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MR HINTON: Good morning everybody. Welcome to the public hearings for the
Productivity Commission’s review of the Gas Access Regime. Thisisthefirst day of
hearings herein Sydney. 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.
In brief terms, those terms of reference cover the following six matters:
first, the benefits, 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. The sixth aspect of the terms of reference | would flag for you isthe
appropriateness of including in the Gas Code minimum requirements for accessto
users, both price and non-price requirements.

The Commission is grateful for various organisations and individuals who have
participated in theinitial round of hearings last September and through earlier
submissions. Thisround of hearings follows the release of the draft report by the
Commission last December and the purpose of these hearingsis primarily to provide
an opportunity for interested parties to discuss their submissions on that draft report.
Participants are, of course, also welcome to comment on views expressed in
submissions from others. Hearings have already been held in Melbourne and
Brisbane. Further hearings will be held in Adelaide and Perth next week. Thefind
report is on track to be submitted to the government, as scheduled, in mid-June this
year.

As most of you, | am sure, probably know, we like to conduct all hearingsin a
reasonably informal manner, but | remind participants that afull transcript isbeing
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 wishesto 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 shortly after the hearings. Copies may also be purchased
using an order form available from commission staff here today. | also note that
submissions to thisinquiry are also available on the Commission’s web site.

To comply with requirements in the Australian government’s occupational
health and safety legidlation, | draw to the attention of all those present that the fire
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exits are out the door at the rear of this room and to your right. The standard
evacuation procedures apply in this building.

I would now like to welcome our first presenters, Dr Henry Ergas and
Mr Jeremy Hornby, and also Dr Ric Simes, representing Network Economics
Consulting Group. Welcome. It’s a pleasure to have you here this morning. Asl
understand it, you're going to make a presentation for the benefit of the hearings. For
the benefit of the transcript, if you refer to a particular slide, refer to it by number so
that copies available from the web site can then be linked back to the transcript of the
hearing itself. If you refer to aparticular slide, if you note which oneit is, those
wishing to understand the transcript can then have the document in front of them and
link your comments appropriately. | also note that you are now going to pass out
copies to those present. Welcome again and over to you.

DR ERGAS:. Thank you very much. My nameis Henry Ergas and I’'m here with
two of my colleagues. On my left is Ric Simes and on my right Jeremy Hornby. We
will al be participating in the presentation and hopefully in addressing any questions
that you might want to put to us. The presentation today focuses on submissions that
we have made to your inquiry on the issue of the weighted average cost of capital -
ie, WACC, asit isconventionaly referred to. | hardly need to emphasise here the
significance that regulatory determinations with respect to the weighted average cost
of capital have for investorsin the industries and activities that are covered by your
inquiry, but also not merely for investors but for Australian society more broadly.

MR HINTON: Excuse me, Henry. | apologise for interrupting. Thereisno
amplification in the room. Whileit's certainly taking transcript because that’s
recording through the microphone, for those present it would be very helpful if you
could just raise your voice alittle. | apologise for interrupting.

DR ERGAS: No problem. The activitiesthat are the subject of your inquiry are
highly capital intensive. Asaresult, very small changesin the rate of return that
regulators allow to firms in those activities can have very significant effects on the
revenue streams that accrue to investors. Should regulators determine allowed rates
of return that are even only slightly too low, then the consequences for the legitimate
interests of investors can be extremely adverse. But in addition to those private
consequences that would flow from inadequate rates of return, there are al'so very
significant social costs that would result were regulatory rates of return too low.

The fact of the matter is that even firms that are natural monopolists in their
product or output market have to compete in a global market for finance and, if in
that competition in the global market for finance the rates of return that they can
offer investors are inadequate, then the consequence will inevitably be that projects
that are socially worthwhile will not be undertaken. Thisisall the more significant
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asitiswidely recognised - also thanks to the good work of the Productivity
Commission - that the social costs of underinvestment in infrastructure industries and
activities, such as gas pipelines, are likely to be extremely large relative to the social
costs that might flow were allowed rates of return in those activities slightly too high.
Asaresult, we believe that it is of very great importance that regulators, when under
the code they come to determine rates of return for regulated pipelines, do soin a
way that is mindful of the social costs that would flow were those rates of return set
too low.

In our view, even with amove to light-handed forms of regulation, itis
inevitable that consideration of alowed rates of return, which in turn must come
back to assessing the costs of capital to the activity in question, will always play a
part in any workable regulatory regime. Indeed, | would say that looking at
experience internationally | am unaware of any regulatory regime in which
consideration of alowed rates of return does not play an extremely important part.
As aresult, though thisis certainly not the only issue that needs to be addressed - far
fromit - it isanissue of vital importance if socially desirable investment in pipelines
isto be made.

The approach that we have adopted in the submission that we have put to you
iIsto examine critically the claim that has been made, particularly by the ACCC, that
the rates of return that it has determined as alowed for regulated activities, including
pipelines, are generousin international terms. That is aclaim that the ACCC has
made on many occasions and that applies not merely to the former chairman but it
has also been repeated on at least two occasions recently by the current chairman.
Since that’s a claim that the commission has made, we believe it is appropriate that
that claim be subjected to rigorous testing. To do so we have amassed what evidence
we could on how the weighted average cost of capital, as determined by Australian
regulators. compare to those that have been set by regulators overseas.

International comparisons of any kind are fraught with difficulty. Thereisa
famous aphorism of Seymour Martin Lipset, who is one the leading scholarsin the
genera field of the methodology of international comparison. He said that the
problem with international comparisons was that you inevitably had too many
variables and too few observations. Thereis no perfect way of overcoming the
constraints which that creates, though perhaps in a future world, which | am sure my
friends at the ACCC would find very appealing, in which every country had an
ACCC equivalent that acted not quite as a clone but as an independent observation,
then perhaps some of the difficulties that we have at the moment would be eased, if
not overcome.

In the redlity of the situation we'rein, it'sinevitable that to make meaningful
international comparisons you do have to make adjustments for al the factors that

25/3/04 Gas 638 H. ERGAS and OTHERS



make situations different, and those adjustments inevitably entail a degree of
judgment and hence room for disagreement even between reasonable people. That
said, the methodology that we sought to adopt in the submission we made did
attempt to (a) be transparent with respect to the assumptions we had made and (b) as
well as being transparent in providing our justification for those assumptions, also to
err where we reasonably could on the side of being conservative, in the sense of
erring towards perhaps a greater risk of corroborating the ACCC'’s claim than of
undermining it and, where we did not feel that it was reasonable to be conservativein
that way, to clearly note that and to note its implications.

We believe that the adjustments we made in that submission were individually
reasonabl e, but that even if one disagreed with some of those assumptions, we felt
that the overall result was very robust. The overall result is that, when you compare
allowed rates of return across arange of activities, thereis certainly no evidence that
the ACCC’s claim that its allowed rates of return are generous - that that claim is
capable of being borne out. Indeed, our view isthat though the results do differ by
sector, they differ by jurisdictional regulator, they differ also by time period; that by
and large there is evidence that Australian regulators, including in the activity that
you are reviewing, have set allowed rates of return that, correcting for those factors
you need to correct for between countries, are relatively low.

Since we put in our submission, the ACCC has responded to that submission in
some detail and we welcome the ACCC'sresponse. We believe that putting aside the
question of whether the individual points raised by the commission in its response
are or are not correct - and in our view, on the substance, they are not correct - but
putting that aside for the moment, it surely highlights a central point we have made
to your review. That central point isthat thereis great uncertainty with respect to the
appropriate determination of allowed rates of return. There are sharply differing
views as to how that ought to be done and whether that is being done correctly, and
that resolving those, providing a greater degree of certainty, would be of great value,
not merely from the point of view of investorsin regulated or potentially regulated
assets but also in helping to ensure that the benefits of socially efficient investment
are regped and reaped in atimely manner.

It’s precisely because of those substantial and persistent differences and the
uncertainty that they create that we came to the view that thisis an areawhere the
problems cannot be resolved by glib claims that the rates of return alowed by
Australian regulators are generous but, rather, that is calling out for thorough
independent review to establish aframework and key parameters which can be used
by jurisdictional regulators.

That said, it is our view that the specific points raised by the ACCC in response
to our paper are incorrect. The essence of the approach the commission adoptsin
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responding to our paper isto appeal to international comparisons of total rates of
return - ie, to suggest that if Oftel in the UK, with all the conditions of capital
marketsin the UK, allows arate of return of 6 per cent, and the ACCC says the
allowed WACC is 10 per cent, then that is primafacie evidence. Indeed, if you take
the commission’s response serioudly, it is determinative of the issue that the ACCC'’s
approach is generous.

Seen very superficialy, thisis a curious contention. It is curious to believe that
the fact that the Brazilian regulator allows rates of return which in total look high
compared to the ACCC is determinative with respect to a claim that the ACCC is
generous. Y ou would think that, instead of focusing on the UK, the US, and
European Union countries, more generally New Zealand, had we used Brazil,
Argentina, Ecuador as our comparators, all the countries that do have forms of
regulation in which allowed rates of return play arole, the ACCC would have been
more reluctant to argue that the integration of global capital markets means that you
can set the total return in those countries as the benchmark for which to judge the
ACCC. They would have said there are obvious differences in country risk that are
factored into those rates of return and that you would need to adjust. So even taken
very superficially, the claim seems a curious one.

The substance of the claim analytically isthat the relevant model for analysisis
one which treats global capital markets as being so fully integrated that you would
appropriately use a global model, such as the international capital asset pricing
model, in seeking to determine appropriate rates of return. Again, viewed
superficialy, this seems a curious claim, given that the ACCC in its own
deliberations does not use that particular model. It uses the domestic version of the
capital asset pricing model.

But analytically it is sensible to go back and look in more detail at the
particular claims that the ACCC makesin responding to our earlier submission.
| would say that in essence those claims centre on three points. there are other
elements of difference but I'll gloss over them for the sake of time. Those three
points are the assumptions you need to make so as to compare prices across
countries; the second issue within that is the appropriate adjustments to the market
risk premium, and then athird issue is the weight to be placed on material that was
put in asubmission by BHP Billiton with respect to the apparent valuations that
investors have placed at the time of purchase on assets that either are covered or are
potentially covered by the code. Thisistheissue of the Tobin Q ratio.

What we will do is, if you would permit usto do so, | will ask Ric Simesto

comment on the first point, then Jeremy Hornby will comment on the second and
then I'll come back on the third and conclude.
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MR HINTON: Please, yes.

DR SIMES:. Briefly, what the ACCC arguesin relation to comparing rates of return
across countries is that our methodology requires an assumption which in the
literature is known as uncovered interest parity. The ACCCinfact saysina
perfectly integrated world capital market, NECG's adjustment for differencesin
interest rates between countries would be correct, as any differencesin rates would
reflect a combination of expected exchange rate movements and compensation for
exchange rate risk. They then go on and argue, though, that the evidence, in their
words, overwhelmingly rejects the theory of uncovered interest parity, UIP.

A few points on that: thefirst oneis, to make any comparisons across
countries you need some sort of assumption to do with prices, and indeed if you
looked at some of the work that the ACCC itself has previously done, it seems that it
reliesimplicitly on another theoretical construct - namely, price purchasing parity,
PPP. In ashort-term predictive sense, neither UIP nor PPP is an assumption that
financial markets rely on heavily because the short-term predictive power of them
does tend to be questionable. But you need some sort of assumption, and in both
casesin fact the empirical literature isincreasingly giving more weight to their
usefulness in longer-term comparisons. For example, with UIP - uncovered interest
parity - comparisons using 10-year bond rates across countries as the starting point
tend to give some better results than some of the very short-term predictive empirical
results.

Two pointsthere: thefirst oneisyou need some sort of assumption; the
second oneis the empirical evidenceisnot so bad asthe ACCC clams. Infact, itis
increasingly providing more support and, based on those, that isthe heart of it redly.
To make some sort of assumption across countries at all, you need that sort of
assumption. Ex ante economistsin alot of areas would assume - rationa
expectations, if you like - ie, expectations related to exchange rate movements or
expectations related to any variable will be formed in such away that there's not an
obvious arbitrage implication or possibilities for investors, and if you believe in that
then UIP will hold. Thank you.

MR HORNBY: Taking Ric’s point on further, the next point of difference between
ourselves and the ACCC is, given analysis along the lines that we undertake, like
subtracting the risk-free rate from their WACC, how do you deal with the fact that
there is different equity market in different countries? For example, the market risk
premium in the UK may differ from the market risk premium in Canada, may differ
from the market risk premium in Australia.

Clearly thisis avery subjective areawhere there's alot of research, and alot of
it comes up with different results. | don't propose to go through all these results, and
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in the paper we decided it wasn't fruitful going through all these results, ssmply
because what we were trying to look at was differences between countries rather than
absolute levels or different estimates for different countries. In trying to take our
results and adjust for this differing market risk, we concentrated on studies where
academics have looked at a broad range of countries at the same time so we had a
standard methodology to look at, and there was alimited number of studies out there,
and there were three main bits of evidence we considered.

Firstly, there was a study on historic market risk premium conducted
throughout the 20th century by Dimson, Marsh and Staunton, and they came up with
estimates of the market risk premium for investing in various equity markets for the
period of the 20th century, and it came up with arange of - the estimate for Australia
was 7.9 per cent, the estimate for the UK was 5.5, and so on.

Another piece of evidence we looked at was some work by Prof Harvey, who
looked at the actual market indices for the various markets and tried to estimate
relative market risk by regressing one on the other. Another piece of evidence we
considered in making adjustments for market risk was regulatory precedent. In
Australiathe mgjority of regulators have concluded that the market risk premium in
Australiais around 6 per cent. In other countries, regulators have made different
conclusions. Inthe UK, for example, the opinion of regulators about the prevailing
level of market risk in the UK is between 32 and 5 per cent, and based on these
pieces of evidence, we tried to seeif there was any consistency in the findings of
whether academics and regulators consider that market risk is higher in one country
than another.

We looked at these bits of evidence and in the end we decided the best way to
move forward with the analysis was to standardise other country results asif the
regulatorsin that country were assuming the same market risk as existed in Australia,
or was the regulators' view it existed in Australia. So when we prepared our results
we worked out what the WACC less the mystery rate was for arange of decisions
but then made adjustments to say, well, what would that WACC margin have been
had the regulator - had Oftel, had Ofwat - provided an MRP of 6 per cent.

By doing so we tried to almost take market risks out of the equation. The
adjustments we actually did by doing that were relatively consistent with the other
pieces of evidence, so we were satisfied that this was probably the best assumption
we could make. The ACCC didn't actually propose an alternative adjustment, partly
because they thought the total return line was the way to go. They did question the
6 per cent value we adopted, but we adopted that because that was a view of the
magjority of regulatorsin Australiaincluding the ACCC.

DR ERGAS:. Thefinal areaof difference iswith respect to the weight that ought to
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be placed on some estimates that were submitted in areport provided to you by BHP
Billiton, those estimates being estimates of the ratio of the amount purchasers paid
for regulated or potentially regulated assets to essentially the value of the regulatory
asset base, the assumption being or the inference being that if that ratio was greater
than one, then that implied that investors' required rate of return was below the
allowed rate of return as it had been set by regulators.

What that study was calculating was in the jargon of economics what we refer
to asthe Q ratio or Tobin's Q, and the main result of the study or the claim being
made in the study was that Q ratios for regulated pipeline assets systematically
exceeded one, the inference from that being that investors' required rates of return
were lower than the allowed rates of return. There are many many difficulties with
that study and we will be providing material to you that speaks to some of those
difficulties.

The fact of the matter is that ever since Tobin proposed a Q ratio there has been
avery large number of studies donelooking at Q ratios. Infact I'm sureif you tried
to bring into thisroom all of the PhD theses that have been done on Tobin’s Q in
relationship to investment, you would not be able to - | suspect even in microfiche -
fit them all into theroom. | certainly wouldn't claim to have read them all, thank
God, but | have read afew of them and one of the conventional results of these
exercisesisthat there are many many difficulties involved in properly assessing the
Tobin Q.

When you look at the work that was done in the submission at issue, there are
some obvious problems. For example, it's selective in its coverage, so those
instances where the Q ratios are actually less than one don't appear in the study or,
where they do appear, they are heavily qualified, whereas the cases where it exceeds
one are not so heavily scrutinised or qualified. Additionaly, the study did not make
adjustments which, in my view, would appropriately be made. For example, it did
not make adjustments for the value of foundation contracts, it did not make
adjustments for the value of tax shields, all of which have a significant effect on asset
valuation.

The result in technical termsis that what the study actually calculated was a
rough and, in my view, inaccurate approximation to the total Q, whereas every
schoolboy learns, or in an ideal world would learn, that what is relevant for
investment is the marginal Q and not thetotal Q. The bottom line is that, whilst the
resultsin the study are interesting and they will doubtless provoke socially valuable
debate, at |least in the sense that it will enrich the economists on the different sides, |
fear it will shed lesslight than wealth - the wealth at issue being atransfer from the
community to the economists engaged in the study, and | certainly would not believe
that point could put a huge amount of weight on it.
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In conclusion, we stand by our original finding, and our original finding was
that the allowed rates of return in Australia do not bear out the claim that the ACCC
has repeatedly made and recently made that its WACCs are generous in international
terms. We believe that any viable regulatory regime will have some element in it
which turns upon allowed rates of return and we believe that that element will be
very significant given the capital intensive nature of the regulated activitiesin
general and of pipelinesin particular.

It's our view that there is less certainty about how allowed rates of return will
be determined in Australia by regulators. Thereisless certainty than thereisin
major jurisdictions overseas and that lack of certainty is apparent in, for example, the
ACCC response to our submission. | find it startling that the commission, the
ACCC, would at this point suggest that the appropriate market risk premium might
actually be 3 per cent, asthey do in this submission, which implies avery maor
change, if it is being taken seriously by the ACCC, if they really believe that that is
arguably appropriate. That isinjecting a substantial degree of further uncertainty
into an already uncertain area.

We note that, despite a recent finding by the Australian Competition Tribunal
that the ACCC erred in a significant component of the application of the capital asset
pricing model - ie the maturity of the risk-free rate - that there has been no agreement
by the ACCC that that was indeed an error and, more recent statements by a
jurisdictional regulator suggests that that issue remains, despite the tribunal’s very
clear finding and its strongly worded criticism of the approach the ACCC adopted -
that that issue remains open. Asaresult, we would at this stage renew our call for
you in your report not to attempt to resolve these i ssues because we don't believe that
you necessarily can in the timethat is available to you and within the confine of the
range of activities you're considering, but to recommend that those issues go to a
thorough independent review to establish aframework which can guide al
Australian jurisdictional regulators going forward. Thank you very much.

MR HINTON: Thank you very much for NECG’s submission on this matter and
also thank you: your input is appreciated. Thank you also very much for Ric’s and
Jeremy’s comments this morning. They quite precisely and with some articulation
outlined a very important issue that clearly arises with regard to the role and
methodol ogies of regulators across a number of sectors. It'sabigissue. The WACC
and how it’s calculated and the impact on outcomes of regulatory intervention isan
important issue for al parties.

I confirm your comment right at the end, Henry, that resolution of thisissueis

not going to rest with this particular inquiry and therefore | note NECG's call for a
review of WACC calculations, WA CC methodology and the role the WACC playsin
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regulatory intervention. We of course will take that on board as part of input to this
particular inquiry.

| have a couple of questions - and I'm sure Michael might have some as well -
that flow from your submission and discussion thismorning. | suppose the first one
isintermsof, if aninquiry of the type you call for was able to come up with, in your
words, a more substantiated basis by which a WA CC could be calculated and applied
with appropriate, more defensible outcomes - even the possibility of agreement
between ACCC and NECG - at the end of the day there's still uncertainty. You
would not anticipate precision here that would not have some debate about whether
or not the WACC being used in that regulatory intervention for that particular case
was theright WACC. That raises more directly to our terms of reference issues
concerning the nature of regulatory intervention for the Gas A ccess Regime and how
it might be improved.

I'd welcome what comments you could have, might possibly make, on that
issue - the regulatory uncertainty associated with intervention, based upon the
building block approach or CAPM. I'd welcome your comments.

DR ERGAS: Caertainty isnot of thisworld and, of course, if we were blessed with
social planners who were not merely omnipotent but also omniscient and
omnibenevolent, then the world would look like avery different place from that in
which we actually need to live. The uncertainty is perhaps greatest in respect of
determination of the appropriate WACC, in part because many of the parameters that
go to determining the required rate of return are not observable in any simple way.
They have to be inferred from amass of evidence, much of which changes over time.

Asaresult of that, thereisin my view atrade-off that has informed regulatory
decision-making internationally, and that trade-off is between trying to get it just
right and hence introducing all of the difficulties and unpredictabilities associated
with particularised decision-making or, aternatively, accepting that you're not going
to get it just right but placing the primary emphasis on establishing a regulatory
framework in which investors and other participants in regulated activities will have
areasonable degree of certainty.

Perhaps the clearest contrast in that respect isif you compare the approach that,
not merely the ACCC but | would say generally, jurisdictional regulators have
adopted in Australia, with the approach that both the federal and state regulators have
adopted in the United States. In Australia, broadly the emphasis has been on trying
to get it just right, asif this were a battle between regulators intent on ensuring that
not one centime - | expect it's no longer a centime; whatever they now havein the
euro - eurocents - not one eurocent of monopoly profits goes to the owners of
regulated assets and the owners of regulated assets, trying to ensure that if thereisan
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opportunity to squeeze another eurocentime, or a eurocent out of the regulator, that
that opportunity is exploited as best one can.

Theresult of it isthat the country is, in some respects, a paradise for those with
any claim to even rough expertise in finance economics, who can make a good living
by opining in the resulting debate and much less of a paradise for investors and other
participants in regulated assets. In contract, in the United States the approach that
was adopted was that of saying, "Thisis something that we are not going to get
perfectly right." So for years and years and indeed, still to the present day, thereisa
very rough and ready approach where everyone knows how it’s going to be done to
setting the allowed rate of return. It's basically a kind of rough market benchmark
that says, "What do people who invest in the New Y ork Stock Exchange generally
require for assets that are not no-risk but are not high-risk?"

So ever since - | think thiswould be fair to say - my early youth, and that’s not
asrecent as | would like it to be, the FCC had this 12.4 per cent rule and when you
gueried where the 12.4 per cent came from they said, "Well, you know you're not
going to get it right so 12.4 per cent seems pretty reasonable and investment is
continuing." Soin that sense | think one of the most important elements that could
come out of both your inquiry and of an inquiry that looked more specifically at the
issue of the WACC, would be some guidance about that trade-off and how that
trade-off ought to be embodied in regulatory instruments such as the code.

There, | thought, the tribunal’s recent decision has a great deal of meritinit,
where the tribunal said thisis an areawhere, if you look at the code, thereis arange
of WACCsthat can be consistent with the criteriait sets out and regul ators should
not disallow proposed access arrangement or agreement merely because within that
range, which is abroad range, they prefer alower WACC to ahigher WACC. Inmy
view, if that were implemented and made clear in the code, that would shift the
burden of proof from being solely on the owner of the regulated asset to make out
that the particular WACC it has gone for is the only one that you can appropriately
go for. It would shift that burden and say to the jurisdictional regulators, "Y ou, too,
must bear the burden of making out that a proposal is not solely the best conceivable
but before you can regject it you must also show that it is unreasonable.”

MR HINTON: Thank you for those comments. Thereisaflow-on issue, and that
isthis question of the pursuit of efficient investment, and if the WACC istoo low
then presumably we get under-investment and if the WACC is too high we might get
overinvestment, in terms of regulatory intervention. Isthere any asymmetry in over
and underinvestment potential here or isthere a symmetrical relationship?

DR ERGAS: Wadll, the onething that | think in terms of the underlying economics
must be pretty certain, is that the investment will decline more rapidly below the
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efficient level when the WACC is below the cost of capital and it will increase above
the efficient level if the allowed rate of return is slightly too high. Additionally, it’s
in the nature of most of these assetsthat if thereis a case for regulating them, that
case hinges on the fact that there are few close substitutes for those assets. Asa
result, if there are few close substitutes then the social costs of under-investment will
be high, smply because there won't be alternative assets that consumers can readily
turnto. Asaresult, you would think that if you had the balance of costs, you would
say that a bit of overinvestment is much less likely to be socialy costly than a bit of
under-investment.

Thisisan issue that, of course, has been extensively studied in the academic
literature because it goes back to the so-called Averch-Johnson effect. The
Averch-Johnson effect is merely aform of overcapitalisation associated with
situations where the allowed rate of return is above the weighted average cost of
capital and there have been again - though the fashion seems to have faded, but in the
late 60s and 70s, the flavour of the day, if you were in the graduate department of
economics and interested in regulatory economics, was to do an empirical test of the
Averch-Johnson hypothesis and then cost out its social consequences. | am
unfamiliar with any one of those papers which came to the conclusion - even those
few that found that the Averch-Johnson effect was significant.

Most of them found that the socia costs of the Averch-Johnson effect were
trivially small. There are lots of reasons for that and one reason isthat if thereisa
bit of market power then the actual level of output will be a bit less than the socially-
efficient level of output. So if you induce dight expansion in capacity you'll reduce
the allocative distortion associated with the slight shortfall between efficient output
and actual output. If you look at that mass of empirical studies of the
Averch-Johnson effect | think you'd have to conclude that there isn't alot of evidence
out there that the social costs of dlight overinvestment are particularly great. | may
be wrong on that and | would be very interested in being pointed to studies which
cometo adifferent conclusion, but that’s certainly my own reading of that mass of
evidence that has accumulated over the years.

