife of 100 years or so, it issignificant. The regulator should
recognise that as one of the secondary effects of this very narrow view of efficient
cost, and | draw the Productivity Commission’s attention to the Competition
Tribunal’s decision on the Epic pipeline on the Moomba-Adelaide system whereby a
very narrow view of the cost of steel was taken by the ACCC, and the Competition
Tribunal found that that narrow view was hardly appropriate. If you then replicate
that narrow view to the whole panoply of so-called efficient costing then it’s likely
that those sections that are important to the reliability are set aside and firms cut
those costsin order to meet their expectations to their shareholders.

DR FOLIE: Could | justsort of - - -

MR HINTON: Sure, Michadl.
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DR FOLIE: ---follow abit onto that because, | mean, this so-called - thisis
current speak - efficient costs that the regulator talks about and thisis really the most
intrusive part of, if you like, the regulatory process we're now discussing.
Effectively, understanding from both their written submissions and general
comments, basically they spend alot of time actually understanding what is best
practice, what is the best way to do things - in away, my understanding is,
reasonably proscriptive as to what should be done because they then allow those
costs then to be put into the cost base. Are you really implying that effectively
they're not able to actually do this job effectively?

MR KIMBER: No, | don't think they're qualified to do that.
DR FOLIE: Becauseamajor part of their work effort isthe intrusive - - -

MR KIMBER: Itisamajor part but recognising again that operating costs when
compared to the costs of capital, the financing costs, debt costs, are really very small.

DR FOLIE: | understand that. There's been alot of submissions and discussion
about, if you like, the WACC and all the issues there with the capital costs. We're
now talking about the operating costs which are still in the thing there, and they do,
as | understand, spend time and best practice. We've seen in various cases that they
spend time looking at maintenance practices because in fact you can have old, sloppy
and antiquated Australian practices which they - | don't know whether they do or
they don't - pick up best practice American which may have some capital el ements
and things. So | mean, are you saying they're not in a position to be able to do this,
or the dialogue, or they don't accept when the firms says that, 'The way we do it here
is still as good or best practice"?

MR KIMBER: | don't think so, Michael. One can always learn from overseas, and
I've learnt agreat deal from overseas operations but again they have to be applied in
specific circumstances, and | take issue with the way the regulator has used these key
performance indicators in an attempt to benchmark pipeline against pipeline. Now,
they all have differing characteristics. Some are high maintenance, some are low
maintenance. Some are in remote areas, some are in built-up areas. All of which has
asignificant effect on the cost of operations. So, for example, thereis no way that |
would accept, as an experienced pipeline operations engineer, a benchmarking
between the GasNet network in Victoriawith the Moomba-Adelaide pipeline, for
example. It's apples and oranges, and as a result, applying these principles of best
practice in a generic senseisimpossible.

So therefore one hasto look in agreat deal of detail to the way in which that

pipeline operated, and sure, | can go to any pipeline and see good practices and bad
practices but in general the pipeliners have been operating reasonably successfully

24/3/04 Gas 572 M. KIMBER



and reasonably reliably and quite efficiently. However, because we're losing a great
number of skilled people, then it's quite likely that the costs ultimately will rise
because the lower-skilled group, the less engineering expertise that’s put into the
pipelines to optimise maintenance and operating costs will result ultimately in shorter
lives and major pipeline failures. So I'm suggesting that the application of best
practice and KPIsto pipelinesisreally not valid unless you look at a great deal of
detail, and 1'd suggest the pipeline operator isthe best source of that. If indeed the
regulator wants to get that far down into an organisation to look at how often they do
a hot-end inspection of a gas generator for a particular compressor, well, good luck
to them but | don't think they could judge it in the same way that the operator can.

DR FOLIE: But arethey not doing that in some circumstances?

MR KIMBER: No, not in detail. They are thumbing through the costs and saying,
"Well, that looks a bit high," you know, "This Moomba-Adelaide cost |ooks a bit
higher than the South-West Queensland cost.” Well, you've got to look at it in the
context that one pipeline was built in 1969 and the other in 1999, just as a difference.

DR FOLIE: Now, thefinal part of thisthread, taking a dlightly different tack, | still
don’'t understand - I'm now on the other side - | don’t understand why incentives for a
company to actually serioudly curtail their maintenance procedures and schedules
which would actually have them put at risk a major, massive capital asset which they
could lose, it doesn't seem to me that the fact that they might cut - but all of thisisan
incentive to make sure the asset still remains whole, so that you're probably going
towards an edge perhaps but - - -

MR KIMBER: Yes, well, | think you are and you need only look at some of the
articlesto which | referred in my submission where pipeline companies are supposed
to be high-reliability organisations where there are good links between the workface
and the senior executives. And Michael, you probably understand this better than
most having been in the Shell company and seen the need for bad news to percolate
through an organisation. Now, we've reached a stage where that bad news is not
going through to the top echelons of the companies because we've got rid of senior
engineers. We've got rid of the engineersin sort of general manager, senior positions
and able to interact with the board.

So the end result is that costs are made arbitrarily and no bad news comes up
from the workplace, and again you only need look at things like Piper Alpha, which
you surely remember. Longford was another situation and the insurance register are
littered with cases where the bad news didn't get to the top. Cost cutting at the
bottom has ultimately caused afailure.

MR HINTON: Max, let me get you to explore further your tendencies towards
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agrarian socialism. In particular, it could be put to us quite a contrary view, that the
last thing for the Gas Access Regime is another objective tacked onto it that would
have all the potential to bring inconsistency and potentia conflict in delivering this
form of regulatory intervention and that in fact if you wanted to go down thistrack of
pursuing regiona development in whatever form that might take, the way to do that
isto use the other mechanisms that are available at Australian government, state
government levels, that can pursue those in atransparent - which you rightfully
acknowledge is an appropriate objective - way, whether it be by subsidies or
whatever. Isthat not aground of significant concern for the sorts of approach that
you were suggesting?

MR KIMBER: Weéll, it may be, and this particular aspect doesn't sit comfortably
with me, | must admit. But one of my colleagues is pretty keen on developing it.
The background to it is that there is very little evidence since this regulatory regime
has been put in place of regional development of natural gas pipelines. We had a
pipeline built to Mildurawhich was carried out through the ACCC tender process
and again coverage was ultimately revoked. So one wonders about whether indeed it
should have been aregulated pipeline in the first place. But that’s just about the only
example of any regiona development that has been done to the gas industry except
where major pipelines just happen to pass the door of aregional centre.

So I'm saying that there is no incentive for any developer to put a spur on a
major transmission line any more to serve aregional centre unless that regional
centreiswithin akilometre or so of themain line. The central west is one example
of where, if that pipeline had been rolled into the total Moomba-Sydney system, ot
would have affected the overall tariff by less than a cent a gigajoule, but would have
provided regional development through Dubbo, Parkes, Forbes, right through to
Tamworth.

In fact, when the regulatory regime came in, the devel opers of that pipeline
stopped at Dubbo and said, "We're going no further because we're going to have this
fight with the ACCC about what the tariffs are on it,” and the tariffs turned out to be
significantly different from what had already been agreed between the various
parties. So I'm saying there has to be some recognition that the code and its
implementation has affected regional development and that there should be, as| said
earlier, some recognition that roll-in of extensions to the pipeline should be able to be
allowed without taking a very narrow view of the overall system improvement policy
that the ACCC has applied.

MR HINTON: Max, isthere anything that you'd like to pick up again that we
haven't picked up?

MR KIMBER: No, | don't think so. | think you've given me a good hearing, thank
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youl.

MR HINTON: Waéll, thank you very much for your submission and your time
today. Wereally appreciateit. Well take a coffee break for those who haven't had
coffee and return here at quarter past 11 by that clock up there, because it’s running
slow.
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MR HINTON: Welcome back to this public hearing on the Productivity
Commission’sinquiry into the Gas Access Regime. | now invite to come to the
microphone the representatives of Energy Networks Association, Mr Bill Nagle and
Mr Garth Crawford. Welcome.

MR NAGLE: Thank you very much.

MR HINTON: | invite you to make the introductory comment or statement to lead
us into discussion, please.

MR NAGLE: Thank you very much. My nameisBill Nagle. I'm the chief
executive of the Energy Networks Association and with me is my associate Garth
Crawford, the national director of government and regulatory affairs of the Energy
Networks Association. Obviously we're very pleased to maintain our participation in
these public hearings and the PC report, and particularly the opportunity to speak to
the inquiry team heretoday. The last time we spoke to the Productivity Commission
about the review was last September in Perth under the auspices of the Australian
Gas Association. In December 2003 this new Energy Networks Association was
formed by agreement of all gas and electricity distribution businesses including the
previous AGA members. So we are essentially continuing on the involvement of the
Australian Gas Association under this new banner, Energy Networks Association, in
itsreview.

One of the recognised major priorities of the Energy Networks Association has
been to continue this involvement in the review and the previous AGA made
particular requirements and arrangements within the Energy Networks Association to
ensure that has occurred. Like | mentioned, the Energy Networks Associationisa
national representative body for the owners and operators of electricity and gas
distribution networks. So we're talking distribution here and not transmission,
production or retail along the gas chain - distribution. These businesses deliver
electricity and gasto over 12 million customer connections through approximately
800,000 kilometres of electricity lines and, more relevant to the inquiry here today,
75,000 kilometres of gas distribution pipelines. Although it’s distribution, the term
"pipeline” is still attached to the term.

The reforms to the industry representation arrangements in this area highlight
one of the key themes of the early chapters of your draft report, which isthe
significant changes in the industry structures that we're seeing over the last five or 10
years following the national competition policy reforms and other reforms leading
from the involvement of private sector businesses in the delivery of energy. While
the ENA isanew organisation, its contribution to the inquiry is drawn from the same
gas distribution businesses that were represented in the previous AGA and, in our
submission, is very much a product of the cooperative work of the six gas
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distribution businesses involved in delivering gas herein Australia.

The gas distribution networks owned by these busi nesses represent the largest
class of assets impacted by the Gas Access Regime, the largest class. The assets
under the gas distribution businesses outweigh the assets covered by gas transmission
pipelines. The commission’s draft report has been a matter of obviously intense
industry interest since last December and has been the subject of detailed discussions
among ENA members over the past few months. Broadly, energy network
businesses considered that the report has a number of very positive findings and
recommendations that it makes regarding the Gas Access Regime. ENA members
consider that the commission has identified most of the areas of improvement - and |
say identified here - in the existing regime and set out arange of possible solutionsto
only some of these issues.

So we're going to come back to that, about - there was a series of identified
improvements that should be made but recommendations didn't go to al of those.
Obviously you've set out arange of possible solutions to some of those issues that
have manifested themselves over the past few years of the regime. The ENA
believes that the commission’s review is the most independent, comprehensive and
detailed stocktake of the regime to date and certainly long overdue. The most
important message the ENA members want to give the commission here today,
however, is that we have strong concerns that the report does not make detailed
recommendations which will improve the impact of the regime to the largest
proportion of assets under the regime issue the gas distribution networks, and to
protect adequate investment in the existing networks, even after making findings that
the cost-based regime is riddled with problems and inconsistencies.

Rather, the approach that the commission appears to have adopted in this draft
report is to possibly narrow the range of assets potentially subject to the cost-based
pricing approach and raise the test for coverage under any form of regulation. For a
number of reasons, which we'll go to soon, the ENA considers that afinal report,
which does not go beyond these two elements, would not effectively improve the
operation of the regime for most of its participants, and the largest proportion of
assets covered by the regime, particularly after the Productivity Commission finishes
its report and during the implementation phase of the report through, sort of,
ministerial council and energy, sort of, processes and involvement of government
agencies that we may see the coverage tests set out in the draft report narrowly
applied by the regulatory community more generally so that very few assets will be
subject to your perceived new regime. That's why the underlying cost base regime
needs to have the Productivity Commission’s closer attention and follow up some of
the findings from the draft report into recommendations into the future.

At this stage therefore I'd like to hand over to my colleague Garth Crawford
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who will make a more detailed analysis of some of the e ements of the draft report
and our submission in response to that, and particularly go into those issues where
we would like to see some of the positive findings of the draft report transferred to
specific recommendations. Thank you.

MR CRAWFORD: Thanks, Bill. I'm Garth Crawford, the national director of
Government Regulatory Affairs of the Energy Networks Association. The first issue
I'd like to speak briefly about is the series of judicial determinations and appeal
outcomes that are relevant to the commission’s recommendations and findingsin its
draft report. Theseinclude the Australian Competition Tribunal judgment in the
GasNet matter, the tribunal’s judgment in the Moomba-Adelaide pipeline system
appeal which was mentioned, and the judgment of the WA Supreme Court in the
Epic Energy appeal. The ENA strongly urges the commission to particularly

examine the findings of the Australian Competition Tribunal in the recent GasNet
and MAPS cases which were released in December 2003.

We consider that the outcomes of these judicial precedents are entirely
consistent with the overall direction of the commission’s draft report and that
integrating the outcomes of these precedents into proposed refinements of the Gas
Access Regime would bring significant benefitsin terms of mitigating some of the
adverse impacts and trends in the application of the existing regime. An example of
thisis the concept of workable competition set out in the judgment of the WA
Supreme Court in the Epic Energy appeal. Ensuring that regulatory authorities
clearly understand that the Gas Access Regime is intended to produce outcomes
consistent with workable competition, observable in real markets rather than the
theoretical concept of perfect competition, and that regulatory authorities are aware
of the implications of this, islikely to produce enhanced regulatory outcomes and
promote efficient ongoing investment.

Similarly, integrated in the outcomes of the Moomba-Adel aide pipeline system
and the GasNet cases into the commission’s final recommendations and findings has
the potential to address two other ongoing issuesin access pricing. First, the
common tendency for regulatory authorities to substitute their own preferred values
in access pricing matters where service providers have proposed values that fall
within acommonly accepted range of uncertainty. Second, an approach which seeks
to adopt assumptions in the regulatory pricing debate that |eads to the lowest possible
short-term pricing outcomes even where these assumptions do not reflect reasonable
approaches adopted by other businesses in competitive markets, and we saw an
example of that brought up regarding the line pipe costs in the Moomba-Adelaide
pipeline system, which was mentioned by Max.

To turn to some of thefirst findings of the commission’s draft report, the ENA
supports the proposed insertion of a clear and binding objects clause into the Gas
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Access Regime, which regulatory authorities would be required to consider when
making decisions under the regime. In particular, we support the incorporation of the
concept of economic efficiency into the proposed objects clause. Thiswill better
recognise the different types of efficiency, such as allocative, dynamic, and technical
efficiency, which the regime should be concerned with, and also ensures clear
linkage back to the original helm of reforms.

In addition, importantly in our view, the incorporation of the term "economic
efficiency” aso incorporates important elements of the judgment of the WA
Supreme Court in the Epic Energy case. In particular, itsfinding that the Gas Access
Regime should aim to replicate the outcomes of workably competitive markets. A
caution that we would raise with the commission is that changing the regime's
written objectives - or in this case actually creating them - would not necessarily
result in amarked change in the execution of regulation. For thisreason it’s
important that the commission addresses the weaknesses of the regime and its
application in more detailed recommendations on substantive issues, such as the
application of the cost-base tier of regulation in concert with improving the guidance
provided by regime.

The ENA does not support the commission’s proposal in draft recommendation
5.3 to remove consideration of the legitimate business interests of service providers
as afactor to be considered in the assessment of an access arrangement and other key
decisions under the code. We don't support this proposal for reasons of both
principle and pragmatism. Interms of principle, it isthe only section in the regime
that specifically recognises the specia property rights impacted by the regime
reflecting that the overwhelming majority of assets covered under the regime are
sunk capital assets owned by private owners who require incentives and minimum
protections for ongoing investment. In terms of pragmatism, specific and useful
judicial precedents referred to earlier have built up around this part of section 2.24, in
the past two yearsin particular. These precedents and the guidance they offer which
complement the broad directions of the commission’s own proposed reforms could
be unintentionally lost were that specific subclause of section 2.24A to be removed.

MR NAGLE: Just to stop you there. It would be worthwhile | think coming back
and discussing that one in detail later, because there has been a build-up of quite a
fair bit of case law in thisareafor a while and we're just wondering whether or not
the Productivity Commission has had any advice on the impact of some of their
recommendations on that case law.

