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Office of Gas Access Regulation

DR MICHAEL: Wecome, ladies and gentlemen, to this public forum on the draft
decison for the mid-west and south-west gas distribution system and the access
arrangement. |1 would welcome you al to this meeting and in particular of course | welcome
Phil Harvey, the CEO of AlintaGas, who will be giving a sesson during the course of these
discussonsalittle later, but firgt of dl in welcoming you dl, thisis the second such forum we
have held and we are certainly keen to hear from dl of you. | should mention that the
proceedings are being recorded. We will be making transcripts, they'll be avallable if
anybody wishesto have them, but could | just mention that if anybody has an objection to
any component of it being recorded or the preparation of atranscript, we are pleased to
hear that and obvioudy we will take that on board if that is necessary.

| would expect that what we are al prepared to say today, I'm sure everybody is
willing to see made available to othersaswell. | think it'simportant thet it is.

| should dso say that well be having questions but I'd ask that you leave the
questions to the end when we have the open forum so that we can give AlintaGas the
opportunity to make its presentation first. | should aso finaly mention that comments on the
draft decison are gtill being received until the end of this week, so we are happy to receive
not only the comments we get today but we're certainly very happy to receive submissons
until the closing date later this week.

If I could just give an outline of the program, Julie - | will speak for about 15
minutes. | should say, for those who haven't met me, my name is Ken Michadl, the Western
Augrdian Gas Access Regulator. | will spesk for aout 15 minutes and I'll give you a brief
overview of the draft decision.

Ray Chdlen, one of our consultants, will be speaking on the key issues and Robert
Pulldla from our office will be taking on the WACC. We will have morning tea around
10 o'clock so we should take you through to about 10.00 according to the program here.
We will then have abresk for about half an hour.

That will give time for AlintaGas to set (p and get organised for its presentations
which will befor up to an hour. We have dlowed an hour and it will be whatever it takes up
to that time. Then from 11.30 to 12.30 were intending to have an open forum. | think
there's some flexibility there if it happensto just go alittle bit longer. That's the outline of the
proceedings for the day.

It dlows me now to move on to my own presentation. | will provide the overview.
Obvioudy, this forum is here to dlow us to receive comments on the draft decison. We
have made our draft decison on the basis of comments that have been received to date and
aso comments received and discussions we have had with AlintaGas.

It's important that we follow this consultation process. It's certainly provided for in
the Code and the draft decison will dlow usto consder dl the commentsin coming up with
afind decison alittle later in the year.
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| have dways said that the process that the Code puts up, while it's rather
prescriptive and in some respectsit can be said to be intrusive - were trying to apply it in as
flexible away as we possbly can within the context of the Code and the law that guides us.
| think the process of coming up with a draft decison and alowing comments and forums
like this to have discussions alows us to take a more considered position when we come up
with thefind decison and | think it isavery good mechanism.

This is the opportunity for people to assst us in going forward to the fina decison
and it certainly makes the whole process transparent.

Asfar astherole of the regulator, | guess it goes without saying that one of the key
requirements is to make sure that the access arrangement conforms with the Code and the
law. | think that goes without saying, but very importantly it's about promoting competition
within the industry and stimulating it in such away that will promote economic activity. That
dlows new players to come into the market. It will encourage innovative ways of usng gas
as an energy source making it more attractive. | don't think any of us would deny that asa
key benefit.

We need to make sure that in coming up with an Access Arrangement we achieve
vaue for the users and the consumers. | mean, that's very much what it's adl about and that's
what will create that interest in usng gas as an dternative source of energy and in creating
new indudtries;, but we must not forget the owner. | mean, they need to be able to Say in
business and we need to have a reasonable rate of return for the owners.

The code makes it very clear that there's a balance required between al these
factors. Trying to achieve that balance is not the easiest task because there are so many
different views. However, our job is to take dl the comments that we receive and to give
them serious consderation in coming up with the draft decison; but baance is certainly a
desired key outcome of the whole exercise.

Having prepared the Draft Decison, one of the things that you need to do is thet if
you have one amendment to make in the whole draft decison, then you must say that it's not
goproved. | find that rather difficult so | turned it around: the access arrangement needs to
be amended before it is gpproved, to make it clear that there's a little way to go before we
consder what should or shouldn't happen. There are amendments that were requiring in
both tariff and non-tariff areas.

The process that we're going through now is an opportunity for those amendments
to be discussed both by AlintaGas as the Service Provider and also by yourselves as users,
consumers and interested parties - whether we've got it quite right or not. We need to hear
your comments so that we can actudly put them into the equation and try to consider those
amendments that we've suggested in the draft decison in the light of those comments that we
do receive.

The decison is a formidable document as well. Therés a good summary in front,
which covers the main issues and well be concentrating on some of those key issues. One
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of the key amendments that we see - and I'll be interested in comments from the floor - is
the application of aretall margin across dl services.

Weve asked AlintaGas to review the proposed distribution tariff structures for
Reference Service B3 in order to permit reasonable margins in the delivery and sde of gas
to resdential and small business customers. However, it is the business of the owner and
we have asked AlintaGas to consider this and to come forward and propose the sort of
retall margin that they consder applicablein this particular case. We seetheretall margin as
alowing retail competition. We see it as opening the market to other players and industries
to utilise gas as an dternative energy source. We consider thisto be fairly fundamentd in the
whole access arrangement and were certainly very keen to hear comments from yourselves
and of course from AlintaGas.

However, it's new and we're not sure what the impact will be so we've put a trigger
mechanism in and we will be monitoring the impact of the margin on competition when the
market is opened up in a couple of years. We will be putting in as a recommendetion or as
a proposd that goes forward into the next access arrangement that the retail margin be
reviewed at the end of the access arrangement period. Thisis to understand the impact of
the retail margin and the extent to which it impacts the market and simulates competition
that we believe will be encouraged.

If we move to the next dide, the initid capitd base dways is a key factor in any
access arrangement. | should mention that AlintaGas proposed an initid capita base of
$539.4 million, estimated at December 99. The figure that AlintaGas had in the access
arrangement was in fact $530.3 as a 31 December 98, so we've escalated that to bring it
into dollars at the start of the access arrangement period.

Our figure, which assumed a 2 percent retaill margin - and | say "assumed” because
that, as | said, is a matter for AlintaGas to condder - is $510.4 million, a reduction of
5.4 percent. That's taking into account the aspect of the retail margin at the assumed leve of
2 percent and other factors of course.

Moving on to the rate of return, this has been derived using independent advice. It
is avery specidised area and while the office does have the kill to make assessments like
this, I'm asking for some independent people to give us advice on this issue to ensure that
we're gpproaching this in the fairest possble way. Our assessment is tha the return on
equity is 13.2 percent and that's anomina post-tax value. That's based on the ICB that I've
talked about which includes the assumed minimum retail margin of 2 percent.

That happens to equate to a weighted average cost of capitd, a WACC, of
7.9 percent pre-tax. We have mentioned both because they redly need to be taken
together and they do trandate in that way.

Moving to the next dide, and having said what the ICB is and what the weighted
average cost of capita is, we concluded in the draft decison that the overdl reduction in
tariffs is about 5 percent. That takes into account the various factors and assumptions that
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weve made in getting to this point. These now need to be tested through this draft decison
period, aswell as hearing from yourselves and from AlintaGas.

Theinitid capita baseislower than that expected by AlintaGas. Thisis an outcome
of the requirement for a minimum retall margin, resulting in lower than anticipated digtribution
based revenues. That's something that I'm sure will be raised alittle later, but | should stress
that the overdl revenue to AlintaGas remains as specified. | think that's an important factor
that we should not lose sight of.

To bring these points to a conclusion, the way we see the draft decison and the way
we should see it in the spirit of the Code and the law is that it's there to promote
competition. We believe we have achieved that in the way we have developed the draft
decison, encouraging investment by others and dso hopefully by the owner, with aview to
providing vaue to users and consumers. However, just as important, we should not forget,
areasonable rate of return to AlintaGas, congstent with market expectations.

That's a very broad overview of the Stuation as we see it. It's difficult course to
explain in 15 minutes what has taken many months of discusson. | would have to say at this
stage that we've had some very good cooperation and discussion with AlintaGas and I'd
certainly like to acknowledge that, Phil, with you and your gtaff. Weve certainly had some
very good feedback through the Web site and we intend to continue to make that sort of
openness and trangparency available to you dl so that we can get the best result for

everybody.

It's now my pleasure - and I'll move graight on to inviting Ray Chalen to come
forward. Dr Ray Chdlen has been our consultant on this exercise, and he is from ERM.
Ray will take us through some of the key issues and perhaps add just a bit more flesh to the
things that 1've been talking about.

KEY ISSUES- DR RAY CHALLEN

DR CHALLEN: Asyou are dl no doubt aware, an access arrangement actually focuses
on the delivery of a set of reference services and the quditative description of what these
services are and an indication of reference tariffs, which is effectively a price schedule that
the service provider establishes up-front for the delivery of these services to users.

Through the specification of reference services and associated reference tariffs the
access arrangement commits the service provider to making available, these defined services
a a predetermined price. The actud specification of services and the reference tariffs are
not surprisngly the matters of grestest interest and dso grestest contention amongst the
regulator, the service providers and users of the services.

What I'd like to do in this part of this morning's forum is not so much to concentrate
on the qualitative description of what these services are but, rather, go through the thought
processes underlying the draft decision in respect of reference tariffs.
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Just quickly indicating what these four reference services are, the reference services
gpecified by AlintaGas, and those descriptions are accepted by the regulator in the draft
decison, cover arange of user requirements from very large commercia end users of gas -
thisis particularly Reference Service A - and progressively catering for the needs of smdler
users of gas, smaler commercia users, and down to the residential end users with reference
service B3.

In looking at specifying tariffs or reference tariffs for these services, section 8 of the
Code sets out the requirements for a reference tariff. In broad terms, a reference tariff
should be designed to achieve a number of objectives including providing the service
provider with an opportunity to earn a stream of revenue, but covers efficient costs of
delivering the corresponding services where these costs include a number of cost line items.
These are the operating costs or non-capital cogts, which are the costs incurred in day-to-
day operation and maintenance of the pipdine and associated adminidrative activities in the
provision of services.

There are capita codts or capital expenditure, which caters for aninvesment in new
pipeline assets, extensons and expandons to the pipedine sysem over the access
arrangement period. There are depreciation codts, arisng from the depreciation of physica
pipeine assats, and there is adso a rate of return, a return to the owner or the service
provider based on the value of the capita assets of the pipeline.

In the access arrangement and associated documentation - the access arrangement
information - AlintaGas provided forecasts of these costs. The regulator assessed these
forecasts and came to a concluson based on information available as to wha would
comprise reasonabl e reference tariffs for each of the reference sarvices.

The Code provides a generd procedure for the determination of reference tariffs
with a number of steps. For the first access arrangement for a covered pipeline or a
digtribution system, the first step is the estimation of an initid capitd base. There's dso the
edimation of capital expenditure, the estimation of nortcapital costs or operation costs, the
estimation of an appropriate rate of return and the specification of a forward-looking
depreciation schedule of those physica assets of the pipdine.

Once you've determined what are effectively cost line items, you can determine the
totd revenue requirement for the pipeline or the disribution sysem. Once youve
determined atarget total revenue, that revenue is alocated across services and once you've
dlocated revenue across sarvices, then you move on to determining a reference tariff
schedule which involves the determination of tariff structures,

Findly, therés the specification of some incentive mechanism whereby the service
provider is provided with some incentive to increase throughput, to provide a particular
qudity, an improved quaity of service and dso efficiency in the delivery of that service.
Although these steps are st out in the Code in somewhat of a linear fashion, it's
unfortunately not a linear process in moving from one step to another until you findly arrive
a areference tariff.
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It's very much an iterative process whereby in each of the steps there are various
considerations taken into account, the impacts on the service provider, the users of the
sarvices, end users of gas and the broad economy, so much o that it ends up a very
backwards and forwards process until you arrive a a reasonable balance of interests which
is unavoidably perhaps acompromise.

Picking on one of these steps which is the rate of return, Robert Pullella will spesk
on this just after I've finished, but | will just quickly in this sesson go through some of the
dages in the reference tariff determination in which the regulator had matters to address in
the access arrangement, as documented in the draft decision, which may have differed from
the approach taken by AlintaGas.

Firgly, with the initid capital base, the Code provides for the vaue ascribed to the
initid capital base to normaly be in the range of a depreciated actua cost (DAC) of assets
and a depreciated optimised replacement cost or DORC vaue of assets. There are strong
economic arguments for these bounds on the value of the initid capitd base. However,
beyond consideration of these bounds there are not any generadl arguments for utilisng either
of these two values, as opposed to some other vaue in the range. When you're considering
the vaue that will ultimately be ascribed to the initid capital base, it is very much a process
of compromise and consderation of the different perspectives of the users of the services,
the service provider and wider economic considerations.

On this note, there appearsto be agenerd view in regulated industries that the value
of regulated assets should be set a the DORC vadue. While it is understandable that a
regulated business will gtrive to achieve the highest regulatory vaue of assets that's possible -
ie, generdly the DORC vadue - it should be recognised that a DORC vaue has no particular
merit vis-a-vis other valuesin the range of DAC to DORC.

The generd approach of regulators in Audtralia has been to consider a balance of
interests between the service provider and users in sdlecting a vaue of the initia capitd base
within the range and in the case of the AlintaGas access arrangement, the methodology used
by AlintaGas to arrive a a vaue for the initid capita base was conggtent with this generd
approach.

The methodology adopted by AlintaGas for determination of the initid capitd base
involved assigning a value to the assets thet is consistent with achieving an apriori forecast of
retail and ditribution revenues, given various assumptions as to other parameters affecting
the determination of total revenue - namely, capital and non-capital codts - arate of return
and depreciation.