DR FOLIE: Any CAPM assessment, basically you've got to access what, if you
like, the profit stream is going to be and you've also got to assess the asset base.
Both are fraught with difficulties. Without going for avery long question - the asset
base for these empirica studies, where does the information for that derive from?

DR ERGAS:. You raise animportant point but if | may just use that point to add
one small element to the response | gave a moment ago, most of the studies that were
done of the Averch-Johnson effect assumed that regulators accepted the regulated
entities asset base.
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DR FOLIE: Asdefined by how?

DR ERGAS: Wadll, it would then be the question of whether you measured it at
historical cost or replacement cost, but nonetheless in those models what happensis
that the owners of the regulated asset determine the appropriate level of investment
and then the regulator validates or accepts that level of investment.

DR FOLIE: Yes, but those models, when they were done they were done by
economists, then study, and they would nearly always probably have used the
replacement value or some, if you like, current economic value.

DR ERGAS: Yes.

DR FOLIE: I'minterested in the capital asset pricing model which is actually done
by financial markets which are actually using financial information. What are they
using as their capital base? | can't believe, if you're comparing hospitas, oil
companies, banks, other groups, that people are actually - | don't know what they use
asthe asset base. Presumably they’re just using the normal accounting information.

DR ERGAS: No. My point was this; assume that you set the allowed rate of
return slightly too high.

DR FOLIE: No. I'mjust wanting to know the international comparison, how it's
done, and you're getting alot of numbers and this spectrum of different rates of
return and different asset classes are then being used to say what the different
WACCs are; but effectively you're getting a spectrum of outcomes as to what
WACCsare, | think; that is, how that has been cal cul ated.

DR ERGAS:. Right. Thank you.
DR FOLIE: That leadsto another question after that.

DR ERGAS. I'msorry. | see. | had misunderstood your question. In the
submission that we put we did not calculate the alowed rate of return by comparing
an income stream to an asset base. We used directly the regulatory statements about
the rate of return that they had allowed. So if they said, for example, with respect to
this particular pipeline, the allowed rate of return that we have built into our
regulatory determination is 11 per cent, then we used that 11 per cent number and
then we corrected that 11 per cent number so as to make it comparable with similar
decisionsin Australia or elsewhere.

DR FOLIE: My question isgoing one step before that because that’s then
comparing what regulators are doing before that. There's then the justification for
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actually using the CAPM to then do all these things, so it's the basis under which the
CAPM isdone. A lot of weight is put on CAPMs. We take a number and then we
apply it, and then you're looking at international comparisons. Before that you have
to then determine what WA CCs and things are going to be, using the capital asset
pricing model, which is done on studying the Australian stock market - its various
performance asset classes - you study the UK one. Thisiswhere you're actually
determining these things and thisis the fundamental basis and the justification for
then using the WACC in aregulatory environment.

I’'m asking the question as to where the asset base is calculated initially to give
an idea of what the spectrum of allowed WACCs might be in different risk classes of
industry. It goes back to betas and all the other things which are all done on
fundamental sort of asset market bases. What the regulator is then doing istrying to
replicate an imperfect thing to give an equivalent rate of return, but the justification
for that number has actually come out of these other prior studies.

MR HINTON: The NECG model takes the capital valuation - what the regulator
saysitis. So the comparisons, you take the information that’s given.

DR FOLIE: Butthenthere'saprior set of studies. Asyou've actually studied this
areg, it'sreally the background. It's not really a comment directly on the paper
per se. It's on the foundations under which then you're in anew comparison.

DR ERGAS: Inour work we accept for the purpose of this exercise the assumption
that is made conventionally by the Australian regulators to the effect that the capital
asset pricing model is areasonable framework for determining allowed rates of
return. That’s an assumption that personally | would query, but for this purpose.

DR FOLIE: I'masking you for that assumption, if | can. I'm asking you, with your
experience and in the area - it's an extension. In other words, it’s the foundation
stone under which your study - which the regulators are doing - I'm really - - -

DR ERGAS: For this purpose we accepted it because that’s the approach Australian
regulators adopt. That said, how does one then, using that framework of the capital
asset pricing model, derive estimates of allowed rates of return, or of required rates
of return, looking at, for example, experience in respect of listed assets or traded
assets generally? There are approaches to doing that in which you do need to
calculate underlying asset values, so in which you look at the actual assetsthat are
being deployed, and the cash stream that is expected to those assets. Then you
calculate some kind of rate of return.

But the more conventional approach, and the approach that is used by us and
by Australian regulators generally - in the more conventional approach you actually
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build it up, not from valuations of underlying assets but from the prices at which
assets are traded in capital markets. Y ou don't need to, for example, look at what is
the value of BHP's physical capital to seek to determine the market’s estimate of the
weighted average cost of capital that BHP requires to finance investment.

DR FOLIE: That leavesthe question that the value of the asset baseisbasicaly a
traded valuation, like a market valuation, but the regulator sets the rate of return and
appliesaWACC onto basically an efficient cost estimate. In other words, he adjusts
and he prunes and he reduces the asset base right down, and then applies the WACC
on top of that. Infact, if the asset was freely traded and you applied the WACC on
top of that, it could be a significantly larger number - the alowed rate of return.

That's the paradox | seem to have. The model seemsto be applied under an
estimated, calculated so-called efficient new depreciated asset, whereas the WACC
in practice, in the market sense, as you answered, is the current market estimate of
what BHP's asset base might be. They're two quite different numbers.

DR ERGAS: | believethat in the theory that underpins the capital asset pricing
model the assumption would be that investors are valuing assets in a manner
consistent with economic valuation, so that in the equilibrium that the capital asset
pricing model describes, all assets would be valued in a manner consistent with some
kind of economic valuation.

There's a complicated issue about exactly how you describe that underlying
economic valuation but bear in mind that, for the capital asset pricing model to fully
hold, you're looking at some very stringent assumptions about the world which
include the fact that you have either complete markets or close to complete markets
and a competitive equilibrium in those markets. The assumption that everything is
valued in amanner consistent with economic valuation in that world would likely
hold.

DR FOLIE: Without sort of getting into that, one of the overviews of dispute that
takes place in thisindustry at the moment is that there have been changes of
ownership, pipelines have changed, different prices. The regulator saysthese are
irrelevant, they paid too much, even though there were third-party resales taking
place which appear to have been sold higher than the so-called regulated value. That
seems to be inconsistent with your proposition.

I’m really looking for some help in this because it seems to be that the capital
asset pricing model asis being applied is different to the way it would work in the
normal marketplace. That’s because the gameis being played, if you like, with
disputes about the capital base, which is apoint that hasn't been discussed very much
by anybody in any of our submissions.
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DR ERGAS: I'dliketo also openit for my colleagues, but in my view the question
that you are raising is fundamentally about the applicability of the capital asset
pricing model in the context in which it's been used by the Australian regulators. In
that respect, | think there are very serious issues, and those issuesreally go to
whether you accept the core proposition of the capital asset pricing model, whichis
that only a particular type of risk, which is systematic risk, isrelevant to the
determination of allowed rates of return.

It must be said that again thisis an area where there's a great deal of literature,
and the bulk of that literature finds that that proposition is not supported by the
evidence. So there'sacasethat | think could well be argued that the capital asset
pricing model is, for arange of reasons, being applied inappropriately. That said, |
think it isalso fair to note that at the moment there is not a consensus about a
superior alternative and, given that regulators are required to take decisions and
regulated firms are required to embody atarget or allowed rate of returnin the
proposals they put, then we are inevitably in second, third or fourth-best world where
were using amodel which is vulnerable to any number of cogent criticisms.

The problems in practice are aggravated by the fact that we combine that
model with a particular approach to asset valuation, which is this optimised ex post
asset valuation. Y ou can argue again about whether, even if the model were correct,
it would be the correct model when you combine it with that approach to asset
valuation. | believe that where you would come to is that the combination of the two
certainly raises anumber of analytical concerns and also in practice, perhaps more
relevantly, introduces a considerable amount of uncertainty into decisions.

In my view, that really goesto the point that you raised about investors buying
assets at prices which to regulators don’t seem unreasonable - the Epic case of course
being at the front of one’s mind in that respect. Theway | at least read the decision
of the West Australian Supreme Court in respect of Epic isthat they say, "Well, there
are these models." Clearly economists have disagreements about them but if there's
one thing they all agree about, it’s that they rely on lots and lots of assumptions, some
of which may hold; otherslikely don't hold.

When those models are applied in away which seems very inconsistent with
the expectations investors hold, then the regulator has to take that tension into
account. That struck me as a sensible approach, though perhapsit didn’t give the
regulator as much guidance as might have well been desirable, which iswhy we're
still discussing these issues today.

DR FOLIE: That leads to another one which is outside your submission but, as
you're a consultant in regulatory affairs and an economic group, you do alot of these.
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I’m moving alittle bit more to part of our report which is actually about moving
much more to a monitoring regime, which is because of alot of these deficiencies -
at least get more into that area, rather than into this more vexed area, though it will
still remain in that area. Why can’t we rely on the normal corporate financial
accounting standards which are laid down? There are rules laid down there for
taxation. There are alot of statutory obligations onto that. Isthat abasisfor - then,
if you like, the cost base for them under which monitoring would be reported?

DR ERGAS:. Thisisavery good question and | wish | had a simple, compelling
reply toit. What | believe one can say in that respect is that when you look at those
accounting reguirements and, for example, al of the approaches, procedures and
methods associated with GAAP, with our accounting standards, they are really aimed
at providing not abasis for the setting of prices for a mechanical means of
determining decisions with respect to pricing and output; rather, their amisto
ensure that investors can be given what used to be called true and fair view of the
position of the reporting entity, and to do that again it comes back to this trade-off
between being precisely right, or seeking to be precisely right, and accepting at the
other end that perhaps you're better off only being very approximate but having less
discretion in decision-making.

What the accounting requirements do is, because they want to minimise the
monitoring burden on investors and allow the greatest comparability across reporting
entities, they seek to narrow the scope of discretion by the reporting entity, as much
as one reasonably can, whilst accepting that in doing so you are going to be reporting
in ways that are often inconsistent with, or at least in tension with, underlying
economic realities. Perhapsthe clear illustration of thisisthe debate we had in
Australia and elsewhere in the 70s and up to the mid or late 80s about whether we
should require replacement cost accounting by reporting entities and, as you'll recall,
there was an accounting standard for replacement cost accounting that was
essentially phased out.

Why were we willing to contemplate a move to replacement cost accounting?
WEll, for the obvious reason that in a period, as that period was, of substantial
inflation and significant change in relative prices as well, historic cost accounting
would not provide an accurate indication of the economic value of the assets of
reporting entities.

Why did we eventually abandon that effort? Well, in part it was because
circumstances changed and inflation rates fortunately diminished, but also because
the experience was that implementing even the rather simple kind of replacement
cost account that was required or set out in that Australian accounting standard
involved avery large number of ultimately discretionary judgments which meant that
(@) investors' confidence in the quality of accounting information would be harmed
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and (b) that comparability across reporting entities would be undermined. So we,
faced with that trade-off, moved to a position where we said, "L ook, historic cost
accounting - you don’t need to know a great deal to understand that it has problemsin
measuring the economic value of reporting entities. However, it has these virtues of
consistency over time, of absence of discretion, and of comparability."

The question which then arises in the regul ated context, and inevitably arises,
IS, do you accept that framework which has been used in the context of reporting
entities subject to GAAP? With all of the compromises that that involves, and the
trade-offs, do you accept that as the basis for these quite significant economic
decisions that you're trying to take - about setting prices and outputs which are not
the purpose for which GAAP was ever designed - or do you try to have more explicit
approaches to economic asset valuation? Again, countries have taken different
views. Inthe United States, where there is rate of return regulation, it is still
overwhelmingly based on the statutory accounts. In Australiait is overwhelmingly
based on some form of optimisation or economic asset valuation, and the result, to
my view, in Australiais that we get some benefits from that, but we also get
significant costsin terms of added regulatory discretion and inherent uncertainty.

To date, the balance of those costs and benefits has not been, in my view at
least, systematically assessed. It'sinteresting to note that in the US there have been
some recent studies which attempt a similar assessment and broadly conclude that
the costs of optimised valuation outweigh the benefits, but it's still early days and
there are different views. It'savery very significant issue that you raise. It will bea
big issue going forward because it’s an issue which at the moment is, for better or
worse, unresolved.

MR HINTON: Thank you very much for those comments and very useful wider
discussion beyond your initial submissions, but that's useful for us and directly
relevant to our terms of reference. Thank you again for your participation and your
submission. It's appreciated. Unless there's anything else you'd like to further add at
this stage, | was going to close off this session. No?

DR ERGAS: Thank you very much for the opportunity to present to you today.

MR HINTON: Well take a morning coffee/tea break and come back here at 11.15.
Thank you very much.
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MR HINTON: Welcome back to this second session of thisfirst day of hearingsin
Sydney of the Productivity Commission’sinquiry into the Gas Access Regime. |
now invite the representatives of the National Competition Council to the
microphones, Mr Mr John Feil, Michelle Groves and Ruth Thomson. Welcome. It's
apleasure to have you here and your input is very important to us. Over to you to set
the ball rolling, so to speak. | invite you to make an introductory statement.

MR FEIL: Thank you very much. Asyou said, my nameisJohn Feil. I'm the
executive director of the National Competition Council and | have with me Michelle
Groves, who is responsible for our access and energy work, so day to day sheisvery
much involved in the application of the code at the front end. Aswe discussed, just
so we're clear, what | make a distinction between is the implementation of the code
and the application. Those can go round the wrong way, so to make sure we get it
right, the implementation | regard as the decision or the set of decisions around how
something is brought into coverage or not.

The application of the codeisin my parlance the setting of the rates of return,
the WACCs, the CAPMs, the whole variety of models that won't be used. Asyou'll
appreciate, the NCC'sroleis very much at the front end of this process and we're
largely going to confine our views to those areas and rely on the ACCC, NECG and
various other partiesto take you through the pleasures of doing the regulation.

The third member of our team is Ruth Thomson, who was the officer
principally responsible for putting together our submission with Michelle, so Ruthis
here to correct me when | get thingswrong, asis Michelle. We appreciate the
opportunity to discuss our submission and your terms of reference with you directly.

| think the first thing to say is that we do support many of the elements of your
draft report. We think efforts to improve transparency and flexibility in the regime
are highly meritorious and will produce better outcomes for Australia. We think that
the adoption of a single overarching objective has considerable merit. It isdifficult
to apply abundle of objectives that pull against each other on occasions and are
complementary on other occasions. You either have to produce a detailed hierarchy
in the code or allow usto do so, or you can come back to a more simple, high-level
objective that doesn't have significant tensions within it.

Inevitably, we concentrate in these comments on the areas where we perhaps
differ or at least have a different point of view, so despite the nature of the
comments, | think in context we very much appreciate the direction that many of the
recommendations in the draft report were heading. That said, we do need to
concentrate on a few matters where we have a different perspective to offer, and |
guess the first of those in abroad senseis the issue of coverage and the balancing of
risk.
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The code Part I11A system is designed to enable a resolution where generaly
the market islesslikely to produce a satisfactory resolution or, in some cases, any
resolution. The alternatives prior to the existence of these provisions were attractive
negotiations, stand-offs, recourse to litigation either in common law or accusations
for breaches of the antitrust parts of the Trade Practices Act, and | think that by
bringing in Part I11A and, in the particular case of gas, the Gas Code, the aim was to
come to aresolution so that access can be provided in away that encourages an
efficient outcome and discourages long-winded aternatives. So thereisvery much a
balancing of risks and rights between the owners of transmission assets and those
parties who are dependent on those transmission assets to either develop gas fields or
to operate in downstream markets.

It's not solely a matter of debate between the regulators and the transmission
owners. The implications of the outcomes of that debate don't only affect the amount
of investment in transmission assets. They obviously have effects on competition in
downstream markets where that’s possible, and also in development of gas resources,
and we think that there needs to be a broad consideration of all those ranges. There
isareal risk that the debate is one about more or less transmission investment. Well,
in the end, a large number of lines carrying no gas because there aren’'t devel opments
of marketsto produceit or to useit is hardly optimal in any way.

Y ou asked Henry about the balance of upside and downside and whether it was
systematic. | don't know whether it’'s systematic in respect of transmission, but |
don't think that's the question; | think it is whether it's systematic in terms of al the
changed risks that would result from a higher or lower number. | think also that
quite an amount of this discussion centres on whether or not the regulators or the
asset owners or someone el se gets the number right. Ultimately that is the key issue,
and in our view considering lowering or raising the bar for implementation of the
Gas Code - that is, coverage - is an issue that would only be affected by the numbers
being right or wrong, if you were convinced that there was a systematic and not
correctable problem associated with applying regulation.

We do accept, as | think most people who are reasonable would, that regulation
isnot perfect. Despite Henry’s suggestion that regulators may try and get the number
right, | think most know that in the end that number, even if it'sright in the technical
sense, will only be a proxy for what a market would deliver, and the NCC'’s principal
mandate is aregulatory reform one to allow markets to deliver solutions. Almost by
definition, at least in the medium term in respect of gas transmission, we face natural
monopoly questions, so the opportunity for a market to deliver through negotiation,
reaching an equilibrium or aternatively through litigation, stand-offs and the like, are
alternatives to the application of the Gas Code.
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The most important thing about the code is that it's designed to provide aright
of access at a price or under arrangements determined by aregulator. If the regulator
gets the number wrong, then in our view that part of the process is what one should
focus on to get a better number and reach the balance. Only if you were convinced
that there was a systematic problem and regulatory failure was so pervasive and
uncorrectable in our view would that justify a significant change to the level at which
you would apply coverage; the crude analogy being, "Well, you're not going to cover
this because the regulator is going to get it so wrong that the outcome is worse than
the next-best alternative, of years of litigation," and, irrespective of the balancing of
evidence, | don't think you could reasonably reach a positive view that that was the
case here. | think there’s evidence on both sides and you'll deal with that with the
ACCC and NECG and others.

Thereisaset of criteria before coverage can be recommended by us, imposed
by the relevant decision authority, and they are not ssimple hurdles. Each one of
those criteria must be met and, if there is not satisfaction that any of those criteriaare
met, then coverage cannot be recommended and the council would not recommend
coverage. The minister concerned, the relevant decision-maker, must then turn his or
her mind to exactly the same criteria. They have the benefit of our recommendation.
The practice varies somewhat but generally they also take additional submissions and
they have recourse to their own officials for further information and, again, unless
they are satisfied on all of the criteria, then coverage should not be imposed.

Finaly, at least finaly in the regulatory scheme here, thereisaright of review
to the competition tribunal or to asimilar body on some occasions and, again, the
obligation isto be satisfied on all the criteria before coverage can be imposed. It's
not alow hurdle and it’s not something that the council recommends lightly. We are
acutely aware that there are costs of regulatory risk but we're also acutely aware that
there is aneed for access to be provided in areasonably timely and economic
manner; otherwise you have significant risk of distortion to markets downstream and
upstream and it’s the entire package that the council needs to be concerned about
when addressing those issues.

| don’t propose to take you through the criteria step by step but we would like
to comment on the issue of substantial versus material. In our application of the test,
we consider recommending coverage only when there will be amaterial increasein
competition in a downstream market or an upstream market. Thetrivial increase that
is ephemeral, not of consequence, would not justify coverage. We think that’s
consistent with our decisions, with the decisions of ministers and with the decisions
of thetribunal on review. Adding it specifically into the test we don't think would
make a change to how we approach the test because we say material isin our minds
anyway. On the same basisit would do no harm but it would be nice to have it
confirmed. | haven’t come across anyone arguing that by imposing material we're

25/3/04 Gas 656 J. FEIL and OTHERS



putting something into the law that shouldn't be there but | suppose one day someone
might.

We have something more of a difficulty with "substantial" and | guess the first
is how much bigger the material than substantial, and we think if there is a material
increase in competition that can be provided by enabling coverage and recourse to
the access regime, that should be sufficient to justify that recourse. We also see
some difficulties, and Michelle may be able to speak more on this, where you get a
difference in the height of threshold for access viathe Gas Code as opposed to access
by aPart [11A and, if there were two steps, alower step of material perhaps for going
down the Part I11A route and a substantial, assuming that’s higher, test for the Gas
Code, it's entirely possible that you could have gas pipelines seeking to be covered
on the lower test through Part I11A. That wasn't the intention.

If the tests are at the same level, then clearly we can steer them down the
direction of the Gas Code. They would havetheright. You | guesscould putin a
bar to applying the Gas Code to Part I11A but that then again undermines the general
applicability of that regime and gives you arange of definitional problems and the
like. Maybe we can come back to that if you've got questions.

We'd also like to comment briefly on the form of regulation that might follow a
declaration. We think the determination of the form of regulation, whether it be
monitoring or rate of return or the current type of arrangements, should be separate
and follow from the coverage decision if it's going to be implemented in that way.
We don't think that a lower test that |eads you down a monitoring arrangement and a
higher test that leads you straight into rate of return is a sound way to proceed and
the current suggestion seems to predetermine using essentially criterion A, which
route you would go down. Broadly, we think that it requires afull cost-benefit
assessment of both types of regulation and adopting, if one decides to recommend
coverage, the regulatory option that produces the highest net benefit and that doesn't
necessarily follow solely from a consideration of criterion A.

However, we have some broader difficulties with price monitoring because we
regard the purpose of the Gas Code and, to the same extent Part I11A, to provide an
enforceable access right knowing that, through monitoring, the prices might be
exclusionary and not to provide access on a reasonabl e basis does not amount to an
enforceable accessright. We don’t support a binding decision in favour of price
monitoring for aminimum period. We think that's inconsistent with the
requirements of clause 6(4)(c) of the Competition Principles Agreement which
requires that an access regime includes a means to enforce access rights. Some
possibility of enforcing access rights at some future time we don't think is sufficient
to meet that.
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The fact that a pipeline in this caseisto be covered indicates that a service
provider has an ability and incentive to misuse market power. Inthese
circumstances, the threat of price regulation at the end of a minimum price
monitoring arrangement is simply putting off in allowing the consequences of an
effective accessto run for that period.

We do favour modifying the obligations proposed for price monitoring to
include some formal requirement for an independent binding resol ution mechanism
if monitoring shows that accessis not capable of being provided in any other way.
We think that can be funded by the parties and would probably bring us back to a
point where some sort of binding access right can be created. However, how much
that differs from the current arrangement is highly questionable. It'sabit like the
difference between providing material access and substantial accessreally; it may not
be all that great a difference, and we think that thereisarisk of proceeding down that
way, adding an entire new layer for very little gain.

In our submission, we also note that despite the need for this review which is
clearly important and comments about the application of the arrangement, the
coverage arrangement is relatively well understood and there should be positive
justification for making significant changes that are not unambiguously beneficial.
Much of the legal precedent around this area has arisen from matters under Part [11A
and having the tests aligned enables the precedent from one part to be translated to
the other without having to worry about whether it's relevant, given a different
standard for material versus substantial.

Certainly we think that a change to the application of coverage that led to a
departing of precedent as between the broader Part I11A arrangements and the Gas
Code would be unwelcome. Aswe said, the incorporation of a material test, we
think, would support the changes that are proposed in Part I11A and the council’s
practice and would not amount to a detraction but, as you will take from my earlier
comments, we think that atwo-tiered test could cause quite significant problemsin
that regard.

The next topic I'd like to just briefly touch on isthe binding ruling
arrangements.

MR HINTON: The greenfields.

MR FEIL: Thegreenfieldsfor binding rulings. We support binding rulings where
they can reduce regulatory risk and are appropriate but our key concern is that the
binding ruling period should not be arbitrarily set. Wethink that 15 years might be
the right length of time in some occasions - it might not in others - and we think that
in terms of providing flexibility to regulate as little as necessary or as much as
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necessary - hopefully they’re the same number - the council should be enabled too in
agreeing or recommending a binding ruling to tailor the period to what we consider
appropriate in the circumstances of a particular application.

| don't think that a default option of 15 years - that requires us to justify in our
reasoning that any alternative would be unreasonable. It provides additional
certainty and the onus on us to explain in the particular circumstances why alonger
or shorter period might be relevant. That might be a not unreasonable compromise
but we think ultimately the length of time for any binding ruling should be
determined on a case-by-case basis.

One other point we made in our submission was the issue of covering a service
as opposed to covering a pipeline. Our interest isin avoiding overregulation and if
by tuning regulation or coverage to a service rather than to the physical pipeline asset
directly, we can in appropriate cases craft a degree of coverage that would be less, ie
that would be enough to cover the bits that were of concern to usin terms of the
criteriabut did not cover other parts or other services provided by the pipeline, we
think that that would be a positive increase in flexibility. Practically we're not
entirely sure that it would make a huge difference although, depending on the
outcome of various latter proceedings in relation to the MSP, there is some prospect
that service from one point to a particular point along a pipeline or a spur off a
pipeline might be a service that would deserve coverage but service to another point
might not.