MR CRAWFORD: To consider coverage issues briefly, the ENA supports the
commission’s recommendations for a higher minimum threshold for coverage and the
addition of an overarching efficiency objective to assess whether coverage increases
economic efficiency. While the ENA supports in principle the two-tiered model of
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regulation put forward by the commission, there are some concerns amongst industry
that regulatory creep could undermine the commission’s ultimate objectivein
improving operation of the regime. For this reason, the ENA has proposed removing
the scope for regulatory authoritiesto act as sponsors for the application of more
intrusive forms of regulation, an option left open in the draft report.

Our other major concern is that while it appears to be the commission’s
intention that fewer assets will be covered under afuture gas access regime than are
presently, there is the potential for institutional drivers on future coverage bodies and
coverage decision-makers to lead to an actual expansion of the total scope of assets
covered by the access regime. Further guidance and explicit statements about the
total level of coverage expected under a future reformed regime would be one way to
addressthisissue. One of the points of relevancein thisregard is questions from
some parties about how future judicial bodies and decision-makers could interpret
the terms "material” and "substantial".

The ENA has not carried out specific work in this area, although we are aware
other parties have. We simply urge the commission to ensure that the questions are
answered as clearly and definitively as possible prior to the implementation stage. |
now want to speak briefly to the issues raised by the commission in the chapter on
access arrangements - in particular, issues relating to pricing principles, the
deficiencies of the current cost based form of regulation and the issue of information
collection. The ENA is broadly in agreement with the commission on the need for
improved pricing principles under the Gas Access Regime and the general nature of
what those improvements should be, but ENA members do seek some modifications
to the commission’s recommendations.

In particular, the ENA considers that a reformed section 8.1 of the National
Gas Code should specify that reference tariffs should include a return on investment
at least commensurate with the commercial and regulatory risksinvolved. Thisis
consistent with the concept of the asymmetric risks and costs of regulatory error. We
should also specifically require that in approving reference tariffs, or areference
tariff policy, the regulator be satisfied that the tariffs or policy are consistent with the
objects clause of the regime and section 2.24. Thirdly, it should possibly retain the
existing references replicating the outcomes of competitive markets, due to the
significant weight of useful guidance for regulatory decision-making relating to this
term which has arisen from recent judicial determinations.

Asraised in our discussion on objects clauses, apoint ENA wishesto stressto
the commission is that improving and clarifying regulatory guidance in and of itself
will not overcome many of the negative features of the regime. Additional specific
recommendations to improve the actual operation and the application of the regime
itself will aso be necessary. An example of thisisthe fair sharing of efficiency
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gains made by service providers. The draft report usefully acknowledges the
problems of the current arrangements which rely on regul ators making forecasts of
future possible efficiencies and lowering access prices to fully and immediately pass
through 100 per cent of the benefit of these forecast gainsto end users.

The ENA considers that a specific recommendation by the commission is
required however for a specific provision to deal with thisissue. A starting point for
afairer approach would be arequirement that service providers retain at least
50 per cent of actual achieved efficiency gains rather than the current arrangements.
High level pricing principles and objects clauses a one won't address these types of
detailed issues which bear critically on incentives for investment and efficiency. One
of the most important elements of the ENA'’s response to the draft report is that we do
not consider it sufficiently addresses the largest single impact of the regime, the
adverse impact of the current cost based approach to ongoing investment in existing
gas network assets.

In ENA’s view, while making coverage arguably apply to a narrow range of
assets and proposing new mechanisms to deal with particular issues surrounding new
investments are important initiatives, they do not address the central deficiencies of
the regime and a substantial proportion of its potential to harm the medium-term
interests of the community. One of the ways which the commission could assist in
addressing the adverse impact of the regime on investment in existing assetsis
re-emphasising in itsfinal recommendations the need to re-balance access prices
towards facilitating adequate medium-term investment, a key message from its past
review of the National Access Regime.

Another practical way would be to give explicit guidance to regul atory
authoritiesin the regime that where a service provider has proposed a parameter in
the setting of access prices that fall within areasonable range, regulatory authorities
should not seek to substitute their precise preferred point estimate of that value which
they consider most appropriate. Thiswould reinforce the original operation of the
unique model underlying the Gas Code which is based on the principle that it is for
the service provider to propose reasonable terms and conditions and for the
regulatory authorities to take that proposition and assess it against the principles of
the code.

On theissue of information collection powers, the ENA is concerned that some
of the commission’s proposals on information collection powers could actually lead
to higher costs than the existing regime and reinforce the heavy-handed application
of cost based access pricing, which is at the heart of the regime’s adverse impact on
investment. The ENA rejects proposals supported by some regulatory authorities to
introduce new information collection powers, especially where there has been no
clear definition of specific deficienciesin the existing powers under the Gas Code
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and Gas Pipelines Access Law.

Proposals to allow new detailed information collection requirements to be
imposed on service providers within access arrangement periods are particularly
likely to increase regulatory intrusion and costs unnecessarily. To turn briefly to the
commission’s consideration of light-handed regulation, the ENA supportsin principle
the recommendation for price monitoring as an alternative light-handed approach to
regulation. Our key concernsin this are that the tests for coverage operate as the
commission intends them to operate so that a significant portion of assets actually
benefit from the new, lighter-handed price monitoring option and also that the
lighter-handed model does not evolve through its application by regulatory bodies
into the type of intrusive regulation it was designed to help address.

Further to this point, the ENA considersthat it isinappropriate for the National
Competition Council to be given the task to develop information collection
guidelines for the price monitoring option. The commission carefully considers the
issue of new investment and access arrangements in its draft report. The ENA
welcomes this consideration and would al so emphasise that reinvestment and
investment in existing networks are of central importance to the sustainable operation
of the regime. Existing assets under the regime constitute around $8.6 billion of
capital investment. New investment in transmission pipelines, by way of contrast,
has averaged approximately $500 million per year over the last five years.

The ENA supports the measures proposed by the commission to address the
potential impacts of the regime on new investment. In the case of proposed binding
rulings of non-coverage, ENA members consider that a 20-year period for a binding
ruling of non-coverage is the most appropriate, given common project financing
timelines. A measure which provided a guarantee of non-coverage for the initial
loss-making period of the Greenfields investment, for example for only 10 years,
would have little impact on decisionsto invest. One element of the position on
binding rulings which is set out in the draft report which we have some concerns
with is that the concept of an unsuccessful application for binding rulings of
non-coverage should lead to automatic coverage under the regime.

We are a bit unclear about whether thisis the deliberate intention of the
commission. Inour view, it should be a defining principle of the regime that
coverage and coverage assessment can only ever be triggered by at least one genuine
access seeker actually applying for access. On the issue of administrative
arrangements and appeal's, the ENA broadly supports the commission’s findings and
recommendations. One exception to this however is the issue of possible backdating
of regulatory rulings. In ENA’s members' views, thiswould lead to issues of
complexity, inequity and unworkability in situations where networks and pipelines
serve multiple tariff classes, sometimes under a mixture of varying terms and
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conditions. The ENA does not consider that the proposal is appropriate for these
reasons.

Similarly, the proposed removal of the further final decision stage is not
supported by the ENA. This approval stage is often required to enable a service
provider to lodge afinal access arrangement which flexibly meets the key
requirements of the regulator for the access arrangement without necessitating that
regulatory body to actually prescriptively impose the exact terms of afinal approved
access arrangement. 1n a number of cases aswell, the further final decision stage has
allowed the correction of manifest technical errors made by regulatory authorities,
which, if left uncorrected, would have had serious unintended revenue consequence
to distribution businesses or required more expensive and time-consuming methods
of rectification.

In relation to appea arrangements, the ENA supports the removal of
restrictions on the grounds of merits appeal. We consider that one further
improvement that could be made in the area of appealsisaformal recognition by the
commission for a consolidation of the inconsistent range of local merit appeal bodies
established across states and territories - an issue highlighted in table 2 in our
submission. The commissioners recognise that having all merits reviews being heard
by the Australian Competition Tribunal is cost-effective and more likely to produce
consistent outcomes. The ENA urges the commission to go the next step and ensure
this point isincluded as aformal recommendation initsfinal report.

Finally, on the issue of institutional arrangements, the ENA makes a number of
recommendations to the commission. We strongly support the emphasis given by the
commission to having separate bodies ng coverage issues under the regime
and then applying the regime in detail to gas infrastructure which is determined to be
covered. This prevents regulatory overreach and the undesirable governance
implications of any regulatory authority being placed in the position of determining
the scope of itsown jurisdiction. The commission has made the finding that the
existing Gas Code change arrangements are deficient.

The ENA concurs, and considers that many of these deficiencies would be able to be
overcome if representatives of service providers whose property rights were
impacted by the regime were able to have aformal vote in the code change process.
The ENA also considers, as a consequence of the deliberate division between
independent economic regulation, on the one hand, and policy agencies of
governments, that regulatory authorities should not be permitted to unilaterally
initiate code changes that affect the policy framework of the access regulation
regime. This concludes our formal presentation. Thank you. We are both keen to
answer any guestions you have or discuss issues further.
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MR HINTON: Thank you very much, both Bill and Garth, for those comments,
detailed comments, and thank you very much for your detailed submission. Input
from ENA and therefore its membership is crucial for thisinquiry, so we appreciate
this substantive participation. | have got a number of questions. Interestingly, going
through my list of questions - | think your detailed presentation touched on alot of
them, so | am maybe in fact seeking elaboration or clarification of some of the
aspects already covered.

Thefirst question | had isin relation to something Bill said, and that is"ENA
of courseisdistribution, not transmission focused.” One of our challenges was to
come to grips with identifying the differences between distribution and transmission,
from aregulatory intervention perspective, and to see whether or not a single regime
was appropriate, whether the common characteristics were sufficient to underpin a
common approach with regard to regulation. | would welcome your perspective on
that issue. Have we addressed it sufficiently - adequately? Have we reached the
right conclusion that a single gas access regime covering both transmission and
distribution is appropriate while there is sufficient flexibility to take account of the
differences between transmission and distribution?

MR NAGLE: Weve aways argued that there should be asingle regime, in terms
of the nature of the businesses and what the regime seeksto address. Thereisn't any
reason to have separate regimes at al. In that regard | think report is setting down
the right path. What worries us about the report though is that there's an implication
there in the report that because of, | guess, the two mgjor initiatives that you're
looking at doing, which is creating a new tier of coverage called the price monitoring
tier and changing the coverage test - and some of the commentary in the report
implies that that’s enough to correct the major problemsin the regime.

We had the impression that that sort of targeted more to, say, some of the
greenfields-type issues and problems which may therefore impact more beneficially
on transmission. We don't have a problem about things being beneficia for
transmission. There's no competition necessarily between the two sectors. But |
think in the outworkings of your model, either accidentally or deliberately, thereis an
acceptance that there should be a single regime but the mechanisms you're proposing
may only pick up transmission, and we think that’s a major flaw.

MR HINTON: Let'smove on to the areaof objectives. You certainly in your
submission support the concept of an overarching objectives clause and in many
ways endorse the sort of formulation we put forward including implicitly the tidying
up of other references to other objectives that are contained in the documentation.
But you go on to elaborate and suggest that interpretation of this objective, it's
important that concepts of dynamic efficiency and workable competition get
somehow picked up. | wanted to explore thiswith you a bit further in the sense that
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the approach we've taken is that efficiency is the objective and competition is the
mechanism by which you achieve that objective, and with the pressure of market
failure then you have intervention.

So the prior question then becomes, given all this background of terminology
of perfect competition, workable competition, efficient competition, effective
competition, are we really shying at shadows here? Do we really need to get into
putting an adjective in front of competition - whether it be workable or whatever - in
circumstances where ACCC say they don't apply perfect competition concepts, so
why do we need adjectives to say what they should be pursuing? It's how they go
about it as prescribed by the regulatory mechanism. Can you give me areaction to
that inflammatory statement?

MR CRAWFORD: | think it’s partially true and | guess that goes also to our point
about not wanting to over-rely on the objects clause. | guess something I'd say to
that was whether or not the ACCC says it applies to a perfect competition model,
evidence form regulatory decisions are that they apply something very close to it.
For example, in the recent Victorian gas access arrangement review decision, the
ESC offered a suggestion that revenue had to be just sufficient to ensure ongoing
service provision which gets you something pretty close to marginal cost pricing
which is an underlying assumption of perfect competition, for example. So | would
just, | guess, caution that you need to look to actions rather than what the words of
regulatory authorities are about what model they apply.

But, look, | have some sympathy for your view that you don’t want to overload
the objects clause with too much specific economic jargon, asit were. But | guess
what we're seeking is a confirmation that the commission is not seeking to exclude
all of these findings and judicia precedents which are gradually building up a body
of work as to how regulators can appropriately apply the Gas Access Regime by
drafting a new objects clause.

MR HINTON: Thanks. Infact I'm alittle remissin not thanking you aso for your
specifically highlighting recent decisions that have direct impact on the sort of
conclusions we will be reaching in the final report, such asthe Epic, such as
Moomba, such as GasNet. So we appreciate your submission and to some others as
well, picking up the importance of those decisions.

MR NAGLE: Canl just make acouple of comments further to what Garth has
said. Thelegal cases are quite interesting in that irrespective of whether or not we
struggle with terminology as a perfect competition and/or a workable competition
here, when these issues go to court that's essentially the debate that seems to be had
in front of the courts. The courts do buy into the arguments about differences
between perfect competition and workable competition because they throw up
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different results. The perfect point estimate approach of some of the regulatory
bodies compared to the range of acceptable values against the objectives of the
regime, for instance, is sort of aclassic case there.

What we're trying to say isthat thereis areal world operating out there and the
regul ators need to understand that a concept that they might have to have in their
head of that perfect competition does not transfer easily to this market where they
can actually highlight exact points of valuesin the regulatory formulas and that in
doing so they actually err in their responsibilities. They also are inconsistent with the
fundamental model that there’s a series of principles that the access arrangements
should be consistent with, and that the access arrangements are proposed by the
service provider, ie, the distribution or transmission businesses, and that the
imposition on them is to be consistent with the principles of the code; not single
point estimates worked out through some sort of economic model predicated on
perfect competition.

So I don't think it's really just arhetorical debate, | think it'salegal issue and
it'sapractical issue. Sowe'relooking at an objects clause and pricing principles that
actually say to the regulatory authorities and to our businesses that will live into the
future that those objectives have to be met pragmatically and met against the pricing
principles rather than sort of aformulaic solution.

MR HINTON: Thanksfor that, Bill. I'd like to come back to something you said
in your introductory comments, explicitly flagging you wanted a further exchange of
viewson it regarding our proposed deletion of 2.24, that is the service providers
legitimate business interests to be of consideration. The origins of that proposed
deletion essentialy were driven by where those particular property rights should be
recognised as being important for regulatory intervention. Interms of a coverage
decision we didn’t think it was pertinent whether or not a particular infrastructure
should be covered, but when it comes to setting a price for atariff then it wasa
direct, deliberate, appropriate relevance to a regulatory intervention.

So the new pricing principlesin fact includes, under our draft report, tariffs
which generate expected revenue at |east sufficient to meet efficient long-run costs.
Thereis aproperty right there inherent in that sort of pricing principle and one that |
would have thought adequately addressed what | saw as your concern about our
proposed deletion of legitimate business interests from 2.24.

MR CRAWFORD: That'strue, athough | guess I'd reference the fact that
section 2.24 is of relevance to wider issues than just pricing principles. It'sa
benchmark set of objectives and set of guidance to regulators for a number of
decision points under the - - -
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MR HINTON: Including coverage. That’s important because intervention by its
very nature erodes property rights of some sort, otherwise it wouldn't be achieving
anything. It certainly changes commercial behaviour. But there is another wider
reason why we sought to address the formulations of 2.24 and that isalisting of a
range of interests that primafacie are potentialy in conflict, does not provide
guidance for regulatory intervention when we're talking about broad guidance, for
example, an objects clause in particular, or the objectives of the intervention. It may
be useful to have those sorts of interests flagged at the more detailed level of
intervention and how the intervention is actually implemented.

But in terms of the raison d'etre for the actual intervention itself, we saw it
important to be broad brush for the focus on an overarching clause without having a
listing of potentially conflicting interests. For example, we're aso proposing the
exclusion of, deletion of, the interests of users and prospective users. As soon as you
put in the legitimate business interests of investorsin the covered pipeline as service
providers, there's always pressure then to put in the counterpoint for users. We found
in our judgment that the administration of the regime was complicated by having
those very things; alisting of interested parties' interests at this broad level of
description as to why we have the Gas Access Regime. That's the origins of it; not
seeking in any way to challenge that there are legitimate business interests and
service providers' legitimate interests overall, including property rights, but how you
take that into account would be done at the more detailed level such as tariffs.