The regulator accepted the generd methodology used by AlintaGas but questioned
severad assumptions made in determining the target distribution revenue.  In particular,
regulator reviewed assumptions as to the magnitude of the retall margins implicit in the
determination of the digtribution revenue from a given retail revenue, as previoudy mentioned
by Ken.
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AlintaGas assumed some decline in retall margins over the access arrangement
period, the consequence of which was an implicit transfer of revenue from the AlintaGas
retall business to the distribution business. There was no substantiating information provided
in the access arrangement information for this assumption.

In the opinion of the regulator, acceptance of AlintaGass assumptions as to retail
margins would be contrary to the obligations of the regulator under section 38 of the Gas
Pipelines Access Act, those obligations being to condder effective competition in certain
retail gas markets.

In addressing this issue, the regulator revised assumptions to provide for aminimum
2 percent retail margin for al services across the access arrangement period. The result of
this was the revison to the capital base that has aready been described by Ken, whereby
the changes in the assumptions as to retall margins and other revisions to the caculation of
reference tariffs resulted in the revison of the proposed vaue of the initid capita base from
an equivaent vaue a 31 December 1999, from $539.4 million to $510.4 million.

In considering this revised value of the initid capital base and aso consdering some
revisons made by the regulator to the other cost line items which were non-capital costs, a
rate of return and a depreciation alowance for the physical assats, these revisons resulted in
a different totad revenue requirement for the didribution sysems. The net result was a
reduction in the total revenue for each year of the access arrangement period of some 5 to
6 percent, asindicated here.

Moving on from this totd revenue requirement, the next step is an dlocation of
revenue across the services. Again, the regulator accepted AlintaGass general methodology
for acogt dlocation or revenue dlocation.

Once you've dlocated costs across services, you then dlocate costs to particular
chargesin areference tariff structure. By and large, the regulator considers that the structure
of reference tariffs should be a matter of commerciad discretion for a service provider,
subject to any proposed tariff structure not being unreasonably inconsistent with some
criteria of economic efficiency and adso some equity condderations.

In addition and as previousy mentioned, the regulator is obliged by section 38 of the
Gas Pipelines Access Act to consider whether a proposed tariff structure for a reference
sarvice relating to resdentia and/or small business end users of gas is condgtent with
extending effective competition in the retail supply of natura gas to these end users.

In assessing AlintaGass proposed reference tariff structures againgt these broad
principles, the regulator identified three matters of concern. The firgt of these relates to the
sarvice catering for the delivery of gas to large commercid end users which is Reference
Service A. The matter of concern here was differences in prospective gas distribution costs
under the proposed Reference Service A and its tariff structure and the gas distribution costs
under the current regulatory framework, which isthe Gas Digtribution Regulations.
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An assessment of the proposed tariff structure and the implications for some
hypothetica, if you like, Stuations of end users of gas indicated that the average gas
digribution costs under the two tariff structures may differ quite subgtantialy, with the
distribution costs under Reference Srvice A generdly higher than would have occurred
under the Gas Didribution Regulations. The actud difference though depended upon the
specific circumstances of the end user of the gas or the location of the delivery point for the
gas.

The regulator consdered that large changes in the average costs of gas distribution
in the trangtion from the Gas Didtribution Regulations tariff to the Reference Service A tariff
are incongstent with equity consderations for users and there should be some transtiond
arrangement put in place in moving from one tariff sructure to the other.

The second concern in regard to the tariff structure was differences in prospective
gas digtribution costs under Reference Service A and B1. These are two reference services
dill catering for large commercid end users of gas. The particular concern herewasthat in a
trangtion point for somebody close to the cut-off points for either service, there would be
subgtantid differences in the average cost of gas digtribution between one service and the
other, so the ability of a user of gas to substantialy affect the average cost of gas distribution
by increesing or decreasing the amount of gas use may give rise to incentives for the
inefficient use of gas.

The regulator considered that the incentives for inefficient use of gas crested by
these tariff Structures for Reference Services A and Bl are unacceptable and the tariff
structures should be amended to provide for a more seamless trangtion in gas distribution
costs between these reference services as the level of gas use by an end user crosses this
trangtion point.

The third matter of concern in regard to tariff structures related to an inconsstency
of didribution charges for Reference Service B3 with regulated retal tariffs for gas
distributed under this service and the consequent implications for effective competition in the
supply of gasto residentid and small business end users of gas who would be supplied with
gas under Reference Service B3.

The particular matter of concern here was that there were low or negative retal
margins for gas under certain assumptions of gas cost and the distribution tariffs proposed
by AlintaGas; that given the regulated retall cost or retail price of gas for certain gas quantity
blocks, there would be these low or negative retail margins which would discourage or
potentidly discourage any further gas trader or gas retailler from entering the market to
provide gas to certain end users and as a result this would potentidly impede the
development and continuation of effective competition in the supply of gas to these
customers.

The resulting amendment required for the access arrangement was that the tariff
dructure for Reference Service B3, the didribution tariff structure, shoud be altered to
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make provision for reasonable retall margins for different gas blocks, gas quantity blocks.

Moving on to what is a least in the order of things addressed in the Code the find
gep involved in looking a reference tariffs, this is the provison for tariff varigtion over the
access arrangement period and aso the provision of incentive mechanisms for the service
provider.

AlintaGas has proposed that reference tariffs be set for the first year of the access
arrangement period and then subsequently varied on an annud basis in accordance with a
paticular st of condraints. The tariff varigtion mechanism proposed by AlintaGas
comprises what is generaly known as an average revenue or revenue yield agpproach to tariff
vaiation, wherein tariffs may be varied subject to a congtraint that forecast average revenue
per unit of gas delivered for each year in which the tariffs will apply does not exceed some
gpecified maximum allowed average revenue for thet year.

Looking a the condraints on AlintaGas in varying tariffs from year to year, the
revenue yield mechanism proposed by AlintaGas dlows the variation of reference tariffs at
its discretion, subject to two particular congraints. Thefirgt isthat there isalimit on changes
to reference tariffs, such that the forecast average revenue in a year does not exceed the
maximum alowed average revenue determined in accordance with a fairly standard, if you
like, CPl minus X congraint where they're dlowed to increase tariffs generdly to some
extent less than the rate of inflation.

The second congraint on the variation of reference tariffs dlowed for a rebalancing
of tariffs which effectively comprises a change in the alocation of cods across reference
services or a change in the alocation of costs across particular tariff components in the tariff
dructure. The condraint operating here is that there is a limit on changes to the particular
reference tariffs, such that the change to any particular reference tariff component in a year
does not exceed a maximum dlowed vaue determined in accordance with a CPI plus Y
condraint. In other words, a particular tariff component is allowed to change under this
mechanism by the rate of inflation plus some rebaancing amount.

The draft decison indicated that this particular mechanism for the variation of
reference tariffs was unacceptable for severd reasons, these reasons being associated with
certain incentives that this mechanism creetes for AlintaGas and aso potentia consequences
for compstition in the retail gas market.

The particular concerns in this regard were the incentives of an average revenue or
revenue yield approach for inefficient pricing of services inasmuch as when the sarvice
provider increases the ddivery of a certan service, they dont actudly capture the
incremental revenue from the delivery of that service but, rather, they increase their average
revenue across al services. So there is not a clear price signa for the service provider to
increase ddivery of @rtain services according to the vaue of those services but, rather,
there is an incentive to increase average revenue and therefore tota revenue for the business
and this can cregte digtortions in incentives whereby the service provider has the incentive to
increase total throughput and total revenue, possibly by pricing certain services less than
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thar incrementa cogt.

Secondly, there's some potentia for the Strategic pricing of services to discourage
compstition in particular parts of the retail gas market. This is particularly through the
rebaancing provisons of the average revenue mechanism and arises where there are
regulated retail tariffs for gas. In other words, there is some scope there for a service
provider to dlocate costs to services with a regulated retail price and thereby effectively
make these services cost prohibitive for competitors.

Findly, on a sort of adminigtrative note, the complexity of a revenue yield form of
price control resultsin potentialy higher costs of administration and regulation.

The regulator concluded that the provisions for tariff rebadancing under a revenue
yield or average revenue mechanism should be removed from the access arrangement and
that a price cap form of price control be implemented whereby individud tariffs may be
increased subject to a CPl minus X condraint. Although these revisons or required
amendments remove the discretion for AlintaGas to redlocate costs and rebaance tariffs,
this does not prevent AlintaGas from changing these cogt alocations and rebaance tariffs
but, rather, would require this to be undertaken through a review of the access arrangement
and with the oversight of the regulator.

| think I'll leave that there; as the mgor issues that were addressed by the draft
decision.

WACC - MR ROBERT PULLELLA

MR PULLELLA: 1 will be presenting the key aspects of the draft decison as they rlae
to the rate of return. The code - as Ken has aready mentioned, requires that the return
should be commensurate with the prevailing conditions in the market for funds and the risk
thet is involved in ddlivering a reference sarvice. The rate of return should also be sufficient
to motivate invesment in pipeline assts.

The rate of return as it has been determined in the draft decision - AlintaGas actudly
proposed a real pre-tax weighted average cost of capital of 8 percent which corresponds
to a return on equity of 11.2 percent. The draft decison determined that the rate of return
that would be appropriate would be a 13.2 percent return on equity which is a nomina
post-tax return - and a weighted average cost of capital of 7.9 percent, which isared pre-
tax weighted average cost of capital.

In determining this rate, the regulator consdered a number of fundamenta input
parameters. | will just go through these now. These are the financia parameters that were
used in determining the weighted average cost of capital. The firgt of these parametersisthe
risk free rate and the inflation forecast. Other regulators have used the yield on 10-year
government bonds to estimate the risk free rate. Typicdly they've used a 20-day average
and that has been a consistent approach and an accepted method of calculating this rate.
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The nomind risk free rate that was caculated usng these inputs or usng this
approach was a 6.85 percent nomind risk free rate and ared risk free rate of 3.65 percent.
The forecadt inflation rate is derived from the difference in the yidd of Commonwedth bond
rates and index linked bonds over the same period.

In this instance, yields on bonds - the 10-year yield to maturity - were used and the
derived inflation rate was 3.09 percent. The estimation of rates derived using this approach
will vary depending on the time of their estimation.

The next parameter that we looked at was the market risk premium. The market
risk premium reflects the excess of return achieved by the market as a whole over the risk
free return and from the advice recaived, the accepted values of a market risk premium
ranged between 5 and 6 percent. Based on this range for the premium - and thisrange is
typicaly what was adopted by other Austrdian regulators to date - the regulator consders
that a premium of no more than 6 percent should be used to estimate the weighted average
cost of capitd for AlintaGas.

The next parameters that we looked at were the asset and equity beta. The advice
that we received indicated the asset beta range should be between 0.45 and 0.6. Because
of the possible increased risks that are likely to be borne by AlintaGas due to its lower
market penetration and higher average costs, an asset beta towards the upper end of this
range has been usad to estimate the weighted average cost of capital for AlintaGas. This
vaue was determined to be 0.55.

It is worth noting that this asset beta is dightly higher, but not materidly different
from the value adopted by AlintaGas, which was 0.51. An asset beta of 0.55 corresponds
with an equity beta of 1.05 and this equity beta is lower than the equity beta of 1.2 that has
been adopted by other regulators.

Next, we looked at the debt margin. AlintaGas appears to have calculated its cost
of debt margin by inserting an assumed debt beta into the capitd assat pricing model
equation and the resulting cost of debt was cal culated to be 1.53 percent asamargin.

The debt margins that have been adopted by other regulators in recent regulatory
reviews have ranged between 1 and 1.2 percent. On the basis of the financid advice, the
regulator has adopted a debt margin of 1.3 percent.

Other parameters that were examined include the capita structure or gearing leve,
the taxation rate and the dividend imputation factor. Firdly, the capitd Structure - recent
decisons by regulators on gas pipeine infrastructure in other states have proposed gearing
levels of 60 percent. Section 8.31 of the Code requires that the financing structure should
reflect standard industry structures and therefore to be consgtent a gearing level of
60 percent was adopted for the decison.

The taxation rete - the regulator considered that the Statutory tax rate of 36 percent
would be gppropriate and thisis consistent with decisions made by other regulators.
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Findly the dividend imputation factor - the value of franking aredits is incorporated
into the weighted average cost of capital caculation to reflect the benefits that shareholders
gain from franking and the consequent requirement from shareholders for the rate of return
on invesment. The mechanism that is used to adjust the WACC is represented by the
gammaterm. AlintaGas assumed a gamma value of 0.3, which was sdlected from arange of
between 0.2 and 0.4.

On the basis of financid advice, the regulator has decided to use a gamma vaue of
0.5 in the determination of the weighted average cost of capital and again this is consstent
with the decisons of the Audraian Competition and Consumer Commission and the Office
of the Regulator-Generd in Victoria

Lagtly, we look at the conversion of a post-tax weighted average cost of capital to a
pre-tax weighted average cost of capita. By using the previoudy selected parametersin the
capita asset pricing modd, a pogt-tax weighted average cost of capitd is cdculated. The
conversion of the post-tax weighted average cost of capitd to a pre-tax weighted average
cost of capitd is undertaken by adjusting for the corporate tax rate, including the effects of
imputation franking credits.

In most decisions to date, the Audtrdian regulators have based their assumptions
about the cogt of tax on two simple transformations of a post-tax WACC to a pre-tax
weighted average cost of capita. The market practice transformation has typicaly been
used and aso the reverse transformation or a combination of both. The calcuation of these
transformations is explained in the draft decison document, but the essentid difference is
whether the inflation factor is accounted for before accounting for the taxation rate or after.

The market practice transformation resulted in aweighted average cost of capitd of
8 percent and the reverse trandformation weighted average cost of capitd is 6.3 percent.
This was the range that was used by the regulator in determining the final weighted average
cost of capitd.