The ability to define coverage in terms of the service rather than the entire
pipeline would give us the flexibility to tailor a coverage decision that dealt with the
matters where there were market power issues and concerns about promotion of
competition up and down stream without having to cover the other bits and that in
turn would limit the regulators' requirements in terms of what they set reference
prices for or engaged in regulatory activitiesin respect of. Asl say, | don't think it's
going to be the rule immediately but also as pipe networks develop it would give us
the flexibility to ensure that what was regulated was only the bits that met the criteria
and we didn't take in additional scope that wasn't necessary. Of course if the scope
that you had to take in was so great that it changed the balance of whether it's worth
covering it, then clearly we wouldn't cover it but at the moment | think that’s not the
case.

| suppose the last matter 1'd just like to touch on very briefly because | don’t
think it'sacritical issue but it isonethat | guess causes me some interest and that’s
the nature of the review from the minister’s - or arelevant minister's decision. We
have absolutely no problem with layers of appeal and review. They are an important
check and balance and over time they’re an important way of bringing regulatory
decisions to afocus point rather than having them splay off. However, in my opinion
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you will get better decisions at later points in the process where you have a
narrowing of the issues and a greater focus on critical points of difference. At the
moment we have an arrangement where the hearing before the Competition Tribunal
Is ade novo reconsideration of the issue asif the tribunal were in the place of the
minister. Thereis nothing to limit the issues that can be exposed for the first time
before the tribunal and indeed evidence can be introduced that we, in forming our
recommendation, and the minister, in making his or her decision, has never seen.

We think that is much more akin to afirst instance hearing yet again without
the benefit of appeal to narrow it. It's our view that a modest change to the
arrangements where only evidence that had been put before ourselves as a
recommending agency and the minister in turn should be available and it should be a
reconsideration afresh by the tribunal but on the basis of material that is available
below so that you'll bring together a narrowing on issues rather than simply having a
new set only effectively tested once.

There would be aneed of course for updating evidence to be introduced. We
don’'t want the nonsense of an event occurring post the minister’s decision but prior to
thetribunal. That would clearly change and influence the answer significantly but in
my experience courts and tribunals are normally able to draw the line between
material that is novel and new and would not have been available below from that
that's another try at getting a different answer.

We think that that has, over time, the ability to improve the regulatory outcome
and reduce uncertainty, whereas at the moment you effectively have one set of
arguments for us, possibly another set for the minister - although we rather hope that
that is not too broad - but potentially athird set. That’s three different ways of
looking at it, rather than one or two ways being narrowed down and brought
together. We think that would be consistent with the tribunal as areview and appeal
body, rather than as the primary decision-maker, which they effectively can stand in
the face of. | think my notes take usto this point. We are more than happy to
elucidate on any of these comments or Michelle and Ruth, in particular, on the
content of the submission.

MR HINTON: Thank you very much for those comments, John. They're
appreciated. In fact, the Productivity Commission really appreciates the participation
of the NCC in thisinquiry. The Council brings a particular perspective and
responsibility that’s fundamentally related to the terms of reference so we really
value your input. It’'s not surprising to hear many of the points you raise. They go
very directly to the points that | had in mind in terms of raising with you, so that’s an
appropriate intersection.

What | would like to do, before getting onto what | think is a very important
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areawith regard to Part 11 A’ s intersection with the Gas A ccess Regime, | have got
some more minor - not o much second-order issues, but more pointed issues. They
particularly come out of your introductory comments. Thefirst oneis, | quite liked
your implementation application distinction, in terms of, for example, NCC-ACCC.
Do | takeit from that you endorse one of our explicit, specific recommendations that
the entity making decisions on coverage, importantly be different to the
entity-making decision on regulatory application? Isthat putting wordsin your
mouth?

MR FEIL: No, I think those, if they're not exactly our words, are sufficiently close.
That is certainly one of the areas we agree on and | don't think it'sin any way a
comment on the ACCC, but | think it isvital that the body responsible for
determining what is within the scope of aregulator is not the regulator. Thereisjust
too muchrisk. Again, | emphasise | don't see this as likely, but there istoo much
potential for coverage to be used as a solution for an implementation problem with
regulation.

MR HINTON: | was going to come onto that in aminute in relation to one of your
other comments, but before | do, let me ask you another distinction question and that
Is. theterms of reference, of course, cover both transmission and distribution
systems for the gas sector and we, therefore, had to examine whether or not the gas
sector-specific regime is appropriately designed in a manner that addresses both
distribution and transmission and did not distinguish between, or there was sufficient
flexibility to distinguish where differences apply with regard to regulatory
intervention. Given your experiences as the Council making coverage decisions, are
you comfortable with our conclusions with regard to that - that the Gas Access
Regime can be a single regime covering both distribution and transmission?

MR FEIL: My answer would be yes.

MSGROVES:. Yes, | think the Council is. In considering applications for
coverage and revocation of distribution and transmission pipelines, we have never
experienced difficulty in applying the criteriato those different sorts of infrastructure
in away you would think that they were not appropriate. The council does support
the single framework applying to both transmission and distribution.

MR HINTON: Thank you. A third question that emerged from your introductory
comments - and it's something you just picked up a moment ago; | may be doing a
disservice asto my interpretation of your comments - it implied that we may be
seeking a higher threshold for coverage with regard to the building block approach of
cost based price regulation, to address the issue that the regulator getsit wrong. |
was alittle uncomfortable with that formulation because it certainly is not what's
behind our approach to having higher thresholds. So my first question is, have |
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misrepresented you? If | have not, then | would redlly like to put on record why we
make a higher threshold as a key part of our approach.

MR FEIL: 1 think that could be useful because | may have misinterpreted you on
the other way around. It seemed to me from reading your report that thereis
something of a concern coming through - and I'm not in a position to comment on the
validity of the concern, although | would say that the evidence either way seems
scant - that somehow the application of the cost based pricing - whatever - approach
was stifling transmission investment or leading to transmission investment that is
suboptimal. Theimpression | was left with was that, at |east in part, the idea of
making it harder to bring something within coverage was a response in some part to
that.

MR HINTON: It may be terminology here, John. The key criterion underpinning
this higher threshold concept for the application of the cost based price regulation
was one essentially driven by efficiency. If the benefits of intervention with cost
based price regulation are likely to be greater than the costs, then that’s a basis by
which that intervention would be appropriately pursued. In those cases where the
benefits might not outweigh the cost you would not wish to apply under an efficiency
test that form of regulatory intervention, and it's that approach, broadly defined in
terms of efficiency objective. The fact that it's cost based price regulation, there are
all sorts of regulatory uncertainties, difficulties, getting the WACC right, for example
- we have discussed that this morning - and a whole range of other factors that flow
from a CAPM approach or whatever. But it’s still within a concept of a criterion of
pursuit of efficiency; benefits outweighing costs.

MR FEIL: 1 certainly don't have a problem with the pursuit of an efficiency
objective, but | think that that’s, in crude fashion, the coverage decision we make or
the coverage recommendation we make now. |f the costs of imposing coverage and
the regulation that might follow are higher than the benefits, then the answer to that
IS not to cover, not to look to another form of regulation, particularly one that doesn’t
provide aright of access, because that just strikesme as - if it wasn't worth covering
it under these criteria, then formal price monitoring or something else just seemsto
me to be arelatively pointless intervention.

Thereis always room for informal price monitoring - clients of pipelines, no
doubt, do it and can come back - but the coverage decision is, | think, quite a stark
one. Either it meetsthe criteriaand, if it does, by definition the benefits should
outweigh the costs including some allowance for the costs of regulation, broadly
defined - ie, the dollars you spend on Henry - but also the risks or the consequences
of the risks and uncertaintiesin that. | think that isimplicitly taken into account in a
number of the criteria. Conversely, if the coverage is worthwhile because it provides
an enhancement of competition downstream or upstream, then clearly the natural
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monopoly test is met and it meets the public interest requirements. Then the
consequence of that should be something that provides aright of access and that's
what the regulation is about.

DR FOLIE: It appearsto be adlight tangent, but it's the same theme that just
reading your submission - unless I've got it wrong - appears to focus on that range we
were talking about where it, indeed, would be about price monitoring. Price
monitoring is only one minor part. It really isabout actually constructing a full set of
criteria and access was very much behind theidea. So the idea as a monitoring
regimeisalot about performance, not just about price performance. We have called
for people to actually give us ideas about monitoring, and accessis very very
important. Access must be reasonable and we have even got issues about how to
then resolveit. It's very important that a competitive environment staysin place, so
it'sapart of that.

MR FEIL: | hear what you're saying. From an interchange earlier | got the distinct
impression that you appreciated my comment that by the time you got a monitoring
regime with a consequence that amounted to a formal right of access, you come
remarkably close to the other scheme anyway.

DR FOLIE: Weare sort of suggesting that the body making the decision would
actually have to then agree to parameters for this monitoring regime.

MR FEIL: Presumably then, as soon as you step out of those parameters the access
right cutsin or something.

MR HINTON: It could cut in after five years, but we're jumping ahead.
MR FEIL: 1 think the five years would seem to be a problem.

MR HINTON: Were going to come back to the five-year point. We're jumping a
little ahead in that. | now want to come back to what we foreshadowed, and you
foreshadowed, as an important part of our exchange with regard to what's in our draft
report, and that is the intersection of Part I11A and what we have proposed. Itis
crucialy driven by differences between the threshold as regard to Part I11A, as you
flag in your submission, and the thresholds in our draft report. If they are the same -
that is, material versus what you apply today - then there is no coverage difference.
There may be different forms of intervention in terms of regulation Coverage would
apply and you have implied that’s probably what you do now. Non-trivial, materia
isthere.

MR FEIL: | think explicitly the Council, when it’s asking that question about the
degree to which competition would increase downstream or upstream, materia isin
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their mind.

MR HINTON: Right. The crucial issue becomes the so-called higher threshold.
How high that is, is another matter, but it is substantial as opposed to material. As
soon as we pursue athreshold test for applying the cost based price regulation that is
substantial, which by definition - let's take it by definition - is higher than material
which therefore is higher than Part 111A, you've got this tranche of cases not covered
under our system for cost based price regulation that are covered for your system.
That has several issuesfor us. Oneis- and | think your submission makesit quite
clear - the problem with that is, what about default to Part I111A for those because the
NCC couldn't certify that the processes applying, the regulatory structure applying to
that tranche, would not meet the test for certification.

You, therefore, say, "WEell, let’s change that tranche’s treatment to make it
perhaps certifiable," but as soon as you do that it's virtually the same as the tranche
that is subject to coverage under our system. So why doit? | would like you to think
dlightly differently about thisissue and say, "How can we, therefore, change that
intersection of not defaulting to Part [11A?" Y ou alluded to the possibility of abar.
There are other possibilities that might remove the application of Part 111A default
option - negotiate and arbitrate model for this middle tranche; our so-called
monitoring tranche. One might be that we have an approach whereby the NCC could
certify that the overall system meetsit, even though there is no arbitrate disputation
resolution processin thisarea. Thereisno challenge to access within afive-year
period. Isn’t there scope to say that the system overall is certifiable, even though a
particular caseisin this middle tranche? Isthat an option?

MS GROVES:. That has not been the approach the Council has taken to
certification of baskets of servicesin the past. The clause 6 criteria, which are called
up into Part I11A asthetest for an effective access regime, provides that aregimeis
effective for services of infrastructure. That can be one service and you sometimes
have that for rail. We have aparticular set of infrastructure; rail line from A to B.
The state brings in an access regime for a service provider by that rail line and they
have just applied the regime to that particular piece of infrastructure. That's what
were examining when we look at the certification.

In the case of the Gas Code, to provide, | guess, a greater deal of certainty and
administrative efficiency going forward, state governmentsinitialy did that. They
had the list of the schedule A pipelines which says, "We would like you to consider
whether the regime could effectively regulate these sorts of pipelines.” But what we
recognise is that over time, and probably fairly rapidly over time, that list isgoing to
change. Thingswill be brought in and things will be taken out, and that’s what we
arefacing at thistime.
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MR HINTON: Yes.

MS GROVES. So what they wanted to do was devise away of ensuring that as
things came in or out the things that were in got the protection that a certification
provides. The only protection we know that it providesis protection from
declaration under Part I11A. That's what the point of certification is.

MR HINTON: Yes.

MS GROVES: They devised a method by setting up a coverage process that was as
closely based on the Part I11A test as was reasonably useful for pipelines, put the
process in that was similar, so that you had the concept of the council, in this case,
being the coverage advisory body, and that was based on the fact that as services
became covered the council could be satisfied they had met the criteriathat werein
clause 6 and because of that, the regime stayed effective for those services. It was
recognised that the services of pipelines that were uncovered were outside the
protection provided by the certification of the Gas Access Code, but the reason that
they weren't covered was because they didn't meet the gas coverage criteria. It didn't
matter because they weren't going to meet the Part I11A criteria, either.

MR HINTON: Yes.

MS GROVES:. Thefact that they were outside didn't really give rise to any sort of
regulatory risk there for them. What goes up to make an effective accessregimeis
set out for state access regimesin clause 6. They are guiding principles that the
council must take into account and must be satisfied are met before it can certify an
access regime. One of the cornerstones of an effective access regime, that the
council has always considered a cornerstone, is an enforceable right of dispute
resolution. It isexplicitly recognised in clause 6. When the council triesto think of,
"What do those principles, those 20-odd principlesin clause 6, add up to?" one of
those things that has been an absolute cornerstone is an enforceable right to dispute
resolution, aright of access.

We were concerned about our interpretation of your two-tiered approach
which, at least potentially for covered pipelines that met the criteriaat the minimum
level, so therefore were pipelines that had an ability and an incentive to misuse
market power in a dependent market in away that could affect competition, that for
those pipelines for periods of times people would have no enforceable right of
access, though there would be some regulatory intervention through the bundle of
regulatory products that you had coupled better and which we called "the prices
monitoring" for shorthand.

MR HINTON: Okay.
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MS GROVES: We recognised it included other things. They would be required to
publish athird party access arrangement. There would be quality monitoring. We've
just picked up the terminology of the prices monitoring regime rather than repeating
each of those; but for pipelines that were caught in that bundle, for periods of time -
the way that we had interpreted your perception is that for users of those pipelines
they would not have an enforceabl e right of access.

MR HINTON: That’s a correct interpretation.

MS GROVES. Which would then seem to go to one of the cornerstones of what an
effective access regime is under Part [11A, which isaprovision of aright of access
backed up by enforceability.

MR HINTON: | can see how that conclusion takes you down the track of what is
in your submission; that therefore the way to address thisisto add in certain things to
that monitoring regime that has characteristics that would make it certifiable. But
then | would endorse John’s point that that then makes that tranche very similar to the
other tranche, so that would run directly counter to the intent of our objectives
inherent in our draft report. What | was wanting you to do was take off your NCC
hat, leave on your NCC experience, and say, "Is there not another way to address this
challenge?"

One way I’'m suggesting to you is to have alook at clause 6; that is, the sort of
parameters for the determination of "effective" maybe could be shifted in a manner
that looked at this as awhole, saying that, "Sure, there is no dispute resolution
mechanism. Thereis no guaranteed access for this middle tranche," but it’s part of a
total package whereby after five years you might move back into the heavier-handed
intervention longer term if they misbehave or whatever, such that it would require an
amendment to clause 6. Now, isthat not a potentia solution to the problem that - we
clearly agree we've got a problem.

MR FEIL: Clearly, if you amend clause 6 to take out the cornerstone requirement
we've been applying up till now, we could apply arevised clause 6.

MR HINTON: Yes, but sorry, | think you're overstating my formulation. It's not a
pejorative statement of scrapping the cornerstone of certification.

MR FEIL: No.
MR HINTON: It'ssaying there are other ways to prescribe when certification is

appropriate that still retains the cornerstone as long as you look at the package of the
regime as awhole, not just one tranche of it. Now, | understand the cornerstone, and
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the principle of it, and I’'m not suggesting it should be scrapped. I'm really seeking to
get your reaction to this suggestion that there is another way to address this problem.

MR FEIL: | think you'reright in that we could have regard to the broad scope and
accept that for the mgjority of situations there will be coverage and an access regime
available. That’s the ones that meet "substantial” and up. For the group between
"material" and "substantial”, | think at the very least we would have to be confident
that whatever was there, as your monitoring and other parts proposal, had an effect
on behaviour that was likely to encourage access even through that period. | think, if
you approach it on that basis, it becomes something you can answer simply in the
hypothetical by saying it’s possible, but in practice it might be incredibly difficult to
make the judgments around that, in which case were either forced to reduce the
scope of the certification so that Part I11A isavailable to that group - - -

MR HINTON: What about amending clause 6?

MR FEIL: ---andif clause 6 was amended then making a judgment about the
overall effectiveness across the entire gas sector. That, in some ways, depends on
whether you take the universal view of the gas sector or you concentrate on the
balance of interests of parties that might want access to the pipelines that are between
the "materia" and the "substantial”. Certainly, if you focus on their interests, they
are arguably worse off than having Part I11A. They might still have scope to other
forms of litigation, particularly if there is an integration question.

MR HINTON: They may not be worse off than not having accessto Part I11A, in
circumstances where the monitoring regime has force of threat; that if thereisa
misbehaviour - and I’'m using shorthand here - then after five years that puts the
service provider back into the other tier which is the force of the cost based price
regulation. But just asimportantly there are other powers within the structure of the
Gas Access Regime that touch directly on behavioural performance as well.

Section 13?

MR FEIL: Yes. Sothat might give recourse to those.

MR HINTON: Section 13 - and the recourse to that also reinforces the system’s, as
in the draft report, capacity to bear on behavioural characteristics of those service
providers in this middle tranche where we are talking about here. To the extent that
thereisforce for effect behaviour and to the extent that there is not an intrusive cost
based price regulatory structure whereby the costs are not so large as the other
tranche, then that's the rational e behind our structure.

MR FEIL: | understand that and | think, subject to Michelle's comment, my answer
before that theoretically it's conceivable with some adjustment to clause 6, that that
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could be something that it certified. | think whether it has force given that nothing
can happen for five years - do you anticipate the outcome or do you wait and assume
you're going to be covered in five years and make the most of the holiday? | know in
some other jurisdictions there have been discussions about having a threshold, that if
you stay on one side of you don’'t move straight to regulatory regime but if you step
over it, you don't have to wait four and a half years, or six months or whatever the
period is, before that occurs. It's atrigger that is set around conduct or price levels,
presumably, in principle.

MR HINTON: The problem with threshold is that someone then has to calculate it
and then we get Henry and we get all sorts of people coming to bear.

MR FEIL: Waéll, I'm not going to comment on the social desirability of how
interpretative economists are - | think that’s true but that, one would hope, would be a
lesser task than the full cost based regulation and it might well be something that can
be drawn from broad experience and the rates that are set by regulation or the market
elsawhere, in a comparatively crude fashion and partly, | think, it would be an
interesting question | haven't turned my mind to, as to where the responsibility for
that threshold setting should lie - whether it would lie with the coverage
recommender, ie us, or with the regulator. | have a horrible feeling that the right
incentives probably lie in one place and the right information lie in the other.

MR HINTON: That underpins dramatically our draft recommendation that the
coverage decision, therefore the entity making the coverage decision, is the entity
making decisions as to the form of regulatory intervention, monitoring or - - -

MR FEIL: | haveafeelingthat if you go down that route - and again thisis subject
to our comments that we wonder about it - | think that is probably right. The
difficulty | saw immediately upon that was where the experience and information -
because as you say, it's not an entirely dissimilar task from the regulatory task. | don't
want to be too glib but in past the ACCC getsto dea with Henry alot.

MR HINTON: John, to come back to your other comment about this concern that
the service provider being monitored might make hay while the sun shines for five
years, it's still in an overall context where ajudgment has been made about the nature
of their market power, as a prerequisite judgment that puts them in that lower tranche
relative to the higher tranche. Now, if one can make a judgment today about
coverage and non-coverage, there would seem to be potential scope to make a
judgment about another line higher than that again. | know it’s subject to regul atory
risk and hard calls by the regulator, but it seemed to me that the regulator making
that first decision is eminently appropriately placed to make the judgment for the
second decision, because it's all to do about market power judgments.
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MR FEIL: 1 think it would have to be broadly about the judgments under al the
criteria, not just solely the level of market power, because it would be the degree of
market power held by the pipeline but aso the benefits of enhancing competition up
and down the screen.

MR HINTON: Precisely. The coverage criteria- all four, asrefined - would apply
at that stage.

MR FEIL: Yes.

MR HINTON: That reinforces the point about the coverage entity also being the
entity making this judgment about the category.

MR FEIL: Theonly other point I'd raise on that, because | understand where you're
at and | think you understand where we're at, as well, would be that the last thing you
would want would be a de facto slippage down of the lowest criteria, because you've
got a soft option, or a softer option. | think you do have to think very hard because
of the costs and the consequences of coverage in terms of what happens when you've
got the regulatory system.

MR HINTON: It'saninteresting point you make because - - -

MR FEIL: Clearly that suggests that coverage is not and should never be
something that is applied lightly. Y ou must be solidly convinced and satisfied on all
the criteria before you go down that way. Thereisawaysarisk that by having a
lesser cost option in the nature of the regulation, at least for the public interest
criteria, the balance could tilt. | don’t think that would be desirable. | think you
would want to be - - -

MR HINTON: Some have referred to it and some of the energy users have
expressed concern about that - that you'll end up with wider coverage than you have
today, even though it would be less intrusive for some of them. This so-called third
umpire, | think, as someone put it - when in doubt you'd better put them into the soft
one because - - -

MR FEIL: | think other people call it regulatory creep.

MR HINTON: Yes, and that's why clear prescription as to the meaning of the
coverage criteria and the application of the four criteria has been very important, so
that thereisrigour to it; just as much rigour as you would bring to bear today on the
coverage criteria, they would similarly apply for the formulation that we are putting
in our draft report material though - it's very similar, but today you don’t have that
same pressure that you would have under our revised scheme, whereby thereisthis
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option of monitoring. We've tried to say that the coverage would, if anything, be less
rather than more; that is, material is higher than promoting competition, but you've
said they're very close.

MR FEIL: 1 think what I've said, and I’'m advised is the experience, is that when
the council considers that test material isin there.

MR HINTON: Let'smoveon to thisfive-year point. We have put in our draft
report the view that if you are going to go into the monitoring tranche tier that that in
effect would hold for five years - and you havereferred to it, aswell. Theidea
behind that is that it provides scope for the parties to negotiate and get on with
commercia business of dealing with service provider-service user in circumstances
where that is also akey objective of the Gas Access Regime - to try and have a
system that encourages commercia negotiation. If you have a non-binding period
where at any stage you could end up being changed categories then you have the
potential to very quickly erode this freedom to get on with commercia negotiation
and we put some force to that objective and, appropriately, it isincluded in the
existing code as an objective.

MR FEIL: And I think the objective is worthy and the point you make is quite true.
If you think there is a soft option rather than negotiation thereis always arisk and |
certainly would be reluctant to be put in a position where we have to judge whether
or not there has been genuine bona fide good faith negotiation. Some sort of test
might be an alternative to an arbitrary time limit. Again | suppose the prospect of an
arbitrary - and | mean arbitrary just because it's a number and not in aprejudicia
way. A timelimit with an extraordinary circumstance, but again that’s - how
convincing can you be for extraordinary circumstance?

| don't know what the effects of the incentives are, but you are quite right, |
think, that if you had something that we turned down, covered it and sent it for
monitoring, people go away and six months later they’ll come and say, "Wefailed,"
and that might be true. | suppose it depends partly on how receptive they think when
they’re making the judgment about whether or not they negotiate and try and reach a
commercia settlement - how willing whoever is deciding would be to reconsider its
decision in avery short period.

MR HINTON: A related point though is that some have put to us, "Five years for
that isfine, but why not also have five years binding for revocation?' Have you got
areaction to that? It’s not in our draft report, but it has emerged in some of the other
submissions in response to our report, that if you are going to get revocation then
why shouldn't that be locked in for five years, too. Have you got any views on that?

MS GROVES: It's not something that | think we have turned our mind to. It would
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seem that within the current arrangement you either meet the criteria or you don't. |If
you meet the criteriayou'rein and - upon application - if you don't, then you're out,
and you're out for aslong as you don’'t meet the criteria. We haven't had the
experience really of something going out and then somebody popping aong, as of
yet, to try and say, "The circumstances have changed.” The question of whether or
not it altered any of the incentives or the underlying fundamentals of the regime by
saying, "You can't come back within five years" and, "No-one can come and ask to
put it back in the basket for five years," practically may have very little effect. Our
current experience would suggest that it would have very little effect - as | have said,
we haven't had anybody come back within five years - but, from atheoretical point
of view, if there was something that resulted in a substantial change, such that these
people did meet the criteria, you would wonder why they should not be capable of
being caught up by the regime.

MR FEIL: Certainly if someone came back shortly after arevocation to have
another go, they're going to get - - -

MR HINTON: And they have got deep pockets.

MR FEIL: They could have the biggest pockets they like, but they are liable to get
the same answer frequently.

MSGROVES: Yes.

MR FEIL: Butif there was a genuine change in circumstance then obviously we
would consider the matter afresh, but the onus, | think, would have to be on that
person applying for putting it back after taking it out of the box to make the case and,
again, | emphasise Council is not looking to cover it. It'slooking to let the market
run.

MR HINTON: Yes. We'realittle surprised at these views being expressed to us -
that thiswas necessary. That'sall.

MR FEIL: And I don't think the experience runs the other way either, where people
have applied to get coverage; been refused; come back six weekslater. | guess they
can go to the tribunal, but they can do that in both cases and try again. | just don't
think there is the practical experience.