MR CRAWFORD: | understand. | guess my comment would be that some of the
concern | think is raised because section 2.24A is the only section of the existing
regime that specifically lists out those sort of elements of legitimate business
interests that incorporates private property rightsin the existing code. So service
providers are seeing a proposal to remove that, albeit with the objective of clarifying
the overall objectives of the code and better, sort of, devolving out the considerations
to the relevant sections. We didn't see that second element of that. | guess the other
thing which would be useful to us would be the commission’s more explicit
statement in itsfinal report that the overarching objectives clause proposed by the
commission actually already incorporates some elements of that, section 2.24A, the
legitimate business interests because there’s a reference to investment at the moment
but investment can be read in a number of different ways.

MR HINTON: Let'smove onto monitoring. Y ou've expressed on a number of
occasions, both in the submission and a so this morning, among other things, the risk
of regulatory creep, that if you've got a monitoring regime in place there's aways the
potential for the regulator to get over-enthusiastic - my words, not yours. We
recognise that in the draft report and we therefore seek to have a prescription and
description of the sorts of operations that would be inherent in the monitoring tier.
Why would not that sort of approach provide sufficient comfort to counter the risk of
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regulatory creep?

MR CRAWFORD: We support that approach and we understand the commission
was trying to do that and says that quite explicitly in the draft report. | guess what
causes some concern was some residual elements, such as the case | highlighted
where there's the potential for aregulatory authority to actually sponsor a gas
network or pipeline to move from a price monitoring tier to the cost based tier which
would essentially - some regulators essentially creating work for themselves by
arguing that, no, this network or pipeline - coverage of it would substantially increase
economic efficiency, therefore it should be covered under the cost based tier. We
would see that as an undesirable element. We would see the accessregimeis
supposed to provide open access for genuine access seekers. It's not appropriate for
regulatory authorities to essentially be arguing one way or the other that you should
go up the tiers of coverage or down them.

| guess another element was the commission’s model, as | understand it - and |
could bewrong in this - wasif you're under a cost based tier of regulation and you
applied to have non-coverage, there's nothing in the commission’s model to prevent a
potential party advocating coverage the day after you get non-regulation which then
essentially takes you back to the bottom tier of regulation and we start all over again.

MR HINTON: Youve anticipated three more questions but let’s stay with that for
the moment, Garth. When revocation occurs that’s where the coverage
decision-maker has made a judgment that the threshold was not reached, therefore it’s
not subject to the cost based price intervention. Has ENA got experience that
suggests that revocation has the potential threat for reversal so quickly? | thought
that that was not a message that we had received to date, that revocation has
occurred, and revocation has never been really challenged.

MR CRAWFORD: Revocation has been granted on, | guess, alimited number of
assets so far, and we would have to see how it was applied in the commission’s new
proposed arrangements, but even the threat of coverage, again for example, could be
used as a strategic gaining opportunity from potential users.

MR NAGLE: One of the problems that we have with the proposal is not so much
the words you're using - | mean, there is no hint in the report here about what the
starting position is of all the businesses. If this whole regime was accepted and
implemented by governance tomorrow, where do al the businesses sit? So if all the
gas distribution businesses are put into the price monitoring regime or are uncovered
subject to whatever forces on them then occurs or does it assume that wherever you
are at the moment that’s where you're going to be in the new regime?

Thisis one of the reasons why we have asked you to actually say something on
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this, about what your expectations are of the three-tier regime. On day one where are
all the businesses? So if al the businesses, gas distribution businesses, arein the
price monitoring regime, if they so wish, or the uncovered regime, then our concerns
would be, well, what stops an immediate attack upon them, in terms of trying to push
them back into the cost based regime by the regulators, which will in fact happen,
undoubtedly. The reversal of revocation that we have at the moment is not a
problem because in fact the ones which have been revoked are absolute gimmes - |
mean, they're very, very clear.

We would like to see some of our gas distribution businesses - the core gas
distribution businesses’ coverage revoked as well, even under the current regime. So
what happensif that begins to happen under your regime? What isto stop the
push-back occurring? | think the push-back effort would be much greater if the
assumption isthat we all start uncovered or in the price monitoring regime. So that
iswhy we have this sort of problem with this reversal possibility.

MR HINTON: Let'stake up that point then. At page 15 you say that all existing
covered pipelines should be in the monitoring regime. | am reading that as all
distribution covered pipelines from your view. Though | have, as an aside,
mentioned that a representative of the transmission sector has also said that given
their nature of lack of market power in that sector of the gas sector also warrants,
primafacie, inclusion in the monitoring regime if they're covered rather than in the
cost based price regulation. So we have got both claims before us that the starting
point from day one should be monitoring rather than cost based.

That raises areal question of whether or not that isrigorous. If they are subject
today to cost based price regulation with that threshold, doesn't that suggest that,
primafacie, they should be subject on a case by case basisto a valuation against the
new thresholds to see whether they should continue to be cost based price regulation
or subject to monitoring - or for that matter, there is always scope of course to move
to uncovered in circumstances where the coverage threshold is probably higher under
our proposal relative to what is applied today, or we state it is. That suggests, even
on that basis, some covered today would not be covered in the new proposed regime.
Doesn't that case by case formulation have rigour, have accountability and have
transparency, rather than saying, "Day one, everything should be in acertain
category"?

MR CRAWFORD: | guess, to start off, we put that position for its administrative
simplicity and also to avoid the potential costs of a case by case assessment. | can
see merit in a case-by-case assessment. What we're trying to avoid is the situation
which arose in 1997 where the Gas Pipeline Access Law was passed and by virtue of
schedule A of that law all assets were covered, and that has been at immense cost for
gas distribution networks and gas pipelines that subsequently had to apply for
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coverage under quite extensive and expensive processes.

Our other point in terms of the starting off point would be that most gas
distribution networks have gone through at least two cost based reviews and have
had, essentialy, the regulator’s careful eye over its costs and operating structures and
so forth twice and that, given that, there is argument that you could have a
presumption of a price monitoring approach, for example, for five years, similar to
the Productivity Commission’s own recommendations in the airports review, for
example.

MR NAGLE: Butwe are having the exact debate that we wanted to have actually
about, in the PC’s mind, what is the starting point. If your regime is adopted, what
happens on day one? Because that wasn't clear, we would like to see it clear,
because, if it's clear, from what you are now saying, the assumption is that wherever
you are at the moment you will be in the new regime, and then you graduate, if that's
it right term, to one of the higher tiers, then that is really the debate that we have.

That brings us back to, | guess, our fundamental concern with the report, that if
the PC perceives and accepts a number of problems with the current regime but then
says they are solved by the price monitoring tier and the changes to the coverage test,
which to meis acontradiction in the position. If you actually say that the cost based
system has all these sorts of problems, why isn't there sort of more recommended
surgery on the cost based, which iswhat alot of submission and our presentation
here this morning here is about.

MR HINTON: [ understand the point. But certainly the approach in the draft
report is one of having a higher threshold for the test for applying cost based price
regulation. It therefore follows that the potential for some pipelines currently subject
to that would not be under the new regime which requires an assessment to
substantiate that.

MR NAGLE: If the PC panel was given the job to make that decision by
governments when they adopt or not adopt your recommendations, well, we might be
alittle bit more relaxed about it, but | suspect the NCC or something else like that
might be the people who are going to make these recommendations, and they have
never made a recommendation yet of a substantial asset being uncovered.

MR HINTON: Weéll, we certainly propose in the draft report that the entity
responsible for coverage decisions - and currently that is the NCC - would make not
only the coverage decision but also the level of regulation intervention as to whether
itbeintier 1 or tier 2.

MR NAGLE: Because, you know, theissueisthat we had an agreement back in
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95, 96, 97 about the nature of the regulation, and on paper it looks good. But the
designers of the model didn’t implement it, somebody else implemented it. The
implementation of it was very much predicated on you're guilty until you're proved
guilty rather than you're innocent until you're proved guilty. So what we had was a
writing down of every single element of what we perceived to be protections of
property rights and flexibility in the current regime to, essentially, asymptotically
approach a cost of service regime.

If that happens again, we will have avery high level report which has al the
rights words and everything, governments can even adopt it for political reasons, say,
"Thisisfantastic, " but of course then they hand it over to a series of other playersin
the market whose approach is, "Let’s just read down every single one of these
flexible clauses." So we really would like to see the PC do two things - make some
judgment or comment about where they perceive al the assets are going to fall, on
day one; and if alot of them still seem to be falling where they currently are, iein the
cost based regime, to say something about the cost based regime along the lines that
we have recommended in our more detailed recommendations about those bundle of
assets which are still there.

MR HINTON: What if thefinal report sought to elaborate on the application of the
thresholds certain examples, case studies, that might illustrate where the threshold for
coverage applies, and then the higher threshold again for cost based price regulation
would apply, would that be helpful? Not necessarily putting it into the code but
illustrating what was behind our intent of the levels of thresholds?

MR CRAWFORD: Yes, we consider that would be very useful, and | guessin that
regard as well we would consider any further work on the differences between
substantial and material in the coverage clauses - any further work in that area would
also assist our members.

MR HINTON: That isexactly what | am referring to, giving concrete examples
where material gets activated and when substantial gets activated.

MR FOLIE: | will just ask them a question on that aswell. One of thejudicia
precedents that have come out is interesting, that they have actually found the, if you
like, structure conduct performance model - they're rgjecting it, rather - in other
words, quantitative indices about the level of competition. The judges seem to be
more persuaded by looking at actually what is occurring in the market per se, which |
think isinteresting. Would you therefore expect the commission inits final report to
be going more in the direction of actually giving - again quantitative, there are so
many competitors in the market - in other words, quantitative measures of it or really
to stay more with the trend of actual market performance, which is still abit loose
because it can’t be prescriptive, you have actually got to look at how the market is
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actually performing. That is one of the problems with giving clear guidance on these
things. What are your views about that dichotomy?

MR CRAWFORD: | think real world examples and real world application rather
than use of indices and theoretical measures of competition would be more useful in
this case, given that each set of assets under the gasregimeisin avery different
position and, for example, it's not really conducive to measure an issue of coverage
or non-coverage in the same mathematical theorem as, for example, the ACCC uses
in applying whether a particular merger should go through or not. They are not very
flexible in that regard.

MR NAGLE: | think therecent Loy Y ang decision by the Federal Court sort of
goesto that issue as well, where the Federal Court rgjected - | mean, Garth can talk
about the details of the court case better than | can, but they seemed to have rejected
atheoretical formula of what competition impacts might flow from AGL’s purchase
or part-purchase of that power station and sought to have more real world likelihood
discussions about that impact on competition, and in that way the ACCC'’s case was
not upheld, competition was not - - -

MR FOLIE: Because, effectively, policy has got to be fairly consistent across all
different arms. Y ou know, gas can't be totally unique to all the other areas, and part
of where we took it in the report was guidance on - effectively, there are tests for
competition and things. But with the mergers and acquisitions criteriawhich the
ACCC - so you fedl that may not be appropriate for the gasindustry? Wetried to
approach through that area.

MR CRAWFORD: | fed like the methodologies of analysis applied in those
mergers cases isn't particularly appropriate. | think the overall guidance probably has
some relevance, but the actual measures, quantification and measures of it, aren't,

and | think that is reflected in some of the commission’s draft recommendationsin
any case. For example, the commission asked for information about ensuring that an
access seeker has actually tried with best endeavours to get access to a pipeline or
network before it has applied for coverage, and that is an example of taking area
world practical approach as opposed to measuring something in abstract.

MR HINTON: Let'smoveto thisissue - and you have touched on it in your
introductory comments as well as your submission - of expansion of existing
pipelines. In draft recommendation 7.4 we, in effect, say that if a pipelineis covered,
then the expansion of that pipeline would also be covered. | can't see how that could
not be sustained - that is, if market power isthe criterion by which judgments are
going to be made about coverage, it is difficult to see how an expansion of an
existing pipeline that is covered should not also be covered, in that it’s hard to see
how that would reduce its market power. In fact, if anything, expansion would lead
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to increase, if not sustain or maintain, that market power.

MR CRAWFORD: | guess| disagree, and | would refer you closely to the
judgment of the Moomba-Adelaide Pipeline system. For example, if you have a
pipeline which has 100 tergjoules a day maximum capacity, and you expand that
pipeline to 150, essentially you have got to fill that with customers. There may only
be 101 tergjoules of demand out there, so you have a very different competitive
environment for that additional 50 tergjoules a day than you do for the original

100 capacity constrained configuration of the pipeline. So to me, it essentially
creates a new service, anew market, and that needs to be assessed on that basis.

MR HINTON: Theideabehind the recommendation is to remove that process,
administrative burden, on everybody, to go through a process of case by case
assessment, when in fact, primafacie, it's hard to see how you could reach a different
conclusion if that owner of that pipeline has market power.

MR CRAWFORD: If the owner of the pipeline has market power for the existing
configuration of the asset, which was what led it to be covered. But our argument is
that the expansion of a pipeline, for example, can create significant spare capacity, a
different competitive environment between users and the owners of the pipeline
which may not evidence market power.

MR NAGLE: Yes. Ithink afully committed pipeline delivers avery different
series of power, you know, market power leversto the owner of that asset than one
that’s two-thirds full, and the expansion of that pipeline and the desire to attract new
customers to take up that capacity is a completely different ballgame than sort of
providing a market with a pipeline that’s fully committed. | mean, it'ssimilarin a
way that if you're talking about the distribution business and you're expanding into a
new regional areaand it’s built off the edge of a gas distribution system around a
major city, the market power issues are very, very different.

| mean, if you're going into marginal distribution country you're up against a
whole range of incumbent fuels. Y ou don't have any guarantee that you're going to
have an uptake of customers. Y ou might be building it on the basis of maybe a
bakery or a glassworks or a hospital or whatever being sort of afairly major
base-load customer that might take 20, 25 per cent of the capacity. But everything
else, al the other small businesses and residences, you still have an incumbency fuel,
incumbent fuels that you have to challenge. So you have diesel, electricity, LPG,
wood in some cases, and it'savery, very different situation than, say, the rest of your
distribution system. So we really do think that there are very different competition
pressures on expansions to the parent asset wherever that sits, either a pipeline or
distribution business.
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MR HINTON: Thistakesusto one of your other concerns and that’s the draft
report’s approach on new investment doesn't give adequate focus on brownfield
issues as opposed to greenfield. That is the topic we were just talking about,
expansion of existing assets. We felt that there were some aspects of this covered
through the discussion on the scope for binding rulings or truncation premium
sharing, or even the setting the sort of premium on expansions and how atruncation
might or might not occur. Y ou don't think that there is some scope here for the
brownfields issue to be addressed?

MR NAGLE: | guessintermsof brownfields expansions - and thisis linked to the
last issue we discussed where you may have a network augmentation to anew area,
where a binding ruling of non-coverage may not be the most appropriate mechanism
to do that. A regulatory truncation premium, if the commission made clear that that
was to be applied in that new augmentation, would be of assistance | think and |
think the Productivity Commission actually recommended that in its review of the
national access regime, specifically saying that not just new investment but
augmentation of existing facilities should be covered by those sort of new
mechanisms.

MR HINTON: I’'m not so sureit was quite as precise as that, but - - -

MR NAGLE: It may not have been arecommendation but it was in the text.
MR HINTON: But our draft report wasn't quite as precise as that.

MR NAGLE: No.

MR HINTON: It explored truncation premium and sought views on it, and that’s
really why | was raising it with you this morning. But that does touch on another
issue that was raised earlier this morning, this so-called regional objective. Our
terms of reference in fact invite usto look at some regional aspects or regional
perspectives. But not too many have taken up thisissue at all. It's a question of
whether the gas code and the gas access regime is appropriately or inappropriately
looking at regional objectives. Do you have any views as a distribution focus
regarding this?

MR NAGLE: Wehaven't gonethrough it in thissubmission, but | recall in Perth
we had a bit of lengthy discussion about thisand | can only concur with what Max
Kimber said in the previous submission, that we have an arrangement in Victoriaand
in Tasmania where there's large amounts of public money on the table to get some
expansions done into regional Victoria and Tasmania, which we've never asked for.

| mean, normally if you lobby government to spend $70 million you would be
reasonably happy, but they’re spending $70 million without being asked to. Y ou
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know, we've actually said, "Why don’t you actually change the code to make some of
these riskier marginal projects more attractive to our members?* you know, by
responding to some of those comments | made before about allowing the businesses
to be uncovered and more flexible in the way they price and the way they do deals,
given you've got al of these incumbency fuels.