The regulator considers that the red pre-tax weighted average cost of capital should
lie somewhere towards the upper end of this range and on the bass of financid advice
determined that the red pre-tax weighted average cost of capita of 7.9 percent would be
appropriate for the AlintaGas distribution system. That concludes my presentation.  Thank
you.

DR MICHAEL: Thanks, Robert and Ray. | should add that the other person on the
table is Peter Kolf who's the Executive Director of the Office of Gas Access Regulation.
Peter will be taking part in the open forum. He's going to answer dl the questions. Is that
right, Peter - something like that?

We're actudly ahead of time. I'm going to suggest that we break if we're ready for
morning tea, Julie. Would we be ready now? It doesn't look as if we are. Could we just
check? It might be worth taking advantage of the fact that were alittle early. Perhaps you
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don't fed like a cup of coffee or tea at this stage but we do need to dlow AlintaGas time to
prepare for their next sesson.

We dso have copies of our overheads outside for anybody who would like to take
a copy. It does give you time to sort of mull over the things that weve said and to talk
amongst yourselves on these issues. Morning tea and morning coffeeis ready, so I'm going
to suggest that we come back at 20 past 10 if that's acceptable to everyone. | will give you
acdl just 5 minutes before then, to give you a chance - and give time to AlintaGas.

| will be passing the sesson over to Phil Harvey to run the sesson, which should
take up to about an hour. Having heard both aspects of the draft decison, | think it will give
you an opportunity then to pose questions. We could take a question time now, but | think
it would be far better to take the questions in the context of hearing first from AlintaGas.
Let's have abreak for about half an hour. Thank you.
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RESPONSE TO DRAFT _DECISION - PHIL HARVEY _ and
DARREN GRONDAL, ALINTAGAS

DR MICHAEL: This sesson now will be a presentation for up to about an hour by
AlintaGas and then well have our open forum. We're scheduled to finish at 12.30 but I'm
aure therés alittle bit of flexibility in there if we hagppen to have more questions, but it's my
very great pleasure to introduce the Chief Executive Officer of AlintaGas, Phil Harvey, who
| would invite to the podium and aso ask him to run this sesson. Thank you.

MR HARVEY: Thank you very much, Dr Michad. Good morning, colleagues, friends
and other industry participants. It's a great pleasure and AlintaGas welcomes the
opportunity to respond at this public forum to the draft decison on the AlintaGas access
arrangement.

The forum is a little unusud. | think those of you who understand the way the
system operates in the United States with rate hearings would know that instead of a forum
like this, the regulator would be sitting a a table or in some eevated position and industry
participants would be making submissions to him. Because it's
a forum involving Off GAR, AlintaGas and cthers, it is in my view more in the nature of
public education than a detailed technica response to the draft decision.

However, having said that, let me just indicate to you the outline of the presentation that we
intend to make in the next hour or so.

The presentation will take about an hour. It will be dong the linesthat | have shown
here. 1 will briefly review the background to the access arrangement. I'll talk about the way
that it was actudly prepared and the amendments proposed in the draft decision in very
generd terms.  I'll make some comments on the regulatory process and some generd
comments and al that will only take about 5 to 10 minutes.

| will then hand over to Darren Gronda who has been, and 4ill is, reponsible
mainly for regulatory affars within AlintaGas. Mot of you would know Darren. Darren will
then cover the last two dot points but the main meat of the presentation, the main substance
of the presentation, will be in those dot points.

Deding then with the background, it is clear that the decison by the regulator is
fundamentadly important to AlintaGas, not only in financid terms - and clearly it is the most
important determinant of vaue that AlintaGas faces in the next little while - but it isthe first
time that AlintaGas and to a large extent the regulator have gone through this process for a
system of the size that we're talking about here. We want to make sure that we get it right
and | know that Ken and dl of the Off GAR gaff, Peter and dl of his colleagues, aso want
to get it right.

In terms of timing, we commenced preparation of the access arrangement in
September 98. Now, we had actualy done some work leading up to that. By the time we
submitted the access arrangement in June 99, weldd completed amost 12 months work on it.
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The draft decison of course was given in March of this year and by the time we get to afind

decison, there will be amost another 12 months that have gone past, o the process will

have taken dmost 2 years from the time we commenced preparation of the access
arrangement to giving afind decison.

That represents a very sgnificant undertaking in terms of both cost and resources.
In terms of direct codts, of courseit is AlintaGas thet is bearing the cogt of its own resources
and the consultants and others that it has used but it also bears afair proportion of the cost
of the Office of Gas Access Regulation - and those are not insgnificant.

However, in my view the main codt is not so much the dallars but it's the cogt in
terms of the management time that needs to be put into the preparation of the access
arrangement and those other staff members who are diverted from other activities. It'sredly
the opportunity cost of those resources which is probably the most significant cost.

| would like to turn now to preparation of the access arrangement, because many of you
might not know the process that we went through. At the time we commenced work on
preparing the access arrangement, the regulator had not been appointed. It's very difficult to
prepare an access arrangement where policy decisions need to be made without having an
opportunity to discuss them with the regulator. Of course, in future that won't be the case
but that's the position we found oursvesiin.

AlintaGas was a that time, and dill is, very conscious that it is government owned.
We wanted to comply not only with the details of the access code, but we wanted to
comply with the spirit as well. We decided we should establish a steering committee, which
included representatives from Treasury, the Office of Energy, the consultants we used (who
were KPMG) and other consultants. That steering committee provided guidance to the
Access Arrangement Working Group who basically did al of the detailed work.

We were keen to have other State government agencies and departments involved
to make sure in the absence of a regulator that we didn't make decisions in isolation that
offended the Government in generd. | hasten to add that the other government agencies
reserved the right to make separate submissions to the regulator. So the steering committee
was intended to be hepful but nothing in the access arrangement at dl is binding on the
views of the other government agencies and departments.

We used independent experts to assist us in developing the WACC, in looking a
the valuation of assets, operating expenses, capitd expenses, forecasts and so on. We in
fact tried to get the best possible advice at the time, knowing that this issue was so important
and it was the first one.

Let me turn now to the amendments that are proposed in the draft decison. There
are 47 amendments. We consider about 20 of those are materid amendments. Whilein the
presentation made prior to morning tea it was indicated that the capita asset base - that is,
the initid capitd base - is proposed to be reduced from around about $540 million to $510
million, it is important to understand that some of the other amendments that are proposed,
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when you look & those in detail, may require a further reduction in the capital asset base to
achieve what the regulator is seeking to achieve, and in particular the adjustment of the tariffs
that has adso been mentioned before morning tea. In order to adjust tariffs to achieve the
regulator's desired outcome, it may well be necessary to make further reductionsin the initia
capital base.

Having said that, it's clear that we are prepared to accept most of the amendments.
Today we want to focus on 13 of the materid amendments that are proposed. We will of
course provide further information to the regulator in a full written response and that written
response will be put to the regulator before the end of the week. We expect of course that
the regulator will make it available on the Web ste and so you will dl be able to see what
we have to say in detail in our response to the decision that has been given.

| should hasten to add that if anybody wants a copy of the overheads that we use in
this presentation here, we don't have them to hand out afterwards, but if anybody wants to
get a s, rather than wait for the full submission on the OffGAR Web gte, if you leave your
business card with Darren Grondal or with me, well make sure that you get a copy of the
overheads. If you'd rather leave your business card with Ken or the Off GAR staff for some
reason - you would not like to be identified to us - do that as well and well make copies
available. There's nothing underhanded in this, believe me.

| should say of course that in providing a response to the regulator we're looking
forward to the detalled discussions that will flow from that. There is a timing imperative.
Weve dready taken quite a large amount of time in terms of the preparation of the access
arrangement, the consideration by the regulator and so on. | think al of us are now looking
forward to getting the findl decison as quickly aswe can. Nevertheess, there will be aneed
for some detailed discussions.

Just before handing over to Darren to ded with the detall, | want to take this
opportunity just to make a couple of generd remarks on the regulatory processes. I've
dready mentioned that it took AlintaGas something like 12 months to prepare the
submission and then a further 12 months. In future, | hope we can get the timing better than
that. 2 years from the time one starts to the end point is a process that in my view issmply
too long.

Let me hasten to say that these comments I'm making on the regulatory processesin
no way reflect on Ken or on Peter and their staff. | have some comments to make on the
process that we are al operating under, the process which is determined by the legidation
we have and the nationa access code.

We recognise that this is the first access arrangement for the distribution system and
of course the results are of interest and concern to dl participants in the gas industry, but
there should be an objective in my view to try and reduce the time frames while being
consstent with the Code.

In my view, there are ways that we should examine of shortening the process and

Transcript 16
Mid-West and South-West Gas Distribution Systems Public Forum
May 2000



Office of Gas Access Regulation

reducing the costs. For example, the joint use of experts needs to be considered in future.
Instead of being seen as opponents, the regulator and AlintaGas, on the other sde of the
table trying to beat each other to death, | certainly prefer a view that says we should work
jointly to attempt to achieve an outcome which properly reflects the baance of dl the
interests. We will be exploring some of those things as we go down the track with the
regulator.

Just moving to my last dide and some very generd comments, it is important to
understand that the proposed access arrangement that we submitted was not an ambit claim.
It was a document which in our view provided a reasonable balance of interests and we
believe there are good arguments why dl of the amendments, the 47 amendments, that are
proposed are not necessary. However, we understand there are different views on these
things and I've indicated earlier that we look forward to discussng the most important of
those with the regulator.

In our view the access arangement which we submitted reflected not only
AlintaGass views but those of the steering committee and therefore our government
ownership.

The overdl concern with the draft decison that has been given is that it is more
heavy-handed and intrusive than is required by the Code, in our view. Secondly, it attaches
in our view undue weight to section 38 of the Act. Section 38 of the Act, as was indicated
earlier, details or sets out the fact that the regulator has to take into account competition and
promote competition, but there is a range of other issues which the regulator is required to
take into account and it's the balance of those issues which is the important thing.

Within AlintaGas, we take very serioudy the matter of separating the digtribution
business from the retail business. The distribution business is required to be ring-fenced, as
it is, and in the new AlintaGas Ltd arrangement it will not only be ring-fenced; it will be a
separate legal entity as required by the Code.

Comment was made earlier about the desirability from the regulator's viewpoint of
having retaill margins that are roughly the same across reference tariffs. Within AlintaGas of
course there's no particular reason why the distribution business should have or does have
knowledge of retall margins. If one envisages aworld, and we are dl going into this world,
where there are severa retalers out there buying gas under a whole range of different
arrangements, then one hasto question | believe what aretaill marginis.

Even if one takes the view that one can modd that and that the digtribution charges
need to be set in such away that a retailer can make a profit, if that means that somebody
has to take some pain, | would also question why it isthat AlintaGas digtribution has to teke
that pain. The mode represents the complete gas chain. For aretailer to make a profit, he
has to buy gas, trangport it through the transmission system, through the digtribution system
and sl it. If the regulator requires the retaller to make a margin and some pain has to be
taken, | don't understand why it has to be distribution, rather than, for example, shared with
the transmisson business.
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However having said that you can see that we have some broad concerns with the
draft decision that has been given and it's my pleasure now to hand over to Darren Grondal
who has the primary responghility within AlintaGas for dedling with egulatory matters.
Thank you.

MR GRONDAL: Good morning, ladies and gentlemen. As Phil has indicated, I'm going
to take you through what were the last two bullet points on our outline summary. Just to
remind you of wha they were, I'm going to highlight the key materid amendments as
AlintaGas sees them and I'm going to provide you with a brief overview of AlintaGass
response to each of those key materia amendments.

Just to reiterate what Phil said, we are putting in a detailed response to the draft
decision on Friday. What we say today will only provide the very barest of summaries of
what we intend to say in that response.

To move on to a quick summary of where we see the key materiad amendments, we have
put them into five categories. The first of these is trigger mechanisms - the mechanisms by
which the regulator may require an early review of the access arrangement.

There are amendments in relation to tota revenue, which covers components such
as the derivation of the initid capitd base, the cdculation of the weighted average cost of
capital, and forecast capital and operating expenditure.

Another grouping is that which relates to reference tariffs, in particular the structure
and design of reference tariffs.  Fourthly, reference tariff variations - the manner in which
AlintaGas proposes to vary initid reference tariffs within an access arrangement period.
And, findly, the fixed period - the period for which fixed principles cannot be changed
without the agreement of AlintaGas.

You will note from this list of five rough groupings that AlintaGass concerns with
some of the materid amendments extend beyond what the regulator has discussed this
morning. The regulator has concentrated very much on the middle three bullet points - tota
revenue, reference tariffs and reference tariff variations. AlintaGass concerns extend
beyond these because we are dso very interested in the form and structure of regulation as it
will extend into the future.

| will now turn to the first of he key materid amendment areas, which relates to
trigger mechanisms. Section 3.17 of the Code States that the regulator can require that the
access arrangement include defined specific mgor events tha trigger an obligation for
AlintaGas to submit revisions. When AlintaGas submits revisons after the occurrence of
one of these specific mgor events, it will trigger a full review under section2.28 of the
Code.

The regulator, in amendment 25, specified four trigger events, which will enable him,
if hewishes, to trigger areview. AlintaGas viewsthis as asgnificant regulatory risk issue. It
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decreases AlintaGass certainty about the term or the duration of the access arrangement.
The occurrence of a trigger event will trigger an obligation to submit revisons. That will
sgnificantly reduce the term of the current access arrangement.

AlintaGas intends to object to amendment 25 for a number of reasons. The first of
these is that the reasons for decison do not disclose that the regulator considered whether
or not each of the trigger events was necessary for the purposes of achieving section 8.1 of
the Code. Secondly, AlintaGas doesn't accept that each of the four specific events defined
by the regulator are specific mgor events as required by section 3.17 of the Code.