MR HINTON: Let'sstay with the coverage criteriafor amoment, the way it's
proposed - the draft coverage criteria. We had another variation to that which is
currently in the Gas Access Regime. "Promote competition” is there currently, and
we're talking about "likely to lead to an increase in competition to a material or
substantial degree". We've talked about "material” and "substantial”, but the second
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aspect was adding this degree of probability that our legal advisers also picked up in
one of our appendices regarding thisissue; that is, adding a slightly different
formulation to just promoting competition; adding a degree of probability; likely to
lead to. Have you turned your minds to how this also changes the height of the
threshold with regard to coverage? We thought that was not unimportant in leading
to perhaps less coverage overall and of the draft revised regime relative to what
exists today.

MR FEIL: 1 guessin the case of imposing coverage as opposed to revocation - let’s
put that aside - you're always looking forward and making predictions based on the
structure and the incentives and the circumstances, so | adwaysread "likely" as being
more to do with the fact that you're looking forward than the probability of
point-something or greater than 50 per cent or something like that. | guessif you put
the phrase "more likely than not", then that implies a better than 50 per cent chance.

If that iswhat you intend | would rather suggest that it might be better done
that way than putting "likely", because then we are simply going to have an argument
about what the probabilities are and, in the end, | think that’s a judgment that's not
necessarily aided by having a quite specific provision. | think always you are
looking forward and you are looking at a range of likely costs and arange of likely
benefits, one of which is the potential for enhancement of competition because of the
availability of access.

| didn’t read your suggestion quite as firmly about applying a probabilistic type
of approach but, to the extent that that’s what you are intending, then | think that's
just invariably the nature of the task. You are looking forward. Y ou don't know for
certain because you have only got a set of structures and a set of incentives and a set
of players. It'ssomewhat easier if you are going backwards and revoking, because
you can see what has happened, but you will never have that looking forward.
There's always a probabilistic element to it.

DR FOLIE: 1 should liketo go back to your concerns over the monitoring regime
asto whether that would redlly be effective. There's a proposition there's a
reasonabl e history of corporations when they are required to report on things. We've
got issues about recruitment of a proportion of women in senior executive ranks.
We've had the issues through the mining industry actually having to - even though
they're reported statutorily, all their safety statistics report very clearly on deaths and
that changed the attitude of that industry dramatically, and that was voluntarily
imposed on themselves. We've had the other area about environmental reporting,
which the mining industry picked up, and that changed the performance in that area;
not statutorily required, but effectively going public on all these types of things
actually shifted the attitude quite dramatically.
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Part of the thinking behind this over afive-year period - many of these gas
decisions take quite along time to actualy - there are multiple things happening
while the access might be being negotiated, so there's not an enormous - a decade
might be too long, one year might be too short, but effectively the period - then it has
got to be long enough to enable behaviour patterns to change. The actors then don't
immediately of course resort because that’s the behaviour pattern now that you resort
to courts and tribunalsto try and do it. It seemsto me that it would be away to try
and giveit ago, unlessthere are redly clearly very serious - which iswhat you are
saying, and it seems that you are concerned about actually giving it the time to run.

MR FEIL: 1 don't think five yearsin these circumstances is an extraordinary period
of time. | guess my issue is- monitoring occurs. People write |ettersto us, to
ministers; clients observe what pipelines are charging, to the extent they can. If the
monitoring regime were to force more information out into the public domain I think
that has consequences both ways. It might discourage good deals aswell as
encourage them, so you would have to be concerned about that, and generally you
end up taking the view that more information in most circumstances is better for the
functioning of a market, but | think there will undoubtedly be commercial issues
around that as well, but I'm not confident that additional information that after a
coverage decision of some sort - whether it isthefirst tier or the second tier is
applied asall that - sorry. | am not being clear.

| think what you are proposing is more than monitoring or afurther
information disclosure. It's not uncommon, | think, in some jurisdictions to have
information disclosure requirements to enhance the market and perhaps the ability of
people to make complaints, but | think that is generally done somewhat
independently from what we would understand as coverage and the consequent
regulation, but what | understood you were proposing was monitoring of companies
that do meet the criteria - at least the current ones - rather than monitoring to decide
whether or not they meet the current criteria.

MR HINTON: | know.

MR FEIL: It'svery much directed at more information for doing the cost-benefit
analysis of regulation rather than, should they be covered, and | think they are
dlightly different things. | would be somewhat more relaxed about the former. | am
still nervous about the second because, in one way, it’'s exactly what you are saying.
It's an enhancement that will affect behaviour in apositive way. It will reduce the
need for full-on cost based regulation, and that’s a possible outcome, but | regret to
think that others might take a view that it's five years to make hay and we're going to
get regulated either now or in five years' time because we are a natural monopoly.

We do have the incentives that meet the criteria and being covered would
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enhance competition, so it's an opportunity and you have got to make a judgment
about what that balance s, and | think the crucial point is - on the current
formulation, even if we can find away of certifying it, for a potentially significant
group of pipeline users, up or down stream, they don't have an effective right of
access for whatever period remains of the - say it’s five years, and the scheme was
about providing them with aform of access, not - - -

MR HINTON: No. It'sabout providing aform of access when intervention is
warranted.

MR FEIL: Yes, and again | come back to the start criteriawe have now and the
council’sview. If you meet those criteria then intervention at the current level would
be warranted. | don’t want to just keep repeating myself, but it's certainly not
something that the council looks to recommend unless there is a clear meeting of all
those criteria. Our principal mandate is one for letting markets work.

DR FOLIE: [I'll follow on with abit of that - actually, not to do with the inquiry but
certainly in McFarlane's decision about the Sydney to Moomba pipeline, giving
further evidence, increasingly there is a network, so that the pipeline is actually
getting - even though they always go from source to market, but, in fact, there'sa
network growing. Itisenhancing. There are further links.

As | understand it, the government's objective is to ensure that we have more
sophisticated services, and we're certainly likely to see that as the years evolve.
What I'm puzzled about is we then have derivative services. There will be forward
contracts. Already there are some of them around. How that then goes - because
that won't follow the molecules. It will be indifferent, so that competition will then
come into play into another form. 1'm not too sure then whether that regulation - if
you're going to try to regulate those services which you alluded to earlier about - - -

MR FEIL: Not if there'sacompetitive aternative. If the market either develops
physically or some financial mechanism so that there is not market power possessed
by apipelinefromAtoB - - -

DR FOLIE: I'mjust curious asto how you might be able to move forward under
that because we al have trouble - - -

MR FEIL: | think the way of moving forward is, once you're convinced that that's
the case or that it's likely to be the case, you don't cover it. You know, there'sa
market operating.

MS GROVES: The council has already passed recommendations up to ministers.
They've taken into account the potential for backhaul, the potential for various other
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forms of service and for the contract market, and has taken those into account in its
analysis of criterion A. To date, it has not found that those alternatives have been
sufficient to constrain the market power of service providers, in the circumstances
that they have been raised, but the council has always recognised that they were an
important part of the market assessment.

If the markets are developing in away which we al hope they are - because it
was the purpose of where we started off in 1990 with this gas reform processin the
first place - then those instruments - financial as well as alternative physical ones that
you would hope the market will develop in an innovative way - will become an
increasing part of the criterion A assessment. The council thinks all those things are
entirely valid and appropriate to be taken into account. You may have different
views on where the evidence stacks up at the moment as to what sorts of constraints
apply or whether they actually exist or how effectively they exist, but the council
certainly seesthat they are entirely appropriately taken into account in its criterion A
anaysis.

MR FEIL: And I think that increasingly they are going to be factors that should
feature in evidence and material put to the council as well, because to some extent
our ability to make judgments on that is dependent on the evidence from parties that
are contempl ating operating in these markets as to what'’s feasible and what’s not.
We obviously go out and seek our own information, but as we get further
applications for coverage or revocation we would expect - for exactly the trends
you're observing - to see much more of that material being made available to us so
people can demonstrate that there is or is not an alternative combination of pipelines,
backhauls and swaps that means that, depending on what site they’re on, in fact, the
market is sufficiently served by competition and that coverage isn't required. If that’s
the case, then the competitive discipline will deal with the coverage issue, not the
regulatory intervention. | think to date, as Michelle said, the council hasn't had
evidencethat's led it to be satisfied on that point. When it does, it clearly will be
relevant to our decisions.

DR FOLIE: Thisisahypothetical, and perhaps alittle detailed, but part of the
network development is that small little interconnectors and things can be built that
link megasystems, if you like. In other words, the process which you currently go
through to assess whether that interconnector should be covered or not or whether
that then has flow-on effects for other decisions - is that process perfect at the
moment to be able to cope with that complex process?

MS GROVES: Of course.

DR FOLIE: Thisispart of the network development to ensure that - - -
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MR FEIL: It most certainly isn't perfect, but the criteria as they are would enable
usto, in appropriate circumstances, deal with that issue. If we found that we
couldn’t, then we'd put our hand up and say so. | don't believe that there are such
restrictions and the criteria are so confining that we're obliged to physically go out
and kick apipeline and walk it from A to B to be convinced that - and we need four
of them, before we can not declare. That’s not the case.

DR FOLIE: Okay, thank you.

MR HINTON: | have a couple more questions, and we're being squeezed for time,
John. Thefirst oneisinrelation to your reluctance to accept our invitation to assist
in the preparation of guidelines for the monitoring regime. There are two aspects
here. One, you point to the ACCC being much better placed to do that sort of thing.
I’m not going to debate capacities, because that’s not the issue. That can be
addressed. Theissue here was one of principle again; that is, if the regulatory body
doing the monitoring is the ACCC, then it would be best, in terms of regulatory creep
or regulatory capture, to have another separate entity do the guidelines. That was the
origin of that. That's not acriticism of the ACCC. It’sjust the nature of this
distinction we made before between coverage and application or implementation and
application, as you put it. That, | thought, had some forceto it.

MR FEIL: 1 think it doestoo, but I'm also cognisant of how difficult it might be. |
think in principle the incentives are probably better for us, but the information is not.
It's atrade-off of which of those imperfectionsisthe one that will make the decision,
and | suspect that you can devise mechanisms whereby we could receive
information. | think you can devise mechanisms to oversee the incentives, if the
decision-maker was the ACCC or whatever the regulator at the time might be. |
think either way you can fix whichever is absent. My personal instinct would be that
the incentives are probably the more important issue than information, but | don’t
have enough information to know how much information there isinvolved either.

MR HINTON: We were hoping to expand in our final report on these sorts of
parameters, descriptions, prescriptions that would underpin the nature of the
monitoring regime that therefore would form the bones of that which emerged - if it
were to emerge - from government decision-making. The location then becomes
NCC. It wouldn't be from ablank bit of paper. I’'m just encouraging you to be less
reluctant.

MR FEIL: Thank you for the encouragement.
MR HINTON: Perhaps my last question, and Michael might have some more as

well, and you might also wish to flag stuff that we haven't covered. I’'m sure we
could spend the rest of the day, if we had the rest of the day. Thisissue of
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significance test: we're alittle uncertain here asto how this really works within your
decision-making or analysis process, as to how you take account of the significance
of infrastructure. We struggled with thisalittle in our draft report, about where it’s
appropriate to have criteriathat bear on the issue of whether or not intervention is
appropriate or inappropriate, because of lack of significance of the bit that might be
regulated. Can you sort of help us out here?

MS GROVES: If we start off from the Part I11A perspective, it has a concept of
national significance as one of the criteria, and the Gas Code coverage criteria
doesn't. | think we'vetried to outline some of the reasons for that, which are mostly
to do with the fact that the Gas Code is an implementation of a state access regime
and those criteria are not carried through in that sense. The national significance was
part of the concept of what it is that the Australian government, asit now is, should
regulate under Part [11A and what should be left to the states - | think has been one of
the ways that we've seen it.

States are free to regulate whatever they like really. The national significance
issue wasn't quite so sharp for the state access regimes. The question of whether or
not thereis somerisk that infrastructure that is not significant could be caught up
under the Gas Code coverage criteria | think can be addressed in two ways. The
decision-maker, who essentially was the Commonwealth minister in thisinstance, for
the certification of the application of the Gas Code in all jurisdictions, to the extent
that it has been certified to date, needed to be satisfied that the infrastructure covered
by that regime either was or was likely to be significant. That’s one of the criteriain
6(3) - that access regimes should cover significant infrastructure - and then it
addresses the bottleneck, the natural monopoly, and | think the third one is the health
and safety issue in clause 6(3).

Already the decision-making process in certifying these regimes has said from
the policy-maker and the decision-maker’s perspective, "We are satisfied that the
infrastructure that either is currently covered or will become covered under this
regime will always be significant infrastructure.” That said, | know that won't be a
sufficient answer to you. The other issue, | think, from the council’s perspectiveis
it's difficult to imagine that, if you have infrastructure that needs the criteriaof it'sa
natural monopoly with substantial market power that has an ability and an incentive
to exercise market power in a dependent market and where regulating that
infrastructure will promote public benefits that outweigh the cost, that piece of
infrastructure could not be significant.

MR FEIL: | suppose the counter to that isif it's not significant then it’s not going to
be worth covering.

MSGROVES: Yes.
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MR FEIL: The costs of doing so are largely determined by the nature of the
regulation and probably vary to some degree, but not extremely, on how much you're
doing. If you're only looking to do alittle spur pipe, and yet you've got the cost of all
the regulation that goes with it, you're never going to meet the costs - - -

MR HINTON: Wouldn't that argue for an explicit efficiency test in coverage - that
is, benefits outweighing costs? | don't think you have got one. That's how you
interpreted it, and that's why we've proposed an efficiency test.

MR FEIL: If the benefits of enhanced competition and the like that come from

coverage were not larger than the costs of the regulatory impost, broadly defined, the
council would not recommend coverage.

MR HINTON: But you do that under the - - -

MSTHOMSON: The publicinterest test.

MR HINTON: - -- publicinterest test, which is behind my point about the explicit
inclusion of it as opposed to your interpretation of one of the criteria that relates to
the public interest test.

MR FEIL: | don't want to resort to a"if it works now, don't fix it" type of answer,
but | think that what you understand from the words "an efficiency test" and what
might be used, were the current test, which if you agree works - - -

MR HINTON: | think were in heated agreement.

MR FEIL: Yes.

MR HINTON: It'sjust that I'm not so sure that we've got the solution. What you
apply iswhat | think we would like to see explicitly applied, if | understand your
system correctly.

MR FEIL: If you wish to recommend that, then | think you need to exercise
particular care that what you propose does that and not much different, because we're

pretty confident that what'’s there now doesn't.

MR HINTON: Okay. | understand your point. We take your caution with the full
knowledge of the extensive NCC experiencein this area.

MR FEIL: | think you can go around the room and ask people to define what they
mean by "efficiency” and you won't get one answer.
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MR HINTON: Youwould inthe Commission.
MR FEIL: Then you're doing better than | think I'll do with the Council.

DR FOLIE: Just abrief one about legal precedent. We've had alot of
representations about, "Be careful, we don't want to change it too much, because now
there’'sa great body of law out there after all these disputes have started to come
true." Onething isthat we have abody of law about horses and carts and things. It
doesn’t matter any more. In other words, if we change the regime then some of the
body of law, so called, which was commenting on the old regime is redundant.

But you've made a point at the beginning. |sthere an objective - just some
objective low level - about actually trying to build abody of law that relates to access
across all areas and to get the acts aligned so that then you can build on case law
findings that might have applied to railways, airports, or something, that could also
apply to gas in certain points of discussion, which may be about efficiency and may
be about other words?

MR FEIL: Can | have afirst shot and then | will let alawyer colleague have a go
aswell?

DR FOLIE: Yes

MR FEIL: 1 think that regulatory uncertainty is something that regulatory schemes
should be very concerned about minimising. One way that you get greater certainty
isfrom experience. If your experience in the Gas Codeis limited to decisions under
the Gas Code because it’s different to Part I11A, or to whatever else, then you will
have a string of decisions that might be a dozen over aperiod of time. If you can
broaden that experience so it brings in matters under Part 111A aswell, and matters
from airports to gas pipelines, to the extent they are relevant, then you will gain
experience more quickly by having similar words so that the precedents can't be
distinguished too readily and therefore not held to apply.

| think that works towards greater regulatory certainty but you most certainly
should not stick to a precedent that’s wrong. So if something needs to be changed
then continuing with something that’s wrong because it maintains precedent to my
mind is not a sensible outcome. If you are not sure if something iswrong then
precedent and other examples somewhere else probably make sense until you are
sureit'swrong. So | guessthe"in doubt" answer might be one that clings somewhat
closer to existing regimes of precedent and | think you would want to be satisfied in
your own mind, to a substantial extent, that it islikely to be better with a change
before you made that change. And that should be a high hurdle, as we say,
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coverages.
MS GROVES: | don't have anything to add.

MR HINTON: Isthere anything you think you would like to focus on that we've
neglected to cover so far?

MR FEIL: Probably, but | won't think of it until I'veleft. If there are other specific
issues - and | don't know whether your process alows it - we are more than happy to
provide you with additional material or additional reports as the project proceeds.
MR HINTON: Thank you very much.

MR FEIL: We are more than happy to do that.

MR HINTON: Follow up with your staff accordingly. Thank you very much again
for your submission, your participation today and your comments, but also your
wider participation in thisinquiry. Itiscrucia for us. So thank you.

MR FEIL: Our pleasure. Thank you.

MR HINTON: That completes this morning’s scheduled appearances. We will
start again this afternoon. We are scheduled to return here at 1.30.

(Luncheon adjournment)
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MR HINTON: Welcome back to thisfirst session of this afternoon’s public
hearings here in Sydney of the Productivity Commission’sinquiry into the Gas
Access Regime. For this afternoon’s first session | invite the following three
attendees to the microphone; they are already up there. Welcome. They are Roger
Henderson, Roland Sleeman and Phillip Coulton. Isthat right?

MR SLEEMAN: That's correct.

MR HINTON: Welcome. Delighted to have you here today and thank you for
participating. We welcome awide-ranging input into thisinquiry and your
participation is an important part of that. | invite you to make an introductory
statement to get the proceedings under way. Then we can move to some discussion
sessions.

MR HENDERSON: Just before we make that introductory statement, 1'd just like
to say that | am Roger Henderson and | am here in the role of chairman of agas
study that we have been undertaking as part of aregional minerals program. We are
not here to outnumber the chairman of this, because Roland will certainly be the
main speaker and it is hisreport - that’s Roland Sleeman of Sleeman Consulting. He
was the one that we contracted as part of this gas study, in order to investigate and
report to us on the situation of facilitating a natural gas industry in the north-eastern
New South Wales area

| have also got Phil Coulton here, who is one of the stakeholders that we had as
part of that gas study, representing those other stakeholders. Those are al listed on
our submission, on page number 2. The only other thing that | would like to say,
apart from thanking you for allowing us to make this submission, is that we have a
more formal report being printed as we speak, on our study. We have made a draft
attachment to our submission of that but we still have not made that public and the
ministers have still not done their thing, with press releases and so on, on that, which
we hope will be soon. Until that is done we would have to ask you, gentlemen, if
that attachment could still remain confidentia for the time being.

MR HINTON: Certainly.

MR HENDERSON: All right. Thank you. | think, without further ado, | will
allow you to have Roland make a small introduction.

MR SLEEMAN: What I will do is quickly overview the submission we have made
by background initially. The study document is in addition to the submission we
have given you. Thereisafull document that will also become available shortly,
once the ministers have made their press releases and so on. That’s something that
I’m sure the chairman will probably send through to you on CD as well.
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The purpose of this study of gas, in north-eastern New South Wales, was to
look at the impediments and barriers to development of the gasindustry in what is
effectively the top right-hand or north-eastern quarter of the state, excluding a strip
down the coast, so afairly big area; aregion that has no gas industry to speak of in
establishment today, and I'm talking natural gas of course. The approach taken in
this study wasto review three critical interactive components: if they are not in place
you can't have agasindustry. They are ssimple and obvious. They are the source or
sources of asupply of gas, markets for the gas and infrastructure to move the gas
between the sources and the markets.

A couple of general, high-level observations to come out of this study were,
firstly, that although the region - this north-eastern New South Wales region - today
has minimal proven reserves of gasin place, it's an areathat’s considered to have
very high prospectivity for discovery of gasin the future - in particular coalseam
methane, but also complementary discoveries of conventional natural gasin
pressurised reservoirs - so a significant prospective source of gas.

From amarketing point of view, the markets in the towns of the study region
are modest. They are skewed towards residential and small commercial. Thetowns
in the study region are service centres for the surrounding communities and so the
loads are not large industrial based loads there, they are small residential-type loads.
The nature of those marketsis that they are not really substantial enough to
underwrite any significant investment in infrastructure to bring gas to them. If there
IS gas on your doorstep you can probably make use of it but you can't justify big
pipeline costs. In the longer term, if the region is going to be successful in
developing its potential, from a gas production point of view, that target market is
likely to be Sydney-Newcastle.

A final sort of high-level observation isthat thereis no infrastructure- as |
mentioned - in the region either. There are two sidesto that infrastructure issue.
Oneisthat the absence of infrastructure reflects the fact that there is no gas and the
markets are small but at the same time the absence of infrastructure is a deterrent to
aggressive gas exploration activities. For example, companies have had exploration
permitsin this region and also have them in Queensland and they tend to spend their
exploration dollar in Queensland where there is access to infrastructure. If they
prove up a pocket of gas they can monetise it quicker. That’s a bit of high-level
background.

What was the keen focus of the report was to look at the barriers and
impediments to development of the gas industry and they tended to end up falling
into a couple of natural groups. Some of them were what you just call regulatory,
legidative and licensing-type requirements that are in the state government’s control
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and we are not going to talk about those today. Others were technical and
cost-related factors that really industry has to focus upon; getting the costs of
producing coal seam methane down, demonstrating atrack record and so on. We are
not going to talk about those today either. The final group was commercial
regulatory impacts that come about under the Gas Access Regime and, although our
report isn't public yet, it's those that we do want to talk about because the opportunity
IStoo good to miss to present them to you.

The concerns that arise under the Gas Access Regime - and | am going to list
four of them, and they are the same ones that are in our submission anyway but just
to recap on them: firstly, therisk that infrastructure, if constructed in aregional area,
might subsequently become covered by the Gas Access Regime, isarisk that the
developer of the infrastructure can neither manage nor avoid. So when you are faced
with risks you try to either manage them or avoid them or you've got to take account
of their costs. Since they can't manage or avoid the risk of regulatory coverage they
have to contemplate what it might mean and take those costs into account in their
decision-making risk return trade-offs.

Possible consequences of regulatory coverage include things such as - and
these are the ones | think that are most important - imposition of return constraints
down the track that might be different to what was in the mind of the person when
making arisky investment in this regional infrastructure, and our focusisregional.
The return that could be imposed under a regulatory regime might also be determined
over alonger period. It could be 60 or whatever years of write-off period for your
infrastructure investment where the investor may have wanted to do it in a shorter
term when they built it.

In addition, the setting of regulatory tariff levels might be inconsistent with
what’s required when you are selling gas into a mixed energy market and you are
trying to actually secure a market; and there’s no "one sizefitsall" solution. There's
not even a " couple of sizesfitsall" because you need to take account of every
prospective customer, particularly the small number of bigger ones that might be out
in the regional area, and come up with a pricing arrangement unique to them in all
probability, having regard to their conversion costs as well.

Finally, regulatory coverage brings the requirement for ring fencing. So that’s
asort of first overview. The first comment isthat regulatory coverage brings with it
conseguences that you need to think about. The second point is that these regional
gas markets are small, the distances are great, margins are tight; indeed it’s
challenging getting the economics to work. In this situation, where you are trying to
build up a new market, there'salot to be said for having an integrated approach,
where, for example, ateam of people are working in the street, rolling out
infrastructure, living in the town, drinking at the same pub as the people that live
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there, and can respond to the market and can market gas and do whatever it takes so
that you don't have the double-up of the costs of having to have separate
infrastructure and marketing.

The guy that’s investing the money in the infrastructure and taking the risk can
have some control over his destiny because he can be involved in marketing the
commodity that hisinvestment is dependent upon. Thirdly, in asimilar vein to that
issue, if ring fencing and open access is required, the implication is that he would be
reliant upon others for the marketing of the gas. It is preferable that the
infrastructure investor be looking after his own wellbeing.

Finally, even in a circumstance where joint infrastructure and market
development activities were allowed, if you didn't have ring fencing in place the
marketer still needs to have certainty that he can achieve his market outcomes that
he's planning to or depending upon for hisreturn. What I'm getting at here isthat if
the market is still contestable, then you can have a circumstance arise where the key
customers, the ones that are the most profitable, might be cherry-picked by another
party, driving down the returns that could ever be made from the project. The
solution to the last particular point is franchising.

They’re the four general issues. In the circumstances, with the Productivity
Commission under way and the concept of aregulation-free period being talked
about, the main point to make here is that that’s a concept we would strongly support.
The regulation-free period would deal with the issues I've raised, with the exception
of the possibility of franchising. Franchising is something that’s not addressed in
much, if any, detail in the Productivity Commission’s draft report.