Because the pressure on our businessesin regional areasisthat for some reason
the next town out is being ignored by the gas distribution business which is now
owned by a private company, and in the old days they would have built it here
because they would have been told by government. Our businesses would like to go
to those towns. They have to attract a couple of foundation businesses, but then they
need the flexibility to price for the other businesses to make the whole deal
worthwhile, and the code prevents them from doing that.

So | mean, we didn't make abig plan of it but we noted that rather than looking
at the regulatory regime per se through this review, to deal with some of those
regional expansions governments have decided, for whatever reasons, they want to
put public money in line to resolve that issue and we just don't see the logic of that.

MR HINTON: Isn't that an issue of who should pay? Asalluded to by Mr Kimber
earlier thismorning, that if it's done by pricing across the network then that means
other gas users pay. If it’'s supported by public revenue, taxpayers more generaly,
then there’'s avery different burden asto how that isfunded. Isn't that behind the sort
of different policy approach here?

MR CRAWFORD: | guess, asBill said, we don't have a problem with Victorian
and other governments saying that public moneys will be spent on gas distribution
systemsin regional areas. Our concern isto make surethat the regimeis effectively
integrated with that, so that we don’t get a process, as has happened in Victoria,
where you've had competitive tender processes under the gas code for about seven
projects and they've all fallen over, and subsequent to that, after a year, two years of
delay, you then get a separate process undertaken by the Victorian government which
is then operating what is essentially an unapproved and competitive tender process
for projects.

Why not just bring together those processes and allow the gas code to
recognise that in some instances governments may make public policy decisions that
regional networksin locations X, Y and Z should be built, and allow the regulatory
system to recognise that better, rather than insist on a competitive tender process
which is focused on the lowest possible price, have those fail and then have
government step in afterwards.

MR HINTON: Thanks. I've got several more detailed questions unrelated to the

24/3/04 Gas 595 B. NAGLE and G. CRAWFORD



sort of more thematic approach we've been discussing so far. So they will be a bit
sporadic in their coverage and their focus. So let me try some of them with you.

Y ou expressed concern about harmonisation of information requirements across
jurisdictions. We were alittle puzzled as to why you didn’t think it was a good thing.
At the moment you've got quite varying information requirements emerging from
different regulatorsin different jurisdictions. Would there not be some benefit in
benchmarking some of this and bringing some sort of more harmonised approach?

MR CRAWFORD: | guess our concern would be if regulatory authorities
themselves worked hard for the process of harmonising information requirement then
amaximum of information collection approach would be adopted rather than a
minimum approach and that some - part of the issue of the information collection
code changes which have happened and representations made to the commission that
you should be increasing information collection powersis an outworking of the fact
that regulators have actually disagreed amongst themselves for years and been unable
to put forward a set of consistent, clearly defined information requirements that they
are not currently able to collect under the code.

MR NAGLE: Thewholeissue of that information collection goes back along way
and there’'s always been strong disagreements between the regul ators and the
regulator businesses over this. It goes back to the original agreement back in 97
about a deliberate policy decision to constrain the ability of regulators to require,
demand information of the businesses. The deal back then was that the businesses
will give up alarge amount of their property right by going into an access regime.
But that had to be constrained in away that wasn't open-ended and a chap getting
racheted up. There was a carefully balanced agreement struck back in 97 about the
interests of the investors in the asset and the national interest in terms of the coverage
regime.

The point at which that erodesis at this information - one of the points that
actually erodes. One of the other pointsis that issue about point estimates rather than
sort of arange of values for WACCs and DORCs and a whole range of other sorts of
things. But the issue of that information flow - and there's always sort of - like, you
know, Bruce says, "Well, public policy says that, you know, perfect information is
the way to go and why don't we just have this sort of national system of information
flows?' We don't consider that it's anywhere as simple asthat. Every time through
the National Gas Pipeline Access Code, which we sit on, when our businesses are
asked to produce more information it’s almost always inconsistent with the original
97 agreement about what the information is going to be used for.

The fundamental model is that the businesses propose access regimes

consistent with the principles of the gas access code and law and the regul ators make
judgments about that. Thereis afundamental difference between that and handing
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over thereins of your businessto aregulator to run your business for you. If they
wanted that, they shouldn't have sold the gas business as a private sector in the first
place.

MR HINTON: You strongly oppose backdating reference tariffs - ignore that
remark, but | did pause. There's aproposal in the draft report about the regulator in
setting reference tariffsto have a date of effect different to that which is the date of
decision and this was driven primarily by concern about the lack of timelinessin
some cases for outcomes, regulatory outcomes for this gas access regime, that the
system was generating quite extensive delays which were certainly inhibiting and
deferring commercia activity, which was unhealthy for everybody. One way to
perhaps remove some of the incentives that might encourage game playing,
particularly with regard to timetable, was to provide scope, flexibility for the
regulator to set adate for the reference tariff earlier than that which applied for the
decision itself. Now, you've strongly opposed this. Isthis concern about the
difficulty of giving flexibility to the regulator or what's underpinning your concern?

MR NAGLE: Wadll, I think acouple of things. The assumption isthat the gas
businesses are responsible for the delay. | mean, that’s the only way you can read
that particular recommendation, that the gas businessis blamed for the delay and
therefore the regulator will punish them by backdating the decision for where the
regul ator reset starts.

MR HINTON: What if it'sahigher price? Maybe the consumers are the source of
the delay.

MR NAGLE: That certainly hasn't been our experience to date. But that’'swhy |
was raising the point, that it's about getting the incentives right or removing
appropriate incentives. Now, you're suggesting that the source of delay is not service
providers and therefore to have potential to backdate would not address the problem.

MR CRAWFORD: Yes, and could | just add regulators in the past have actually
clearly acknowledged - because the AGA, one of its central concerns was these
delays and the finalisation of access arrangements, and regulators consistently said
when you raised these issues of delays on time lines that, "Look, wereall ina
learning process here. We're going through the first round of access arrangements.
We acknowledge that we don't have some of the skills and resources at the moment
necessary to do thisin atimely fashion. We're hoping to addressthis," and it was a
constructive discussion between parties about why there was adelay. | don’t think
you can look at the delays and simply conclude that it's a process of gaming, strategic
gaming or otherwise, by service providers. To usit’s aremedy that doesn't fit the
problem.
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MR NAGLE: The pragmatic issue then becomes, well, if you don’'t backdate how
do you compensate or claw back? | mean, if it's the other way around the priceis
different. How do you compensate? Who do you compensate to, to your retailer?
WEéll, it could be maybe an unrelated retailer - to current users or users at the time.
There's awhole range of practical issuesthat we just thought - well, we really didn’t
think the issue was a big enough problem to actually impose, first of al, the
pejoratives of implications that it was our fault and second of all, you know, that
there was going to be massively complex compensation and clawback arrangements
for something that ain't really broke.

Now, it may have been in the first round of access arrangements because it was
alearn-by-doing exercise. But | don't really see that as a current issue, that we don't
see alot of flak coming our way on that issue and through the NGPAC process those
sorts of delays haven't been an issue on our agenda for some couple of years.

MR HINTON: What sort of administration - there’s been proposals around to
remove the further final decision. That has emerged from a number of interested
parties who feel it's unnecessary including ACCC | think, if | recall correctly. But
you've come out of left field at me and said that you don't like this. In fact it'san
important sort of back-up to remove errors that might have occurred in the final
decision. Isthisdirect experience or are you just being cautious here?

MR CRAWFORD: Yes, it'sdirect experience. Infact, it's experience very
relevant because it’s actually a Queensland network that's an example, Envestra Ltd's
Brisbane network, where the QCA made a completely technical error relating to the
number of net connections and gross connections and the change of this over the
regulatory period, and that would actually have significant revenue implications for
Envestrawere that technical error carried through simply by the QCA being ableto
essentially ride that component of the access arrangement. But asit was, the further
final approval and further fina decision allowed that technical error to be addressed
in a pretty cost-effective way and for the access arrangement to be finalised.

MR HINTON: So maybe youd like another round.

DR FOLIE: Why wasn't that picked up in the draft stage? | just don't quite - |
mean, part of thiswasto try and contract all these delays, which everybody was
saying the more review periods you've got, the more delays. Why wouldn't a
fundamental error like that be actually picked up because you've got a preliminary
finding earlier?

MR NAGLE: My particular understanding in that particular case, that was a
calculation that had to be done at alate stage anyway.
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MR CRAWFORD: That'sright, yes.

MR NAGLE: | mean, whilst these access arrangements are going on, the
businesses are still operating, there's expansions, there's changes going on and | think
that metric was one of those things that you did towards the end of the process. Soif
you got it wrong then basically you either live with it for five years or went through
some sort of lengthy court case to resolveit.

MR HINTON: Inour report we talk about the binding ruling of 15 years and you
suggest 15 istoo short, it should be 20 but we in fact in the draft report seek views on
thisissue. Certainly in that earlier hearing we did not get much elucidation as to the
reasoning why 15 was not as good as 20 or 20 was better than 15 or 15 was
appropriate. We'd welcome your perspective on this. Why should it be 20 and not
157

MR CRAWFORD: | guessit’'sjust anecdotal experience from the industry about
what the project financing guidelines for these sorts of new projects and
augmentations actually are, and as a period we want to err on the side of having this
as an effective mechanism rather than, for example, if the commission was to declare
that there should be a 10-year binding ruling of non-coverage. That would
essentially have no effect on investment because these are long-lived investments
whereit'sonly in the out years that a blue sky profit is made.

MR NAGLE: Yes, | think we made some comments at one stage, possibly in Perth,
that the commission may want to look at the funding arrangements and maybe get
some separate advice on that from the institutions who fund these sorts of up-front,
heavy, capital-intensive infrastructure projects, and to get some feel for the pay-back
periods.

MR HINTON: I've got one more question and it's to do with the institutional
arrangements. It’s particularly pertinent to you in the sense that it’s relating to the
sort of national energy regulator proposals that have come out of a number of COAG
processes and other sources, including the Parer report, and it's not a static process.
There isaprocess, it’s continuing, and we could expect to see more emerging from
that before we finalise our report but as you have electricity and gas hats on together,
you bring a particular perspective that might be useful for usin circumstances where
some are saying that a national energy regulator issue is being driven primarily by
electricity rather than gas, and that has the potential to not do justice to the gas
sector. Isthat an overstatement or does it have substance or - - -

MR NAGLE: | think there's every possibility. Our position is at the moment

supportive of asingle national regulator and the other institutions that we're looking
at but they're talking about rolling in gas and electricity distribution two or three
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years down the track. 1’'m glad you raised this because it was one of those issues |
implied in my opening comments that we have a - one of the reasons why we would
like to see the commission dot somei’s and cross somet’sis because | think your
report is going to be used as a fundamental source document for a process that alot
of people don’t quite appreciate, that after establishing these Australian energy
market commission bodies and the Australian energy regulator, et cetera, thereisa
much bigger and more fraught process coming down the track at uswhich isto
develop anational energy regulatory framework, one part of which is converging the
way gas sectors and the electricity sectors are regulated.

The gas sectors are bigger than the electricity sectors. Most of the political
focusison electricity. We believe that the most generic thorough-going debate on
the nature of regulation of energy assets going on in the country at the moment isthis
one and that we're very keen for government to actually pick up some of the debate
that’s been had through the Productivity Commission review of the Gas Access
Regime. That's why some of these sorts of issues about coverage and the nature of
the cost base system, et cetera, | think are very important to us. We don't really
know how that’s going to play out, about whether or not electricity is going to wipe
out anything that we actually agree on here in only six months’ time or whether or
not governments will consider that thisis, you know, quite a useful processto inform
electricity regulation aswell. | mean, obviously that’s our view but we are going to
have a debate about objects clauses, pricing principles, nature of the coverage tests,
appeals arrangements, the allocation of efficiency gains over an access period, on
electricity and gasin that generic debate we're just about to have. We're treating this
one asin fact a precursor to that debate.

Now, it would be greatly disappointing to us if we end up with a Productivity
Commission report that says some fundamentally useful things but leaves a few, sort
of, outsin it and therefore governments reject it as amodel going forward for
electricity and gasin the future. So that’s why we're sort of being cautious about
some of the matters that we've been talking about here today. | don’'t know how that
debate is going to go in the future but that debate is just about to be had, and one of
the things that we have been toying with, asking you here, is whether or not you want
to say something in your final report about the usefulness of your final report to that
more general policy debate about regulation of energy assets per se. | think it would
be very useful if you did because policy-makers in government would be then more
aware, | think, of the linkages between debates we've been having here and the
debates that we're just about to have over there.

Being closely involved in that debate and coming from debates on this very
thing yesterday with the ministerial council on energy people, the penny hasn't quite
dropped for all of them yet that this debate we're having through the Productivity
Commission review is essentially the same debate we're going to have through that
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process. So | keep telling them that they have to draw linkages between what they
want to do and thisreview. It would be great if thisreview can actually make those
comments aswell. Now, | know that’s sort of straying into some sort of policy areas
but I think from a more pragmatic point of view you can say there are a number of
generic points we're making here. It’s not just about gas distribution or gas
transmission. It’s about the regulation of monopoly assets per se, be they energy or
telecommunications or whatever.

MR HINTON: Thanks. Michael?

DR FOLIE: [I'vejust aquestion about judicial review. The case being made by
yourselves and many other industry representatives is that we've got to take careful
note of the large growing body of case law that we havein thisarea. Y ou could
argue that alot of the case law has been developed specific to the existing Gas
Access Regime, which in fact a part of that case law isindicating that the legislation
may be a cause of some of the problems, and the cause of why the regulationisasit
is. For instance, you know, the regulator, it's been found in court, must take al
factorsinto account, et cetera, et cetera. My question isthat really there will be some
elements of judicial law that's around - that's been findings that are relevant but
another significant proportion of it will be related to the existing regime. If the then
legidlation were to be altered then that’s not important, and should one be bound by a
whole lot of second-order points that may have been made in law on the existing
regime rather than have a newer regime?

MR CRAWFORD: | guesswhat we'd haveto say isthat separating out from some
of those judicial determinations there are some second-order points but there are also
some first-order points, such as what sort of competition are you trying to replicate in
the Gas Access Regime? And we would see strongly those judicial determinations
and the guidance they provide the regulators, we would see it strongly as useful that
that guidance continue into the new regime and not be diluted accidentally, asit
were, through changes - for example, the removal of the replicating competitive
markets clause of the gas code pricing principles. Soit isabout separating out those
second-order points about the application of an existing regime but also those useful
points about how do you appropriately apply any access regime? Wevetried to
separate out some of those pointsin the front of our submission in that section.

MR NAGLE: Yes, | mean, the Productivity Commission’s general position in the
more generic access regime in their draft report on this one even, going down the
same directions as some of those precedences in those court cases. So, from the
Productivity Commission’s point of view, you might be concerned that, in terms of
your own words, wiping out some of those case law precedences which are actually
quite useful in terms of the direction that you seem to be heading in. So | think it's
just not our concern. | mean, obviously we have a concern about that, given that we

24/3/04 Gas 601 B. NAGLE and G. CRAWFORD



started with a system that was a bit broke and the courts have actually made a
number of decisions which are correcting in away that we think goes back to its
original intent. It strikes me that your recommendations in the draft report are also
heading back to the original intent of the deal back in November 97, and it would be
ashame if accidentally in pursuing some of those objectives, that we actually remove
some of the precedences of some of the court cases, which are actually delivering the
same result.

Now, | mean, I'm not alawyer and I’'m not quite sure what the final debateis on
precedence based on one code to a slightly amended code in the future. | don’t know
if you've taken any advice on that one yourself but it's an issue that we've been
discussing internally and our current view is that those precedences are very, very
important because they are consistent with the original intent of the Gas Code.

DR FOLIE: Now, do you consider that some of these judicial results that have
come out have been due to actually looking at the original intent of where the code
was meant to be drafted and that's been a part of these long, drawn-out judicial
cases? They have gone back and drawn on original intent rather than actually drafted
legidlation.

MR NAGLE: And it asowent back to the Hilmer statements back in the early 90’s
about national competition policy and its objectives as well.

DR FOLIE: Sowould that give you faith that the way that we've actually - the
material is substantial and some of these sorts of issues, that that's a part of - it'slaid
out by defining and giving indications of what the intent is and therefore they could
be made workable?