It is dso clear from what | said before that, if atrigger event occurs, AlintaGas has
an obligation to submit revisons. From there, the regulator has an obligation under the
Code to undertake a full review of the access arrangement. AlintaGas comments that the
Code does not seem to provide the regulator with discretion about whether or not he will
actualy undertake areview.

Findly, in addition to dl the points above, AlintaGas is of the view that none of the
four specified events justify a full review of an access arrangement. AlintaGas cannot see
why any of the events should trigger an early review of the 5-year access arrangement which
we have proposed.

Findly, and we put a question mark up againg this, we question whether or not the
decison in this area puts forward a regulatory precedent. We haven't been able to identify a
gmilar provison in any other access arrangement or find decison in Audrdia

I'll now move on to the issues relating to a caculaion o totd revenue. The firg of
these, and the mgjor area, concerns the initia capitd base. AlintaGas caculated the initid
capital base usng an optimised deprival value methodology. This methodology resulted in a
vaue of $530 million as a 31 December 1998, corresponding to avaue of $540 million as
at 31 December 1999.

The regulator's amendment 28 will see a further reduction in the initia capital base
from roughly $540 million to $510 million. An important point to note hereis that thiswould
represent a write-down from the depreciated optimised replacement cost vaue in the order
of about $200 million. AlintaGass DORC vauation came in a& $707 million. AlintaGas
voluntarily wrote down the DORC vaue to $530 million, and the regulator's decison will
write it down even further.

Asyou can see, AlintaGas intends to object to this amendment. It intends to do so
for a number of reasons concerning retal margins, the regulator's comments in relation to a
shift in revenue, reasons related to section 38 of the Act, retall cost eements and the
depreciated optimised replacement cost valuation.

The first of these areas concerns retall margins. The regulator states in the reasons
for decision that he requires a 2percent net retaill margin overdl and on each reference
sarvice. If the 2 percent net retall margin is required for each reference service, AlintaGas
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should not be the only market participant required to contribute to it.

The effect of amendment 28 in further reducing the ICB means hat AlintaGas
digribution will be the only party to contribute to the achievement of that objective.
AlintaGas will submit that this does not represent a reasonable baance of interests. It does
not represent a reasonable balance of interests between the interests of AlintaGas and other
market participants and it does not represent a reasonable balance of interests between
AlintaGas and the perceived public interest in the extenson of effective competition which
are dl mattersthat the regulator must balance under section 2.24 of the Code.

Finaly, AlintaGas notes that many of the problems creeted in this area are the result
of resdentid tariff capsin repect of which it is government policy to continue into the future.
AlintaGas observes that tariff cgps will make it very difficult to ddiver postive net retall
marginsfor al sectors of the market.

The next areain relation to the initia capital base concerns the regulator's assertion
about a shift in revenue between the retail and the digtribution businesses. AlintaGas doesn't
accept this assertion.  AlintaGass modelling for reference tariff determination assumes
sgnificant reductions in retail prices in response to competition, and that is where much of
the reduction in revenue for the retail sector of the market comes from.

In addition, as this is the firgt time that implicit distribution revenues have been
cdculated, AlintaGas finds it hard to understand how it could be said that weve shifted from

anything.

The next point in relation to the ICB concerns section38. As you heard from the
regulator's presentation, section 38 figures very heavily in the draft decison. The regulator
seems to argue that section38 requires that reference service B2 and B3 provide a
2 percent net retall margin.  AlintaGas will oppose this on the basis that it does not agree
with the regulator's interpretation of section 38. The reasons for that view will be set out in
some detail in our response on Friday.

We will dso argue that, despite the matters of interpretation, undue weight has been
given to section 38 and that insufficient weight has been given to competing interests, and
mogt particularly of relevance to AlintaGas, its legitimate business interests.

The next areain rdation to the initial capital base concerns retall cost dements. In
the draft decison, the regulator seems to have based his decison on the assumed costs of
AlintaGass retall busness. AlintaGas will submit that this gpproach is unreasonable. We
believe that retail osts should be assessed by reference to the costs of a range of new
market entrants, not the cogts of AlintaGass retail business,

The find area in reation to the initid capita base concerns the depreciated
optimised replacement cost valuation. The regulator expressed some technical concerns
about the vauation, which was carried out for AlintaGas by GHD. AlintaGas notes thet it
hed dready reduced its DORC by $170 million from the initia vauation of $707 million.
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The regulator said that these technica concerns led to an asserted significant
vauation uncertainty of $200 million and a potentid overstatement of $85 million. AlintaGas
believes that the regulator is incorrect about these uncertainties and looks forward to
providing further information in discussng this matter with the regulator prior to the find
decison.

The next area that | wish to touch on is in relation to the calculaion of forecast
capita and operating expenditure, which is aso relevant to the caculation of tota revenue.
AlintaGas wishes to stress that it did not put forward an ambit clam in caculating capital and
operating expenditure. Its forecasts were reasonable and arrived at on a reasonable basis.
We dso make the note that we benchmark well in these aress.

We appreciate that the assessment of forecast capital and operating expenditure
requires agood ded of judgment in terms of whether or not those forecadts satisfy thetest in
the Code. AlintaGas intends to provide further information to the regulator to support the
capita and operating forecasts and we look forward to discussing those with the regulator
prior to the fina decision.

The next area concerning tota revenue relates to the weighted average cost of
capitd. | guess we should stress that AlintaGas aso took independent advice in caculating
the weighted average cost of capitd and submitted its access arrangement based on that
advice. AlintaGas notes that the regulator's approach does not differ in any materia respect
from AlintaGass proposed methodology for the weighted average cost of capital. The
outcome, furthermore, is proximate to the WACC proposed by AlintaGas and, should this
amendment appear in the fina decison, wed intend to submit an amendment that complies
withit.

The next area to discuss relates to reference tariffs. Weve now completed the
discusson on totd revenue. Were moving on to reference tariff design issues. The firgt of
these relates to amendment 37 in which the regulator requires a reasonable trangition from
GDR pricesto Reference Tariff A prices,

Whilgt AlintaGas doesn't agree with the reasoning that takes the regulator to that
point, we do appreciate the concerns cited by the regulator. To address the concerns, we
intend to propose appropriate trangtiona arrangements for pricing between the GDRs and
reference tariff A.

The next tariff issue relates to the seamless trandtion for Reference Tariffs A and
B1l. In amendment 38, the regulator requires amendments to alow for a reasonably
seamless trangtion between Reference Tariffs A and B1. Ray went over that earlier on.
We acknowledge the issue raised by the regulator and intend to propose a change to the
tariff structures for Reference Tariffs A and B1 to accommodeate the requirement for a
reasonably seamless trandtion. We look forward to discussing that with you prior to the
find decison.
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The next areais very sgnificant. It relates to retall margins for Reference Tariffs B2
and B3. As Phil has dready indicated, the potential effect of the amendment in this arealis
not reflected in the headline numbers.  This amendment is not reflected in the initid capita
base of $510 million.

The amendment States that the regulator requires reasonable retail margins both in
total for any resdentia end user and for any gas quantity block. AlintaGas has interpreted
that to mean that the regulator would like to see that a pogitive retall margin is provided for
every customer, regardless of the amount of gas consumed by that customer.

AlintaGas intends to object to this amendment. In the first place, we find tha
amendment 39 is uncertain. Thisis a matter that we have had some discussions about with
Off GAR and look forward to continuing. The fird issueis. what does the regulator mean
by the term "reasonable margin"? The second uncertainty is. in referring to ‘reasonable
retall marging, does the regulator mean ‘gross retall margins or ‘net retaill marging. These
uncertainties could have a sgnificant effect on the access arrangement and on the business of
AlintaGas.

The amendment proposed by the regulator is based on his interpretation and
gpplication of section38. Asweve previoudy indicated, AlintaGas does not agree with the
regulator's interpretation of section38, and we will outline the reasons for that in our
response to the draft decision.

We will particularly argue that section 38 does not require a retail margin for every
customer for every level of consumption. Well aso argue that it's unreasonable to require a
retaill margin for every resdentia customer for every level of consumption. Well  argue
that it is unreasonable to require that because it will give priority to the interests reflected in
section 38 at the expense of AlintaGass legitimate business interests. AlintaGas believes it
put forward a proposal that reflected a reasonable baance of interests. Movement away
from that will result in an unreasonable weighting of interests.

Findly, in relation to large resdentid consumers, the regulator has expressed
concern about the extension of effective competition for those resdentid customers taking
more than 45 giggoules of gas per annum. AlintaGas observes that difficulties in this area
are largely the result of athird sep in aretail tariff cap that is not cost reflective.

I'll now move from reference tariff issues to discuss variaion mechanisms. By
variaion mechaniams, I'm talking about the manner in which initia reference tariffs vary
within the access arrangement period. AlintaGas established certain reference tariffs that
apply from the first day the access arrangement commences, and those reference tariffs
were intended to vary throughout the access arrangement period in accordance with a CHl
minus X price path and a pass through mechanism which would dlow the recovery of
additional regulatory and taxation cost burdens.

Part of that process, importantly, was that AlintaGas would put to the regulator
satements which requested approva to increase the prices. The regulator would be
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obligated to make a decision to approve those increases or variations - in fact, they could be
decreases - aslong as the manner of calculating the reference tariff variations was consstent
with schedules 2 and 3 of the access arrangement; namely, the CPl minus X methodology
and the regulatory and taxation pass through mechanism.

Furthermore, an obligation was to be imposed upon the regulator to undertake that
gpproval process within a certain time frame.  In putting this proposd forward, AlintaGas
believed that assessment of variations in reference tariffs for compliance with CPl minus X
and regulatory and tax pass through mechanisms would largely be a farly mechanica
auditing task.

However, the regulator has stated that he will require that reference tariff variations
be approved by him and that he will have no obligations to process the applications, other
than those which would arise under afull review under the Code.

AlintaGas intends to object to this amendment. It believes that its agpproach was
consstent with section 8.3 of the Code. Section 8.3 of the Code says that, provided it's
consgtent with section8.1 of the Code, the manner in which reference tariffs may vary
within an access arrangement period is at the discretion of the service provider.

AlintaGas observes that the regulator's decison in this area will significantly reduce
regulatory certainty. AlintaGas fedsthat it will not have the certainty necessary to know that
its tariffs can change on an annua basis in accordance with its CPI minus X methodology
and its regulatory and taxation pass through. Findly, AlintaGas believes that the decision in
this areawill not reflect an appropriate baance of interests.

The next area that 1 wish to touch upon is that of incentive regulaion. AlintaGas
proposed that its initia reference tariffs would vary within an access arrangement period in
accordance with a revenue yield modd of CPI minus X. There would be a further
congraint of CPI plus 2percent on the extent to which individuad components of tariffs
could vary within the access arrangement period.

The regulator, however, has stated that he requires a CPl minus X price cgp on
each reference sarvice, and the key factor motivating that amendment appearsto be adesire
to not dlow rebadancing of reference tariffs by AlintaGas, short of afull review of the access
arrangement. AlintaGas will disagree and object to the proposed amendments in this area
It will argue that the interpretation and application of section 38 in respect of the remova of
rebalancing provisonsis unreasonable and incorrect.

We will further disagree with objections to the revenue yidd mechanisms. The
regulator has catadogued a series of objections to the revenue yiddd mechanism, which
AlintaGas assarts are theoretical and largely unsubstantiated. AlintaGas, however, notes
that thisisafairly complex, abeit important, area and we look forward to further discussons
prior to the issue of the final decison.

The find areathat | wish to touch upon concernsthe fixed period. The fixed period
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is aperiod of time during which the regulator can't change certain specified fixed principles
without the agreement of AlintaGas. AlintaGass proposa was to have a fixed period of
10 years. Under amendment 47, the regulator has indicated that the fixed period should be
no gregter than 5 years, which isthe length of the first access arrangement period.

AlintaGas intends to aso object to this amendment. Based on our reading of the
reasons for decision, it is not clear that the regulator had regard to AlintaGass interests in
making this decison. We note, particularly, that sections 8.47 and 8.48 of the Code make it
clear that regard should be had to our interests in this assessment process in relation to the
fixed period.

Were dso of the view that the Code makes it quite clear that the fixed period is
intended to exceed the access arrangement period. The proposa put forward by the
regulator would effectively result in an eguation of the fixed period with the access
arrangement period. AlintaGas believes the duration of the fixed period is a key regulatory
rnsk issue. It is a period during which certain fundamental factors and principles that
underscore the access arrangement will apply without variation.

Findly, AlintaGas will argue that the regulator's decison in this area is inconsstent
with the policy of the Code.

That redly brings me to the end of our brief summary of the key materid
amendments. AlintaGas looks forward to theissue of the fina decision and we note thet the
timing of thefina decison isimportant due to the impending sde of AlintaGas.  Thank you.

DR MICHAEL: Thank you, Phil, and thank you, Darren, for that presentation. There
are a number of issuesraised. It's not my intention to respond to any of those unless they
come up through the forum. | suppose the only point | would make - and as| said, the key
issue is the retail margin and we highlighted that. \We may not have highlighted some of the
other issues, but | believe they're not that straightforward and we do need to St down and
go through the process. That's why we welcome the submission and we will welcome the
details later in the week.

| might add that we didn't indicate a 2percent nargin. We used the 2percent
margin to determine the initid capital base. We assumed a 2percent margin but | think
you'll find the amendment reads "for AlintaGas to consder a retail margin and to advise us
what they think in respect of that". | think the team would tend to support that. We might
touch on that in alittle while. | don't know if anybody wishes to make any comment on that
because it was a key aspect of that presentation.

OPEN FORUM

DR MICHAEL: What | would like to do now isto commence the open forum. We have
got quite a bit of time. We have got till 12.30. What | would ask is that there's a roving
mike so please use that. Please direct your questions to the chair and would you please give
your name and affiliation. We need both obvioudy for follow up, if we need to, and
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certainly for recording purposes. We would welcome any comments at al.