We would urge that there might be merit in having alook at franchising and
considering whether there could be arole for clearer rulesin relation to franchising.
It could be suggested that, in an environment where you've got a regulation-free
period and you are therefore not subject to regulatory coverage, that is akin to having
afranchise anyway, because no-one else would have access to your pipework; but it
doesn’t amount to the same thing. Thereis still arole for afranchise, asthe
Tasmanian and Western Australian governments have also determined. The main
message, though, is that the regulation-free period is strongly supported. With that
as abackground, are there things that you wanted to ask for more explanation on?

MR HINTON: Thank you very much, not only for your submission and your
appearance today but also those comments. That's very useful for our discussion. I'd
like to explore a couple of matters with you this afternoon. Y ou're suggesting that
this regulation-free period is certainly strongly endorsed and potentially therefore
directly relevant to developing this part of north-eastern New South Wales with
regard to the gas sector.
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I’'m alittle uncomfortable, though, with your implication that that
regulation-free period should apply as a matter of course to al new pipelines - you
pick up this on page 7 of your note - as opposed to what is contained in our draft
report, which is clearly a coverage judgment - the entity, on this occasion the NCC,
National Competition Council, making a judgment whether or not that particular
proposal would be eligible for aregulation-free period. That involves, as contained
in our draft report, judgments about market power. 1'd welcome your comments on
why that sort of construct doesn’t meet your particular needs with regard to
north-eastern New South Wales.

MR SLEEMAN: | guessthe underlying desireisthat there be certainty; if a
regulation-free period is available and a party is able to achieve it, that they're certain
of having it. In the circumstance where you have someone that’s prepared to make
an investment in some regional infrastructure, and those circumstances are sadly few
and far between nowadays of managing to achieve regional development of this
nature; in the absence of certainty that you have a regulation-free period, then you're
faced with the risk of coverage and the consequences that arise under it. Soif itisa
case of going through aprocessinitially with a determination by the NCC to
determine whether or not you're entitled to it, perhaps that is a step that can be
accommodated provided at the conclusion of that period, if you've got the
regulation-free period, it is yours for the duration, because otherwise you're putting
people back into the unknown.

MR HINTON: Sure, but this processis ex ante - that is, while there have been
expenses associated with development of the concept, it is something that has al the
characteristics of aproposal that's clearly been capable of being delivered; that
clearly is not costless but it’s still not an investment that's taken place and therefore
the regulatory risk is not huge in circumstances where there is potential to get a
regulation-free period. If that isforthcoming, then the investment could proceed
with no uncertainty.

If it isnot forthcoming - that is, it doesn't qualify against the parameters of a
regul ation-free period approval, a binding decision for coverage or non-coverage -
then the investment might or might not proceed, depending upon then the judgments
of the parties concerned as to whether they would wish to proceed with that
uncertainty. | therefore wasreally questioning what seems to be a challenge for our
proposal not meeting your particular needs.

MR SLEEMAN: | accept your point that if you go through a short and perhaps not
expensive process initially to determine whether you're entitled to the regul ation-free
period, and if it's determined you are, that may well proceed. If it's determined
you're not, the party may well decide not to. Theissuesthat perhaps remain in there
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are, in the event that the determination is that there's not an entitlement to a
regul ation-free period so the project doesn't proceed, | seethat asa- - -

MR HINTON: It still could proceed.

MR SLEEMAN: Or could not. Intheevent it doesn't, because of the absence of a
regulation-free period, | seethat asareally sad outcome. That then leads back to the
criteriathat may or may not be applied in determining eigibility. In aregional
context where, as we're finding by what's happened in Tasmania, by what the
Victorians are doing with their funding for regional developments and circumstances
in other places, it is tough, the economics and commercial aspects of getting projects
up to serve regional communities are challenging, to say the least.

There can be no doubt that when you put a pipeline into one of those regions,
particularly if you follow the path of having aregulation-free period and/or a
franchise, then it would be pretty easy to conclude that the party building that may
have market power. But they don't really because they’re supplying into a market
that's already in existence. A whole range of different fuels are being consumed -
wood, LPG, distillate, whatever.

They are going to be desperately trying to come up with arrangements that will
see gas become the fuel of choice, and those will be pricing and other terms that will
make fuel attractive for use. If you take a superficial look at it, you say, "Well,
clearly they’'ve got market power because they're going to be the incumbent and only
provider of gasto theregion." But what a challenge they’ve got because they're
supplying into aregion that's already satisfied with fuel; maybe at too high a price,
but it's already got it.

MR HINTON: So your concernisfundamentally driven by aview that it'sthe
doubts in your mind as to how rigorously the judgment calls are made with regard to
whether or not it’s eligible for a regulation-free period against potential misuse of
market power and, to the extent that that is unclear, it makes you uncomfortable
about whether or not that construct fits your particular needs?

MR SLEEMAN: That'sit, yes.

MR HINTON: Canl comeatitinadightly different way, then. If | hear you
correctly - and please correct me if I’'m wrong - you're looking to have characteristics
of the national Gas A ccess Regime designed to facilitate, encourage, have incentives
for rural and regional Australia development. Isthat an overstatement?

MR SLEEMAN: Rather than incentives for I’d probably word it differently and say
that these regulatory frameworks and Gas A ccess Regimes are of our own making
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and if they are of our own making and within our control - meaning government
control or whatever - it would be sad for those things to be a deterrent to investment.
So I'm not looking for an incentive but looking to avoid deterrents and issues and
obstacles that might restrict the devel opments we're talking about. The challenge
may lie in that, how do you draw aline - if you need to - between what might be
regional and what might be not regional, for the sake of these things?

DR FOLIE: Could I ask you afollow-up question on that, because here are the
proposals, but essentially in what you're proposing one would imagine there'sa
chance that you would be uncovered anyway, because if the representations are made
- in other words, there is competition for other fuels, there's alimit to pricing power,
therefore it should be allowed to proceed. Y ou clearly seem to have some feeling
and you've stated in fact thisis not actually happening, therefore the existing system
is not delivering, because it's meant to be able to deliver if you can make the
appropriate case. It should deliver what you want, so somewhere either your case
isn't strong enough or the commissions you're representing it to arereally
uncomfortable about the assertion. Could you perhaps elucidate alittle bit about
that?

MR SLEEMAN: Yes. Inthe current arrangements, if you proceeded with a
development you wouldn't be covered unless you sought coverage or another party
was successful in seeking it, so | think at the outset you would be uncovered. The
risk isthat let’'s say you put a pipeline to atown in the middle of this, the
north-eastern New South Wales study region, to supply some small load and another
party decides that it wants to put alittle bit of gas through your pipeline as well from
apocket that it's found and is unable to negotiate terms for access to the pipeline,
then of course it can go and make application to the NCC to have it declared and
covered. There'sno clarity or certainty of outcome in that context.

Whilst the pipeline might at the outset be uncovered, if you're left with this risk
that it could, somewhere down the track, become covered, then the whole basis upon
which you've made the investment is taken away from you and the ability to put gas
in the market - in each case getting the best price you can for it, but on terms that are
attractive to the customer to make them want to useit; if that all comes unstuck, then
your ability to ever earn areturn might be lost.

DR FOLIE: Isthat then not lost in the lack of clarity in the objectives clause, the
efficiency, this esoteric argument about trivial increases in competition, national
significance, et cetera - in that area therefore the code is deficient, because if it'sa
small town, quite tiny, it could be construed that from a national point of view it has
little impact on competition, though possibly it actually may be important for that
little town. Isthat the area where the current - - -
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MR SLEEMAN: Yes, probably; the lack of certainty as to what the outcome may
or may not be, at the time when you're deciding to put money into the ground that
you can't get back again - you can't take it up and - - -

DR FOLIE: | understand that. But therefore are you saying that existing rules
aren't crafted effectively enough to be able to cater for that situation, because what
you would contend is that an access seeker wanting, in asmall regional town - in
other words, somebody builds a pipeline and somebody wantsto fill 10 per cent of
the capacity, say, with another customer and he says, "No, because | need that
franchise to make my thing pay,” you feel the rules that are currently in existence
within the regime are not clear enough to be able to say that it doesn't really have an
impact of national significance on competition?

MR SLEEMAN: Therulesand/or the way in which they may be applied. It's
probably a combination of the two.

MR HENDERSON: Could I just say something? Y ou mentioned the north-eastern
New South Wales region, and that was the region of our study, but | think we would
like to contend that it'stypical of any region in Australia, redly, in the way in which
we've uncovered these difficulties or constraints.

MR HINTON: There have been a couple of other suggestions that go directly to
the point you've just raised. One has been, put to us yesterday in Brisbane, that there
should be scope for afold back in of ahigher price for aregiona serviceinto a
network, the network more generally, such that the regulator then would enable use
of ahigher price to capture higher returns commensurate with the sort of risk and
commercial parameters of that regional development. That raises real issues of who's
paying for the regional and rural development. Other gas users are therefore paying
for it. Othershave put to usthat the state of Victoria has a public policy program of
seeking to have distribution networks expanded to regional areas through direct
government interventions, subvention by some subsidies - that is, the taxpayer more
generally funding that.

MR HENDERSON: Yes.

MR HINTON: That hasatransparency to it and a greater equity in some ways. I'm
not putting it forward either as a proposal or as a preferred option but it seemed to me
that some of those issues bear directly on the sorts of things that you're exploring,
particularly in the context of you saying it has Australia-wide application.

MR HENDERSON: | think Roland has drawn attention to all of those issues pretty

much, too. It'sjust that | think there's afeeling around that New South Walesis not
as progressive as Victoriamight be in terms of providing government assistance.
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That'’s off the record.
MR HINTON: It'snot, it'son.

MR SLEEMAN: Our comments are certainly aimed at infrastructure that we
would hope would be viablein its own right. We've stopped short in the full
documentation of suggesting that there be subsidies or incentives or anything. Those
are issues for state government, probably not for the Gas Access Regime, aswe
would seeit.

MR HINTON: Picking up Roger’s point about Australia-wide aspects, which cities
are captured by your north-eastern New South Wales? Doesit go asfar west as
Moree? | assumeit takesin Tamworth, Armidale. Doesit go as far south as
Murrurundi?

MR SLEEMAN: There are 32 shires. It doesn't include Newcastle but if you
imagine aline going from Newcastle to Nyngan, and then up to Lightning Ridge, up
to the Queensland border and back out to the coast, but excluding the strip to the east
of the Great Dividing Range.

MR HINTON: Coffs Harbour?

MR SLEEMAN: You don'tinclude Coffs Harbour. It includes Moree, Inverell and
Walgett, and all those sorts of places. Tamworth isthe single biggest regional centre
in the study area.

MR HINTON: Let'scome back to one of your other comments in your submission
about 15 years; you take usto task that 15 yearsistoo short. Would it be unfair to
say that if I'd put 20 yearsin you'd say that was too short, too? That’s a flippancy.
Can you give some substance to the real point? Is there some reason that 20 yearsis
more appropriate than 15 for regulatory-free periods?

MR SLEEMAN: Ultimately thereis no right or wrong answer to that, and |
wouldn’'t want to in any way suggest that the desirability of the regulation-free period
was dependent upon 15 versus 20, or some other time period. Great concept, but the
15 or the 20 or any other number - what we would be really encouraging you to
contemplate is what is aright number, and suggesting that maybe it is something a
bit longer than 15 because to make a return just from the numbers we've done in
relation to thisregion, it's hard to imagine anyone getting close to even making a
return in a15-year period. You're going to be probably making a decision that’s
going to require 25 to 30 or perhaps 40 years before you would say you've made your
return.
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Soit'snot 60 or 80 but it'sin all probability more than 15. If you found a
project where you could start to make good cash flows within a 15-year period, you'd
have avery healthy project in aregional context from this sort of gas discrimination
point of view.

MR HINTON: Thelast question | had was in relation to you picking up this topic
of franchises. Y ou suggested the Commission might explore thisabit further. I'ma
little unclear where you want usto go here on this. Isit related to scope within the
access regime to have public tender arrangements, giving sort of authorised
monopoly practices with market guaranteed and selected through an open
competitive tender? Isthat what you're getting at?

MR SLEEMAN: It'sanissuethat can be alittle hard to come to grips with. Every
timel look at it | have to think about it long and hard to get my mind back around it.
First off, by way of scene-setting, in the days when you had - with the exception of
WA, where there was an integrated utility - electricity and gas companies competing
with each other and having a franchise, the way that a gas company could grow was
to seek new gas customers and to try and get people to convert from other fuels and
electricity to gas. So the incumbent gas utilities in various markets had a desire to go
out and chase gas markets.

In a marketplace where you no longer have franchises and you've got full retall
contestability or customer choice, then there is considerably lessincentive for agas
retailer to try and build gas market by actively pursuing conversion of customersto
gas, because it’s cheaper. They can sell electricity. Other people are going to be
coming in and trying to take their gas customers from them in al probability, so it's
easier to churn a customer than it isto get a new customer. There's a cost difference
there. | can't quantify it but I'm sure there are those around that could.

So that's a sort of abit of a scene-setting and if you then have a situation where
you don't have ring fencing and you don't have franchises, then someone investing in
new infrastructure is faced with the predicament of | guess, on the one hand, maybe
not being masters of their own destiny, because they’re dependent upon retailer or
retailers and those retailer or retailersin this day and age, given the background, |
don't believe have the incentive that they used to have to go out and pursue pure gas
market growth, because they're probably selling a range of productsin their own
right.

How all these things pan out in aregiona context where, as| said, if you have
aregulation-free period - in other words, you're not covered and ring fencing doesn't
apply - you may well suggest that that is akin to having afranchise anyway. But it
doesn't quite get there. There might be circumstances where others could still come
in and duplicate a bit of pipein astreet and take your key customer upon which the
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whole of the economics of the investment were based - or one that was critical to it
anyway.

So | still see acomplementary role for franchises in getting new greenfield
developments up and going. There are Tasmanian submissionsin that regard, but
also the recent experience in Western Australia where they’ve passed | egidlation that
provides for the granting of franchisesin that case after atender period, after atender
process, but in either case for 10 years for distribution or retail. | think it's for
10 years. There seemsto be experience and precedent el sewhere that’s seeing arole
for franchisors.

MR HINTON: Licensed monopolies.

MR SLEEMAN: Licensed monopolies, but give the incumbent a chance to build a
market and, indeed, they’re spending money, so they’ve got a matched incentive and
an opportunity to build a market and actually make areturn on their investment but,
in so doing, expanding the benefits of natural gas to more Australians, | guess -
regional communities.

MR HINTON: Presumably electricity isthe prime alternative energy sourcein this
region. Arethere other substitutes that gas would be seeking to take over in the
marketplace?

MR SLEEMAN: | think one of the key things that gas would be seeking to
displaceis LPG and/or distillate. There are not many big loads out there but when
you find atown that’s got an abattoir or a pet food manufacturer or some calcining, or
whatever, they're typically using LPG and those are prime markets that natural gas
would seek to penetrate.

Where you have complementary heat |oads and €l ectricity loads, then
opportunities arise from this and more innovative cogeneration applications or the
like in order to help build the gas load and make the economics of the project work.
Outright competition between gas and electricity is probably not the main game
because if you've got a heat load or whatever, you tend to be using another fuel for it
anyway, not electricity.

DR FOLIE: Just onthefranchising, asit was a study about the future rather than
an existing, was there any feeling under the franchising that you may have the magjor
franchisors, for want of a better word, who specialisein - they've got electricity and
gas but they may well be responsible for electricity in their regional area. Istherea
feeling from the people looking at gas developments that if they then - which they’re
entitled to - get the gas franchise as well, that they would never market it; they'd just
continue to market the el ectricity because they have no interest in the downstream
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infrastructure away from their - - -

MR SLEEMAN: That'savery interesting issue that you've raised. It’s not one that
we've addressed as part of our Regional Minerals Program study but | would accept
and agree with you that there could be issuesin there in relation to the competition
between gas and electricity where an incumbent or major electricity supplier wants to
also be the gas franchisee. It's not an issue we've given thought to, so | don't have
answers or firm views on it.

MR HINTON: Isthere anything we haven't focused on that you'd like to
emphasise or pick up that you think we haven't done justice to? We're happy to hear
from you.

MR SLEEMAN: Insummary, | think it was one of the better government-type
reports that I've had a chanceto read. From a Regiona Minerals Program study
point of view, timing was opportune. We had some views and conclusions that had
been found, albeit consensus views; not those of any individual participant. That's
important, | guess, to point out. It's very opportune to be able to put those viewsto
the Productivity Commission review.

MR HINTON: Thank you again for that submission and the documents that are
going to be released shortly, and your participation today.

MR SLEEMAN: Thank you.

MR HINTON: It'simportant that our process has input from the likes of yourself.
Thanks very much.
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MR HINTON: Welcome back to this next session for the Sydney hearings of the
Productivity Commission’s inquiry into the Gas Access Regime. We have now in
front of the microphones representatives of the ACCC: Mr Ed Willett,
Commissioner; Mike Buckley and Warwick Anderson. Welcome. It'svery
important to have the input from the ACCC, given the crucial, significant,
fundamental role that the Commission plays with regard to the Gas Access Regime.
Y our extensive experience and responsibilities are fundamentally germane to the
inquiry’s terms of reference, so thank you very much for your participation. | invite
you to set proceedings under way by making an introductory statement.

MR WILLETT: Thank you, Chair. It’s certainly apleasureto be here. We
recognise thisis avery important review and we're keen to contribute in any way we
can. I'm very happy to make some opening comments. We of course have provided
you with a pretty weighty document, which | am sure you've read diligently.

MR HINTON: Every word.

MR WILLETT: It hasanumber of attachmentsto it, most of it in consultant work
that we have put together. We thought it would be helpful to your processes to do
that, and I'll refer to some of that as | go through. I'm not going to go through
everything that’s in that submission; it would take too much time. I'll just draw
attention to afew issues that | think would be useful to focus on this afternoon, but
by al means ask questions when I’'m finished and we'll discuss any aspect of the
submission or any other matter relevant to the review that we can.

One of the things that's reflected in that submission and, in particular the
ACIL Tasman work, isthat we see some strong parallels between the regulation of
gas pipelines and the regulation of electricity infrastructure. We see those parallels
as being important for a number of reasons. one, there are some trends to market
convergence, although we do have, | think, still separate markets for gas and
electricity, but gas is becoming an increasingly important source of electricity
generation, and that needs to be recognised. There's also adesire by governmentsto
converge the policy environment for the regulation of gas and electricity, and that’s
reflected in the move towards a national energy regulator and other initiatives under
the auspices of the Ministerial Council on Energy, and of course the Parer review
took the approach of looking at both industries at the same time.

Perhaps more importantly, however, particularly from our point of view, there
are some common issues in gas and electricity regulation that | think need to be
recognised, and | think the environment for the regulation of energy markets needsto
be considered in the context of thisreview. Certainly there are suggestions being put
in the context of electricity that draw upon some of your findingsin the gas review
which are significant and | think they should be bornein mind. I'll say abit more
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about that as | go.

Some of the lessons from electricity regulation are interesting and perhaps
clearer than in the case of gas. It isvery hard to say that inadequate returns through
regulation of electricity transmission and distribution are having a chilling effect on
efficient investment. In fact it's hard to say they're having a chilling effect on
investment, any investment. We find in our regulatory rolesin electricity that by and
large what we are doing most of the time is assessing whether either prospectively or
retrospectively investment in electricity transmission assets has been prudent or not.
It'sin effect judging the prudency of investment holding back the investment
floodgates as we see them, rather than any concern about a chilling effect of
investment.

In fact, over theinitial regulatory periods for electricity transmission in
Australia, over the last five years, investment in electricity transmission
infrastructure has on average increased the value of electricity transmission
infrastructure by about 50 per cent over five years, and that takes into account the
five-year periods that are coming to a close now and the five-year periodsthat arein
the process, and we've alowed for that sort of investment as prudent. Certainly the
network owners would invest more if they were allowed to, and indications are to
date that in fact investment is exceeding the allowances that were provided for.

So its very hard to say that there are inadequate returns there; that inadequate
returns are chilling investment in electricity infrastructure. Asaconsequence | think
it'sjust as hard to make the case that returns in the context of regulation under the
Gas Code are inadequate to support investment. | think one of the key things that we
bear in mind in looking at el ectricity infrastructure investment in particular is that
investment is not agood in itself; it's a means to an end and its value stems from the
value that it contributes to the performance of a network, and really what regulation
should be trying to do is to promote efficient investment, not just any investment.

| wanted to focus my opening comments on some of your findings in particular
that | think have played a pretty major role in where you've come to with the draft
report. Those findings are, first, that the Gas Code does currently chill and distort
investment and, secondly, and as a consequence, that the costs of the current regime
exceed the benefits.

In relation to the first finding, what you've said is that it’s difficult to assess the
counterfactual in the investment environment because we don't know what
investment would have occurred without the Gas Code in place, and that there have
been other reforms, and the gas industry in particular suggests that it's the other
reforms that are driving investment, not the Gas Code, and | understand that point.
| might point out that it's quite common to conduct this sort of counterfactual
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analysisin the context of the Trade Practices Act. That's what you need to do al the
time when you're assessing whether something will reduce or lessen competition or
whether some conduct is contrary to the act, so it’s not an unusual thing to have to do
to try to make that judgment about what the counterfactual might have been
compared to what's actually happening or what is likely to happen.

Because you say that the counterfactual isimportant, then you fall back to
relying on what you see as relevant literature to form aview that regulation, |
assume, inappropriately chills investment, although you say chills investment. Two
problems that we see in particular with that approach: we think, as reflected in our
submission, that that is arather narrow reading of the literature. We certainly agree
that regulation may chill investment in certain circumstances, but we also would say
- and with some support from the literature | think - that alack of competition can
chill investment in certain circumstances as well and, indeed, in some circumstances
regulation can inappropriately promote investment or increase investment, and that's
the classic problem of gold-plating. So we don't think you can just look at the
literature and say, "Well, regulation necessarily chills investment, therefore we need
to pare back regulation.”

That leads me to the second point that | wanted to make about that finding. It's
aquestion of what regulation. Inthe literature we refer to, it talks about regulation in
amore generic sense, not the Gas Code in its application to Australia, and you really
need to make that judgment, particularly since not all regulation does chill
investment. You've got to come to aview that this particular form of regulation
inefficiently chillsinvestment, and | make the point that regulation that does no more
than curtail the returns of pipelines with market power could not be said on any
reading of the literature to inappropriately chill investment. That’s afinding you
have to make about this specific form of regulation before you can go to the step of
saying there's an inappropriate chilling of investment here, even from atheoretical
sense.

| might just add there one point that | think is missed in the draft report - that
investment in some pipeline infrastructure, even if it’s just focusing on that narrow
issue - isand can be reliant on the regulation of other pipeline infrastructure. It's
conceptually easy to see in looking at a proponent for a new transmission pipeline,
who is not going to invest in that pipeline unless they're confident, that the access
rules to the distribution system that they rely on to get the gas to market is actually
going to work. In practical terms, in the time that I've been involved in the Gas
Code, and that goes back to its design, there has been alot of interest by both
proponents of transmission pipelines and current pipeline, or then pipeline operators
in, "Well, what’s going to happen to the application of the Gas Code to the
distribution system?" because that's really important to them, and | think there would
be some horror if - - -
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MR HINTON: And vice versa, perhaps.

MR WILLETT: Andviceversaperhaps. Indeed, if you're looking at pipelines
coming down from remote destinations, they’re probably going to need to rely on
existing pipeline infrastructure to get the gas that they’re supplying to market in an
economically viable fashion. So that sort of interdependence in regulation and
investment | think could do with a bit of unpacking in your reporting.

Y ou say that the evidence on pipeline investment is ambiguous, and |
understand that view, but let me just point to a number of what | think are
incontrovertible facts and then see where that leads us. There's no doubt | think that
investment in pipelines has increased under the Gas Code. There's a question about
the causal relationship, and everyone talks about that but, as a matter of fact,
investment in pipelines has increased while the Gas Code has been in place, and we
gave, | think, afair bit of evidence on that in our first submission.

Thereis, in our view at least, no currently unmet demand in pipeline capacity.
That’s an important point because our view as reflected in the submission is that the
biggest driver for pipeline investment is demand for transportation services, and
that’s the key issue, not the Gas Code. Where that demand for transportation services
is present, then pipelines have been built, and that’s been the recent experiencein
Australia, | think, and most pipelines, with a couple of exceptions, have spare
capacity. So it seemsto usthat there’s no case for saying that underinvestment in
pipeline capacity isleading to constraints in transportation services.

A corollary of that perhapsis there appear to be no pipelines that haven't been
built as aresult of the Gas Code. We refer to the Parer review findings on that point
and we adhereto that point. We still think there's been no evidence put by anyone
that suggests that pipelines that there is aviable demand for that are not being built
because of the Gas Code. Transport of gas overall isincreasing. That'sin part a
reflection of the growing infrastructure but also reflects increasing consumption and
increasing production. And something that wasn't referred to in our submission
because there have been some recent developments: we're rather fortunate | think
that two - | use the word "fortunate” cautiously - we can observe the impact of Epic
and Duke selling some pipeline infrastructure and quitting the country in terms of
providing gas transportation services. Some people have suggested they’re doing
that because of the Gas Code. Infact Dukein particular have said, "Well, we're
consolidating back into the US because we have some concerns there." We've had
that directly from the CEO of Duke Australia. | think there are similar issues with
Epic athough the experience they've had with the Dampier to Bunbury pipelineisa
driver there aswell. That'savery specific issuein relation to
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that pipeline. It does not reflect application of the Gas Code generally.