MR NAGLE: Thatisonethingthat - - -

DR FOLIE: Following the same - maybe atortuous couple of jumps in the way but
effectively what you said, it worked in the past with less structure going in the
drafting that take account of intent. If more focus was put on intent, if there was a
change, then these sorts of recommendations may be able to be made workable
through the judicial system because some people believe they are probably difficult
material substantially to be able to define the difference, and even yourself have
raised concerns. Do you have some faith that it's defined more carefully, that again
we could actually relive history and start getting some sense, perhaps a bit faster than
it took last time?

MR CRAWFORD: Yes, the coverage exampleisagood onethat if the

Productivity Commission clearly saysthat it intends to raise the bar for the material,
the price-monitoring tier, let alone for the substantial cost-base tier, then that would
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give us some comfort that courts and future tribunals could clearly see the police
intent behind that and we wouldn't get into a situation where the application got out
of whack with the policy intention. So, yes.

MR HINTON: Thank you. Bill and Garth, anything you'd like to particularly
emphasise that we've overlooked so far?

MR NAGLE: No, | don't think so.

MR HINTON: Okay. Thank you very much again for your participation today and
also your submission. That’s very important for us. So that’s appreciated. We'll now
break for lunch and return to this room at 1.30 for two more sessions this afternoon.

Thank you very much.

(Luncheon adjournment)
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MR HINTON: Let's start the afternoon session of these Brisbane hearings. The
first appearance for this afternoon session is Mr Mark Christenson from In Tempore
Advisory. I'd invite Mark up to the microphones. Welcome, Mark.

MR CHRISTENSON: Thank you, Tony.

MR HINTON: I'dinvite you to begin the proceedings by inviting you to make an
opening statement or introductory statement, that you might pick up on some points
you would like to emphasise.

MR CHRISTENSON: Yes. First of dl, thanks for the opportunity to make a
submission and to discussit at the hearing. My background isin economics and I've
worked many years ago with the commission in Canberra. Subsequent to that, | was
with Queensland Treasury and | now have my own consulting firm which deals afair
bit with rail and electricity. As someone who has personaly, | suppose, had to
wrestle with the issue of access and infrastructure over my professional life I've
developed some views on it and I've tried to represent them in this submission. |
suppose that the starting point for me was that, the microeconomic reform agenda
having progressed over the last 10, 20 years and achieved alot, | think that there'sa
sense - and certainly in the area of infrastructure access - that, if you like, we've hit
thewall or run into a situation of, in economic terms, diminishing marginal gains
from the access regime, and | believe that to take the next step, if you like, we need
to step back and look at it alittle bit differently.

In the submission I've tried to draw some references to sort of more artistic
representations, | suppose, of theissue as | seeit and, if you like, the core of it is that
| think we have got bogged down in, if you like, the obsession of this"what isthe
counter-factual situation” for with or without aregulatory regime. Again, in the
submission I've tried to use an example of where that question in itself could be
presented as part of the problem, if you like, given that if we stop and reflect the
ability to, you know, present or to demonstrate what a counter factual is, isafairly -
well, that was one of the points | made in the submission.

At certain pointsin time we presented as something which is difficult, whereas
at other pointsin time | think there’'s an inclination to think it's not possible at all and,
you know, they're the sort of outcomes that you get without recognising - | suppose,
again, what I've tried to demonstrate in the submission is some of the fundamental
paradoxes around access regimes and, more importantly, the sort of underlying
theory, if you like, upon which they're based and as | seeit, it comes down to a sort
of marrying of what we would call maybe self-interest or the incentive of the
individual to become involved with business and to pursue their self-interest and the
broader social outcomes that we desire, and | think that if you have a close look at
that relationship and even relate it back to alot of the things Adam Smith said a
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couple of hundred years ago, you can start to see or start to appreciate the
fundamental paradox with that, inasmuch asif you do constrain self-interest then you
actually end up compromising the desired outcomes in a broader sense.

| think that part of the problem is that that relationship is not one that we can
actually prove or demonstrate in an analytical way and as such, it really involves a
leap of faith or agut feel that that is at the core of what we're about when you talk
about, you know, a free market philosophy. To the extent that that gut feel has been
lost then | think we're starting to struggle in a mire of arguments and counter
arguments about what may be or what could be, when if we relate it back to the core
theory, you know, we can see that that’s a dangerous path to go down. So yes, that’s
basically the crux of it.

MR HINTON: Thanksfor that, Mark, and also thank you for your submission.
We're always pleased to receive submissions that attempt to stand back and look at
things afresh. It's something the Commission triesto do aswell. But at the outset let
me try and reformulate one of your propositions and see if I've understood you
correctly. You were expressing aview that if by regulation you constrain
self-interest then ipso facto you lead to eroding the broader outcome, achieving the
broader outcome. Another way of looking at that is to say that the onus should be on
those wanting regulation to show that the benefits of regulation are greater than the
costs, and that is, we have to accept right at the outset that intervention is not the first
option. It may not even be second, may not be third.

But the onus should be on those pro-regulation, pro-intervention, to show
benefits exceed costs, as opposed to the reverse onus where those seeking to remove
regulation can show that the benefits of removing regulation will be greater than the
costs of removing regulation. Now, am | putting words in your mouth or isthat - - -

MR CHRISTENSON: Weéll, | don't think that's how | would put it because | think
that part of, if you like, the opposing views, the one battling against the other, is
actually part of the problem becauseit is, if you like, aleap of faith to believe that an
utter pursuit of self-interest is obviously going to be in the best interests in a broader
sense | think you can’t demonstrate that in any sort of cost benefit analysis, if you
like, because the whole belief isagut feel, if you like, or something which you relate
to at alevel which isnot going to be quantifiable, which is not going to be expressed
simply in words and numbers.

MR HINTON: But theinevitable conclusion from your formulation would be that,
"Let’'s get out of here. Let'sdump the Gas Access Regime, in circumstances where
economic policy or theory has moved on from the invisible hand. It has moved to -
there are market imperfections that do not deliver preferred outcomes, best outcome,
and therefore that there are circumstances where intervention is warranted. Now, if
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you accept that, then it becomes amost essential that judgments be made about net
benefits. Isthe intervention going to be efficient? Are the benefits going to exceed
the costs? | thought the whole construct of that development of economic theory
warrants some sort of analysis of efficiency: benefits exceeding costs.

MR CHRISTENSON: Yes. Butif you ask yourself - | mean, can you tell me what
efficiency is? Can you tell me what that is?

MR HINTON: Inthat formulation as| put it then, as opposed to efficient market,
efficiency of intervention is where the benefits exceed costs - and more broadly
defined, that is, all benefits, all costs.

MR CHRISTENSON: Yes, but you're defining a process for getting somewhere.
But can you articulate what that point is, and | would suggest that you can't, and
therefore the starting point should be that, that you cannot analytically agree on what
efficiency is, and indeed the whole theory actually argues that and that’s the reason
why we've moved away from an essentially planned type of approach to business and
infrastructure in particular. There was a recognition that the government could not -
or an agent indeed could not - come up with what those efficient parameters were for
the relationship between abuyer and a seller. Therefore we don’t recognise the
fundamental contradiction when we go into regulation which says that we are really
pursuing a pseudo essentially planned approach. | mean, it’'s not that but it is
something of the same principle because it says that the QCA or Gary Samuel or
someone of that nature can actually second-guess what we've already said they can't
second-guess.

MR HINTON: What I'mreally trying to draw out from you is whether or not in
that position that you propound does that lead you to the view that the Gas Access
Regime should be scrapped, because that's where it takes you?

MR CHRISTENSON: Yes. Well, | would argue that - - -
MR HINTON: And the intervention should be scrapped.

MR CHRISTENSON: | think al that question does is demonstrate that you've
already fallen into part of the trap that I’'m trying to demonstrate in the submission,
which is: you are asking a question which | can't answer satisfactorily becauseit’s of
the sameilk as the one I'm trying to express about the whole thing. So thereforeit is,
of asking the question that you need to ask yourself, because if it's not self-apparent,
if it's not self-evident what efficiency is, then there’s no point arguing about it.

MR HINTON: Sowhere doesthat take us? What question would you like me to
ask? If that’s the question I’'m not allowed to ask, do you have a question?
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MR CHRISTENSON: Weéll, it’'s not so much you're not allowed. | would say the
guestion we need to be asking ourselvesis. why are we obsessing over this question
when our theory tells us that the agreement is not going to be demonstrable. It can't
demonstrate what that is. So you're going to have situations like you have with this
inquiry, where BHP is saying, "WEell, thisis our view on account of factual. Here's
your view on account of factual." You can't resolvethat. The question that needs to
be asked is why we have established - or what are we going to get out of a process,
which has achieved alot on that level but is not going to take us to the next step,
because it’s just going to put usinto aloop of arguing which | would think is not
going to be productive in the long term.

Indeed it only tends towards a heavy-handed approach because the frustration
that inevitably arises with that circularity takes us into a more heavy-handed
approach. | mean, the response is always go into it further rather than come back,
because coming back leads you to the question that you've just put to me, which is:
would you suggest scrapping the access regime? | would not suggest that, because
the mere argument of it demonstrates the problem.

MR HINTON: Butif you have agas access regimeit follows that there may or
may not be scope to improve it.

MR CHRISTENSON: Absolutely.

MR HINTON: Inthose circumstances judgments need to be made about, first of
all, isthere arationale for having intervention, that is, a gas access regime, and if the
answer isyes, market failure: then is the solution as currently designed the best way
to achieve aredressing of that market failure? If the answer is, "Well, we're not
sure,” that leads you to make judgments about what is your best estimate, using as
rigorous analysis as you possibly can bring to bear to the blank bit of paper. Now,
isn't that a construct that's defensible, sustainable and in fact almost crucial ?

MR CHRISTENSON: | think it's crucia up to apoint but | just don't believe that it
is going to take us the next step, which | believe that there is a sense growing that
there needs to be a different step taken or adifferent approach. The argy-bargy of
the process we have now has been very productive but | just don't think it's going to
go that next step.

MR HINTON: It'snot going to bring a conclusion.
MR CHRISTENSON: No, because you're looking for aconclusion, if you like.

It'saprocess and | think, as I've tried to put in the submission, you've got a process
of liberating business or the individual, such that they can pursue their self-interest in
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an unencumbered fashion and that is the process that we've agreed fundamentally
that is about the market. But then over the top of that we bring in constraints and
requirements which are then designed to try and achieve a public interest outcome,
okay, and it doesn't work because it contradicts itself, because it’s saying, "Y ou have
to pursue your own interests but at the same time be mindful of the public interest as
we've specified with A, B and C."

But if you go back to Adam Smith in the theory he observed that there was no
link between thetwo. He said that it was a natural consequence of individuals and
business pursuing their self-interest that led to the positive outcomes associated with
the market. So we mix them up whereas really the only way to achieve that isto
apply the process as an end in itself, knowing without getting caught up in it, that
that’s going to achieve the right outcome that you want.

MR HINTON: Would you support intervention where it’s clear-cut that thereis
market failure, that there is capacity for natural monopoly characteristicsto provide
market power that could lead to rent seeking contrary to the wider good?

MR CHRISTENSON: Waéll, again | think the question needs to be framed in the
senseif you're going to get the right answer then you need to deal with it on a
case-by-case basis but having regard for this more fundamental paradox that sitsin
the background which you can lose sight of and then get into the - | suppose that
contradiction then manifestsitself in the process, which then becomes unproductive.

DR FOLIE: Could we move from the metaphysical? Have you got afew more
concrete examples about where you see these problems and it may be in other areas
because you've worked in a variety of access areas?

MR CHRISTENSON: Yes.
DR FOLIE: Where do you actually tangibly see this paradox?

MR CHRISTENSON: Waéll, I've done work with Queensland Rail, for example,
and in their access taking there was a situation where - | suppose they were offering
reference tariffs, similar to the gas situation, | suppose, and they were leaving certain
discretionary itemsin that, or interpretations or flexibility for them to charge their
customers, and the QCA was putting it back on to them to say, "Well, we want you
to clarify this ambiguity that existsin how you're going to come up with these
charges." Now, | would have thought that that is an example of missing the point
because the discretion is actually needed to come up with the correct charge, because
the opposite of that would suggest thereisaformulafor it, and if we suggest there'sa
formulafor it then why do we need a market? | mean, the concrete example is again
part of the problem because it is a metaphysical view of things, and | think that’s part
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of the problem.

Again, the fundamental s about the theory, | would argue, have a metaphysical
component which has never been adequatel y addressed or acknowledged in the
economics fraternity, which is now leading us to these problems where we're trying
to say, "We can pin down what an efficient price is, we can determine what an
efficient accesstariff for gasis,” but then we say we can't, because if we could, we
would contradict everything that we're about.

DR FOLIE: I think the objectiveisto have that rather than actually saying that you
actually have achieved an objective to move to a desired state.

MR CHRISTENSON: Weéll, again, | think - - -

DR FOLIE: Rather than actually saying you will actually achieve that state, and
there may be some - what | think you're saying is that the regulatory processis
actually believing you can actually achieve that state and that’s actualy - - -

MR CHRISTENSON: Yes, it does. It does, but what I'm saying isif you relateit
back to the base theory it says, and Smith was saying, "L ook, intuitively thisiswhat
we want. We achieve a better world for everyone on asocial level." But forget that
for amoment, because if you try and approach business on that level then you're
going to come undone because he observed that the best outcomes were about the
individual and the business focusing entirely on their self-interest and promoting
that, and a consequence, an unintended consequence of that, was the social outcomes
that we try and achieve in a policy sense and ultimately become hung up on and
obsessed by, and in the process compromise the thing that we set out to do.

DR FOLIE: So part of - if you like, a concrete part - of what you're saying, am |
correct, isthat alot of the regulatory environment is replicating the market outcome.
By calculation they can actually achieve what, if you like, Adam Smith was doing
through basically seeking their own self-interest.

MR CHRISTENSON: Yes.

DR FOLIE: But onceyou start to try and plan it there's a subset within the
economy, "Thisisaflawed process." Isthat - - -

MR CHRISTENSON: Yes. Wéll, I think it's not aflawed processinasmuch as |
think we have to go down that path. What I’'m suggesting is, having gone down that
path there needs to be a fundamental turn in adifferent direction because | just don't
think that it's going to sustain the sort of outcomes or achieve the outcomes that we
want, because we have to move away from that outcomes fixation, if you like

24/3/04 Gas 609 M. CHRISTENSON



because that’s ultimately what we end up arguing about and really it should be about
the process of liberating the thing that free market economics s aboui.

DR FOLIE: Sofrom apolicy point of view we can't necessarily - certainly | can
speak for myself - imagine how we can quite get there. But a part of the draft report
is effectively, one could interpret what you're saying, winding back on that detailed
replication, leaving a bit of it but trying to move away from that. So in that sense do
you think the direction that islaid out in the draft report sort of is moving in the right
direction?

MR CHRISTENSON: It'sdefinitely moving in theright direction. But again I've
tried to explore thisin my submission, which isto say, well, again we're reacting to a
situation where the public interest perspective was very strong when these regimes
were initially established, and indeed the NCP agenda. But we're now seeing that
regulators have, if you like, an inherent bias against monopoly providers because
they’re established to address that. | mean, they exist because thereisan implied
problem and the problem is amonopoly. If there was no problem they wouldn't exist
so that, if you like, they're assumed to be guilty of overcharging or restricting supply
and so forth. So they've already come into existence to address a problem which |
then believe becomes, you know, if you like, the problem in itself.

MR HINTON: Inyour submission you say that, "Policy design to promote
market-based outcomes can be seen as both as a means and an end in themselves.”
What sort of policies do you have in mind there, other than deregulation? Can you
give me examples of any policies that can be designed to achieve market-based
outcomes that are not deregulation?

MR CHRISTENSON: No, | don't think thereis. | think fundamentally the process
isaremoval of the constrictions that are faced by the individual and by business. |
think, as | was just saying, the perception of a problem to start with then leads us to
be non-trusting of that sort of process, to the point that we try and say, "Well, we've
got to continue on with that philosophy of free market being a good thing, but on the
other hand we're going to come over the top with awhole range of regulations and a
whole range of controls, because we don't really trust QR. We don't really trust agas
pipeline owner because they are in amonopolistic position." That starting point
then, | believe, actually then precludes you from actually seeing the problem or that
the process that you get caught up in isthe wrong one.

MR HINTON: Explored enough, Mark? Any other point you wanted to sort of
emphasise? We've got your written submission. Thank you very much for that, we
appreciateit.

MR CHRISTENSON: No, that'sfine. Thanksfor your time.
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DR FOLIE: Thanks, Mark.