Phil and his team are quite happy to respond to any issues that are raised and I'll
leave it to Phil to determine to what extent ke wishes to do that, but certainly he has that
opportunity and we would welcome that input if he or his team so desires. Do we have a
first question or comment?

MR KING: Yes. It'sDavid King from CMS Energy who are the owners of the Parmelia
pipeine and the Dongara processing facility. 1t was an interesting presentation today. There
were some maiters that CMS made in their public submission prior to the draft decision that
appear to have been somewhat glossed over. We would just like to bring at least one of

those to your atention. Thisisthe issue of gas quality.

Perth Basin producers are the key to promoting a competitive environment - these
are the words tha Ken and yoursdf used in the initid introduction - and encouraging
economic activity. The proposed broader spec asin the draft decison to some extent limits
the Perth Basin producers from putting gas into the AlintaGas digtribution sysem. The gas
specifications as laid out in the regulations, the Gas Standards Act, dlow Perth Basin
producers to put gas into the AlintaGas system, whereas the new broader specs do not. |
wondered if you had a comment on why you've adopted the broader spec. We would
argue that the broader spec is a misnomer there because the spec is actudly tighter than the
Gas Standards Act which would preclude a sgnificant competitive group of people in the
Perth Bagin from putting gas into the distribution system.

DR MICHAEL: Peter?

MR KOLF: Thank you, David, for that question. Yes, | an aware that there are certain
parameters within the broader spec that may be seen as inconsistent with the Gas Standards
Act.

There are some additiona specifications in the broader specification which are there
that don't exist in the regulations. These were put forward by AlintaGas. We haven't
objected to them. Let me say that they were determined to be reasonable specifications
through a process that was operated by the Office of Energy some years ago now. For
these reasons, we have not seen it gppropriate to chalenge those views. However, as |
sad, thedecison isadraft decison. If thisisfet asamatter in dire need of adjustment, then
we can look at that again, but | would suggest that we need to refer back to the work that
has been done in this area that has considered the broader specification to be a reasonable
specification.

DR MICHAEL: David, doesthat answer - - -

MR KING: Yes, it answersit to some extent. The Office of Energy was involved in the
gas regulaions, which were changed at the end of last year where a broader spec wasn't
adopted. | guess we would argue that the broader spec is suitable for the Dampier-Bunbury
pipeine but for Perth Basin producers in some respects, as you've pointed out, is more
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gringent and it doesn't redly line up with the specifications in the Eastern States of Audraia,
for example, where on severa aspects the specification is broader and would enable Perth
Basin gasto be put into the system.

MR KOLF: Well take those comments on board.
DR MICHAEL: Thank you. Yes, please.

MR FORCKE: Alex Forcke from Arc Energy. Just asafollow up to the particular issue
that David has just addressed, as you know we are a Perth Basin producer. We own and
operate the Dongara gas field. As mogt of you will know, the Dongaragasfied in addition
to some other Perth Basin producers has in fact provided gas into the metropolitan area for
anumber of years. It provided the mgority of gas up until the mid-eighties. The qudity of
gas that was provided at thet time is exactly the same as it is now, s0 | have to serioudy
question the particular issue that David hasraised aswell. That is, at this particular point in
time where the market is meant to be opened up for competition - and people like us play a
key role in that - why suddenly through this change that is proposed to be adopted are we
meant to be quarantined from supplying our gasinto the metropolitan area?

DR MICHAEL: Peter, do you have any further comment to make? | think we certainly
have to take that on board.

MR KOLF: That'sright. That was in the nature of a comment, rather than a question |
takeit, and we will take that on board.

DR MICHAEL: | think AlintaGas might like to make a comment.

MR TER KUILE: Artter Kuile fromAlintaGas. In broad terms, | think it'simportant to
understand what the purpose of the gas quaity specification is. Aswe seeit, there needs to
be two things we need to comply with: (1) the gas needs to conform with the statutory
requirements and (2) we need to provide an environment in which people can design
equipment to use the gas and have some concept of what its qudity will be.

Now, AlintaGas is adso very keen to interconnect with the Parmdia pipeline, as
David well knows. One of the items we identified in that discusson was the hydrocarbon
dew point. Traditiondly, we've dways set a hydrocarbon dew point of zero degrees C and
that was in part based on gas supplies being better than zero degrees C. What we intend to
introduce as an amendment to our current access arrangement is that in each instance well
agree atemperature between zero and 10 degrees C, provided that the gasis dso delivered
above that agreed temperature. In other words, what we can't accept from a technical
perspective is an increased hydrocarbon dew point without an increased ddivery
temperature because we could actually get drop-out of liquids in our system.  Does that
caify it, David?

MR KING: If tha gppears in the amendment that would certainly go a long way to
appease our concerns.
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DR MICHAEL: That sounds a good outcome. Thank you. Are there any other
guestions or comments? WEell take both. Yes, please - one here and then one over there,
Julie

MR DOUGLAS: Steve Douglas, Midwest Development Commission. | don't
understand a lot of the technical nature of the discussion, but | suppose within our region we
are concerned about the competition - or lack of, if you like - of the spur that runs off the
Dampier line into Geraldton. There are some hgh tariffs involved with that one. 1 would
just like to know what the implications of this are for that particular line and future
arrangements.

DR MICHAEL: I'mwondering; can we comment on that? It might be difficult.

MR KOLF: No, | don't think that we can redly comment on that. | think this is
something that we would need to refer back to the partiess CMS and AlintaGas and

perhaps even Epic.
DR MICHAEL: Doesanybody wish to make acomment on that? Darren?

MR GRONDAL: By that question, we understand that you're asking about distribution
tariffs for the use of the Geradldton lateral. Under our proposed reference tariffs, the prices
that are paid for a user of the Gerddton laterd will be caculated on the same basis as they
will for any other user in any other part of the mid-west and south-west area of the State.

DR MICHAEL: Thanks, Darren. Steve, you have a further comment?

MR DOUGLAS: That'sfine, but within our region there's certainly a least one, perhaps
two, mgor users of gaswho are severely disadvantaged. Being 400 kilometres for instance
north of Perth, one or two users are paying significantly more for their gas and | understand
predominantly because of the tariff imposed, rather than the cost of the gasitsdlf. That to us
is a severe disncentive obvioudy for mgjor gas users. I'm talking here particularly of the
brickworks and perhaps aso the port.

DR MICHAEL: Thank you. Do you want to have another comment? Jus a find
comment herefrom lan - if you would mention your name.

MR DEVENISH: lan Devenish from AlintaGas. | would just like to make a couple of
comments about being disadvantaged. First of al, this regime that we've developed tariffs
under is a sgnificantly different regime than the Gas Didribution Regulations. We have
developed a tariff mode, which basicaly is complying with the Code and weve tried to
baance dl interests in that.

There's obvioudy a number of different rules that have been gpplied in developing
these prices under the nationa access code and a number of different factors are taken into
account. Probably the most important is that we're moving from a prescribed tariff regime
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to one of a more negotiated regime. Weve aso attempted to make tariffs more cost-
reflective, complying with the Code.

Obvioudy were aware that prices in the past have been developed under
completely different circumstances and we are prepared to accept that there will be some
users who are disadvantaged by this regime and some who are obvioudy advantaged by the
regime. We don't necessarily think that that will lead to tariff shock. Obvioudy theres a
number of components which make up the final gas price and AlintaGas digtribution will
obvioudy be wanting to ded with dl partiesin relation to these tariffs and we would expect
to have detailed discussons with users who have individua circumstances where they will be
disadvantaged. Wed dso note that we are proposing a trangtion arrangement from the
GDRs to the access arrangement tariffs.

DR MICHAEL: Which will address some of those issues that have been raised, | guess,
lan, is what you're saying. Thank you for those comments. We're certainly noting those
comments and taking them on board. Well examine with AlintaGas the impact that thet
does have - what is being proposed and the impact that that's had on the sorts of things that
youverased. Thank you. Therewas aquestion just over here.

MR SOUTHWELL: Pnil Southwell, Western Power. Just a question on something that
was raised by Ray Chalen and then dso referred to when Darren was taking, which is
basicdly the move from the proposed revenue yield to the individua price cap regime. I'm
just wondering if someone would like to make a comment on the impact that that has on the
incentives for the pipeline business to actualy better utiliseitsassets. It seemsthat it'savery
interventionist way of controlling the business and takes away virtudly any incentive for
reducing prices generaly on some assets that they want to better utilise.

| understand there are concerns about the business taking advantage of that and
using that to keep out competition, but it does seem to ignore the fact that there's ring-
fencing between the retall and the distribution business. The whole revenue and pricing basis
is around trying to reasonably control the revenue of the business. It's better to let the
business try to find smart ways of doing its business than for the regulator to continualy
contral it. That's my opinion. I'm just wondering whether perhaps someone from the
regulator's side could make acomment. Thank you.

DR MICHAEL: Ray, would you like to comment on that?

DR CHALLEN: As| think I mentioned and as Darren mentioned, the issue of the
reference taiff variation mechaniams is extremely complex. The concerns we had with the
average revenue or revenue yield approach proposed by AlintaGas were related to the
incentive for efficient pricing for a digtribution system in isolation. In particular, the point |
mentioned about the incrementa revenue to a digtribution system or to a service provider
from providing an additiona unit of throughput reflecting an average revenue across dl of the
services provided by that provider, rather than the incrementa vaue of the particular service
to which the increase in throughput relates.
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Then there were also some concerns related to the existence of regulated retail
tariffs and to the fact that AlintaGas is both a digtributor and a retailer, taking into account
that athough there are ring-fencing provisons, it is to some extent and certainly perhgpsin
the eyes of a shareholder totd profitability of that group that would matter, rather than the
individua sections.

Jugt to reiterate on that, our concerns were both to our distribution system in
isolation and relaing to the fact that there are regulatory type tariffs and there is a verticad
integration between a distribution company and aretail company.

In regard to the commercia discretion and the gppropriateness of intervening -
regulatory intervention - in this area, | guess I'm not going to go into a detailed discussion
here due to the complexity of the issue but there has been fairly extensive documentation of
the experience of the Eastern States regulators with these different forms of regulatory
mechanism and some of the experiences, looking back a what's actualy happened with the
use of revenue yield and average revenue mechanisms, particularly the Victorian distribution
gystems, so there are lengthy discussons there in public documents from the other
regulators. We have taken that experience into account dso in this, if you like, regulatory
intervention.

DR MICHAEL: That givesyou the flavour but not necessarily the answer. Do you want
to add any more comment? Sorry, Peter.

MR KOLF: That'sdl right. Phil, | just wanted to add to that alittle bit. I'm just not quite
clear on your comments regarding the impact of this on asset utilisation. Clearly, this is
something where 1'd need to have a bit more of an understanding as to exactly what your
concerns there are.

However, insofar as the rebaancing processes that are involved here, our concern
was redly not to prevent rebdancing but, rather, to be more explicitly aware of it. The
gpproach that were seeking to take here is not one that would prevent rebaancing but one
to make it more transparent and one that would provide a process for comment by
interested parties where a reba ancing tariff arrangement is being proposed.

DR MICHAEL: Thanks, Peter. Do you wish to come back at that? The question of
intervention and intrusveness I've raised many times. | raised the same issue a the
conference recently. One of the difficulties as a regulator where | st and | hear the
commentsis trying to meet some of the objectives of the regulation, particularly in relation to
competition and in relation to simulating the economy while ill recognisng thet there's an
owner there who needs to be able to make a business out of dl this. That's not forgotten in
al thisexercise.

Having said that, the processitsdf isfairly prescriptive and I've said that many times.
In some instances we can only work on what others have done as precedents themselves so
that we can test the market as to how effective those processes have been, so there is an
element of what you say in the whole process, dthough it's my intention - and if it hasnt
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come through I'll certainly make a point here it's my intention to use those in as a
congtructive away as possible, not in an interventionist manner in trying to be obstructive in
coming up with decisons.

It's very difficult to work through what is a very complex system of regulation
compared with what | believe are complex business structures in trying to come up with a
very smple answer, so there is alot more discussion required; but that's the attitude behind
it. 1 make no gpology about using one of the sections to promote competition because that's
the nature of the business and that's the nature of what were trying to achieve.

However, that's got to be couched in terms of a reasonable rate of return for the
business entity and that's not forgotten, as | say. If we did forget it, wed be quickly
reminded, | can assure you, as we were today. If you would like to come back on thet -
that's just agenerd pitch from mel guess. Phil?

MR SOUTHWELL: Just to come back briefly, | appreciate where you're coming from
and | fully support that. | guess what seems to happen everywhere with regulators is that
they gart with this light-handed desire and then as they learn more about the business, they
get more worried and they want to intervene more. | guess as we're sarting out on this we
seem to be garting out with a fairly heavy-handed approach and perhapsit would be better
to see whether the revenue yield approach works firgt, rather than legping in; there's a lot
more control.

DR MICHAEL: Thanks for that comment. It certainly wasn't intended to go in heavy-
handed and I've noticed that comment used twice today. That's not the intent. | guess my
atitude is very clear. | seein front of us - and | said this at the conference - aregulatory
system which has minimum oversight by the regulator. That will require substantid changes
to what we have before us. If out of this series of 5 years of access arrangement we don't
learn something from that, I'd be very, very disgppointed.

It's not my intention to take thet other line. I'm sure if that happens, theré's alot of
people around here who would remind me that it's hgppening through such forums, which
we should encourage rather than discourage, 0 | thank you for those comments and
certainly they will be taken on board. Any other comments or questions? Theré's one & the
back and onein the front here alittle later, Julie.