We can talk about that issue more if you like but what those sales have meant
is that we can observe how much interest thereisinvesting in gas pipelinesin
Australiaand | can also say that since Ross Jones |eft the commission I've taken his
role in merger regulation in the commission so it provides me an opportunity to ook
at the level of interest in investment in gas pipelines owned by Epic and Duke and,
while I’'m not going to reveal confidential information, it seemsto me, certainly in
my experience and the experience of people I've spoken to, that the level of interest
in buying those pipeline assets is unprecedented compared to other assets that have
been available.

On our reckoning there have been 14 bidders or bidding groups interested in
each of those pipelines. There has been some overlap between those groups because
some have bid for both. We have seen | think seven bidding groups come to see us
about each of the Epic and the Duke assets. We only see the people who think there
might be section 50 issues. There would be other bidding groups who would know
there would be no section 50 issues and they wouldn’t cometo see us. | could only
describe the level of interest in those assets as very strong. Now, some would say,
"Well, that doesn't tell you anything until you know prices we pay.” Well, the Duke
assets have now been sold and we know the price that the Alinta and Maquarie Bank
consortium was prepared to pay, 1.7 billion, which is regarded in the market, | think
it'sfair to say, as at least top dollar if not over the odds. Certainly on my
back-of-the-envel ope reckoning it’s at least top dollar in that it wouldn't cost you that
much more to build all those assets from scratch | think.

So what we're seeing isavery - what could only be described as avery high
level of interest in putting money into pipeline infrastructure in Australia. Now,
some will say that some of that infrastructure is not covered under the Gas Code and
that’strue. The Duke assets included three pipelines, only one of which is currently
covered under the Gas Code. Those same people will tend to tell you that thereisa
lot of uncertainty about the future coverage of those uncovered pipelines and that’s
inappropriate. I'm not seeing alot of that uncertainty being reflected in the bidding
process for those assets and it seems to meit’s just untenable. Bearingin mind all the
facts I've outlined, but particularly that scenario for the sale of those pipelines, it’s
just untenable to suggest, to my mind, that the Gas Code at the moment is having a
chilling effect in pipeline investment. It'sjust very difficult to reconcile that
conclusion with the facts that I've just outlined.

So I'll leave that at that and move on. Y ou've reached the finding that the costs
of regulation exceed the benefits. We say that’s because, not only have you
exaggerated the costs I've just outlined but you've also understated the benefits of the
Gas Code. There's no economy-wide assessment of net costs and benefits included
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in the draft report and | think it's fair to say that the terms of reference do suggest that
that sort of analysis should be conducted and that all those costs and benefits,
including impacts on investment both in pipelines and in dependent investment or
investment in dependent markets, should be taken into account and I've always had
the view and | think the PC has always had the view, it'sin its mandate, that a dollar
isadollar ininvestment and there’s no extravalue in a particular dollar as an
investment in the gas pipeline asthere isin adollar’s investment in dependent
markets or elsewhere. So | think that economy-wide assessment of costs and
benefits needs to be conducted.

We think in particular there has been inadequate consideration of the impacts
of the proposed winding back of the Gas Code, and | don't think there's any other
way to describe it, on investment in upstream and downstream industries. Upstream
- we need to think about what the role of the gas pipelineis. It'sto get gasfrom a
source of production to a market and there can be - just asin electricity - there can be
atension between the building of an interconnector and investment in an electricity
generation unit at closer to market. There can be atension between investment in
gas production close to market and investment in a gas pipeline. Both can perform
the same role and it’'s important that you have neutrality in the investment
environment between those two forms of investment otherwise you are going to
introduce distortions in itself and that suggests that, where there is scope for a
pipeline to exercise monopoly power and charge prices above cost, then that in itself
will distort different forms of investment.

Downstream of course there are substantial potential impacts on electricity
generation from the exercise in monopoly power in gas transportation services and,
as| said earlier, gas-fired electricity generation is becoming more and more
important in the national electricity market. Fertiliser plants are very dependent on
the gas as an input and I’'m not sure whether you've heard from Alcoaor similar
companies but they've certainly taken a strong interest as a user of gas. Mining
activities can be heavily dependent on gas supply, et cetera. All of those industries
are going to be impacted by relatively higher pricesfor delivered gasas a
consequence of exercising monopoly power in gas transmission services.

Next | think there are some dynamic and second-round effects that need to be
taken into account in terms of the impact of exercise in market power in gas
transportation services. | won't say much about those. | think they’re modelled very
well by ACIL Tasman and the commission is more than familiar, | think, with
second-round effects and dynamic effects flowing from the benefits of competition.
It's also worth noting that those issues aside there are other costs associated with
l[imitations on access as a consequence, not of higher prices, but of the leveraging of
market power and the constraints that might be put on third party access to pipeline
services by downstream interests who monopolise what would otherwise be
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contestable markets.

So it'simportant to note that there's a focus on whether pipelines with market
power can charge prices above costs - well, officially they can - there’'s a focus on the
differencein relative prices as a consequence of regulation but it's also important to
note, as Hilmer noted originally, that some of the important benefits come not from
differencesin prices but in the avail ability of alternate sources of competition
downstream and the availability of access to promote competition downstream.
Some of those distortions can be extremely difficult to detect.

As | said, we thought it’s important to have some economy-wide-type work
done on the costs and benefits and we've got the ACIL Tasman work provided to you
onthat. | think it'sfair to say that that work demonstrates that access regulation in
gas or electricity offers substantial potential benefits to the Australian economy and
| think that finding, as we said in the submission, is consistent with the Productivity
Commission’s work on the benefits of the Hilmer reforms where | think you
modelled reductions in gas transportation prices as the shock to generate some
benefits downstream.

I'd just like to make some specific comments on some findings and
recommendations in the draft report, first in terms of the proposed new two criteria A
in the draft report. 1'd like to note that there are some existing terms in the Trade
Practices Act, terms like "substantial lessening of competition," "substantial power in
amarket," and of course in Part I11A and the Gas Code the notion of promoting
competition. All of thoseterms| think relate to the juxtaposition between workable
and effective competition and monopoly or substantial market power and | use the
American definition of monopoly which equates to a market where thereis
substantial market power.

That juxtaposition isimportant | think and what courts do when they make
judgments about these terms is compare those two worlds, whether there’s substantial
market power or whether there's workable or effective competition. The words
you're proposing are new to the Trade Practices Act. | don’t think you can say that
simply amaterial or asubstantial increase in competition is the opposite of
substantial lessening of competition.

MR HINTON: Say that again, please, Ed.

MR WILLETT: I don'tthink you can ssimply say that the words "material or
substantial increase in competition™ is simply the opposite of a substantial lessening
of competition. | think that’s an important consideration. My feeling in the draft
report is that what you simply thought of those two things is the opposite and I’'m not
sure that that’s necessarily true. The words will need some interpretation before you
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can say categorically what that means.
MR HINTON: Thanks.

MR WILLETT: But moreimportantly | think what you're proposing to doisto
draw lines or delineate different levels of competition in away that hasn't been done
before and | really do worry about the ability of courts or tribunals to draw the
distinctions that you're proposing to make. It's extremely difficult to quantify
prospective increases in competition. It's one thing to say, okay, are we going to
have workable competition or are we going to have monopoly. You can make
judgments about those things, courts do it al the time, but to say, well, are we going
to have asmall increase in competition or alarge increase in competition isamuch
more difficult thing to do in my view and | really do wonder whether you are asking
alotinajudicia or quasi-judicial environment to make those sorts of distinctions.

We found in some work on again the electricity environment on judging the net
benefits of proposed electricity interconnectors - we found it extremely difficult to
try to measure the prospective benefits of competition as a consequence of that new
interconnector and | just can’'t see how, drawing on my experience in running these
sort of matters before courts and tribunals - | don’'t know how you would go about
actually trying to draw those distinctions that you're asking to be drawn.

The other point | wanted to raise is the difference between the environment for
competition which | think is the current interpretation of the word "promote”
competition, In other words a promotion of competition goes to a change in the
environment of competition as evidenced by reduced barriersto entry. That's the
current interpretation of the promotion of competition test. Comparing that test with
an increase in competition test, which on one view isjust the same as promotion
competition but another view would be seeking to look at evidence such as more
competitors in the market, for example, or more competitive behaviour - some
tangible evidence of the actual increase in competition.

To the extent that there is a difference between those two notions, I'd like to
make the case that it’s actually the environment for competition or the promotion of
competition that is actually the right test and I'll use an example that came up at the
utility regulators forum last Friday where there was reporting on the performance of
the Rail Access Regimein Queensland and the question of whether the Rail Access
Regime had failed because no-one had actually got access and the point was made by
John Hall that, "WEell, no, that's not the case.

What has happened is that the Rail Access Regime has made haulage services
much more contestable, that the mining companies have conducted tenders for the
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haulage of coal from their mines. As a consequence, Queensland rail has won all the
business but also as a consequence the mining companies have saved several

hundred million dollarsin transportation costs." Now, that to me is a promotion of
competition with very tangible benefits. A demonstrable increasein efficiency - - -

MR HINTON: Competition for the market not in the market.

MR WILLETT: Wadll,itis, butisthat anincreasein competition? To the extent
that you mean a difference between an increase in competition and a promotion of
competition, are you seeking to delineate that situation of Queensland Rail, where
there have been clear benefits associated with the promotion of competition and a
reduction in the barriers to entry making the market more contestable, but no actual
increase in competitive behaviour because there’ s only one haulage company?

DR FOLIE: Basicdly there we are uninformed about the detail. Shift to the
property rights, where you had to deal with Queensland Rail come hell or high water
when you had to get there.

MRWILLETT: Yes

DR FOLIE: Butinthe new regime you actually shifted the rights of peopleto be
ableto go and bid and do alternatives. They didn't have to set prices under that and
you've got quite a significant shift in outcome.

MR WILLETT: That'sright.

DR FOLIE: Itispromoting competition but you don't need to do price regulations.
It actually changes, if you like, the rights of different groups.

MR WILLETT: I'darguethat you need the fall back of price regulation.
DR FOLIE: Yes

MR WILLETT: The other tenderers- | won't go through who they are - needed to
be confident that they could access on fair terms.

DR FOLIE: Yes | agree.

MR WILLETT: And that ultimately might mean going to arbitration, and if they
weren't confident of that they wouldn't have bid.

MR HINTON: Sorry, I've interrupted you.
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MR WILLETT: That'sokay. | know I'm going on abit. Can | say something
about the new efficiency test that you are proposing and suggest that at present
criteria A and B together cover most efficiency issues. Basicaly thereisa
presumption in the current coverage criteria that regulation of a natural monopoly
with market power promoting competition in dependent markets will lead to, or tend
to lead to efficiency. Thereisapresumption there that’s built-in but, if there are
specia efficiency considerations, then it's possible to overturn that presumption
through the application of criteriaD. We could argue at length whether the criterion
D isfocussed broadly on efficiency or public interest considerations but it certainly
includes and has been interpreted to include efficiency considerations, so that that
opportunity to take those into account - | think that current test is the appropriate
balance.

Thereisabit of aconcernin my mind about whether the proposed changes to
the coverage criteria and the application of regulation of the Gas Code set up some
inappropriate inconsistencies with Part I11A and the declaration process, and whether
you're setting up incentives to actually go for declaration rather than coverage in the
Gas Code, which | think would be unfortunate. Why isit when there's ajustification
for an industry-specific Gas Code and you've found that, do you actually want to
have high criteriaand less availability of arbitration than is currently available on the
genera declaration test and will still be available when the government responds to
the Part I11A inquiry?

| think in the draft you put there is some misunderstanding of the way the
regulatory regime works. | would say it's not a cost of serviceregime, asis
suggested in the draft report. Basically, what the regime does is to attempt to model
or benchmark forward-looking, efficient costs of running a pipeline. That processis
then used to determine an appropriate revenue requirement for that pipeline. The
revenue requirement is divided by expected utilisation asis generally suggested by
the pipeline owner over the regulatory period; that dividing one by the other you
come up with areference tariff.

While that reference tariff is binding in any arbitration process and is likely -
although not certain - to cap prices for third party access of that pipeline, the pipeline
owner isfreeto do better than the benchmarked efficient costsif they can increase
utilisation or reduce costs or whatever and they retain the benefits of doing better
than the benchmark over the access arrangement period, which isusualy five years.
| think that’s consistent with the notion of workable competition where, while there
are opportunities to exercise some market power and earn returns higher than costs
for aperiod until competition starts to bite, that's the notion of workable competition.
Similarly the regulation approach I've just outlined seeks to provide incentives for
people to do better than the benchmark, to keep the returns for doing better and then
bring them back to costs at the time of the regulatory reset.
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I’m not sure whether thisis reflected in the draft report, but certainly in some
submissions there is some misunderstanding of the optimisation process as well, in
the DORC approach. Optimisation is conducted over the life of the pipeline based
on the pipeliner predictions of utilisation over the life of that pipeline. Each pipeline
is not optimised for each regulatory period because that would be a bit nonsensical,
given that you can only build one pipeline and it's got to be a certain size. We
recognise that. We say to be efficient that pipeline should be providing the services
and only the services that are needed over itslife, and if it's much too big there might
be some room for optimisation but otherwise that’s not going to be an issue. It'san
issue that rarely bites very hard, | must say, in terms of the regulatory process.

Finally, if I can just pick up on your findingsin draft finding 2.1, on the current
constraints that are available, or the current constraints and the exercise of market
power by pipelines. You have identified three of them. | takeissuein al three. |
think in terms of the availability of substitutes you fall into the cellophane fallacy, a
substitution trap, which is looking at substitution at a monopoly price, not
substitution at the competitive price. Of course, if you've got a profit-maximising
monopolist exercising market power they will set prices at the profit-maximising
price and at that price it will look like there are viable alternatives available. That's
the cellophane fallacy for substitution. That term derives from the US Supreme
Court getting it wrong in the Dupont case.

I will suggest some reading on al of this rather than go through it in detail right
now. The second constraint you refer to is the size and concentration of users. |
question whether that’s currently a function of the difficulties facing third party users
to date and currently, and whether there is scope with effective regulation of
monopoly power by pipeliners. Thereis scope for smaller users of gas who access
pipeline services to enter dependent markets. Certainly that sort of notion is seen
built into the government’s response to the Part 111A review, that we should facilitate
smaller playersin dependent markets by access regulation where appropriate.

The third point you made that elasticity of demand downstream might be a
constraint on the services of pipeliners - that’s adifficult issue. Differencesin the
elasticity of demand between pipelines and dependent markets can actually increase
leverage opportunities. So looking at elasticity of demand downstream is not
definitive. On thefirst and third of those issues can | refer you to some work that
was included in the NCC’s recommendation on the Moomba-Sydney pipeline. It's
under a section rather ambitiously entitled The Economics of Vertical Leveraging. It
starts at page 225 of that recommendation. It touches on the cellophane fallacy
problem and indeed, the relationship between elasticity of demand downstream
compared to pipelines. It drawson, | think, some relevant literature.
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| won't say it's agood piece of work. Modesty forbids me because | was
involved in the drafting of that work, but | think it covers the issues that you might
need to think about against thoseissues. Can | just conclude by saying on that point
that it also raises a circulatory problem, in that al three of those constraints on the
market power of pipelines are taken into account in coverage decisions of pipelines.
To say, well, there are these constraints on market power, therefore - and | think you
go from there to suggest that regulation might currently be inappropriate - | think in
that stepping stone process you need to take into account that if those sort of
constraints are present then a pipeline is unlikely to be covered under the Gas Code.
If that’s intended, | apologise but it's not clear that that’s recognised in the draft
report. | might conclude on that point.

MR HINTON: Thank you very much for those very detailed comments and
articulated very precisely and succinctly. | think they are very valuable. In fact,
you've anticipated alot if not al of my questions, in terms of the intersection of your
submissions and our draft report, but that’s not surprising given your background and
the role of the ACCC. | found each of those areas - investment, cost benefits, levels
of competition, environment for competition - al those issues are very germane to
our draft report and we welcome your perceptions and judgments about those, so
thank you. I'm not proposing to revisit al of them in terms of question-answer
discussion, given that you've outlined them in succinct form in your presentation, and
backed up by your very substantive written submission.

But let me take your last point first, whileit'sin my head. We were not having
aformulation about the constraints on market power in the way you've constructed it.
We were rather saying that natural monopoly characteristics exist in this sector.
However, that ipso facto doesn't lead you to the view that market power exists
because in the real world out there, there are constraints on market power that
therefore can, in certain circumstances, modify, erode, even counter natural
monopoly characteristics. It follows from that that the access regime needs to make
judgments about case by case where market power might or might not exist. Hence
you need coverage decisions.

It was not in any way making judgments about the application of those
coverage criteria. It was setting up aline of analysis that showed you that prima
facie there is market power through natural monopoly characteristics, but that doesn't
necessarily mean that that's the right to or rationale to intervene. In fact, if anything
it was countering the point that there is judgment here - or making the point there are
judgments here - in setting up the appropriate form of intervention; but that’s
jumping to your last point.

MR WILLETT: And that isthe burden of criteriain A, isn't it? If there’'s market
power, then there'slikely to be - on the Ordover analysis, at least - the ability and
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incentive to distort competition in the dependent markets. So the ineffective
competition is an indicator of lack of constraints.

MR HINTON: To somedegree. To varying degrees, though the other criteriaare
also very important and valid considerations.

MRWILLETT: Mmhm.

MR HINTON: Now, we aso want to acknowledge and thank you for that
supporting material from external parties. Thank you for that. Thereis some
challenging reading there as well, plus your further references that you modestly put
on thetable.

MRWILLETT: It'snot very long.

MR HINTON: | wantto explore an areathat in part is driven by the Epic decision,
though it’s not just the Epic decision. It touches on issues of perfect competition
versus workable competition versus, well, effective competition; but before we get
into your understanding and how the ACCC treats those terms - because there have
been significant allegations, if not statements rather than allegations, about how you
go about these things with regard to perfect competition in particular - | want to
come back a step and raise with you the more systemic issue of as administrator of
an access regime you then have a moving environment of judicial and quasi-judicial
process that leads to decisions, that therefore can have potential impact by precedent
and other.

MRWILLETT: Mm.

MR HINTON: It hasbeen put to usthat it's crucial that our final report take
account of anumber of decisions, including the Epic one. It has been put to us that
the code needs to be changed, the Gas A ccess Regime needs to be changed to reflect
those events, so my systemic question becomes: which is your best approach
regarding taking account of the moving set of events? Should the Gas Access
Regime be changed? Are those results, those events, incorporated into the day-to-
day activities of the ACCC in administering the existing regime? Or isthere
something in between; is there amix?

MR WILLETT: Okay. Ithink I can say some things about that. | must say that
since | started with the NCC some eight years ago, one of the things that has really
struck meisthe disciplinethat is created on large parts of your work by the fact that
you know that that work is reviewable by ajudicial or quasi-judicia body and you
know that when you make findings and you make recommendations that you really
need to be able to be in a position to prove thoseg, if areview iscalled for. In both my

25/3/04 Gas 705 E. WILLETT and OTHERS



life at the NCC and my current life | can tell you that everyone involved in these
sorts of mattersis very cognisant of the fact that we are likely to have to be able to
establish what we're saying to the satisfaction of usually the Australian Competition
Tribunal. And that makes you very careful about how you go about things and it
makes you feel the discipline of really being very rigorous in the conclusions you
draw and the evidence you - - -

MR HINTON: A bit like public hearings.

MR WILLETT: Indeed they are abit like public hearings. | don't argue against
those sorts of forum because | think they are very important to the process. | think
it's the process here that we need to focus on, not individual words in the Gas Code
or what does the ACCC say about this, but what sort of results do we get out of the
whole processin the end. | have got to say | think it has, particularly the tribunal
process, been working very well. We would suggest some changes to review of
access arrangements. There are arguments for a full merits review, rather than the
partial constraint process that is there at the moment. | am relaxed about that, | must

say.

| think it's important that reviews of access arrangements continue to be
constrained to being reviews on the papers. Otherwise the reviews just explode and
there's an incentive for the infrastructure owners to hold material until they get to the
tribunal and then lay it all out. Having the available new evidence before the
tribunal, 1 think, can make those processes more lengthy and resource intensive.
There are arguments within this organisation that actually it would be in our interest
to allow new evidence, because we think we would do better out of that. It'snot a
clear issue at al, but | tend to favour leaving it asit is.

What we also suggest is that there is an opportunity at the moment in those
tribunal reviews to cherry-pick particular issues that the infrastructure owner thinks
they can do better on and leave those issues alone that they’re quite happy with.
Whereas we have tried to say to the tribunal, "Okay, you might think that the ACCC
has been alittle bit hard on this particular component, the building block approach,
but overall we think you should look at the outcome and say there are adequate
returns, more than adeguate returns built into this access arrangement, so no change
is needed.”

The tribunal has resisted that approach so | think there is a case for saying that
it should be more open to either the commission or to third parties to contest other
parts of the access arrangement, to suggest that the infrastructure owner is doing
all right and reduce the incentive that’s there at the moment, | think, for pipelinersto
take relatively minor issues to the tribunal because they think they can get those
changed and sit relaxed with the other components because they know they won't get
those changed or they’re probably more than the tribunal might consider was

appropriate.

25/3/04 Gas 706 E. WILLETT and OTHERS



The discipline that the tribunal might come to aless advantageous approach to
the pipeliner than the commission is an important discipline. | have referred to this
earlier and | think - at the last hearing - that when there has been a prospect of the
tribunal coming to aresult that’s less advantageous to them, the pipeline owner then -
what they have simply done is withdraw that issue from consideration. But we think,
overal, that process has worked pretty well. It has been avery timely process. |
think the process where you get more certainty about these components over timeis
agood one. | think it's very hard to set up exactly the right approach, prescriptively,
in the Gas Code. The Gas Code, | think, should be not atotally prescriptive set of
documents, but a reflection of the rights of pipeliners and the rights of access seekers
and processes to ensure that the rights of both parties are satisfied.

MR HINTON: Let megiveyou ahypothetical. Let’s say the WA court - and this
is perceived by someto be the case - rules that the ACCC has been in error to apply
their building block approach to the pursuit of perfect competition and what they
should have been really doing is pursuing workable competition. It then follows,
having got this decision, some parties would say the Gas A ccess Regime should be
amended explicitly to record that that’s what the ACCC should be doing. The other
extreme isto say in it's day-to-day operations the ACCC will take account of that
decision, knowing that if it didn't, it would be subject to potential litigation based
upon the precedent of the WA court. | want to get into a discussion about workable
competition later. That’s a hypothetical example of trying to explore with you how
the ACCC might perceive the best way to implement quasi judicial process that, in
fact, impacts on commercial outcomes.

MR WILLETT: Yes. | agreewith the approach which says that the ACCC should
be cognisant of those sorts of decisions, because we always are. It's always open for
aparty who disagrees with that to seek further declaration by the court. It's not a
process that the ACCC likes to be on the wrong end of, being told by a court that it
got it wrong. To some extent it'sinevitable, but having been told once we're not
going to risk having to be told again, and we'll abide by that decision or appeal it or
challengeit in some other way.

MR HINTON: Yes. Intheabsence of challenging it, it feeds into your processes.

MRWILLETT: That'sright. What I’'m wary of is that people can get adecision,
like the Epic decision, and they can suggest that it means X or Y and suggest that,
"WEell, as a consequence of that the code needs to be changed,” and their
interpretation is not necessarily an interpretation that’s shared by al others. | was
somewhat amused to note that upon the Epic decision being handed down, all parties
declared victory, so it can be a subjective process. | think there have been some
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exaggerations about what the Epic decision said and meant. We've done some work
on that. We think what has been said by the court is entirely consistent with the
approach that we've taken, entirely consistent with the notions of workable
competition that we apply.

| think what can happen here is a bit of confusion of terms. Perhapsthisis
where you want to get into some discussion later on, but there is a difference
between notions of workable competition and prices oscillating around efficient costs
over time as markets ebb and flow. There's a difference between that proposition
which isundeniable, in our view, and the proposition that says, "Well, there needsto
be an extramargin or an extra allowance in the regul atory process to accommodate
or inject afudge factor over and above whatever allowance is provided now." That's
where | think we get into a bit more difficulty.

MR HINTON: Some in these hearings have made very strong statements that the
Epic decision clearly indicates that the ACCC's approach does represent the pursuit
of perfect competition and that they arein error in that pursuit and that, in fact, they
should be pursuing workable competition. That’s come from more than one party
and I’'d welcome your on-transcript rebuff, just to at least hear that you are
responding to it, because it is out there in interested-party land, as they say.

MR WILLETT: Sure. | think it'sactually covered pretty well in Darryl Biggar's
work that we've provided, but let me touch onit.

MR HINTON: That's Darryl’s. That’s the point.

MR WILLETT: Righto. I think it'simportant to note that the Epic decision was
actually focused on a pretty narrow issue. It was focused on relevant considerations
under one part of the clause 8 objectives. what are the legitimate interests of pipeline
owners? Thereisabit of adanger, asthereisin any court decision, in drawing too
many lessons from one decision, out of context about what the decision was about.
But the court does say some things about the difference between workable
competition and perfect competition.

Let me start by outlining what | understand by perfect competition and then go
from there, because | think probably we need to go back to that. Perfect competition
iswhere you have unlimited buyers and sellers of a product. Y ou have aflat supply
curve. You have perfect information. Y ou have suppliers being price takers and no
opportunity to charge prices different from the price reflected in the flat supply
curve. It'satheoretical construct that’s probably not replicated anywherein any
economy, but it's a useful theoretical construct.