MR HINTON: Thisbrings usto the last session for the hearing here in Brisbane.
So | now invite the representatives of Allgas Energy Ltd, awholly owned subsidiary
of Energex Ltd, to come to the microphones, please. What | might do is get you to
introduce yourselves and that will help the transcript preparation as well, as she
identifies who people are.

MR LEE: There'sthe four of us- Trevor Lee, group manager of regulatory affairs
and Jennifer Hocking, regulatory affairs manager distribution, Patrick Whish-Wilson,
regional manager, and Prof David Round who's representing himself.

MR HINTON: Welcome to this hearing and | invite you to make an introductory
statement to get things under way.

MR LEE: Thank you, commissioner. I'd like to thank the commissionersfor the
opportunity to make remarks on the draft report. Asthe introduction said, we're
representing both Energex and Allgas here, and Prof Round is representing himself,
and welll be talking to his paper on Workable Competition. Allgas has made three
submissions to thisreview. We've also funded several papers by Prof Littlechild and
by Prof Round, and we also funded analysis of the technical problemsin the CAPM
methodology by Prof Grey. That was attached to one of our earlier submissions.
We've a so contributed to a comparison of international rates of return, WACC, by
the NECG, and we've also funded a market analysis of asymmetric risk by KPNG.
That last paper has not been submitted to this review just yet; it's being finalised at
the moment.

Weve taken astrong interest in this review for the smple reason we believe
the current regulatory regime is choking off the development of the gasindustry. We
think the situation in electricity is almost identical and we see the outcomes of this
gas review being very relevant for the reform of the electricity regulatory regime
down the track, as was discussed earlier with Bill Nagle. In the comments I'd like to
make today 1'd just deal with two matters. Firstis, I'd just like to summarise the key
messages from our third submission to you.

MR HINTON: Please.

MR LEE: Where we dealt with the legal implications, as we see them, of some
recent judgments for the draft report’s proposals. Then secondly, I'd just like to get
down to the real world of the network and give an example of how cost of service,
frankly, stuffs us up when we try and deal with extraordinary events such as
technical problems or rolling storms or something like that. I'll just give you an
example of one here recently.
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Returning to the first matter is our third submission to you, which was made in
February 2004, in our third submission what we suggested is that the final report
should take very full account of a number of recent judgments. | know some came
after the draft report and some came at just about the same time as the draft report
came out. Nonetheless one isobviously the Western Australian Epic case. The
second was the decision by the federal minister on the Moomba-Sydney pipeline and
the upholding of that decision by the Australian Competition Tribunal - that was aso
in February - the Federal Court’s decision on Loy Y ang and the tribunal’s judgments
on GasNet and on Epic south Australia.

Some of the comments made earlier this morning were relevant. We don't
believe that this review is starting with a blank sheet. Our belief is that the proposals
that have to come out from the draft report must conform with the judgments that are
being arrived at through legal processes and those four or five casesin particular. If
it was a case of the government taking away the Hilmer reforms and starting afresh,
well, fair enough - you can say what you like. But in our view, the Hilmer reforms
arethere. The Gas Code and other codes fall off it and the courts are interpreting the
intent and meaning of the law and the meaning of certain concepts such as efficiency
and competition.

It's our contention that unless the proposalsin the final report conform with
those judgments then the problems are going to be ever increasing litigation. | think
that's starting to occur now. Companies will take regulatorsto court if their
decisions do not fulfil the intent and meaning of the law and | think the draft
proposals are deficient in that respect, that they’re unsustainable going forward
because it would just lead to alot of litigation and increasing acrimony. So | don’t
think that would help the development of the gas industry.

In our first submission, going back to August 2003, to thisreview, I'll just
mention the fact that we said that alot of this debate is really about battle between
two economic models and alot of what’s been going on is superficial to that battle.
We looked at an empirical record on investment relative to WACC internationally
and all those sorts of things. But the essence of the thing is a battle about two
models. Oneisthe perfect competition model on that; the other one is the workable
competition model. Now, regulators have not addressed that, which is pretty
disappointing, given that the meritorious Prof Brian Johns who was an ex-deputy
chair of the Trade Practices Commission brought this to the attention of regulators
back in 98, and indeed the Victorian distribution business has brought people like
Dr Dan Fessler, who is an ex-commissioner of the California Regulatory
Commission, to Victoriato explain this, as well as Profs Littlechild and Beasley, and
they've all made very much the same remarks.
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So alot of the debate has been superficial. It has been talking about empirical
things; it has been talking really about that fundamental difference in modelling.
Now, it'sour view that the judgment in Epic and so on have settled that matter. We
no longer have to debate the empirical record. We no longer have to argue about
economic theory. It'sthelaw. Thelaw isthelaw. They have come out and they
have said that is the intent of the law, and that the law means regulators should be
replicating workable competition and not perfect competition. Also, the idea of
efficiency is not some theoretical ideal but it’s the process of workable competition.

Thisisquiteclear, | think, from the Western Australian case where the justices
said, "Well, there might be some ideal down the end - abit like Keynes - but we're all
dead in the long run. What mattersis the process of competition, and that process of
workable competition should be regarded as being economically efficient." That is
our first message, our first submission. Our second message is that we believe there
are anumber of good reasons why the regime should start off with the monitoring
tier two. Again, thiswas discussed this morning.

Oneisan argument really about natural justice and also a circuitory argument
that indeed the minister’s decision on Moomba-Sydney refersto. It's complicated
argument. | won't go into it here, it'sin the submission. But thereisthat natural
justice principle. Another thing that came out of the minister's M oomba-Sydney
decision we believe is again mentioned this morning, about what regulation is aboui.
Now, the minister talked about reversing the onus of proof. He also made the point
in the Moomba-Sydney decision that regulation should not be regarded as a
precautionary measure. That isthe last resort.

It is not there because people fear we might be doing something bad. It's only
really asthe last resort in the sense of intervening when necessary and | think the fact
- as somebody else said this morning, that most businesses have been through at |east
one or two cost of services reviews aready, that there’s very little monopoly went
sloshing around this industry in any shape or form. So | would come back to what
the minister said, you know, only as alast resort and if there's not much of a problem
here, why worry?

The third message that came out of our third submission, and the final one, |
think is, notwithstanding whatever the judgments say and what the law may or may
not say, we believe that the cost of service approach and the CAPM methodology in
particular isjust inherently dangerous. We provided papers by Profs Farmer and
French and Prof Grey to the commission already and | think, you know, avery
careful reading of the technical difficulties of CAPM would lead you to the
conclusion that no-one knows what the cost of capital is, the true cost of capital,
within avery widerange. They do not know.
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The economists have aso - | quote the example, one of the submissions said
that, "It's the end of CAPM, you should never useit." They were thinking of course
of just making ordinary investment decisions, but here we are in Australiausing it as
the whole basis of the viability of amajor industry. If there’s so much uncertainty in
amethodology, how in God’'s name can we determine the fortunes of those critical
companies in that critical industry, based on that unknown, that great unknown, the
great uncertainty? You just can't do that. Anyway I'll leave that thought with you.
We believe that CAPM is dead, not just for legal reasons but for the fact that it's
inherently uncertain.

Now, I'd just like to say a few words about what happensin the real world out
there in network land under this cost of service regime. | think Bill has touched on
the problems of actually running networks and not enough attention has been paid to
that. Inlate January we have five rolling stormsin South-East Queensland. They're
probably the worst sequence of storms ever. The storm on the night of the Friday,

30 January was certainly the worst ever. To give you someidea of the severity, we
had 1400 major lines down just on the Friday alone. The highest ever in our 80-year
history was about 300 down. | won't go on about all the statistics but just to give you
an ideathat it was extremely bad, we had something like about 1.2 million customers
without power at various times over that seven days.

How does the regulatory regime affect usin how we deal with matters like
that? The government here has started a review into our performance and there has
been alot of talk in the media about the fact that we hadn't maintained the equipment
well enough in the previous period, didn't have enough resources on hand to cope
with the trouble when it hit, and the regulator came out publicly and said at thistime,
"Well, Energex had always spent more money." Now, | know thisis electricity, not
gas, but the regime and the problems are identical; there’'s no difference. Well, were
lucky in asense. There's another review that has just been conducted in that sense of
the UK blackouts, and the House of Commons came out last week with its findings
from the London blackout of August 2003 and the blackout of the West Midlands of
September 2003. | must say there was another big blackout over there in the west
country in October which is not taken into account here, but as | understand it, the
reasons are similar.

Of course between that period of August and September in the UK there were
blackouts right across North America, Canada, Italy, Sweden, Denmark and the rest.
We have amagjor problem. Now, the UK House of Commons has identified the
reasons for those blackouts, as we have identified the reasons for the problems we
had here and they're all identical. The essence of that is the regulatory regime and
the attitude of regulators.

So what we're saying is, no matter what the technical trigger was originaly,
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whether it was a storm, whether it was a switch gear in the London Underground or
whatever, what the House of Commons and others are saying isthat it's only
symptomatic of the root cause. The root cause is the form of regulation and the
attitude of regulators.

The sort of thing that came out of our analysis and that House of Commons
review, I'll just mention five of them: the focus on never ending cost-cutting - again
something that was mentioned this morning - the micro-management of the regulator
companies, inflexibility to change circumstances, (4) the inducement to
short-termism in decision-making, and fifthly, the provision of insufficient resources
to develop the infrastructure. Those are the five things that the British found. Those
are the things that we found.

The UK review concluded - and | just mention these, paraphrase their
conclusions:

(1) theregulators policy to date of both limiting capex and continuing
the pressure on reducing opex is incompatible with the long-term
stability of the electricity network in Britain. Ofgen -

that’s the UK regulator:

Ofgen’s hierarchy of priorities, these are to promote cost-cutting to the
detriment of the condition of the network and induces regul ated
companies to postpone major investment programs.

They conclude:

The regulator’s concern to reduce cost to consumers should now be
tempered by a greater emphasis on assuring that network owners have the
financial resources necessary to secure a viable long-term e ectricity

supply.

Let’s just come back to Energex’s case here and what we're dealing with here.
Now, we know Energex isthe most efficient distribution company in Australia. We
know that because the regulator told us so. We did anational and international
consultancy work and that was the answer that we came out with. Even though we're
the most efficient, that is against cost, what we have do under aregulatory regime -
in essence the regulator is saying, "Well, you might be the most efficient in Australia
but you're not the most efficient in the world. The latest cost distributors' - and he
happened to mention the - well, the econometric analysis picked the American
utilities and said, "Well, they’re below you." Now, you compare the two. Y ou do the
OEC type purchasing power parity stuff. Y ou do your transcendental logarithmic
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production functions and al that, and what you do is come up and say, "Well,
Energex, not up with these US utilities. What you have to do is catch up with them
and of course they’re moving forward too, so we want you to catch up with where
they’re going to be in the future.”

So there's a mechanism to drive you down to this so-called ideal, least
cost-efficient level. They go further than that and they say, "Well, there's an
incentive mechanism here. Y ou can get a bit more profit if you're good,” In other
words, ,"If you can beat this ever screwing down of costs level by a certain amount
you can keep that bit of money for alittle while, you know, for four or five years,
and then we'll pass it away back to consumers.” So | don't believe that that so-called
ideal efficiency has any legal status. It’s not intended under the law, under the
Hilmer reforms or under the gas code or anything else, nor has it any economic
credibility.

| can go on about that for along time, but | don't think there is any economic
theory that requires you to reduce your costs down to an absolute worldwide
advantage. That’s mercantilism of 200 years ago. Thisisthe whole point of
comparative advantage theory. There's no credibility to it whatsoever. | know that
you raised the question this morning about the Productivity Commission does not
replicate perfect competition. It does replicate perfect competition. Weve given
evidence - - -

MR HINTON: Who does?

MR LEE: You raised the question that the ACCC says, "We do not replicate
perfect competition."”

MR HINTON: It'sanimportant clarification because you said, "The Productivity
Commission does not replicate - - -"

MR LEE: It'sall these commissions. All these commissions are going to my head.
MR HINTON: | apologise for interrupting you - please.

MR LEE: But they do precisely that. That was what the CAPM does and | just
make that point. I'll expand it later if you like, but that’s precisely what they do do.
Now, things are a little more complex than that. What we've had in our regulatory
decision and what has happened in New South Wales recently too is a so-called
smoothing exercise where the regulator says - | think that's what they say becauseit's
not clear from the one or two sentences in our determination precisely what they do
mean. But they remove an amount of money from us, a smoothing. | think
smoothing meansto deliver an early price drop to consumers. Y ou see from the
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recent IPART decision that that took quite abit of money off the businesses down in
New South Wales, In our caseit took 35 million off.

There's another matter here which is abit different from gas, because we're
under arevenue cap and not a price cap, that shows you the strictures that we're
under. We're under arevenue cap which fixes atotal bucket of money every year
based on forecast demand. Forecast demand was 4.2 per cent ayear. We were under
that for four years. Last year growth expanded by 8.1 per cent. That's double, that’s
peak demand that was double 4.2. Thisyear it's 14 per cent. Next year, with the
uptake of airconditioning in Queensland - God knows, right? But we have afixed
bucket of money and we have burgeoning demand. There's no money for it.

DR FOLIE: Sorry, isthat electricity?
MR LEE: Thisiselectricity. Thisisthe regime that we're talking about.

DR FOLIE: | just wanted to clarify those numbers, which regime you're talking
about, for the record.

MR LEE: That'sit, Michael. We are as much at fault as anyone elsein failing to
forecast how this demand was going to burgeon here over the last couple of years.
but thisisthereal point. There's no flexibility in the regime. It'sfixed for four or
five years. So things change, like massive increases in demand for energy. But the
regime says you can't have any more money to cope with it. What do you do? Well,
| could go on, but let’s just come back to the sort of problems we have in dealing
with storms like this.

We had 10,000 field jobs to do in that week of the storms. The normal rate that
we deal with those sort of problemsis 600 aweek. That’'s 14 weeks work in one
week. Where are the resources? Remember we've been cut, cut, cut. That's the
incentive of the regime: cut your opex down to nothing. Now, the House of
Commons review said, "Look, this can't go on. What you need is atotally new
approach to regulation,” and they suggested, to start with, a doubling of the capex
spend over the next 10 to 20 years, to raise their system from what they call M minus
1toM minus 2. | will just take a second to explain that. M minus 1 means one thing
can go wrong on your system and you can cover it. M minus 2 means two things can
go wrong and you can cover it. M minus 3, three things. M, one bit of trouble, the
systemisout. That'sthe essence of it. The British were talking about going from M
minus 1 to M minus 2, said, "That’s what the system needs especialy in areas
susceptible to bad storms such as Scotland, but M minus 3, that’'s too much, that’s
excessive, let’'s move the system back to M minus 2."

Energex is probably somewhere between M and M minus 1. In other words,
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one things goes wrong we're in trouble, one thing. If you've got one transformer out
and you've got a hell of ajob covering it. Because abucket of money isn’t enough,
what we're having to do is sweat the assets. During January and early February we
had hot weather, we had a cyclone, we had these rolling storms. At one stage we
were running 70 transforms that were ageing at 150 times their standard rate. We
had hoses all over them because the oil isboiling. Thisis burgeoning demand in hot
conditions and we're sweating the assets; that’s what we're doing. One transformer
goes out, you'rein trouble.

In Britain, "Well, double your capex expenditure over 10 to 20 yearsto get us
back up to M minus 2." We need a massive change in the way regulatory regimes
operate and the attitude of regulators. We estimate just to get back of this M, back
up towards M minus 1, we're going to have to spend - currently we're alowed
250 million ayear capex, we estimate 650 million ayear capex minimum going
forward. We're talking about getting on for three times the capital spent, that's what
we need. Thisreview had an earlier discussion about lack of investment, well, that's
where the investment should be. That's what we should be doing.

Anyway, | will just sum up. We don't believe any of real world consequences
were the intent of the legidlation, the Hilmer reforms or anything else. We cannot
see any legal or economic reason for the way the regulatory regime operates here.
We fully support what the NA said this morning and its basic recommendations that
you start us off on monitoring. We will show what the good outcomes of workable
competition will be in that monitoring regime and if we're naughty boys, then hang
us, send us back to tier 1. But under tier 1 | would say you still cannot have a perfect
competitive cost of service outcome. Under law it hasto be workable competition,
but in that it'simposed by the regulator and not by the company. | have finished, sir.