MR PETRIG: Rudi Petrig from CMS Energy. I've got a comment, which takes us avay
from the macro level more into the micro leve at the customer face | guess and dso relates
to the proposed tariff A standing charge. Basicdly, if we look at that from a customer
perspective, the customer is up for a standing charge of $50,000 per annum. With a
contestable customer with a take of 100 tergjoules per annum, that equates to 50 cents per
giggoule that someone will have to pay and bascdly the customer will have to pay a the
end of the day.

That's a new charge and will make it more difficult for a competitor, be it a trader or
whoever, to basicaly supply an dternative source of gas to a customer. That together with
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the overdl arrangement for the tariff structure - if again we have an example of a customer,
be it a customer in Kewdae or possbly Canning Vae or possbly in the Kwinana strip, 1
kilometre away from the pipdine and a contestable customer of 100 tergjoules a year, then
basicaly that customer will be faced in the future with a 14-fold increase in the tariff.

That will make it very difficult for that customer to redise any gains in competition
because quite frankly it won't be possible for anyone to get in there and be able to provide a
service based on the new tariff regime because basically what they're paying for now will be
much less than that, so why should they go to a new arrangement which is open access if
they're paying more? That's a question that the office of the regulator may wish to comment
on or possibly AlintaGas. How do you respond to a customer who's faced with that sort of
dilemmain termsof: what is open access and deregulation doing for that type of customer?

DR MICHAEL: Thank you, Rudi. Ray, did you wish to make a comment on that?

DR CHALLEN: Inlooking at the proposed tariff structure for Reference Service A, the
fact that there was a congtant fixed charge there regardiess of the location of the ddivery
point was something that we took into account and we did notice that for customers very
close to - or having addivery point avery short distance away from atrangmisson pipeline,
that that would, due to that $50,000 fixed charge, - depending on their gasuse - resultina
very high average cost of gas distribution.

In congdering that proposed tariff structure, we did look at both what we might call
efficency criteria and dso equity criteria The efficiency criteria went something adong the
lines of: if there are substantia fixed codts in providing a service, then it makes some sense
for those fixed costs to be recouped through a fixed charge, an up-front charge for a
service.

Before | move from tha efficiency criteria point, it should be noted that there's a
range of different tariff structures that may meet that efficiency criteria The equity criteria
we looked at redly related to, if you like, a sharing of the fixed costs of a digtribution system
between al the users of that distribution system and any sort of equity criterion is very grey
and you might say very woolly and there may be severd different tariff structures that may
be regarded as generdly reasonable by people involved.

Having sad that, there may be any number of tariff structures proposed by
AlintaGas tha may meet the efficiency criterion of recouping fixed cogs through fixed
charges and representing a sharing of costs between users that may be regarded in some
sense as reasonable or equitable.

The fact that one particular tariff structure proposed by AlintaGas may differ
subgtantidly from an exigting tariff structure is not necessarily a reason for rgecting a tariff
dructure, given that it may till meet reasonable efficiency and equity criteria

Our concern therefore redly related to a trandtion between the exigsing tariff
regulation and the proposed tariff regulation to avoid tariff shocks. However, if there are
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submissions on the tariff structure that relate to equity criteria or the sharing of fixed cogts
that we haven't consdered, we would be quite happy to look again at those before a find
decison.

DR MICHAEL: Phil Harvey?

MR HARVEY: Thanks, Ken. | think we need to understand that one of the very
fundamentd principles of the national access code is negotiated tariffs. It is not in the
network owner's interest to have customers drop off the system. It's not in the network
owner's interest to be getting zero revenue from a customer by saying, "Here is a reference
tariff and you will pay it come hdll or high weter."

The fundamentd principle is negotiation. Having said that, it is aso another principle
of the access code to try to have prices to alarge extent reflect costs. | think an economist
would cdl that economic efficiency.

Over the longer term it is clear tha there will be a move towards having prices
better reflect costs than they currently do. We do need to understand there's a high level of
fixed costsin a gas network and indeed thereis ajudtification for the charges to have amuch
higher leve of fixed charge than currently existsin order to reflect those fixed cogts.

When we introduce competition there is absolutely no doubt there will be winners
and losers.  In the tariff we have proposed for these sorts of customers which is
distance-related, we are dmogt, over a long period of time, forcing customers to build as
close to the off-take points as they can. That | think will be one of the outcomes of this
process as people try to reduce their costs.

An economist would say that's an efficient thing to do. Whether from a State point
of view it's an efficient thing to do | don't redly know but | would like to assure existing
customers and potentia customers out there that as a network owner we are keen to carry
ges and if that means we negotiate a tariff below the reference tariffsin order to do it, that's
what well do.

DR MICHAEL: Thanks. | think that's a good summary. | think the issue Phil makes is
very important. The reference tariffs that we set are maximum tariffs that you work to.
How you negotiate within that framework is a commercid interest between the user of gas
and the Service Provider. However, | think Ray has quite rightly said, just before | cal on
you agan, Rudi, the quedtion of interventionist - here's an example. We're saying that
AlintaGas are the best people to tell us how these things are put together, even in respect of
the retall margin. We're not saying it hasto be thisfigure. We're saying as aprinciple that's
what weld like to see and that's where the debate is going to take place, but that sets the
framework, as| seeit. Rudi, did you want to make a further comment?

MR PETRIG: Yes, | wouldnt mind. Phil, thanks for your comments, athough I'd like to
say that it knd of misses the point in that if you look a what's happening in terms of
competition at the moment and you're looking around the 100 tergjoules per year customer,
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| mean, that is where the competition is a&. In terms of giving someone a Specid
arrangement, what incentive is there for AlintaGas to give someone a better arrangement if
they are going to compete in the system - compete with the other arm of AlintaGas?

You're talking about AlintaGas the pipes business, which may have the fixed codts,
attached to it but in terms of AlintaGas the trading business, that would lose the customer.
Now, where's the incentive? | redly can't see where the incentive is and | can't see that
you'll get any competition whatsoever from other producers, smaler producers who
basicaly need to get into the competitive chain.

DR MICHAEL: Far enough. Did you want to come back at that, Phil?
MR HARVEY: Yes.
DR MICHAEL: | will let Phil and then Peter - - -

MR HARVEY: | will be brief. Thanks, Ken. The fact isthat AlintaGas digtribution will
charge and be required to charge AlintaGas retall the reference tariff; AlintaGas retail will
be the same as for any other retailer. If there is a specid ded done between AlintaGas
distribution and AlintaGas retail, because it's not an arm's length transaction, the regulator
has to get involved in that. So, the regulator has arole in ensuring that AlintaGas digtribution
doesn't give preference to AlintaGas retail in the competitive Stuation of that customer, Rudi,
that you're talking about. There isthe protection of the regulator there.

DR MICHAEL: Theresaplusfor theregulator. | will ask Peter to make a comment.

MR KOLF: Thanks, Ken. | just wanted to respond to Rudi's origina point and question.
We did in fact take the matters that he raised into account. Ray has certainly addressed the
trangtiona aspects as being one of those things that we specificaly took into account in
addressing that particular problem.

There is another aspect that we aso did take into consderation and that is the
relationship between the A and the B1 tariff. AlintaGas, if my understanding is correct, are
proposing to revist that particular aspect of it which may aso help to address the particular
problem that you raised there, Rudi.

DR MICHAEL: Cetanly, Rudi, well take that on board and if you've got any other
information from your own group that you would like to provide us with, and your opinion,
we would welcome it. | think the spirit is there to try to come up with something that's fair
and reasonable on both sides, so I'm pretty sure that we can address those issues. There
was a question just here | thought.

MR TURNBULL: Thanks. Greg Turnbull here from Western Power. 1'd just like to
explore a little bit further from what Phil's originad question was regarding a price cap. It
seemed to me in reading the draft decison that one of the reasons for going for a price cap
was that there's a condraint in that the exigting retall tariffs need to be kept in place and
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therefore if youve got built-in cross-subsdies with the exidting retail tariffs and those retall
tariffs have been there for along time and are there for al sorts of reasons.

If you're going to require those retall tariffs to be retained, then their cross-subsidies
have to dso be retained and therefore you are sort of designing network tariffs to take that
into account. Therefore, if you don't alow rebaancing, you are going to retain those cross-
subsidies but you're aso going to prevent those cross-subsidies from being unwound over
time. 1'djudt like your comment on thet firgly.

The other question that 1've got is with respect to incentives in a price cap regime
versus a revenue yied. In a price cap regime it seems that the incentives for the gas
company to change customer behaviour are much reduced because essentidly if they have
tariffsin place which can change customers behaviour, then what they can end up with isin
fact lower revenue because people ether e less gas or they reduce their demand and
therefore Smply the gas company is the loser in that they get less revenue, whereas under a
revenue yield arrangement, they can put incentives in place to change customers behaviour
and to improve the utilisation of the network while not destroying their own income. Can
you comment on those two issues please?

DR MICHAEL: Peter?

MR KOLF: Thanks, Ken. In relaion to the first question, I'd just like to point out that
the draft decison does not make any reference to the retaining of retall tariffs, quite the
contrary. The way it is operating is that there are certain retal tariffs that are currently in
place and it is seeking to ensure that given those retall tariffs (indeed the retall tariffs are a
matter for government policy, not this particular regulator) the purpose of the draft decison
is to endeavour to ensure that competition can take place with those retall tariffs in place and
hence a reasonable retail margin is required in order to make it worthwhile for other players
to participate in the market.

It is not there to enshrine retall tariffs. There is no reason why government policy
could not change, but the present Stuation in that regard is thet retall tariffs are to increase in
acertain way with CPl.

Insofar as the second question is concerned, it's probably better for Ray to
comment on that but | would say that we have looked quite hard a the whole question of
the revenue yidd approach. Our advice from al over the world is that the revenue yidd
approach does provide opportunities for service providers to play in the market or at least
utilise their opportunities there to effect the market in such a way as to be particularly
detrimenta to the competitive circumstances in the market.

Now, under those sorts of circumstances we have taken the view as have other
regulators, particularly in recent times, that if any particular recommendations for changesin
the balancing or rebdancing of tariffs is necessary that it is best dedlt within an explicit way,
rather than on an automatic basis as is proposed by the revenue yied gpproach. Ray may
wish to comment further on that.
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DR CHALLEN: Just commenting on the issue of cross-subsidies that you raised.
Addressing an issue of cross-subsidy or even the definition of cross-subsidies when you are
dedling with a service that is provided where a very high proportion of your price or revenue
is made up of recovery of sunk cepita codts, cross-subsidies - just because somebody is
bearing a higher proportion of capital costs than somebody else does not necessarily mean
that there is a cross-subsidy. Cross-subsidies redly relate to a forward-looking view and
whether an additiona customer meetstheir incremental cost of providing aservice.

| think the discussion of cross-subsdies was quite extensve in the draft decison in
trying to clarify a few of these matters. Certainly, we're not convinced that there's any
cross-subsdies exiding there a the moment. In terms of an argument preventing
rebalancing, preventing some cross-subsidy being wound back over time thet is there by
virtue of current regulation, there's no indication at least to us that there's that need at the
current time, nor that some rebaancing mechanism would achieve that and that the service
provider would have an incentive to achieve that if there were such cross-subgdies existing.

In terms of your point about preventing rebdancing, limiting the ability or the
opportunity to change customer behaviour, | dont think were going to deny that there are
good points about a revenue yield or average revenue gpproach, such as teking a
longer-term view of changing customer behaviour and perhaps having some sort of Strategic
cross-subsidy there in the short-term to change customer behaviour and to develop a more
profitable busnessin the longer term.

There are ds0 incentives in arevenue yield or average revenue gpproach, just asin
a price cap approach, for the service provider to reduce cost and increase their efficiency in
providing the service.

Our position on the revenue yield gpproach was thet the potentia advantages of that
incentive structure were outweighed by the potential disadvantages with other incentives
and, if you like, more drategic incentives for the business to rebalance costs and the
potential effects on competition in the market and so on.

DR MICHAEL: Thanks, Ray. Greg, that doesn't answer the question but that certainly
gives you the process we took and the means by which we were trying to baance the
advantages and disadvantages of the different mechanisms. | certainly welcome anybody
elsg's comment in relaion to that gpproach because it clearly is something that is creating
some difficulties certainly with AlintaGas. Greg, is that finished?

MR TURNBULL: Yes | think so. | wasredly interested in what your comments were
and youve givenme- - -

DR MICHAEL: Thank you.

MR TURNBULL: | probably would like to hear Phil.
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DR MICHAEL: Right a the outset - I'll leave it to him, but | will say thet | have left it to
Phil to decide. | think they have a pogition, which they have explained and they may want to
retain that position or may wish to make acomment. I'll accept ether view from you, Phil.

MR HARVEY: | think | would rather just leave our arguments in the written materid.

DR MICHAEL: I'm quite happy to accept it. By the end of the week, you'l have full

details and I'm sure there won't be any confidentiality issues - says he hopefully. That will be
on the Web site as quickly as weve had a chance to have a look at it, Phil, so I'll accept
that. Rudi was just coming back on that point and then yoursdf. Rudi, the same point, isit?

MR PETRIG: Yes.
DR MICHAEL: Thank you. Please repeat your name.

MR PETRIG: Rudi Petrig, CMS Energy. On the point that has just been discussed, has
the regulator looked at some specific examples of actua customers? I'm talking about the
competitive customers that currently exist and will exist until 2002. Has the regulator |ooked
a actua examples, rather than sort of gross macro statements, in terms of what cross-
subsidies might do to competition, to those customers? Arethey redly atainable in terms of
people trying to enter the market, the competitive scene? Very smply, has the office looked
at actua customers and actua examples?

DR MICHAEL: Peter or Ray?

DR CHALLEN: The short answer to that is: no, we didn't have individua customer data
to look at from AlintaGas. We did have some aggregate data and from that we did look at
some, if you like, hypothetical customers in different Stuations and what the proposed tariff
structures may mean for those hypothetica customers but the short answer is. no, we didn't
look at redl examples of individua customers.

DR MICHAEL: Peter, areyou right?
MR KOLF: Yes.