More useful is the notion of monopolistic competition where you actually
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inject some slope into the supply curve and you recognise that from time to time
different participants might have some discretion over price. The notion of perfect
competition is, on my view, totally irrelevant to the polar extreme of dealing with a
natural monopoly, where you have a decreasing cost curve and a concept of a
problem of applying the generally efficient outcome of pricing at marginal costs to
be not viable for the infrastructure owner because they don't recover capital costs.
Nonetheless, it servesto provide the theoretical optimal output point, where marginal
revenue intersects with the marginal cost curve.

That's not the approach we take either and it’s got nothing to do with those sorts
of theoretical constructs. Marginal revenue equal to marginal cost have nothing to
do with what we do. What we do is more akin to an average cost approach,
recognising that infrastructure owners should have the opportunity and incentive to
do better than average costs during aregulatory period in order to pursue efficiency
and increase the utilisation of pipeline. So, as| was saying earlier, what wedo is
benchmark the efficient total costs of the pipeline.

We identify arevenue requirement - they’re total economic costs, of course -
we divide that by a projection by the infrastructure owner, generally, of their
utilisation of that pipeline over afive-year period, and come up with areference
tariff. That's abenchmark price. It'snot binding. It doesn't necessarily apply to all
services and from there the infrastructure owner can do what they like to maximise
returns. They can, over that five-year period, and we hope they would, earn some
monopoly returns by reducing costs below the benchmark or by increasing utilisation
of the pipeline above the projection.

At the reset period which is usually five years but can be longer, as | said, we
then have another look. We try, through that regulatory process, to replicate the
competitive environment which says, "Sooner or later in a contestable market, any
producer with substantial market power is going to be brought back to earth by a new
entry and new competitors, forcing prices back to efficient costs," which wetried to
replicate - recognising that it was a natural monopoly. Thereis no automatic market
mechanism that doesthat. That’s what the regulatory process does and that’s why
these pipelines are regul ated - because there isn't that natural market process.

We think that's a reflection of what we understand to be notions of workable
competition, where there is the ability to exercise some market power, but that
market power, from time to time, is conditioned by some process that revisits what
the efficient costs of production are and tries to push the pipeliner with market power
back towards prices reflecting efficient costs, recognising again that they’'ll have
another opportunity to earn rents over the new regulatory period.

| must say, having said all that, | get alittle bit confused about the proposition.
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| think | described it as nonsense last time, but | obviously didn’t pay it enough
attention. | get a bit confused about notions that what we do is apply aworld of
perfect competition, because from my understanding of economics, the notion of
perfect competition is atheory and construct that has no relevance whatsoever to
what we do and is never taken into account in what we do.

MR HINTON: Insome ways the debate about perfect competition versus workable
competition and the terminology associated with that is ared herring.

MR WILLETT: Yes.

MR HINTON: It'sall about the end result, which is what the reference tariff might
be, particularly in reset periods.

MRWILLETT: Yes.

MR HINTON: Asadiversion - not so much adiversion as another detail; perhaps
too detailed - but in this discussion with other interested partiesit invariably takes us
down the track of - in circumstances of the return, the price, the tariff, being too low,
as determined by the regulator; it's now having serious implications in some
circumstances as to the engineering capacity and the actual safety operations of the
infrastructure themselves in circumstances where the resets lead to further erosion of
that particular return on capital against your description of replicating the effect of
competition moving in to take away some of those profits.

MR WILLETT: Yes.

MR HINTON: And it has been put to us that thisis now in some cases a serious
situation.

MR WILLETT: Yes. | understand the arguments. | must say | seethose
arguments much more commonly in relation to electricity infrastructure than gas
pipeline infrastructure.

MR HINTON: That was put to us yesterday in very direct terms, yes.

MR WILLETT: Yes Thenotionisput but, | must say, looking at the evidence,
it'sjust very hard to support. Let me say two things. first of al, | referred in my
earlier comments to the fact that people seem to be falling over themselves to invest
in electricity transmission and distribution assets and the investment has been very
high, and that does not say that allowable returns are too low; in fact, it says
allowable returns are probably more than adequate. It is difficult to imagine people
wanting to invest more than they do currently and our job generally isto try and
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constrain that investment to prudent investment, and we get criticised for not
allowing investment that is needed to ensure that the grid works as well asit can.

We just don't see that those accusations can be sustained in any way, and we
look at these thingsin avery detailed way. So I'm alittle bit cynical of the
arguments that are put in relation to gas. I'vereferred also to evidencethat | think
thereisalot of investment - or people wanting to invest - in gas infrastructure; again
would not tend to support the proposition that allowable returns for covered pipelines
are too low or that the risk of coverage is deterring efficient investment.

Finally, in terms of the questions about maintenance costs not being allowed
for sufficiently to provide for adegquate maintenance or that investment in the
pipeline is not being made to ensure that it operates safely, again in terms of the
processes that we have conducted, it's very difficult to see that. Most of the debateis
actually about what an existing pipelineisworth. What is the value of that asset in
the ground? That's what really counts to people.

MR HINTON: | was going to raise the WACC with you.
MR WILLETT: Indeed. You start with the ICB and then the return on that value.

DR FOLIE: The operating cost is quite small in the total equation. It can always
be swept aside.

MR WILLETT: Yes, indeed.

DR FOLIE: Thechalengeisthat if it isthen sort of shaved on maintenance and
different things, it can have catastrophic effects on the investment - whether that’s
true or not - but effectively it is actually an important element. It was put to usthat -
asweretold - you do the studies, you do the work but, in essence, other people have
contended that you don't actually have the true expertise and knowledge to really be
able to then say what is best practice of, you know, maintenance practice in the
United States or the UK or here, and how isit actually applied or isit not?

It's getting very very detailed intervention into the day-to-day operations of a
technical asset. Then the second allegation made is, if the costs are set at a certain
level, then the easiest way for short-sighted management - it's a'so blaming the
pipeline companies - they then will defer delay; in other words, instead of an
18-month maintenance schedule you drop it to something like 24 months - afew
things - because that's alowed under the reg cap. It’s these detailed forensic,
technical operating things that almost you've got to get involved in to make the
judgments about prudence rather than actually leave it to the companies.
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MR WILLETT: Yes, | understand that point and we do rely on alot of consultant
work in these sorts of judgments. If anything, any advantages the pipeline owner
might have over the commission in terms of technical understanding tends to work in
favour of the pipeliner. We tend to accept their estimates of those sorts of things.
We're recognising that they might be alittle higher than they need to be but, in the
end, in the full context of the access arrangement, those things don't matter very
much in terms of the total costs and the risks of us second-guessing the infrastructure
owner on an O and M issue and getting it wrong can be quite serious. So we tend to
be very cautious in relation to those sorts of things.

DR FOLIE: Theother oneisabout - | don't want to get into electricity - but, if you
like, gold-plating investments, et cetera. Different companies do different things.
Some companies genuinely forget about thisindustry - will tend to build adlightly
more gold-plated - thisisin a competitive environment; nothing to do with getting an
angle from the regulator - because they deem that’s the sort of way they want to
design it to cater for their particular sort of future. Then thereisaso theideaof - it
flows through on prudent investments and alittle bit about what you were saying
about electricity - we don't go into that. But, in essence, why do you feel that it's
your duty - other than the part of the regulatory process about setting, if you like, the
capital return - to be bothered about whether it is gold-plated or, if you like, shaving
the edge on the investment? If we could forget about it's impacting on a capital base
alittle bit for setting arate of return, then why should you be as involved in worrying
about whether it is a gold-plated investment or possibly sort of shaving it right down
to the bare bones?

MR WILLETT: Becausethereisagulf between those two things, an enormous
gulf.

DR FOLIE: Yes.

MR WILLETT: Inelectricity, unconstrained, we'd probably see investment of

30 per cent of the infrastructure value on an annual basis and, before too long, you
have infrastructure that costs agreat deal of money. The return is automatically
infrastructure (indistinct) and consumers aren't getting value out of that. So thereisa
big issue in terms of the accumulated effect of very high levels of investment, much
beyond the needs of the electricity infrastructure. Thereisahbig potential problem
there.

DR FOLIE: Certainly that was very prevalent in the previous government owned
area, but I’'m not too sure whether you continue to see that rolled on in the new, if
you like, completely privately-funded power stations.

MR WILLETT: Power stations?
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DR FOLIE: Whatever. If you are talking about electricity, you're saying - - -
MR WILLETT: [I'mtaking about transmission primarily.

DR FOLIE: Transmission?

MR WILLETT: Yes.

DR FOLIE: Transmission only.

MR WILLETT: | haven't done the numbers, but I think you would find that
investment in transmission infrastructure is currently higher than it was under the
public monopoly days, and there’s a question in our minds about the extent to which
more investment is needed. We're alowing what we think are very high levels of
investment. As| said, the asset value of transmission infrastructure on average
throughout the NEM has increased 50 per cent over afive-year period and people
want to invest more than that, much more. Therisk isthat 15 years down the track
you've got infrastructure that is worth five, six timeswhat it is now, and people have
got to pay for the cost of that. If it's not there to meet demands, why are we doing it
and what are the efficiency costs of allowing that to happen?

DR FOLIE: Thefinal oneisactualy about reliability because we have seen in the
gas industry what happens when it hasn't been any pipelines, but when the customer
doesn't get it - and we've had quite a number of examplesin Australia - there are
issues, and we've had representations about actually that reliability-type investment
in pipelinesis very strongly discounted and disallowed by regulators.

MR WILLETT: | can't eventhink of an example of that.

MR BUCKLEY: Youd haveto think of the example. Y ou talked about operating
costs. Generally they're accepted. We largely have to take the word of the operator.
They’re the ones who know the pipeline, and most of the discussion isreally about
the value of the optimised replacement cost, because that’s atheoretical cost. The
forecasted O and M costs - well, that's what the business thinks their costs are going
to be, and their forecast costs will be observable in five years' time anyway, so we
will know whether or not they were achieved or not.

DR FOLIE: Let'sget back to the big numbers.
MR HINTON: Bearingin mind the time, | have got a number of questions left, but

it will be asort of miscellaneous grab-bag sort of thing - no thematic approach - and
so | will be abit sporadic, but take the WACC first. It's probably an unfair question,
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but this morning Network Economics Consulting put to us that thisis an areathat’s
fundamental to CAPM methodology that’s being used in awhole range of regulatory
interventions, and a key issue of CAPM is thisissue of how to reach the right WACC
and questions of whether or not it is being reached correctly. They therefore push for
areview of how this might best be done. They're not seeking this particular inquiry
to reach a substantive conclusion on that matter but | think, if | read between the
lines, they would be pushing for us to express aview on their proposal that areview
be held. That of course does relate to an ongoing debate that has occurred involving
the ACCC on the ACCC's approach regarding the WACC. Do you have any reaction
to thisidea?

MR WILLETT: Atsomepoint | would liketo be able to say that we don't have a
review coming up about gas or electricity regulation so that we can have a period
where things can settle down and we try to move to a position of more certainty in all
of these arrangements. Certainly that seems to be what the industry wants. | said
some things about the processes that are set up to get the right sort of response over
time. | still think they are appropriate, and | think the important task for this review
isto ensure that those processes are working and will work effectively, because | am
confident that they will get the right result.

These sorts of questions are very difficult to set up areview for. They takea
lot of expertise and there is a question about whether you can find the people who
have greater expertise and the people who are currently dealing with these sorts of
things and making submissions into it to make a valuable contribution. It'savery
difficult task. We have provided you with a pretty comprehensive submission from
Allen Consulting on WACC questions and the NECG work and the approach in
Australia. | must say a couple of comments. | think, as Henry Ergas would concede,
it can be very difficult to unpick particular components of the building block model
and focus on that and say, "Well, this needs to be tweaked this way or that way."

That's consistent with what we say about a bit of a problem with the tribunal
review of access regimes - that you are focusing in on one component without
looking at the big picture. The other general point | make about the NECG work is
that it israther pessimistic on the Australian investment environment, | must say,
because it seemsto me what it's saying isthat Australiais avery bad place to invest
because you need this extrareturn to offset therisk - - -

MR HINTON: Therisk premium inherent in their comparisons. Isthat what
you're saying?

MR WILLETT: Yes, indeed, and | would want to ask, why is that so? We're all

not doing our jobsin terms of microeconomic reform if that’s the case and the
reforms that have been put in place to date perhaps haven't worked as well as they
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should have if Australiaisthat bad aplaceto invest. | would have thought the recent
evidence is that, particularly when you look at the productivity measures and
performance of equity markets et cetera, Australiais looking a pretty stable place and
apretty positive place to invest. Their judgment is not backed by alot of detailed
work, but it does raise a question in my mind about why isit that Australiais such a
bad placeto invest? Do you want to contribute any more to that?

MR BUCKLEY: TheAllenreport iscomprehensive. | don't think we need to.

MR HINTON: A related issue isthat some service providers argue that the CAPM
doesn't alow for dynamic efficiency to be picked up. You alluded to thisin your
introductory statements but is there a better model, a better methodol ogy?

MR WILLETT: Italowsfor dynamic efficiency in that an infrastructure owner is
free to pursue whatever dynamic efficiencies they can see and to benefit fromit. The
modelling isjust that: modelling. It sets abenchmark, and if the benchmark doesn't
capture al of the efficiencies, then that is a bit of a bonus for the infrastructure owner
because their costs have been benchmarked at too high alevel and there's an
opportunity for them to do better than that, which is exactly how it's supposed to
work.

MR BUCKLEY: Industry acceptance of CAPM isdiscussed again in that Allen
report; the use of the model by the industry itself undertaking their investment
planning. It seemsto be the model of choice.

MR HINTON: What about the total factor productivity approach? Doesthislend
itself to the gas sector?

MR WILLETT: Yes, weve been doing abit of work, and it'sreally only been toe
in the water work, in the context of electricity on moving to higher powered
incentives. The approach in electricity and gas at the moment isto model the costs
of aparticular service provider. What if we tried to model benchmark costs for the
industry as awhole and tried to set up some competitive dynamics in regulation
between different infrastructure owners, and indeed that set of approach does set up
much more high-powered incentives, but it is difficult because - - -

MR HINTON: Andinformation intrusive, | assume?

MR WILLETT: Wadll,itisinformation - different sort of information, but in the
end you've got to take into account the peculiarities of particular pieces of
infrastructure, and the fear is, of course, that you set these benchmarks up and people
don’t think they can perform to them, or are not performing to them, and they want to
get back to a cost-for-service model or benchmarking their own particular
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infrastructure. But | must say there's been alot of interest in moving in this direction
from the industry. | think we have made some progress. It'sadifficult areabut |
think it's worth pursuing and we'll continue to pursueit. It'sjust that it's going to
take- - -

MR HINTON: Asacomplement, not as a substitute.

MR WILLETT: Itcould, intheend, end up taking over. Basically what were
doing is applying broadly a CPl minus X approach, identifying different ways of
calculating the X. At the utility regulators forum we had a presentation on a
particular approach to calculating X in the WA rail regime which tended to rely on
TFP in the economy as awhole, against a sort of benchmark productivity measure in
the long term for rail infrastructure, and a very interesting potential approach. These
sorts of approaches that rely less and less on information provided by a particular
service provider and information that’s avail able from the economy as awhole are
certainly worth pursuing.

MR HINTON: TheACT - the tribunal’s decision regarding the Pelican Point
expansion, and of course I'm not getting into the particularities of the case in terms of
decision-making, but thisis related to one of our recommendations that touch on
whether or not expansion of existing pipelines should be automatically covered if
that pipeline itself is covered under the Gas Access Regime. Some have put to us
that that particular ACT decision represents a judgment that the ACCC was in error
in incorporating that expansion in terms of coverage and therefore that should be
challenging our recommendation. There's a question of extension and expansion
here, | suspect.

MR WILLETT: Yes.

MR HINTON: And there may be a misunderstanding of terminology but that's
why | put it on the table for you.

MR WILLETT: Yes, indeed, and there are issues associated with both. Let me
talk about extensions. We don't think, and | think it's consistent with your findings
and recommendations, that the regulatory process should be in the business of
determining coverage of particular pipelines, and that should be the role of the
coverage process, and that’s the issue that arose there. It was a coverage issue
basically. We'd prefer not to be making judgments about that. Leave it to the NCC.
So | think that issue can be hived off.

In terms of expansions, we did have aview that where apipelineis

approaching constraints - in other words, its utilisation is approaching capacity - then
an access arrangement should include an expansions policy, so that there is some
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certainty about how excess capacity is going to be accommodated. But there can be
different issues, and these have arisen in relation to the Dampier-Bunbury pipeline as
| understand - it’s not our job but it's the Western Australian regulator - in terms of
expanding that pipeline, and of course the expansion of that pipeline has reached a
point where you're not necessarily talking about expanding it at reducing costs.

Y ou've got to that tricky point in the pipeline where you've got to start looping, and
that sort of expansion can be costly. Do you want to do anything particularly about
expansions?

MR BUCKLEY: | think the MAPS case had its own peculiarities. The tribunal has
made its determination in respect of the application of market power, and we'll
certainly be guided by what the tribunal said in that instance. The issue before the
commission at that time was the effect of areduction in regulated capacity. The
commission was also mindful of the effect that changes in volumes would have on
tariffs for usersin future years when regulated volumes fell, and the asset base of the
regul ated pipeline remained the same, and that had an implication for the tariffs
which would be charged to other users, but again we've seen what's been said there
and | think you have to judge each expansion and extension on its merits.

MR HINTON: Onelast question, bearing in mind the time, although Michael also
will follow up. Apologies, Michael. One of the draft recommendations touched on
information provision, information collection, and we put forward the view that there
were divergences across jurisdictional requirements reflecting the nature of
federation and state systems being implemented through a national approach to the
Gas Access Regime. We put forward the view that there would be benefits in having
some sort of harmonisation of informational gathering requirements across
jurisdictions. A number of parties have baulked at this and said, "Well, what are the
benefits?' and | note that the ACCC has expressed the view that you quite like
flexibility acrossjurisdictions. Have | misrepresented you? Have you got aview on
this?

MR BUCKLEY: Isthisin relation to accounting guidelines?

MR HINTON: Sorry?

MR BUCKLEY: Isthisin relation to the accounting guidelines?

MR HINTON: No, | don't think so. It’s partly to do with the powers, what powers
different jurisdictions have, but it's not amgjor issue. Well explore this further with

youl.

MR WILLETT: Perhapswell take that question on notice and get back to you on
it. | think it worth noting that perhaps a move towards the AER might have some
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implications there as well.
MR HINTON: Yes. Michael?

DR FOLIE: The ACCC initswider roleisredly charged with looking at all sorts
of competitive behaviour and al sorts of different markets. We've proposed and
you've had the comment about the problems about where to put the middle range. If
we were to set that aside and not - would you like to make some comments about the
effectiveness of amonitoring regime? We believe that it is possible to have a
light-handed monitoring regime. 1I'd just like to hear some of your views about that
per se; not how you actually might decide whether to put - - -

MR WILLETT: Yes. Thefirst questionto my mindis, what are you monitoring?

DR FOLIE: Itisactualy tojust be clear on the previous one. It'snot just price; it's
full access. Performance must be done. A performance oriented access must be
granted.

MR WILLETT: Yes.

DR FOLIE: There must be measuresin place to ensure that access has been
denied, it's up there, and then there is an ultimate threat that goes with it, too, so it's
not just chug along and nothing happens. There is actually the big bad basket you
can be dropped into in the end.

MR WILLETT: Yes, indeed. What you seem to be talking about is something that
was contemplated at the time of the design of the Gas Code, which isto develop
reference tariffs that are not binding, that are simply indicators, and short of going
through that full process, then there is a question in my mind about how you make
judgments about the prices being charged and whether they’re appropriate. Even
trends in prices over time can be ambiguous, and we're finding thisin our work on
airports at the moment; that we can observe large increases in prices and revaluation
of assets by airport owners, and it tends to be ambiguous on whether there's a
problem or not.

Isit just a shift towards a more efficient approach to determining prices,
because we don’'t know whether the old approach was necessarily right, or isit
exercise of market power? Without being able to benchmark efficient costsfor a
particular service provider, which includes some process to determine an asset value,
then your results of that sort of monitoring process can be highly ambiguous. That’s
why we say we're not sure about the efficacy of a monitoring regime that is going to
be |less intrusive than some approach that benchmarks efficient costs of the service
provider.

25/3/04 Gas 718 E. WILLETT and OTHERS



With the Gas Code it could be said that we've got a good start in that. For
covered pipelines an ICB has already been determined, and that 1CB will apply for
that covered pipelinefor itslife of coverage. But what about pipelines that haven't
been covered and new pipelines? How do you go about effectively monitoring, and
monitoring performance in a meaningful way without making judgments about those
sorts of things?

MR HINTON: Isthere anything we've left out, should have covered this afternoon,
that you would want to particularly flag in support of your submission?

MR WILLETT: Ithink | made surel covered everything | wanted to in the
opening.

MR BUCKLEY: Just one point, Tony. Inrelation to certainty and the tribunal and
the Epic decision, | might point out that the M SP access arrangement will be
considered by the Competition Tribunal starting next week, and that review will
actually look at whether or not the ACCC has correctly applied the Epic decisionin
that access arrangement. So there will be further judicial review of the commission’s
interpretation and application of the Epic decision.

MR HINTON: Do you have any ideawhen the results of that particular process
will be- - -

MR BUCKLEY: Waéll, you'll be getting the transcripts as it goes, and that’s from
next week, so you'll be able to access debate, but we can hope that that outcome will
come before June. I'd like to just pick up on one of the points from NECG this
morning, and that was in relation to the GasNet decision in relation to the
establishment of the risk-free rate in the CAPM model. That was reviewed in that
matter and the tribunal determined that the commission erred when it used the
five-year bond rate rather than a 10-year bond rate. We've noted that fact in our
submission - that we've accepted the judgment of the tribunal, and that that will be
applied in future decisions - so there is that certainty which comes out of the
implementation of that. There was some discussion that we hadn't actually
acknowledged that. Well, it has been acknowledged.

I will point out that what that was dealing with was the difference between the
five-year bond rate and the 10-year bond rate - today the five-year nominal yield was
5.15%; it's 5.317% for the 10 year. We're dealing with 16 basis points. Thisis not
the magjor element. The commission was looking for certainty about whether or not
the bond rate should be aligned to the regulatory period, and we now have that
certainty and the commission will adopt that in future.

25/3/04 Gas 719 E. WILLETT and OTHERS



MR HINTON: Thanks for that information, Mike.

MR WILLETT: Could]l just pick up perhaps one comment that relatesto that, and
we do refer to it in our submission. There have been alot of suggestions that the
findings of the tribunal are suggesting that the ACCC is getting it terribly wrong. |
think we've provided some good information to suggest otherwise. By and large, if
you take into account the issues that have been contested during access arrangements
and the issues that have been raised initially for review and then withdrawn, and the
issues considered by the tribunal, the commission has been getting it, by and large,
pretty right, and the incidents of the tribunal finding we've got it wrong are by and
largein the minority. I’'m sometimes amused to see declarations of victory after these
tribunal findings and I'm prompted to think, well, if it was a soccer game, you'd be
having one side doing alap of honour after an 11:2 loss, because that reflects the
number of issues they have gone down on in the end, compared to the issues they've
got up on. So | think that’s worth noting.

MR HINTON: With that football analogy, I'll conclude this session, once again
reiterating thank you very much for your substantive input into thisinquiry. We will
take a 10-minute break; back here at 5 to 4.
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MR HINTON: Welcome back to this last session of today’s hearingsin Sydney of
the Productivity Commission’sinquiry into the Gas Access Regime. | now inviteto
the microphone Mr Mike Lauer of Project Consultancy Services Pty Ltd. Welcome,
Mike.

MR LAUER: Thank you.

MR HINTON: Thank you very much for your submission and your appearance
today. It's appreciated. What I'd like you to do is make an opening statement to help
us out to proceed further. Over to you.

MR LAUER: My company’s submission wasfiled late. It wasfiled |ate because of
agrowing concern with a particular thrust in the draft review in the report. I'vetried
to develop an analogy for the concern and | think the concern | have with the draft
review, which in genera | think isavery positive and powerful statement, isthat it
risks making third party access a bit like Christmas. everybody celebrates it, very
few people understand it, and even fewer people get any benefit from it.

It's an interesting concept that the Gas Access Regime is about third party
access and there’s no focus in the way the code has been administered to date, or
indeed there's confusion in the review asto what athird party is. A third party is not
afoundation shipper by definition. If you think of the concept, the first party in agas
transmission contract is the service provider; the second party is a foundation shipper
or multiple foundation shippers; and the third party is somebody that’s not in place at
the time the project proceeds, so they don't even know at the time the project is going
ahead that they will want access to the pipeline in the future, or they don't represent a
significant marketplace - one that can influence the outcome. They're not seenasa
foundation shipper by the first party and the second party.

So when we talk about third party access we're not talking about arrangements
between foundation shippers and service providers. What we're talking about is
arrangements between service providers and those who didn't qualify or don't qualify
as foundation shippers. Third parties are best understood by comparison with
foundation shippers, but in general they are people with smaller load requirements
because they don't qualify generally as foundation shippers; shorter duration load
requirements because they don't deliver a significant bankable cash flow to represent
afoundation load; the need for flexibility in requirements. There are awhole series
of issues like that which, if you start thinking about what athird party looks like,
there’'s somebody - and the commission has correctly at timesin the review identified
the fact that we're talking about selling spare capacity in pipelines to people that may
not even exist yet, or entities that may not exist.