MR HINTON: Thank you, Trevor, for those comments and thank you for your
several submissions. But | also thank you for that various research work that you
referred to that supplemented those submissions. We also appreciate you focusing,
along with a couple of others, on some recent decisions that perceive to have direct
impact on our move from a draft report to afinal report and we endorse the need to
do that. Theintersection of pens down for the draft report and some decisions were
not ideal from our perspective.

It’s picking up something that Michael - body language - reacted to and that’s
some of your more concrete illustrations and reference to the House of Commons’
views fundamentally related to electricity and | know you said that they’re the same
systems, but I’'m not so sure that’s the case for a couple of reasons. | think the two
sectors are different, that is electricity to gas, particularly with regard to networks,
interconnectivity; stages of development, electricity being an energy source given,
gas often being an energy source of choice, not always but often, and the regimes
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themselves, that is the regulatory regimes themselves have quite significant
differences. Therefore | was alittle uncomfortable in taking at face value your very
powerful point with regard to handling challenges in the electricity sector and how
that derives from fundamentally inappropriate level of intrusive intervention and
regulation with regard to the electricity sector.

So my first question really was, can you put the two together? Can you take
your experiences with electricity and put it into the gas sector with some persuasion
for us?

MR LEE: | think the similarities between gas and electricity and distribution are
much greater than possibly between transmission and distribution in each of those
separate energy sectors. The reason comes back to competition because, in essence,
in distribution what we're trying to do is to get out and focus on customers and what
they want and supply greater security, that'sin the system itself, greater reliability,
regional development was suggested this morning. In eectricity, and aswe would in
gas - it'sjust aquestion of timing differences - what we would do is offer, and in fact
we've made this offer to the regulator here, and it’s happened in United Energy in
Victoria. You offer what we call price service offerings which goes out, asks
customers what they want and we can supply.

We think that works equally for gas or for electricity and distribution. It might
not be quite asrelevant in transmission. So all I'm saying isthat if you're going to
include transmission in one regime, along with distribution, | don't see any problem
in mixing gas and electricity. Sure, there will be some technical differences, but |
think the core of the regime would be identical but | can’t see any problem with that.
Before I go on, Prof Round was going to talk to his paper on workable competition
aswell, aslong as you're aware of that. But basically | don't see any problem mixing
those two regimes together.

MR HINTON: | thought | would just pursue that before we hear Prof Round’s
particular focus because I've got some questions on that topic as well, but thank you.
Is Prof Round going to speak.

PROF ROUND: Thank you for giving me the opportunity to address the
commission today. For the record I’'m here as a professor of economics and director
of the Centre for Regulation and Market Analysis at the University of South
Australia and not representing any of the other hats that | aware around the traps. So
anything | say today is purely in aprivate capacity and not to be taken as involving
anyone else.

| would like to say that basically | support the thrust of the recommendationsin
the draft report. | don't have any mgjor problem with them in the broad - the devil is
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in detail, of course. The only thing | would remark on hereis that the phrase
"material degree” | predict will be aboon for lawyers and sellers and dictionaries
because | think it will cause the same problems we have had in Australia as to what
substantially meansin "substantially lessened competition” and | would urge you if
you're going to stick with that phrase - | don’t disagree with the sentiment, but the
phrase "material degree” has no accepted meaning. If you can give it some
specificity | think it would be very helpful, but at this stage | think it's aboon for
other professionals to work through. Y ou only have to go back and look at all the
angst over what substantially means in the courts and in the commission to try and
work out what substantially lessened competition might mean.

As Michael reminded me at lunchtime, I've been writing about workable competition
for along time and it twigged my memory that my very first paper in 1973 was
called Workable Competition in Australia - | had forgotten all about that. But let’'s
not live in the past, let'slook at now. The wheel has certainly turned with respect to
workable competition. It was abuzz word in the 60s, gradually fell into disfavour in
the late 60s and 70s with the Chicago school and the mathematically-minded
economists took over to drive models of markets. But dissatisfaction with those has
gradually seen, not just in Australia but elsewhere, a swing back to a more broadly
evaluative, but nevertheless useful model, more like workable competition.

There is an increasing realisation that structure really isn't asimportant as the
traditional paradigm has said. The structure conduct performance model has pretty
much, | think, run its day now. | don't believe structure in any modern market where
firms are encouraged to act independently with true rivalry and being constrained
and responding has much impact any more. | think what you have to look at is what
motivates firms and | certainly believe that one firm can give you just as good a
market outcome as a number of firms, so long as the carrots and sticks are there to
make it behave. So long asitsregulatory environment isthereto let it see that if it
doesn't behave in a socially appropriate manner it will be jumped on and that’s
certainly appropriate.

But | think that we need to recognise that competition, the goal that we al
subscribe to, is now much better looked at as a process, as a process of interactive
rivalry, as a process where firms strive to get ahead of their rivals and by all means
earn short-run monopoly rents, | don't have a problem with that so long as they’re not
permanent, so long as they can be competed away, and so long as the consumers are
being taken into account and consumers are being satisfied aswell. One of the
problems | have with alot of traditional regulatory regimesis that they’re very supply
site focused. They're concerned with making sure that the access conditions on the
one hand and price on the other hand is tightly controlled without looking at what
other things consumers might like.
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| get back then to what the Trade Practices Tribunal, asit was then, said way
back in the late 70sin the QCMA case about competition being very much a process
and was very much amatter of offering the consumers choice in all aspects of the
price product service package that could be delivered to them. It has been a concern
of mine for sometime that alot of the regulatory environments that we have in
Australia, not just gas, right throughout, including regular competition assessments,
tend to focus too heavily on price when there are other things that drive consumers.

In saying that, and as you can see from my presentations, | do think price
product service packages are an integral part of regulation and should be a part of
how a company is assessed by regulators. In saying that, I'm not saying there
shouldn't be some supply side consideration of cost. Obviously cost hasto be
considered whenever you're talking about price. But | think there’s awider regime
that has to be considered and a focus on competition as a process and workable
competition in particular does give you that focus as distinct from the purely
price-focused approached of a perfectly competitive benchmark.

Having said that, if you're goingto - and | believe and | entirely support what
the commissioner said in the draft, that you do need a carefully specified overarching
objects clause. But the question then is how do you encapsul ate this very broad
notion of competition as a process in such an objects clause. The New Zealand
government did this with its Commerce Act in the 80s and said that the goal of the
act - | forget the section it was, section 2 or section 4, something like that - was
workable competition. So they've said it, but of course - and | was one of the ones
who criticised them at the time - that’s not good enough because workable
competition is a concept, it's very flexible. Perhaps you need to give abit more
guidance asto what it really is that you expect, because many have fought with the
concept of workable competition and, you know, the list isfive or six dozen
characteristics that people have identified over the years as constituting something
that you might expect to see in aworkably competitive market.

Of course the problem isin any given market you mightn't expect to see all of
these at the same time, or they mightn't be given the same weight, because the market
itself is quite different. So you need to look at the marketsin their own institutional
setting in deciding what aspects of the competition you really want to emphasise and
what the end result of the regulatory process should be. So I’'m not saying it's easy. |
don't think it's a matter of simply saying workable competition isthe goal. Butin
respect of some guidance needs to be given as to the fact that it’s the end result of the
process that’s important rather than an equilibrium type significant that’s never going
to be achieved anyhow, because we all know that a perfectly competitive long-run
equilibrium is never reached, even as atheoretical construct, because there’'s always
shocks coming into the system, exogenous ones or endogenous ones, or whatever.
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So | think that we do need to specify amore practical goal. | think the
perfectly competitive model - | know some regulators say they don’t follow it, but if
you really look at what drives them that’s certainly the origin of their benchmarks
and that's certainly coupled with what | think is now a pretty much discredited
CAPM model - means that we do need to come up with anew model, a new
enforcement model, a new goal for competition and general regulatory policy, one
that won't create sunk, dead-weight losses. Because there's no doubt about it: if you
get regulation wrong you can't retrieve those dead-weight losses. They're sunk,
they're gone forever, and you want to make sure that whatever the goal is that you
specify creates the right signals for dynamic market performance.

But, you know, | want there to be sticks as well as carrots. | mean, there has
got to be those beating bushes on the edge of the track, that if you stray beyond the
track you get beaten back in. So I'm not saying that firms will always performin the
right way and that’s why of course we need regulation. We just want to make sure
that the regulation that we have follows the right goals and is able to minimise the
errors of regulation that we all know can take place. Now, what I’'m saying is not
new. | mean, other people have said it and | do refer in this paper to a special issue
of the International Journal of Industrial Organisation that presented awhole series
of papers back in 2001 about the need for more flexible and realistic models, and
that’s just one example of awhole new learning, if you like.

We had the new learning in the 80s and industrial organisation is perhaps a
new |learning now about what should be appropriate regulatory goals. Regulation has
to be flexible. It hasto be built on aflexible framework that can adapt and if thereis
going to be one big regulatory model then it has got to be even more flexible, |
suggest, to take into account the large range of institutional environmentsin wouldn't
it must operate. So my argument is that a workably competitive model forces
regulatorsto look at both the supply side of the market and the demand side of the
market, and the consumers, rather than just saying, "Well act in, if you like, in loco
parentis for the consumers by imposing certain conditions on firms.

I'd like to see consumers be given recognition of what their demands are and to
seeif firmswill willingly try and produce those sorts of price-product-service
packages that consumers might want, rather than regulating afirmto aprice for a
particular lowest common denominator type service. So | think there’s more room to
look at the wider range of regulated firm outputs than perhaps has been done to date.
| think the Western Australian Supreme Court - | mean, it was afull bench so it
carries some fair weight in terms of precedence and it's the only full bench decision
on thisissue to date - does have some weight. | think it needsto be carefully
considered. It certainly emphasises that there’'s no one size fits all approach to
regulation. | agree with that.

24/3/04 Gas 622 T. LEE and OTHERS



It emphasises that it's not a matter of achieving what it calls "theoretically ideal
efficiency”, whatever that might mean. | suspect that means efficiency as dictated by
the perfectly competitive model, but efficiency is amoving target, we know that,
both static as well as dynamic efficiency. They’re moving targets but what we do
need, | think, isto allow the ideals of dynamic efficiency to be more readily factored
into regulatory decisions to avoid the sort of problem that Trevor is talking about,
where there's just not enough money coming in to invest in theright level of assets,
not just the right level privately but the right social level of assets as well.

Now, it's easy to say, "Well, there's plenty of investment going on in the
regulated industries anyhow," but we don't really know what the optimum level is. |
mean, the counter factual is difficult to specify there, aswe al know. But | think it's
something that needs to be carefully kept in mind. Regulation has to be market
specific. You can't afford to be too prescriptive in general. There has got to be
flexibility | think for the regulators to take each case on its own merits. This means
that the regulator’s comfort zoneis pushed. | think if you have to consider awider
range of issues, all aspects of price-product-service, both allocative aswell as
dynamic efficiency, then the comfort zone of the regulator is challenged.

| think they have to think more carefully about what it is they’re regulating and
why, and what the appropriate benchmarks might be, and that makes life more
difficult - so beit. | think if we're going to entrust society with regulation we've got
to make sure that they do the job fully and comprehensively, taking into account the
individual circumstances of those whom they're regulating. Now, because of that,
and as | say in this more recent paper, | support draft recommendation 5.1:

To promote the economically efficient use of an investment in the
services of transmission pipelines and distribution networks, thereby
promoting competition in upstream and downstream markets.

Of course it depends on how you interpret economically efficient use, okay?
But | think the flavour needs to be given that that includes both allocative and
dynamic efficiency. | don’'t know how you can do it without actually adding those
words in there. Otherwise people will take that to read whatever they seein it and
then of course, if you have aregulator doing that, the regulated company that
believesits requirements for dynamic efficiency are not being looked at, will end up
appealing. The whole regulatory process then becomes adrag on society’s gas
resources and | think it's best if you can try and circumvent that by giving very clear
signals, both to regulated firms as well asto the regulators, exactly what it is they
should be considering.

Of course there will aways be debate and dispute as to whether thisis
alocatively efficient or not, as to whether that’'s dynamic efficient or not. But let’s
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get it sorted out at the first stage, rather than going through to later stages of the
review and regulatory process. So | think that’s okay but 1'd like to see it expanded
perhaps to identify a bit more carefully what economically efficient is, and thereby
promoting competition. Well, you do say "economically efficient use of an
investment in", so you may well say back to me, "Well, we've got dynamic efficiency
covered there because we do say investment,” and | think that’s arguable. But, you
know, I'd rather seeit explicitly spelled out and there are other aspects of dynamic
efficiency, especialy in choice and changing what you offer to customers, that |
think are part of dynamic efficiency, once again the demand side that is not covered
by that.

So | know the more broadly you word overarching objects clauses, the more
difficult it isfor everyone. But, you know, | think there are these three thingsin this
statement that - even though | entirely support the philosophy behind this - | think
perhaps could be augmented in some way, and promoting competition is open to
debate as to how people see competition. If you said promoting the competitive
process | might be happy with that, because that does then indicate that competition
iIsaprocess, it's a dynamic phenomenon, rather than suggesting a particular
competitive outcome. But thisis my own personal crusade that I've always been on
about, competitive process rather than competition, and you may put this down to the
rantings of an academic with nothing much better to do with histime. Anyhow I'd
urge you to think about that.

Providing the operational benchmark, as I've said, is difficult. There'sno one
unigue set of parameters that you can observe in a workably competitive market and
there's no one unique objective system of weights, as | said before. But that behoves
regulators therefore to spell out clearly what characteristics they’re measuring and the
weights they're giving to it. You know, | don't believe that has been done
consistently in Australiatoday by regulators generally. Now, switch to aworkably
competitive framework will of course cause problemsin the short run. There will be
lessregulatory certainty. It'sabit like achange in president. When a court comes up
with anew way of looking at things you simply have to adapt.

I mean, if there’s achange in what’s in an objects clause then there will be
problems both within and between various regulatory authorities as they come to
gripswith this. There will be problems for firmsto adjust to it aswell. But | suggest
that the long-run benefits of some grater specificity in what the objects are, are
certainly worth it. But, you know, thereis alearning curve and it’s a matter of how
long that learning curve will be and what the costs of that learning might be in terms
of both society’s resources and al so private resources.

But I think, and the main point that I'd really like to make, is that under a
workably competitive objected model of regulation the outcome does lie rather more
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proactively in the hands of the regulated firms. It's up to them to say, "Here's what
we propose to do and here’'s why it's consistent with the competitive process,” rather
than it being the other way with the regulatory body saying, "Here'sthe price I'm
going to let you charge for this minimum standard of service." | think consumers are
better served by the other way. Of course there still has to be a monitoring approach
or some other light-handed regulatory approach to make sure that the regulated firm
isliving up to itsimplicit social contract with buyers. But | think it’s one that serves
to enhance welfare rather more than we have at the moment.

I'd just like to say one other thing - the discussion this morning about the
legitimate interests of business being dropped and you said, "Tony, well, yes, but
we've taken out consumers and quantum interests of usersaswell." | think there’'sa
danger there. | think if you take them both out then it's in the hands of aregulator to
impose its own standard of what the overall object should be, and some Australian
regulators certainly appear to be working purely to a consumer welfare standard,
rather than an overall welfare standard, and | think if you leave both of them out you
may get an undue focus just on consumer welfare.

If you leave them both in, at least they are reminded that the long-term interests
of producers have to be considered aswell. Now, that doesn’t mean of course that
they will doit. But I'd prefer, | think, until we get some clear articulation, either by
the Federal Court in Australia or by some other body, as to what the appropriate
standard is for welfare or public interest, whether it isjust a consumer welfare
standard or whether it's awider welfare standard, as has been found in other
jurisdictions, I'd be uncomfortable with leaving both those two conditions out. |
think there's a danger that the regulators may then only look one way. If they only
look one way there are al the dangers of ignoring the pressures for dynamic
efficiency that might belost. So | think that pretty much summarises what I'd like to
say. There are afew other pointsin the paper but they're basically variations on the
theme.

MR HINTON: Thank you very much for that, David. In fact that very clear
articulation of the key points of your paper has aready anticipated in many ways
some of the questions | was going to get you to discuss, so thank you for that, and
you've very usefully addressed some of the points | was going to seek clarification or
elaboration on. But what I'd like to do is pick up on a couple of aspects and explore
them in the available time before airports summon us. Thefirst oneisinrelation to
your picking up of our recommendation in regard to the overarching objects clause
and thank you for your nuances of how you interpret it.