DR MICHAEL: | think the response is that when we do get AlintaGass submission,
there may be perhaps more insght into that aspect and well be able to address that question
but we certainly will take that and note the concerns that you've raised.

In many cases, the difficulty that we do have - and we have to respect the
commercia confidentidity of busness aswell. We have been usng aggregate information in
anumber of ingtances and it has generdly been good enough for usto get a pretty good idea
of what's happening. If that's not the case, we do get cooperation from the providers to just
add that extra bit of value so we may have to pursue that one just alittle bit more if we're
ableto do so. Thank you for raising it.
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MR FORCKE: Alex Forcke from Arc Energy. After another question in relaion to one
of the issues that was addressed earlier - that is, in relation to negotiated rates on the
digribution system; in other words, rates other than reference tariffs for particular customers
- I'm just curious to find out what mechanism or what level of transparency does exist under
the access arrangement and | guess with the role of the regulator to ensure that any
negotiated rate between AlintaGas distribution and AlintaGas trading will aso be made
available to other users who are competing for customers and ultimately would be seeking
fair competition and equity.

DR MICHAEL: | dont know if anybody wishes to address that one. Peter, did you
want to have ago a that?

MR KOLF: Yes | canrespond to some extent. There are no specific provisions within
the Code that would require the disclosure of negotiated tariffs. It is a matter drictly
between the parties to any particular contract. However, to the extent that any particular
negotiation tekes place, particularly in respect of nonreference services, and if a
prospective user is having difficulty in negotiating an appropriete arrangement with the
sarvice provider, then the Code does provide an arbitration mechanism whereby those
matters can then be referred to the arbitrator for resolution.

DR MICHAEL: Daren?

MR GRONDAL: Thank you. Darren Grondal, AlintaGas. Just to add to what Peter
sad and to reiterate the point that Phil made earlier. When AlintaGas enters into an
agreement between its saes busness and its network business, that agreement is an
‘associate contract’ and will need to be placed before the regulator for his gpproval. | recall
that the test that the regulator needs to satify himsdf of in relation to any ‘associate
contract’ iswhether or not it will substantialy lessen competition in the market.

Insofar as transparency of rates negotiated between digtribution and retall, if there
are any, is concerned, we will be placing an ‘associate contract’ before Dr Michael and he
is to undertake a process of assessment which is outlined in the Code. That's really the end
of it.

DR MICHAEL: Yes Phil?

MR HARVEY: I'd like to just add a little to that, Ken. We do need to make a clear
distinction between AlintaGas distribution and AlintaGas retail. Now, there's no doubt that
AlintaGas retail, which includes trading as the monopoly supplier in the padt, as the
incumbent retailer, has some advantages. There isdiversty and arange of other issues. It's
absolutely clear that retaill as an exiging organisation has some advantages over other
companies coming in. That's the samein whichever Sate you go to. That isafact of life.

The great thing that competition does is that it drives new players to find new ways
to do things to compete with the incumbent. But, we do need to make a very clear
distinction between those advantages that retail has compared to distribution. 1'd like to say
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that in the past the view that we have taken in sdling gas to customers as the monopoly
supplier was to try not to interfere in the competitive process. For example, if we had - just
take a theoretical case - hdf a dozen brickworks, we attempted in negotiating prices with
those brickworks to ensure that there was some sort of relationship between volume and
price so that we didn't distort the brick marketplace in Perth by giving one brick supplier a
very low price and another one avery high price.

If you can imagine it spread out in geographic terms, weve got haf a dozen brick
companies paying about the same price, with some effect because of volume - some
economies of scae effect.

Wha we have now is a completely new system where for economic efficiency
reasons were saying there's going to be a distance relaionship to tariffs. If your brickworks
happen to be close to the pipeline, you'll get alower charge, in terms of distribution charges
only, than a brick supplier who happens to be 25 kilometres awvay from the pipeline.

In moving from the firg of those things, and | would clam there was no cross-
subsdy involved - we were genuingly trying not to distort the market - to a point of
economic efficiency where the economists are saying, "Now you're a a point of economic
efficiency” there will be winners and losers out of that. As | sad earlier, over time these
digtribution charges may result in people thinking much harder about their geographic
location; but in terms of digtribution as digtinct from retail, distribution must be neutra and
will be neutral and if it's dealing with its own or an associated organisation, it does need to
be approved by the regulator. That's the surety that people have.

DR MICHAEL: As the regulator, it's our job to make sure that everything is fit and
proper in that respect. | guess that's where the position of regulator actualy has a pogtive
outcome to protect those sort of rather unique situations, | would have to say, that currently
exig and which over time | guess, Phil, will change in any case as the sale process goes on
and movesinto other aress.

Alex, that's the answer but did you want us to take anything on board in respect of
that? | certainly can give you the assurance and we could perhaps reiterate that point in our
commentary about the role of the regulator where there are two related busnesses in this
respect to ensure that fairness and equity are there.

MR FORCKE: | think youve answered my question. | look forwardto - - -

DR MICHAEL: To see how we writeit up? Thank you, Alex. Any other questions or
comments?

MR KING: David King, CMS Energy again. | just want to pick up on one of Phil's
comments, both in what he sad previoudy and just recently, on the distance based
cdculation for the didribution tariffs. Under the current GDRs the distance is caculated
from the nearest gate station and that 1 guess could be seen to reflect the actua cost of using
the infragtructure, as in the amount of pipe that you're usng from the gate station where the
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gas would notiondly be ddlivered.

Under the proposed access arrangements, it's caculated as the distance from the
nearest pipeine. Now, that raises the issue of a brickworks or whatever close to the
Parmelia pipdine who's taking their gas from the Dampier-Bunbury pipeine. Ther disance
is caculated as the digance from the Parmdia pipeline and not from the pipdine, it is
actudly taking its gas supply from. In the didtribution side of things, couldn't that be deemed
to be anti-competitive in the fact that it would be precluding the operators of the Parmelia,
CMS, from building a lateral to connect the brickworks up and make efficient use of the
Parmdia pipdineitsdf?

DR MICHAEL: Tha certainly was an issue that we have addressed, Ray.

DR CHALLEN: Yes Tha was an issue that did receive substantia discussion both
amongs ourselves and again in the draft decison. From a purdy efficiency point of view,
any large commercid user should be faced with minimum cost of connecting to a gas
sarvice. That isthe cost to the nearest pipeline.

The dtuation we came to was that dthough AlintaGas may wel be charging the
price to the nearest pipeine which may not necessarily be the pipeline from which they're
actudly sourcing gas, or from which gas is sourced, to go to that customer, we regard that
as generdly an efficient outcome, subject to the particular caveet that if it actudly costs
AlintaGas more to connect the new customer than they can retrieve through that tariff, thet
amount cannot be added to the capital base. In other words, that is a cost that they have to
bear. This does relate directly to a cross-subsidy issue inasmuch as the new user should
meet the incremental cost of connecting to a gas ditribution system or to receiving a gas
service.

Redly, it relies on that particular caveat. If it cogts AlintaGas more to connect a
particular customer than they're going to get back in the reference tariff, that difference in
cost should not be passed on to other users but should be borne by AlintaGas. The way
that would be done is related to section 8.16 of the Code where AlintaGas would not be
ableto rall that incremental cost into the capita base.

MR KING: We can get into the details but, | mean, it's difficult. If you were looking at
just the incrementa cost of, say, putting a meter station or some pipework into a customer
who's going to be connected, how much of the exiging system is that cusomer aso using
up, so how much of the existing infrastructure which is included in the capitd base is that
customer taking advantage of ?

DR CHALLEN: When you're dedling with sunk capitd codts of exigting infrastructure,
you're not redly looking a matters of efficiency. You're more looking a matters of eguity in
the digtribution cost. I'm not sure | can answer that question now. 1'd probably have to
think more about it, but | guess | can only say that is an issue we did look &t in the draft
decison and it redly does hinge again on that issue of AlintaGas not being able to recover
more than the minimum cogt of connecting a customer in terms of disance from a
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trangmisson pipdine.

DR MICHAEL: David? If it'snot clear in our draft decision, | think it's a point we need
to take up to bring out, and I'm sure well have further discussons with AlintaGas on that
particular issue. Again if there's anything you'd like to provide us with, we would be happy
to take it on board but well certanly note those comments and utilise them in our
discussonswith AlintaGas. Rudi, you have another comment?

MR FORCKE: Yes, thank you. | guessit raises aquestion in my mind, somewhat of a
fundamenta quegtion; thet is, is it okay to have what you're talking about - capitd being
brought into the caculations? Now, | take it that wouldn't happen for another 5 years, so
what we're saying is, "Look, were going to suffer on one sdein that there might be alack of
competition but it's okay becausein 5 years time well fix it up?"

DR CHALLEN: As we understand it, ther€'s no particular capital expenditure forecast
for this access arrangement that has been taken into account in the determination of
reference tariffs that relates to such extensions of the high pressure system.

What will happen at the end of the access arangement is that if AlintaGas have
made any such extensons to the system and they want that rolled into the capita base, then
they will have to provide the information to the regulator substantiating their case. Weve
flagged in the draft decison that well be looking very closely a such capitad expenditure to
make sure it meets the requirements of 8.16 of the Code but to my knowledge or to my
recollection no such expenditure has been taken into account at the moment.

DR MICHAEL: That hasn't probably answered your specific issue but | think the
guestion is to what extent we address that concern through this particular decision process.
It would seem, Ray, that we'd probably need to clarify some of the points you have madein
our final decison, certainly in apreambletoiit.

DR CHALLEN: Yes Inwhat isdready | guess a fairly lengthy discusson, wed be
looking at public submissons to get some idea of the points of clarification needed there.

DR MICHAEL: Thank you for your comments, Phil. The mikeis coming, Phil.

MR HARVEY: Perhaps, Ken, | could add something to that. In the preparation of the
access arrangement, as | indicated in my brief presentation, we had to make decisions early
on without being able to tak to the regulator, because you hadn't been appointed then. So,
in our discussions with the steering committee, which involved the Office of Energy amongst
others, we did recognise this as a unique problem.

The access Code was redly designed primarily for isolated transmission pipelines
and then amost towards the end of that process extended to cover digtribution systems. |
think the people who were preparing it never redly envisaged a that time competition
between two pipelines. So, we addressed in that steering committee the philosophica
question without having the advantage of either guidance from the Code or the ahility to talk
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to the regulator.

The conclusion we came to is the one which we included in the access arrangement,
that competition would be enhanced if distance was measured from the nearest pipdine.
We think there are some good arguments for that and we bdlieve that it will in fact promote
competition between pipelines, rather than limit competition between pipelines.

DR MICHAEL: Thanksvery much, Phil. Certainly, Phil, | guess with your people well
probably raise that matter during the course of our discussions, just to clarify a couple of the
points that have been raised. Are there any other comments? Weve got two - one inthe
back.

MR LEWIS: Richard Lewisfrom McLennan Magasanik Associates. 1'd just like to take
that issue alittle bit further about section 8.16 and ask whether either AlintaGas or Off GAR
made any caculaions about whether capitd expenditure connecting new resdentia
customers will actualy meet the test of 8.16, given the fact that the tariffs are discounted and
subject to the retail cap.

DR MICHAEL: Ray?

DR CHALLEN: Yes we did look reasonably closdly at AlintaGas's proposed capital
expenditure, just to go through the process by which capital expenditure is accommodated
within an access arrangement and within the determination of reference tariffs. At the end of
the access arrangement period, the capita base will actualy be reviewed and to what has
been egtablished now as the initid capitd base, you will have some capitd expenditure
added on if that meets the requirements of section 8.16 and you will subtract depreciation
that has occurred over the access arrangement period to arrive at the capital base for the
commencement of the next period.

The code provides for a service provider to accommodate some capita expenditure
that's going to occur over the access arrangement period into the determination of reference
tariffs, so what you have in effect is that it's added to the capital base before the end of the
access arrangement period.

For a service provider to be able to do that, they have to satisfy the regulator that
it's reasonably likely given the way things currently stand thet that capita expenditure will
meet the requirements of 8.16 when you come to look at it in hindsight a the end of the
access arrangement period.

What we were looking for in the information that was provided for assessment of
the access arrangement was sufficient information to alow the regulator to reach that view,
and that it's reasonably likely that the expenditure that has been proposed will meet those
requirements.

We went through that. We took into account in that assessment that AlintaGas was
gl in the process of preparing detailed asset management plans and that perhaps there isn't
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necessarily the information available at the moment to make as rigorous an assessment aswe
may like. | guess we had to use judgment to some extent on the likelihood of it mesting the
requirements of section8.16. We disdlowed or wound back some capita expenditure
because we thought there was a lack of substantiating information and in other instances we
gave AlintaGas the benefit of the doubt for the time being.

However, even where we have given AlintaGas the benefit of the doubt so that
some capital expenditure is incorporated into the determination of reference tariffs now, we
gill will be looking at that capita expenditure again when it comes to adjugting the capita
base at the beginning of the next access arrangement period.

We certainly expect at that time for there to be far better information available to the
regulator for assessing capita expenditure than there is a the moment for the purposes of
assessing this access arrangement.

DR MICHAEL: Richard, did you want to add any more?
MR LEWIS: No. That answers the question.
DR MICHAEL: | think that answers the question, yes.

MR BULT: Tim Bult from Wesfarmers Energy. Dr Michadl, | was wondering if | could
ask you a question with respect to the philosophy in maintaining minimum retail margins and
in paticular the relevance of that concept throughout the access period. If | have
interpreted correctly the presentation today, the initid capital base has been derived on the
presumption of minimum retail margin as it currently gpplies to tariffs to domestic customers
in particular that are largely set by government palicy, yet it strikes me tha throughout the
term of the access arrangement prices for domestic customers are going to become more
and more st in fact by competitive pressures, rather than government policy.