That’s the nature of the third party access problem and that’'s why the analogy.
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There'svery little emphasisin the review on third parties. There are some points
where the commission very clearly arrives at areference to that dilemma: the need
to provide access to people who at the point when access is being considered and
regulation is being considered don’t know they want access to the system and may
not even exist. The commission actually identifies those points but halts at that point
and doesn't proceed to consider the problem from that perspective.

On the contrary, in most forums and in the review, there are signs that the
focus is on adopting reference tariffs by averaging foundation contract prices. There
are multiple references. There's extensive reference in the commission’s review to
the competitive nature of the foundation contract process, which isn't the problem at
all and is not the issue, and the competition between foundation shippers and service
providersis not the focus of third party access. The submission that weve madeisa
question about the point of reference from which the problem isviewed. It's not
about the specifics, necessarily, of the report.

Thefirst order issuein third party accessis an assurance of access. The
problems that existed in the pipeline industry prior to access regulation were that
third parties with their peculiar requirements and who are normally under time stress
in any negotiations - that isto say, they are confronted with an opportunity to
participate in the market or they’re confronted with an opportunity to continue to use
assets that rely on gas, but they're confronted in atime frame which is not necessarily
consistent with the need to sign acontract. By contrast, the service provider is not
under time stress. It has an existing asset. The asset was or is underwritten by
foundation shippers and really the service provider islargely indifferent asto
whether it sells capacity today or tomorrow.

Third parties lose business opportunities if they don't have a guarantee of
access at reasonabl e tariffs at some point in the future. Interesting to note, under
both the National Access Regime and under the code, it islegal to hinder accessto
infrastructure assets which are neither covered nor subject to a determination. That
is, under the code you can hinder access to an essential infrastructure asset if it is not
covered. Under the national regime and the Trade Practices Act you can hinder
access to an asset or aservice. Y ou can even hinder accessto aservice whichis
declared, if it's not subject to a determination.

So this essential need to get accessto exploit business opportunitiesis the key
problem with the third party access. The reason that it's so important is that those
business opportunities are exactly the competitive tension in the upstream and
downstream markets that criterion A in the coverage test talks about. Soif I'm a
potential entrant to the power generation industry confronted with an opportunity to
produce electricity, and | haven't got an assurance of access or the price at which
accessisat large, | withdraw as a possible entrant to that industry. It's that guarantee
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of accesswhich isthefirst order issue when it comes to people being able to compete
in downstream markets.

The second order access is the need that there be some regulatory oversight of
that accessright. Now, unfortunately, the way the code has been administered - and
let me say thisis not an issue with the ACCC because | think the industry has failed
to understand how to use the code and take it where it could go. The second issueis
that it has become a price regulation model of the worst kind. The code, as it
currently is administered, is seeking to define foundation shipper contract terms to
apply to third party shippers.

People who don't want to provide parent company guarantees, don't want to
write 20-year take-or-pay contracts, but want flexible short-term arrangements, are
being offered those arrangements for foundation tariffs because of this nonsense with
continually refining the mathematics of the WACC. They're being offered access at
foundation shipper tariffs and the service providers are insisting that the terms match
the tariffs, so the terms have to look as rigid and inflexible as foundation shipper
terms.

Therein isthe fundamenta problem. As| say, we've got the worst of the Prices
Surveillance Act initsfirst guisein the current code. The issue then becomes. what
do we do about that? We actually do have some precedents for different models.

We have two in Victoriawhich have been approved by the regulator asvalid

third party access regimes under the code, and they were two tenders lodged - one for
the development of areticulation system in East Gippsland, and one for the
reticulation of gasin the Mildura region which included a 150-kilometre
transmission pipeline.

Those projects were tendered. They were not tendered as foundation contracts
but the tenderers put forward the distribution tariff that would apply generally in the
market. That isthe tariff that would apply to gas users who would be generally
small, seeking access on a casual basis because in those reticulation systems accessis
day to day or month to month, have extreme flexibility in MDQ and in their volumes
because their charges are based on their previous peak, rather than any going forward
- or contracted peak.

So we actualy have models where tariffs have been struck for true third party
loads. In those two tenders that were run in Victoria, there were foundation shippers
in at least one case, in Mildura. There was one anchor load that the distributor was
seeking to bring onstream to make the project bankable and viable. The terms that
the distributor offered to that anchor customer were not a part of the determination of
third party tariffs; that is, the process wasn't to find out what you would offer people
that are going to use the system on an everyday basis as third parties and then once

25/3/04 Gas 723 M. LAUER



you've done that and somebody has gone out and found a foundation customer with
an anchor load and a quality contract, and less flexible terms, to import that price
back into the third party access problem.

So we actually have precedents for defining what a third party customer looks
like, defining what athird party contract looks like and setting reference tariffs. The
rates of return in those two models were regulated and approved. One was
8.82 per cent real pre-tax. The other was 9 per cent real pre-tax. There's another
example, which is not quite so clear, of asimilar model, but under the Goldfields
Pipeline Agreement Act, the Goldfields gas pipeline publishes a green book or a gold
book, an access package. It has severa tariffs. The principal differentiating factor of
those tariffsis the contract term. The short duration contract, one to five years, isa
20 per cent margin over the base tariff, which is a 20-year rigid transaction.

So again we've got thisideathat if you want third party, short-term, flexible
access to pipelines, then there’'s atariff applicable to that. There'sarisk profile
associated with that contract and with that investment in serving that market, and
what the service provider does to then underwrite his investment is a matter between
him and the shippers that deliver value in underwriting the investment. Those
negotiated outcomes are below the line, effectively, of regulation. Anybody can
come along and get the third party tariff, and anybody that wants to contract less
flexibly can negotiate the terms. If the service provider doesn't see value in that, then
the third party can always take the published third party terms.

Paradoxically, the terms of third party access, while they need to be fair and
reasonabl e to the third party, desirably shouldn't be attractive to either the third party
or the service provider because what we really want is for negotiation to take place
for the concessions that the shipper is prepared to make and the concessions that the
service provider is prepared to make to get properly valued. But the third party
shipper always has aright to access at a published third party tariff and on third party
terms.

If you take the vantage point and you look at the recommendations of the
commission - that isto say, if you put the fire on each of the commission’s
recommendations and say, "If | came along to a pipeliner with a 10-petgoule per
annum requirement for gas, what would | think about the way this recommendation
would impact on me?" - then | think what you find is grave concern about some of
the commission’s recommendations that appear to make coverage more difficult to
secure - that is, move pipelines out of coverage.

Unfortunately, | may be like others - guilty of misunderstanding the

commission’s monitoring regime. My understanding is that the commission’s
recommendations would either lead to alarge number of pipelines not being covered
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that are currently covered, but maybe some of them being monitored, or almost no
changein that regard and almost no change to the way they’re regulated. The
problem | have with both of those outcomesisthat if alot of pipelines which are
currently covered are moved outside of coverage, then accessis no longer guaranteed
or assured for third parties, and really third parties that are under time stress don’t
have the time to go and chase the coverage of a pipelinein the middle of atender
evaluation or in the context of a major business decision.

So there’'s areal timing problem if you move pipelines out of coverage and say,
"If the situation changes in the future, then you can apply for coverage." | can assure
you I've been there many times. The shipper does not get coverage because he
doesn't have time - or she doesn't have time. That system doesn't work. So if we
move pipelines out of coverage, shippers are going to be disadvantaged because there
will be no assurance of access, and there will be no assurance of ultimate regul atory
supervision. | understand that the commission sees a group of those pipelines being
monitored, but unless at the end of the day there's an ability to actually intervene on
pricing behaviour | don't believe monitoring delivers any real meaningful outcome to
the shipper - and note that, if a pipeline is not covered, you can hinder access and it's
legal. So what does monitoring really relate to - that is, under the law as it stands?

The second issue s, if the recommendations of the commission are put in and
they result in no significant change to the number of pipelines that are covered, then
the current, very invasive pricing intervention will continue and all the problems that
the commission sees with the current model will continue; we won't have made any
advance. | believe that there is another model and that model isto move al pipelines
into aframework where the terms of third party access are clearly defined in a
direction to the regulators; that is, the regulators are directed not to define foundation
shipper status or equate foundation shipper terms and status to third parties, but the
terms of afoundation shipper contract are prescribed and that becomes the matter
which is priced.

| believe that price, likein the cases that have been established by tender,
would be more attractive for the service providers than the current tariffs, regulator
tariffs. | believe the terms of supply would be far more attractive to shippers because
they would be evergreen short-duration contracts with no take or pays and little
credit support, and there would be a trade-off taking place, and below that level
negotiations will take place because concessions by both sides will be able to be
valued. So | think thereis an alternative to the idea of making coverage more
difficult to get and then introducing monitoring; that is, to actually relieve the burden
of the current price intervention model by changing the point of reference for that to
the point of third parties.

Asfar as the specific recommendation of the commission is concerned,
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regarding material or substantial or significant, | can only agree with the minister, the
relevant minister, under the current legislation in his commentsin the BPL
revocation decision, where he said, at paragraph 106:

Notwithstanding the expert argumentation developed by the counsel, the
conclusion as to what would be a non-trivial outcome in competition
terms remains arelatively subjective one.

So the minister has problems putting merit on judging non-trivial. Where he
would be with "material” and "significant" and "substantial” I'm at alossto say. So |
find the whol e subjective nature of that problematic. The ultimate situationis, if you
qualify for coverage on criterion B - that is, you are a natural monopoly - then the
onus of proof, to my mind, on whether you are covered should fall back on the
service provider to establish that they actually cannot extract rent from the market
and distort investment up and downstream. That seemsto be the model that we
currently have and | believe it currently works. | think the problem iswith the tariffs
that we set. If | can | wouldn’'t mind commenting on just a couple of issues that were
raised in this morning’s sessions, with Henry Ergas.

MR HINTON: Sure.

MR LAUER: Mike talked about the relevance of the WACC. I've got amajor
problem with the WACC, as you can see. | think it'sareference point. Itisa
reference point from which third party tariffs can be gauged but it’'s not a
mathematically precise answer, the question that we should be asking. | think if you
want to understand why that’s the case, have alook at the recent report out of
Western Australia on the WACC, where it seemsthat if | build apipelinefor a
mining company and I've got to build a pipeline from Dampier to Kalgoorlie for that
mining company, the tariff | charge that mining company should be reduced because
later on I’'m going to build a pipeline from Longford to Hobart. By building two
pipelines| can diversify my risk. Therefore, the tariffs on each pipeline should be
less.

Presumably, when | do the pipeline from PNG, which has some really great
country risk init, my risk will be so diversified the discounts will just keep coming
al round. Thereis an extreme confusion in the way the WACC is applied. It's
derived from a model that talks about traded instrumentsin highly liquid markets. If
you look at that paper and you look at the first page, it talks about projects and
investment. If you look at the second page it occasionally talks about projects and
investment. If you look at the next 30 pagesit talks about bonds, shares and yields
and the words "investment" and "return” surface only very occasionally after the first
two pages. Therein isthe problem with WACC. It'saninappropriate tool. It'sa
useful device for setting areference point. It’s the answer to the wrong question.
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Mike talked also about backhaul and swaps. The only difference between a
backhaul and a swap isthat a backhaul is aswap but the pipeliner does it instead of
the client. Thereality isthat if I'm a gas producer at Moomba and I'm trying to sell
gasinto Sydney and | say, "l can give you gas that goes from Moombato Sydney in
the M SP or, according to the minister, | can give you gas that goes from Moombato
Adelaide to Melbourne to Sydney, via some other pipeline,” because there are
options. "If | give you the one that goes from Moomba to Sydney, then if | go down
as aproducer you won't get gas. If | give you the one that goes al the way around, if
| go down you won't get gas. If somebody supplying South Australia goes down you
won't get gas. If somebody supplying Melbourne goes down you won't get gas." It's
not the same service, Mike. It's a patently different service with a much lower
reliability. The difference in the service gives the MSP - or the Moomba-Sydney
pipeline, the opportunity to extract rent, to put a value on the differential service.

Asfar as derivatives are concerned, derivatives are just instruments that are
traded over the top of physical contracts and really, the third party access problemis
in the physical contracts and not in the derivatives. They don't connect, in essence,
because we still have the third party problem even if we've got derivatives sitting
over thetop. | think thereisalot of smoke and mirrors at the moment about how the
market getting more complex is going to take away the third party access problem.
That's al | have to say, Mr Chairman.

MR HINTON: Thank you very much, Mike. We appreciate your submission and
your appearance today. | have a number of questions, and Michael might have afew
too. My first oneis, you appropriately remind us all that thisis partly related to
issues of third parties, and | thank you for that. Do you have any perception to bring
asto the nature of third parties with regard to transmission versus distribution
networks? This bears on the issue of terms of reference, where we have a Gas
Access Regime that encapsulates both. Maybe athird party interest perception may
differ between distribution and transmission. Do you have any views on that?

MR LAUER: Distribution entities will always have people who are seeking casua
use of the system on an evergreen basis that don't really want to put up long-term
contracts or additional contract security or cash flow security. So distribution
systems will always have this enormous number of small customers who can never
transcend from being third parties to being something different. You can
contemplate on transmission lines - if you went up to amajor transmission line today
with a 10-petgjoule load, 15 years, prepared to provide a parent company guarantee
and all you are doing is using spare capacity, then the pipeliner may not really want
to give you a discount unless he can use those attributes to what you are prepared to
offer. He may be able to use them in the future.
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The fundamental differenceis, | think, that most people using transmission
systems actually are capable of delivering some value to the service provider that
will see them ultimately move from being athird party shipper with casual use on an
evergreen basis to being something more than that on a contract. Theissueis, how
do you value the concessions between the third party and the contract regul ation?
The way we are doing it now has the ACCC putting those values on, whereas the
code - it was contemplated that negotiations would establish those values.

They will change over time in the transmission system, depending on whether
the transmission company islooking for cash to do other things or whatever. So you
may be treated as athird party initially but be able to move to more acceptable
contract terms long term. In distribution you will aways have the bulk of your
customers who are not on contract, who are on short duration terms. Other than that,
| don't see alot of difference between them.

MR HINTON: Let's move to your concern about the prime focus needing to be on
third parties. The nature of regulation: let me be a devil’s advocate here to some
extent. I’'m not denying the rights of third parties being the objective. The nature of
intervention by government regulation, certainly in the case of Gas Access Regime,
involves the erosion, to some extent, of property rights. Therefore, it shouldn't be
pursued lightly and, importantly, it should be pursued transparently with some sort of
robust accountability. That requires, therefore, systems of criteria and decision and
review and appeal or whatever - all of those processes associated with natural justice.
So | really question your questioning of the draft reports appropriately examining the
need to ensure that the regime robustly delivers those requirements with regard to
when and how property rights might be eroded. | may be overstating your concern,
or your statement, but let me put that counterpoint to you - that one should be careful
about eroding property rights.

MR LAUER: 1| agree. | can probably show you the places that I've written in
exactly the same language. If the third party tariff is set at an appropriate level - and
| believe there are aready precedentsto help usto do that, and if the tender is
restructured properly the precedents can be refined - then | don't think you
substantially erode property rights. The issue is whether there isaright to have or to
exploit amonopoly. Interestingly enough, in Australiaeven now, it'snot illegal to
make monopoly profits. So some measure of monopoly profits, as the Epic court
decision said - and | think as the law allows - is reasonable.

The issue becomes at what point does that distort resource allocation in the
community? Providing the model that we useis not too intrusive, | believe you
diffuse awhole lot of the issues about appropriating property rights. If the third
party access tariff is set at theright level and on the right terms, then | don’t believe
the erosion of property rights becomes amaor issue.
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MR HINTON: That'sone of the issuesthough. In circumstances wherethereis
scope for commercia negotiation to reach a price, then intervening in those
circumstances, whereby apriceis set by aregulator, meansit’s at |east second best if
not third best. So you would want to be cautious about when you set up a regulatory
intervention, if it erodes the capacity to negotiate commercially.

MR LAUER: | begtodiffer. The government isentitled to make alaw that says
the distortion of investment in upstream markets and downstream marketsis not an
acceptable feature of the way the economy runs - sorry, the distortion of investment
and competition in those upstream markets and downstream markets, by the
exploitation of a monopoly position. The government is entitled to say that. The
moment the government passes alaw to that effect, the issue is diffused.

The only question then is how intrusive is the model that we use to administer
that law. At the moment the model we are using isterribly intrusive and initself, in
my view, is distorting the marketplace. But the issue of property rights: once the
government says that it passes alaw that says you will not engage in behaviour
which exploits your monopoly position to the extent that you distort investment in
upstream and downstream markets, the question of property rightsis resolved. |
don't understand why you necessarily would argue that, at that point, you've got to be
careful. | mean, the policy iswritten.

DR FOLIE: It may beyou didn't understand our report, because we believe that in
the monitoring regime we weren't spelling out in detail what was there, but
effectively - as | said this morning to the NCC - it is not price regulation; it is - price
monitoring. Itisrealy alot of things and avery key important part is actually access
and the right of access. If you actually don't deliver access over that period, you're
likely to be dropped into the heavy-handed bucket. So avery important part is about
recognising, | believe, third party access.

When you say there's not much of it around, my understanding is thereis the
Duke pipeline. We have had representations that they actually provide a quite
detailed variety of standard contracts which then are available on that eastern
Austraian pipeline, as well as then representations in Queensland yesterday that the
Murrumba pipeline, which they are developing at this stage that’s all running on open
access - in other words, third party access and crafting all the agreements and things.
They are both uncovered. There isa strong incentive to remain uncovered by
providing third party access. Do you believe those arrangements are quite effective,
because you havent - - -

MR LAUER: Yes, | do. | think they fit within the model. It's always within the
rights of a service provider to go beyond offering a short-term offering. The
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interesting aspect of the examplesthat | quoted (1) they were tendered so thereisa
strong competitive element to them but (2) they also help, if you look at them, to
define what athird party is. But if pipeliners, having established a reference point,
want to establish some others, the other thing you might look at is also associate
contracts.

| mean, if you back off the third party tariff, to be that which appliesto third
parties, and companies can then negotiate with their associates deals below that, then
the issue becomes:. how do you manage that? Maybe that becomes a reference point
for the whole market. Maybe you keep them honest by providing that where they
enter athird party - a contract with an associate, that that is within the reference
points for third party access. There's nothing wrong with creating more than one, but
| think thereisthis problem that the application of the code to date has focused on
the minutiae of the mathematics of WACC. It has focused on the rate of return and
virtually to the hilt with every other contractual term of any relevance to any body.

So you've got a situation where the tariff is set, the regulator doesn't really care
too much about the rest of the contract form, and the service providers are trying to
make the contracts ook like the tariff. So they’re trying to make the contracts ook
like foundation contracts because that’s the only cash flow that matches; wheresas,
you know, you can define multiple terms, and Duke is a good example. It'sgot its
standard offering out there at the moment and it’s got another offering, whichisa
little bit different, for quite a different price, and they are obviously looking to find
market niche opportunities, and that’s what they should be doing.

DR FOLIE: Canl ask you afurther question on that. It would seem to be that a
further part of your proposition was that things - possibly what Duke and the others
are doing are fairly normal sorts of contracts. Y ou seem to be saying that you
wanted to have very small contracts coming in and do you feel that therefore the
market is showing any signs of giving those, if you like - and let’s ignore the smaller
regional ones, but in the metropolitan areas there may be people suddenly decide
they want to have access to pipelines, for sort of six-month long contracts. Do you
find there is an issue there?

MR LAUER: No, the market is not sophisticated to that extent at the moment. |
mean, two years ago | had a situation where a client in the west was looking to place
some gas that he couldn’t use. We couldn't find a place for it. Half the people we
talked to - we talked to al the major customersin the system - wouldn't talk to us
because they had long-term contracts and didn’t want to get up the nose of their
service provider; the other half said, "Look, we'd love to talk to you but we're fully
contracted.”

So part of the problem is this focus has been all at the foundation contract end
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and everybody is pushing regulation and the foundation contract end. People aren't
backing off and signing shorter contracts so you're not getting the flexibility in the
market that you would like to see. | think it would be a most interesting situation for
pipeliners and the ACCC to say, "Here's aone-year contract that you can have on an
evergreen basis and thisis the tariff that’s applicable to that," and see where the
market goes. There are potentially some of the larger customers in the system who
might be attracted to that flexibility rather than 10-year take-or-pay deals.

DR FOLIE: Thelast oneisrelated to that same stream. We've had representations
made to us by another party that thereis alot of competition now in the upstream
area, et cetera. A lot of that competition is actually minnows coming in against the
few megasuppliers. Do you think there is an outlook for shorter-term contracts, more
flexibility? Do you see that pressure coming through in the market you've alluded
to? Because you're around doing alot in this sort of area, do you see any changesin
the duration of supply contracts and other things desiring in the market and maybe
being frustrated a bit at the moment, but a growing pressure for it?

MR LAUER: Western Australiais a useful example of markets that have been
subject to competitive pressure for abit longer, and the WA government does
produce a book which purports to have the details of many contractsinit. They are
not all very accurate but they're useful. What you've seen in the west in the last

15 yearsis a shortening of gas offtake contracts with gas producers to three, to six to
eight years from the 30-year deals that were done by the Court government to
underwrite the developments. Y ou've got things like Goldfields pipeline signing
short duration contracts; most of the contracts on goldfields, | think you would find,
are not 20-year deals; most of their clients are mining companies with three, five,
four-year mine lives.

| think, yes, we are seeing that; we're seeing it more probably at the gasfield
end where there are multiple suppliers, because in order to sign a short-term contract
you really want to be confident that when it comes up for renewal you are going to
be getting access at the market price, not subject to exploitation by somebody with a
lot of market power. So the west has been a good example of that. Therein isthe
issue with coverage. If we move pipelines out of coverage, then some of the
independents that are developing in Moomba at the moment will not be able to
mature as suppliers and we won't see the sort of competition in the market as awhole
that we need.

DR FOLIE: Have there been problems with any of the rollovers, you're aware of,
because that is exactly the same as negotiation again - in other words, thisis an area

where monopoly power could be deemed to be exerted.

MR LAUER: You mean rolling over of foundation contracts?
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DR FOLIE: Whenever thereisarollover that occurs and you've got to negotiate
again, have you any evidence of problems about them, because you can take
advantage of your monopoly power at that duration point?

MR LAUER: [ think I would refer you to the shippers that you've talked to in these
hearings. | don't think there are alot of happy shippers. Most of them feel as though
they’ve been abused in the market over the last 20 years, and many of those have
gone through the process of rolling out of one transmission contract into another. If
you had awhole |ot of happy shippers turning up telling you that the system before
the code was spot-on, then you might form a view that the rollovers were happy
events, but | don't see that.

DR FOLIE: Okay, thankyou.
MR LAUER: And | can't talk to you about specific - - -
DR FOLIE: No, that’'s okay.

MR HINTON: Mike, isthere anything we've not focused on that you'd want us to
pick up again?

MR LAUER: | suppose I'd like to finish on a more positive note than negative
note. | see an enormous amount of convergence in your monitoring model, what I've
talked about as defining a different reference point for what athird party shipper is
and what third party tariffs are - and Henry Ergas’'s comments this morning about the
problem of the mathematics of WACC and the need to actually sit down and figure
out what the right WACC is - | think there's areal convergence from different angles
on really the sameissue. | would urge you to look at your monitoring model in the
context of what I've said and in the context of what Henry said.

MR HINTON: But at the end of the day, what’s the criterion by which, and the
main reason by which the third party accessis at what price - how do you determine
the price?

MR LAUER: Westill do it under the code. The code would allow the application
of the moddl I've outlined to you right now. | believeit is open to service providers
to deliver to the ACCC today a draft access regime based upon athird party contract
which is short duration, evergreen and has a higher tariff than the current regul atory
settings. None of them have; | don't know why. Y ou need to talk to service
providers about that. So the answer iswe do it exactly the same as we do it now and
we already have some precedents for it, for competitively determined rates of return
that were set in open tenders, not involving government entities.

25/3/04 Gas 732 M. LAUER



These were public tenders with private enterprise participants. Private
enterprise ran the tender and with one exception, all the bidders were - sorry, that's
not true. There were government bidders and non-government biddersin the
package. In both instances they were won by non-government bidders. | think the
answer to that question, chairman, iswe do it exactly the same way we do it now; we
just change the way we look at the problem.

MR HINTON: Thank you. Mike, thank you very much for your participation and
your submission. We appreciate it.

MR LAUER: Thank you.

MR HINTON: It'sbeen along day for the people who have been sitting here, but
that does conclude today’s scheduled proceedings. As foreshadowed, and in
accordance with the Commission’s established procedures, | now offer the
opportunity for anyone el se present to make a statement, if they so wish. I’'m looking
around for volunteers. The Commission staff are excluded, so that does in fact
compl ete the proceedings today. | now adjourn these proceedings and note that we
shall resume with public hearings at 9 am tomorrow morning at this same venue.
Thank you very much.

AT 4.38 PM THE INQUIRY WAS ADJOURNED UNTIL
FRIDAY, 26 MARCH 2004
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