But we have another challenge and that is, in the meantime the government has

put out its final response to the Commission’s evaluation of Part I11A, the genera
accessregime. You will probably recall that that process also had a proposed
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overarching clause, objectives clause, and now the government has responded as a
policy position that’s afairly powerful message to us as we move from draft report to
final report. We would need to take into account substantively that government
position. It's not just aluxury of ignoring it and saying they've got it wrong.

PROF ROUND: No.

MR HINTON: It'sthe government’s position and our terms of reference require us
to look at the intersection of access regimes. There are two words or two aspects that
they’'ve added that are different to our draft report and one is adding in not just "the
efficient use and investment in," but also is "the efficient operation of and use". So
there's another clause there, "operation”. Secondly, they've added the word before
the "competition in upstream and downstream markets," the word "effective”, or at
least they've retained it in one way or the other. But it's there in the final response.
Do you think that either of those two additional aspects of an overarching objects
clause changes the nature of your reading of having a sensible overarching objects
clause?

PROF ROUND: No. Promoting effective competition is of course another word
for workable competition. | mean, it was called effective competition by some, but
workable competition was the term that became in more common use. The word
"effective” suggests to mein some way that thereis some- - -

MR HINTON: Ineffective competition.

PROF ROUND: Yes, and also that there’'s some specific end goal. "Effective"
suggests to me a greater degree of specificity than workable, and so | think if it’s
effective competition people may be expecting that there is something written in
stone of some sort as to what’s being achieved. Whereas workable competition - this
iIswhy it's criticised of course - gives you a bit more flexibility in terms of what it
implies. So that would be my only response. | mean | think putting "effective” in
there is better than saying, "promoting competition”.

MR HINTON: Becauseit rules out the pursuit of perfect.

PROF ROUND: Exactly, yes. But having said that | don't believe in policy sense
there's any difference between saying, "effective competition”, properly understood,
and the competitive process.

MR HINTON: | think that "process’ isthe word.

PROF ROUND: "The economically efficient operation and use of", | don't see that
that adds much unlessit’s intended to suggest supply side and use of more demand
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side. | mean, | don't seeinitself it addsagreat deal but | haven't given it agreat deal
of thought. But looking for why they have distinguished the words, the only thing |
can think of isthey’re perhaps trying to emphasise a supply side and a demand side
or aphysical dimension of facilities rather than a more competitive dimension of the
use of facilities or services, I’'m not sure.

MR HINTON: My thinking was that the word "use" probably did encapsul ate
operation therefore if you can delete aword and make it shorter without changing the
meaning then that hasto be aplus. But now it’s been seen as saying, "Well, why did
we leave it out?" and therefore the omission is noticed as opposed to the inclusion
and that’'s why | wanted to raise it this afternoon. We have his bit of paper that says
that as opposed to a blank bit of paper.

PROF ROUND: That'sright, but unless there has been some clear statement by the
government as to the difference in the words | would think it's still open to the
commission to use other words with footnote reference. Thisis not inconsistent with
- but, you know, I'm not writing the final report.

MR HINTON: Thereisanother way to write it of course and that’'s to say, "We
have put particular weight on words that came out of the government’s

final response,” but | won't draft yet. What I'd like to explore with you isthis - and |
think it will get a sharper focus in Sydney tomorrow when the ACCC are kindly
appearing - it seemsto be arather unproductive debate that’'s going on in avacuum in
some ways whether or not the ACCC isor is not pursuing perfect competition with
its building block approach, CAPM approach, or cost based price regulation,
however you formulate it, as opposed to workable competition or effective
competition or something short of perfect outcome.

Isit a substantive issue here in terms of what the code says, or isit the way the
regulator interpreted it? Isit an application issue or isit aregimeissue? If you look
at the draft report a reasonabl e read would suggest that we seem to take the latter
view rather than the former but I’'m open to interpretation as well.

PROF ROUND: It'sadifficult one to form any concluded view. The commission
says, "Of courseit’s not the perfectly competitive model that we follow. We're
concerned with competition.” But they have to come back to a benchmark to come
up with their various pricing and other parameters. It does appear to be based pretty
much on the key outcomes of a perfectly competitive market structure in terms of
price close to marginal cost, but with allowance to retrieve other things that won't be
achieved in that pricing regime in a natural monopoly with a continually downward
sloping long run average cost curves.

They appear to pay lip service to the competitive process but | come back to
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my original comment that it's the dynamic efficiencies and it’s the demand side that
appears not to have been as closely looked at as | would have thought. Becausein
any competitive market there are buyers aswell as sellers. | think buyers need to be
taken into account. | understand the need to get an objective benchmark. Yes, of
course you've got to try and have one and that’s one thing that the perfectly
competitive model does give you.

But the question is whether the assumptions that drive that are good enough to
replicate what’s driving the very institution that you're regulating or the market that
you'reregulating. | think that’s at times the problem that what is undoubtedly
appropriate in atheoretical sense may not match up with the market that's before the
regulator. But having said that, | believe the commission needsto spell out more
clearly what it's doing in terms of assessing competition rather than tending to focus
just on pricing type issues and pure price cost iSssues.

MR HINTON: You meanthe ACCC?

PROF ROUND: Sorry, the regulator | have been referring to that's, yes, the
regulator. That's something that | think is not the fault of the code but of the
approach that the regulator has taken. But the code at the moment doesn't have that
clear articulation of what the base model should be and perhaps we shouldn’t blame
the regulator for following its own interpretation.

MR HINTON: That's exactly where you're taking me and it’s to do with, you've
flagged the importance of not ignoring the Epic decision for example, it's a question

of how to implement that and take it into account. That's why | asked this question:
isit the regulator or isit the code?

PROF ROUND: | think it's probably a bit of both.

MR HINTON: Yes. That suggeststhat it needs explicit reference that it's not
pursuit of perfect, it's the concept similar to workable without writing "workable" or
"effective” into it.

PROF ROUND: Process of interactive rivalry or something like that.

MR HINTON: Asan explanator to the overarching objects clause.

PROF ROUND: Yes.

MR HINTON: Or the pricing principle with regard to setting their reference tariff.

You'll have all sorts of levels of footnotes to guidance. | thought it would be
uncomfortable to have an access regime explicitly go down the detail right up front
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with regard to aterm like "workable competition”. That's my starting point.

PROF ROUND: | agreewiththat. | think it’s abit unfortunate that the Epic case -
that's the Western Australia Federal Court case - hasn't had enough chance to be used
to see whether regulators really are going to take that on board and by regulators I'm
not just including the ACCC but all the state based regulators aswell. So in a sense
the productivity commission’sreview isabit early. But having had that decision it
does have some authority.

MR HINTON: So doesn't it therefore flow through to how the administrators
administer it?

PROF ROUND: Yes, but alot of these decisions take time and they’re perhaps
being worked through now. | mean | have no information as to how any of the
regulators are reacting to that. In asensethe ACCC'sfinal response to you - which |
haven't seen - | mean it must have been snuck in yesterday or the day before so |
haven't seen that. | presumeit’'s on their web site so I'll have to go and check that out
Now.

DR FOLIE: It'sontheir web site. It wasloaded on ours, yes.

PROF ROUND: | presume they're taking that into account. They may choose to
ignoreit. They may think it'swrong. They may think it doesn't have the authority of
the Federal Court but asfar as| can seeit’'saFull Court but I'm not alawyer. But |
would have thought there’'s some strong precedent.

MR HINTON: We might ask them tomorrow.
PROF ROUND: | think you should.

DR FOLIE: One of the conceptua problemsislet’s say we now areinto a
workable competition sort of regulation. Part of your thesisisto have price product
service offerings which are then given but on the other side - and we touched around
thisalittle earlier - they still will need to want to then assess what the supply sideis
going to be. What methodology are they going to actually use? | mean it dways
ends up as a mechanical processin some sort of away.

PROF ROUND: Yes, | agree.
DR FOLIE: Sowethrow CAPM out but what - how do they then - what sort of
methodology - or are they back into another complex - | mean thisis athing we may

actually throw out, we've got workable competition that's got a lot of factors so
they've even got more factors to take into account than they actually had before so it
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may be worse off.
PROF ROUND: AsI said, it's not going to make the regulatory task any easier.
DR FOLIE: That flows back onto the companies.

PROF ROUND: Yes, it will go back onto the companies. The companies will
have to produce better arguments as to what they want and perhaps justification as to
what they deserve as well as what they want. But that’s not necessarily, | suspect, a
bad thing to put some of the onus back on the companies, because after all they're
asking for in a sense a dispensation from the competitive process. But the regul ator
will have to be prepared to give and take as well.

If what the company is arguing is within the range of what might be deemed to
be acceptable by those in a position to judge then | think that’s probably appropriate.
But someone obviously has to make the decision that what company A is arguing for
is"reasonable”. We couldn’'t necessarily see why it’s outside the range of what might
be regarded as normal or acceptable or whatever. But, yes, | agree with you,
Michael, that there is no magic formula here.

DR FOLIE: Theregulatory processes are intervention and therefore they're going
to upset people; that's the nature of them. The solution in the United Statesis have
incredibly prescriptive detailed sort of 700-page book that you fill out and you get
every line to remove the fight that normally takes place with unhappy people at the
end because someone hasn't got it right. So it tends to be, once you regulate, to drive
itself to avery mechanicalistic sort of process. We have one that’s being used a bit
here. The paradox with the workable competition, it may be it's so loose that you've
got even more variables that you may then be in court.

Because that’s the other problem of the justices are that we've got too much
discretion for the regulator. Have you aready through that thisisreally what they
believe, thisisthe right way to go?

PROF ROUND: It's atrade-off between flexibility on the one hand and this other
result that you've just characterised on the other, and the inevitable cost in terms of
resources of having to go down and check off every one of these 600 or 700
conditions. On the other hand, flexibility gives the regulator the chance to assess
whatever is put up by the regulated firms and a chance reasonably efficiently to come
up with a sensible conclusion but on pain of being challenged in the court.

| guess the only way you can really do that is over along enough period of

time evaluate the decisions, the cost of coming to them, and what the outcomes have
been. | mean that is amassive research question and a big research project. But |
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don't think there is a simple answer other than to say it’s a balancing question.

MR LEE: | wasjust going to say that | was the head of Office of the Prices
Surveillance Authority for a number of years and certainly companies would come to
us regularly for price increases, not based on any analysis of their costs or capital rate
of returns or anything else, but just to justify it against a number of ministerial
criteria, although one was related to costs which was unit costs. But nonethel ess they
were granted price increases on the basis of the validity of their arguments about, isit
improving jobs, isit innovative, isit areal new investment that hel ps customers -
those sorts of directions, and that's how the authority made their judgment, on the
basis of the strength of those arguments.

| would see this operating in asimilar way, although David said there’'s awhole
range of characteristics of workable competition. | think you can reduce alot of
them down to about five or six. In fact if we go to one of my submissions, they're
the main ones that they would focus on. Really the proposal to aregulator then will
be along the lines of, not asit is now, about what is some perfect level of optex
efficiency that Americans might or might not achieve, but rather, what do customers
want in terms of the improved security of the system or reliability for our street or
undergrounding for our suburb or reasonable development, or whatever, then to show
the costs of those changes and get the regulator to judge whether they were good
value for money on behalf of consumers.

That’s what they ought to be judging, in the same way that the PSA operated.
Now, it's not specific. It doesn't come out to two decimal places of rates of return or
anything else. But hell, that’s the competitive market. There's abit of fluff onit.

MR HINTON: Canl, on referencetariffs - we've got about seven minutes left. On
reference tariffs your submission picks up or expresses the view that the regime
doesn't require the building-block approach to be applied. But others have argued to
us that in fact section whatever it is, 8(4), 8(5), the total revenue target must be set by
one of threeways. Isn't there an inconsistency here between that view and that view?

MR LEE: Yes. | think the codeisadog’s breakfast.
MR HINTON: We got that message.

MR LEE: Youknow, you've got thislegal view of what the law is about, what this
act isabout. Then you've got - well, we know the people involved who actually
devised this code, so there's no surprise to usthat it was a dog’s breakfast where you
ask one party what they want, another party what they want, and you come to some
sort of, you know, linein the middle. But anyway that aside, then you've also got the
stuff that was added on. | have to say, Tony, because of the influence of the Federal
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Treasury and no doubt the Department of Finance in the early 1990s and certain
people there that wrote pages about this sort of stuff, that it all sort of fell into these
codes in an ad hoc manner, and | think regulators can take some comfort from some
of the detailed statements in the Gas Code that what they’re doing is what the act
requires. Well, okay, they can take some comfort that the justices have said - but no
matter what you do in the detail, you've got to come up with result that says
something different and that differenceis, it’s got to be workable competition.

MR HINTON: Sothisisunnecessary detail, this debate, in circumstances where
your basic concern would be met if you had moved to the pursuit of workable
competition in applying that building-block approach.

MR LEE: Yes, that'sright. | mean, I'd like to see all that stuff about NPV and all
that taken out because | think it just confuses what the law was about.

MR HINTON: One more question and that’sin relation to - | think David might
have referred to it in hisremarks aswell. It'sthisideathat the starting point should
be that all existing covered distributors under the current regime should move to this
monitoring regime, monitoring tier, and of course with a binding of five years. You
might have heard me raise this question thismorning. Does that not lend itself for
challenges of lack of rigour, lack of robustness, in terms of - rather than case by case
determination with regard to the thresholds that we're seeking to put on the table?

MR LEE: When, again, | was with the Prices Surveillance Authority we undertook
the first formal monitoring reports under the act. Monitoring had always been part of
the Prices Surveillance Authority before 95. In fact it goes right back to the Prices
Justification Tribunal. There have been various forms of informal monitoring
conducted by that body. Now, in 95 the first formal monitoring exercise was taking -
ACI wasthefirst one. Now, ACI is astone-cold, hit-you-between-the-eyes
monopolist. It was at that stage, no question of that, and it’s declared under formal
monitoring. In other words, the government thought it was efficient and they no
longer needed a price control; the formal monitoring would be sufficient.

There's no doubt that the formal monitoring process worked because in
essence, what those reports are saying is, "You, ACI" - | shouldn't have mentioned
names but anyway that’s who it was - "you start being alot nicer to your customers.
Y ou start updating your 1920 means of production into something a bit modern so
the quality goesup. You do all these other sorts of things and we might take our
controls off oneday." Well, wonder of wonders, one year later, after thisfirst
message has been delivered to them they start to do all of those things.

MR HINTON: Let mebeadevil’'sadvocate - - -
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MR LEE: Soit'squiteastrong - now, this public revelation of what companies do
is quite powerful.

MR HINTON: I'm not suggesting that monitoring doesn't have avery persuasive
force for good behaviour. | mean, that was discussed this morning aswell. But
rather, I'm raising the question that if you move to a starting point of all in the tier of
monitoring, that in itself will be a strong inducement for more intrusive monitoring
and that would be the sort of thing that | would have thought that Allgas or Energex
or ENA more generally would be quite uncomfortable about. In fact you've already
expressed concerns about regulatory creed.

But if you had a case by case judgment about whether you're in the cost-based
price regulation or the monitoring tier, then that would in fact give you more comfort
that the monitoring is then being appropriately applied to the appropriate set of
infrastructure as opposed to this more intrusive process that would really start to be
cost based. That'swhat | wanted to test you on.

MR LEE: | would agree with that basically. But | mean, the thought that runs
through my head is, | don't think the costs - there could be any more intrusion than
exists at the moment on any regulatory system.

MR HINTON: Michael, how are you going, all right?
DR FOLIE: 1think | havethelast bit. No, I'm right.

MR HINTON: Trevor, David, Jennifer, Patrick, anything else that you'd like to
flag that we haven't focused on, at 10 past 3?

MR LEE: Thank you for thetime.

MR HINTON: Okay. Well, thank you again for your submission and your
participation and your involvement. It'simportant and we know it’s not costless, so
thank you.

MR LEE: Thank you.

MR HINTON: That concludes today’s scheduled proceedings. As foreshadowed
though, and in accordance with the Commission’s established procedures, | now offer
the opportunity for anyone else present to make a statement if they so wish, though
of course it goes with the usual rider: if you wish to speak then you cometo the
microphone for the transcript and you identify who you are. It’s called accountability
and transparency, and | can see no-one rushing up to take up my generous offer. So |
will adjourn these proceedings, thank everyone again for their participation and
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attendance, and note that the next hearings are in Sydney tomorrow, Thursday, 25
March. Thank you very much.

AT 3.15PM THE INQUIRY WAS ADJOURNED UNTIL
THURSDAY, 25 MARCH 2004
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