Does that mean that theré's a risk throughout the access period that the number that
is chosen based on current arrangements becomes irrdlevant and therefore that the initid
capital base becomes a less relevant measure throughout the duration of the access period?

DR MICHAEL: | will get someone to answer that but when we sruck a vdue we
needed to come up with avaue of the initid capita base and we chose a 2 percent margin.
We assumed it to come up with a figure that we could use, because it is as you say quite
variable in that respect and we needed something that we could use in order to determine
what rate of return and what reference tariffs we would have. We had to baance it. We
ran many models and many cases, as you can imagine, on that.

I'll leave it to Ray to talk about the retall margin itsdf but it's an attempt on our part
to recognise that interested players wanting to enter the market at those particular reference
points would have an opportunity to do so if there was a positive retaill margin associated
with that service. That essentidly was the philosophy behind it. Ray, would you like to add
to that?
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DR CHALLEN: Jus to go back alittle and look at least a our interpretation of the
methodology used by AlintaGas to determine their initid capitd base. What AlintaGas did
was to start with an a priori stream of retail revenue and then make numerous assumptions
about retall cogts, transmission codts, gas costs and so on, to deduct a range of costs from
that retall revenue, to end up with a distribution revenue.

One of the costs they deducted was a retail margin and they assumed over the
access arangement period a declining retaill margin, which they have argued in this
presentation is due to competition and declining retall prices.

Our view when we assessed the access arrangement was that the reduction in retall
margins was more than could be attributed to a declining retail price and therefore it
represented a transfer of revenue, a somewhat arbitrary transfer of revenue, from the retall
business to the distribution business which would have the effect of raisng digtribution tariffs.

We condgdered that to be unreasonable or certainly unsubstantiated in the
information we were presented with and for the purposes of determining a target stream of
digtribution revenue and hence determining the initid capitd base, we sad, "Okay. Well
dlow this transfer of revenue from the retall business to the distribution business but only up
to a limit, given the lack of substantiating information” - that limit being some assumption
about retall margins continuing to exis.

That's where that came from. We did look at what information was available asto
what may comprise a reasonable retaill margin and I'll be the firs to admit that that
information is rather scant but, nevertheless, we came to the conclusion that 2 percent wasn't
a bad assumption for the purposes of the draft decison determining that target distribution
revenue and therefore valuing the initial capital base.

MR BULT: | guess my issueisnot So much whether the 2 percent isthe right number but
if 1 understand it correctly, you've said that the maximum didtribution cost needs to be
2 percent less than the current delivered price and the current delivered price is set by
government policy. My concern is the change in what your netting the retail margin off as
the total delivered price and how that might move over time and therefore what current
government policy is on ddivered tariffs becomes a less rdevant number and not the
2 percent or 1 and ahdf percent relevance as such.

DR CHALLEN: | mean, you may well have the Stuation arise where competition does
result in retall tariffs that are below the regulated tariff, in which case even though we may
have assumed a 2 percent margin what may result in practice is something less than a
2 percent margin. | guess that's something well have to consider in what is a reasonable
figure to assume for the purposes of considering the current access arrangement and wed
dill very much flag thet thet is il an open issue.

DR MICHAEL: Peter?
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MR KOLF: If | nay just comment on that a little bit further, | think the Stuation that
needs to be understood is that the continuing minimum retail margin would gpply to the B3
tariff. The 2 percent minimum retall margin in the derivation of the initid capitd base was a
once-only. If A tariff customers and perhaps B1 tariff customers are competitive, then there
are no proposals to gpply aminimum retail margin necessarily to those on a continuing basis.
That was specificaly for the purposes of deriving theinitial capital base.

It's the B3 tariff that is a continuing concern and a this stage our understanding is
that the Minister has made a Statement as regards what he sees as the resdentia and small
commercid market tariffs, as to how they would move over time, and it'sredly in relaion to
those that were endeavouring to ensure that competition will be able to be sustained as the
access arrangement period progresses.

DR MICHAEL: Tim, did you want to continue on with that point? These are the vdid
points that are coming out. If you'd like to make a comment, Phil, you certainly can. Thisis
an issue that was clearly raised in Phil and Darren's submisson and one we appreciate;

hence we nominated it as one of the key issues that we need to resolve. Yes, Phil?

MR HARVEY: Thanks Ken. In asense, there's an unhedthy focus on this particular
issue. If we move away from the economic models and look at red life, currently we buy
gas under three different contracts. They have different prices. Even within contracts we
buy gas a arange of prices. That gasis then used to supply customers that range from very
large customers to very smdl. They have different daily load factors, they have different
annud load factors.

Somehow, out of dl that somebody has to determine what the cost of gasis, even
for agngle AlintaGas type organisation to, say, resdentid cusomers. Clearly gas suppliers
from the Perth Basin and gas being bought under other contracts will have a range of other
prices, so thereé's awhole range of gas prices out there. That'sthe starting point. Y ou then
say, "Okay. That'swhat | buy gas for. How much does transmisson cost me?' Therés a
submission to the regulator rignt now by Epic which says "This is what we think
transmission ought to cost” and we don't have an answer on that yet.

Then at the end of it dl, therés arange of retall prices. In order to get amargin you
redly have to take the end price and subtract the initid gas purchase price, take off the
transmission cog, take off the digtribution cost, take off the retalers costs and say thereés a
2 percent margin. How anybody believes you can do that with accuracy where the margin
IS 2 percent - you're just kidding yoursdlf. Y ou absolutely cant.

Weve had to make an attempt, and in our modelling that's what we did because we
darted with a monopoly Stuation. But, very clearly as we go down the track that will
change. You could argue forever about whether average prices or margind prices or the
way the model has been set up is right or wrong. It was clear that if we used the DORC
vaue of $700 million we would have ended up with digtribution charges that meant gas was
too expensve, so we had to move from the DORC vauation of $700 million down to some
other number and we ended up, as you know, at about $540 million.
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| think anybody who believes they can get accurate to tens of millions of dollarsin
this area is just kidding themselves. I've got a fair bit of sympathy with Tim's view on that
one.

DR MICHAEL: Thank you. Do we have any other comment on that from our own
group? | suppose what 1'd like to say - | accept the point you make about an unhealthy
focus. We see it differently of course and we see it differently because we do see the
opportunity.  What we're trying to do is to make sure that there is a difference. In other
words that there's not a negative margin in relation to the reference tariff that Peter was
talking about, B3.

At the moment, | think there is a need for adjustment of the various tariffsand | think
Darren aluded to some restructuring of those and we need to discuss them. The reason for
us concentrating on that, and we make no secret of the fact that we don't know what the
figure should be - welve Smply assumed 2 percent to help us through the process. We're
asking AlintaGas to come forward as a concept to demondtrate to us that the reference
tariff, particularly B3, does show a pogtive margin to some extent in order to alow for
competition and other users to have an opportunity.

| guess that's pretty well where we were coming from, so that's the other side of the
equetion | guess that I'm trying to put. | think that's the thing we have to discuss and
resolve. If you take the $700 million for the DORC, | could only say thet in the one and a
bit years that 1've been involved, the Eastern States people aways take 75 percent of
DORC and it just so happens that 75 percent of DORC is about 500-odd million. | mean,
that's a hypothetical sort of gpproach and unfortunately the thing that 1've struck in thiswhole
exercise is that we are taking today about some red commercial busnesses versus a
methodology. You haveto try and balance the two together.

The thing that struck me, being the regulator, is how you baance that out when
methodologies have dready been edtablished through the Code and through other
processes. Whether it's a WACC or whether it's the DORC or an ICB as a result or
whether it's in fact the reference tariffs that arise from it, they are the three parameters that
keep cropping up dl the time that we need to get an understanding on.

In some instances, we have to make judgments and we can only make judgments, |
might add - and this gpplies generdly - on the vadue of the information that we have. That's
what | think Ray isdluding to. If there's any better information available that will cause usto
rethink what weve said, then please let us have it so that we can redly do that. | think that's
what I'm redlly saying to you, Phil. Are there any other comments or discussions?

MR WILKINSON: Andy Wilkinson, with CMS. Just sort of at the risk of harping on
that, | have a brief couple of questions to Darren just to clarify a couple of points of
confuson | had with his presentation.  One relates to a discusson just then on establishing
the capital base that | would just like to dlarify in my mind.
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The draft decison goes on a length about AlintaGas using a deprival method of
edablishing the capital base which is a fundamentdly different philosophy from usng a
DORC methodology and scaing that down because it comes up with a tariff that would be
commeraaly unredistic in actua application.

| was just wondering: what was AlintaGass view on that? Did they see that they
used a reverse engineering gpproach implied in a depriva value methodology or did they use
the DORC and is the DORC methodology adjusted for commercid redity?

The other question | had was regarding their objections to section 38 of the Act -
not relating to that, but 1'd get it out of the way now. This exposes my ignorance. My
understanding of section 38 of the West Australian Gas Pipelines Act - and | could stand to
be corrected on this - isthat it is dl about promoting competition. Superficidly &t least the
objection seems to be that by imposing competition, that disadvantages AlintaGas - afar
enough statement, but | wonder if theres allittle bit more to it than just that superficid view.
| was just wondering; perhaps Darren can comment on those.

DR MICHAEL: Darren, would you like to comment? Thank you, Darren Grondd.

MR GRONDAL: Wed liketo answer the second of those questions. The first question
in relation to the asset vauation methodology is extremely complex and were going to leave
that to the submission that we make on Friday.

In relation to section 38, | only have brief comments to make. Yes, | understand
that you have read the Act and that it does dtate that the regulator is to take into account the
fixing of didribution tariffs as a means of extending effective competition in the market.
AlintaGas doesn't object - that section exigts.

Wha we do have a difficulty with is in relaion to the interpretation of the section,
particularly in the light of the second reading speech of the Minister for Energy.

We dso have amgor problem with the weighting that has been given to section 38.
Section 38 is one factor that should be taken into account in the assessment of an access
arangement. The point a which section 38 becomes relevant is where the regulator is
ng whether or not to agpprove and is required to take into account the public interest.

The public interest is one of sx factors that the regulator is required to take into
account and as Ken himsalf stressed at the beginning of his presentation, he is seeking to
achieve a bdance of interestss. What we are saying is that section38 has been
ingppropriately weighted and that has resulted in an unreasonable outcome for AlintaGas.

The detailed arguments as to why we have a particular view on the interpretation of
section 38 will be set out in some detall in our response. | don't think it's particularly helpful
to go through thet right now.

DR MICHAEL: Thank you, and | thank you for making those comments, Darren. Does
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any of the group from the office - | think well leave those on the table. | accept the points
that are being made. | would liketo just add that in dl our discussions there hasn't been any
objection to the competitive dement. It's more a question | think from AlintaGas's point of
view asto how weve used it.

| would argue that we have not given it undue weighting. Weve looked at the totdl
code, as | invariably try to do. However, a competitive environment is one of the key
outcomes of al this process, otherwise were in a postion of status quo and | don't think
that's what we're talking about at this stage. Were looking for opportunities. If the status
quo is very competitive, then so beiit.

We're suggesting that there are means by which that can be improved and weve
highlighted what they are and obvioudy there's a disagreement on the extent of that. | think
that's something where we have to St down with AlintaGas, with their submissons, and go
through it. Anybody else who has any comments in relation to that, wed be delighted to
have. Arethere any other comments or discussons? No? We've worn you dl out.

We are actualy just about nearly on half past 12 and we had extra time, which was
excdlent. |If there are no pressng comments, | will give Phil and his team the opportunity, if
you want, to make any find comment. Are you happy with that?

Our team up here - it's not meant to be on the one side and on the other. It isdone
this way because it is the Office of Gas Access Regulation’s decision that is being put on the
table and it is the Office of Gas Access Regulation that | believe has to respond to the
queries that are being raised.

DR MICHAEL: Could I jugt in cdosng advise you again that at the end of this week
we're having the closure of submissions for the draft decision so those who have been busly
working on it, following today hopefully you're in a better postion to tidy that up and send it
into us. Wed certainly like to hear from you.

We very much appreciate dl the comments weve received from the floor and I'd
like to thank Phil and his team for coming forward and giving the presentation. This process
isabit more difficult than normd, in fact so much so thet thisis the second one. David King
has been through this previoudy.

What I'd like to do - and our office doesn't know this yet; I'm about to let them
know. What well do - we have your names and hopefully contacts. Well be in touch with
you. We might just ask you afew questions about the nature of the public forum and some
feedback you might like to give us so that with the next one we run, if there are any
improvements we can make we certainly will. I'm not looking for a score. I'm smply
looking for ways in which we might do that. If you want to volunteer those, thet's fine but
we will get to you.

The next step of course is to take dl these comments on board and certainly St
down with AlintaGas in particular and go through dl the points that have been raised and
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come out with a find decison, hopefully by the end of June which is our target. That's
12 months. As Phil says, it's a long process. It's 2years from his perspective. It's 12
months from our perspective.

I've gone again on record as saying that it's difficult to do it under 12 months under
the current process, especidly for the first ones. We're learning a lot from these processes
and I'm hopeful, as I've consigtently said, that we can come out with some suggestions that
will sreamline this process so that it's seen as a partnering type exercise which Phil would
like to see, rather than one that seems to create a bit of adversity here and there.

The other thing I'd like to just do very quickly - a number of points were raised. |
wont go through them. | won't summarise them. | think there were a number of issues that
were raised which will be on record. | do have them listed here and well need to take those
on board in company with any comments we receive from yoursalves and from AlintaGasin
discussons with them, to hopefully come up with a find decison that does reflect the
dtuation gppropriatey and to the benefit of al players. That'swhat it'sdl about.

Findly | would just thank Julie and the staff for organising today’ s forum and getting
it dl organised. | trugt that it was helpful to you and | look forward to spesking with some
of you again and hearing from you. Many thanks for your atendance.
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