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DECISION

1.

On 15 December 1999, Goldfields Transmission Pty Ltd (“GGT”) submitted a
proposed Access Arrangement for the Goldfields Gas Pipeline (“GGP”) to the
Western Australian Independent Gas Pipelines Access Regulator (“Regulator’”) for
approval under the National Third Party Access Code for Natural Gas Pipeline
Systems (“Code™).

On 10 April 2001 the Regulator issued a Draft Decision on the proposed Access
Arrangement for the Goldfields Gas Pipeline. The Draft Decision of the Regulator
was to not approve the proposed Access Arrangement and the Regulator indicated
49 amendments to the proposed Access Arrangement that would have to be made
before the proposed Access Arrangement would be approved.

In August 2002, the Full Court of the Supreme Court of Western Australia handed
down its decision in proceedings brought in respect of the Regulator’s Draft Decision
on the proposed Access Arrangement for the Dampier to Bunbury Natural Gas
Pipeline (“Epic Decision”).! The Epic Decision dealt with matters of construction of
the Code, particularly in respect of determination of the Initial Capital Base for a
pipeline.

In light of the Epic Decision, on 6 November 2002 the Regulator issued a notice
advising of a decision to amend the Draft Decision on the proposed Access
Arrangement for the Goldfields Gas Pipeline rather than proceeding to a Final
Decision.”

On 1 January 2004 the function of approval of the proposed Access Arrangement
moved to the Economic Regulation Authority (“Authority”). The Authority is the
“Relevant Regulator”, under the Gas Pipelines Access Law, for approval of the
proposed Access Arrangement for the GGP.

The Authority has amended the Draft Decision issued by the Regulator on 10 April
2001 and accordingly issues this Amended Draft Decision.

The Authority has considered the proposed Access Arrangement under the principles
set out in the Code.

The Authority has considered and weighed the factors in section 2.24 of the Code as
fundamental elements in making the overall decision whether to approve the proposed
Access Arrangement, recognising that at some points the Code expresses the section
2.24 factors in specific provisions dealing with particular aspects of an Access
Arrangement.

The Authority proposes to not approve the proposed Access Arrangement on the basis
that it does not satisfy the principles in sections 3.1 to 3.20 of the Code. The detailed

! Re Dr Ken Michael AM; Ex Parte Epic Energy (WA) Nominees Pty Ltd & Anor (2002) 25 WAR 511.

% Notice — Proposed Access Arrangement for the Goldfields Gas Pipeline, Office of Gas Access Regulation,
6 November 2002.
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reasons for this decision are set out in this document. Amendments required to be
made to the proposed Access Arrangement in order for the Authority to approve it are
listed after the reasons.

REASONS

Introduction

10.

11.

12.

13.

14.

15.

16.

The GGP was officially opened on 4 October 1996. It comprises a gas transmission
system consisting of a main pipeline which begins at Yarraloola in juxtaposition to
the Dampier to Bunbury Natural Gas Pipeline (“DBNGP”) (but not connected to the
DBNGP) and transports gas through 1,378 km of pipeline to Kalgoorlie. The
construction of the GGP followed a call for “expressions of interest” by the Western
Australian Government in March 1993. In mid 1993 the Government awarded the
right to build the pipeline to a joint venture of Wesminco Oil Pty Ltd (Western
Mining Corporation Holdings Ltd), Normandy Pipelines Pty Ltd (Normandy Poseidon
Ltd) and BHP Minerals Pty Ltd.

The Goldfields Gas Pipeline Agreement (“State Agreement”) was signed between
the government and these joint venturers in March 1994.

The Code came into effect in Western Australia on 15 January 1999 when the Gas
Pipelines Access (Western Australia) Act 1998 was assented to. However, section 97
of this Act provided for the continuation of existing access arrangements for the GGP
— under the State Agreement — to continue until 1 January 2000 by deeming the
existing access arrangements to be an approved Access Arrangement under the Code
until that date.

On 15 December 1999 GGT submitted the proposed Access Arrangement for the
GGP to the Regulator for approval under the Code. The Regulator issued a Draft
Decision on the proposed Access Arrangement on 10 April 2001. The Draft Decision
was to not approve the proposed Access Arrangement.

In August 2002, the Full Court of the Supreme Court of Western Australia handed
down the Epic Decision. The Epic Decision dealt with matters of construction of the
Code, particularly in respect of determination of Reference Tariffs.

In light of the Epic Decision, on 6 November 2002 the Regulator issued a notice
advising of a decision to amend the Draft Decision on the proposed Access
Arrangement for the Goldfields Gas Pipeline rather than proceeding to a Final
Decision.?

In this notice, the Regulator outlined the procedure he intended to follow in amending
the Draft Decision, addressing a contention of GGT that the State Agreement (in
particular clause 21(3)) has the effect of limiting the application of the Code to the
GGP in circumstances where application of the Code materially adversely affects the

® Notice — Proposed Access Arrangement for the Goldfields Gas Pipeline, Office of Gas Access Regulation, 6
November 2002.
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17.

18.

19.

20.

21.

22,

legitimate business interests of the owners of the GGP. The first stage of the
procedure outlined in the Notice involved the Regulator applying the Code to the
Proposed Access Arrangement without consideration of whether clause 21(3) of the
State Agreement affected the application of the Code to the GGP and issuing a
“Part 1” of an amended Draft Decision. Following the issue of this Part One of an
amended Draft Decision, the Regulator proposed to invite the current owners of the
GGP to demonstrate, by way of a written submission, whether the application of the
Code would materially adversely affect their legitimate business interests within the
meaning of clause 21(3) of the State Agreement. The Regulator proposed to then
issue a “Part 2” of the amended Draft Decision setting out his assessment of the extent
to which the Code applied in light of the submission by the owners of the GGP.

On 10 June 2003, WMC Resources Ltd obtained an Order Nisi requiring the
Regulator and the State of Western Australia to show cause before the Supreme Court
of Western Australia why a Writ of Prohibition should not be issued against the
Regulator preventing him from considering or determining whether, under clause
21(3) of the State Agreement, the Code shall not have effect in relation to the GGP.

The matter was heard by the Supreme Court on 6 and 7 October 2003 and the Court
issued its Reasons for Decision on 2 December 2003 (“WMC Decision”).*

The Court held that the State Agreement is a contract and as such, not having
statutory force, it is binding on the parties to the contract and not on others. In
relation to clauses 21(2) and 21(3), the Court held that:

... it is clear from the nature of the subject matter of cl 21(2) and (3) that the parties cannot have
intended these two subclauses to have binding contractual force and effect. Further, whatever the
intention of the parties, cl 21(2) and (3) cannot be enforced by the Court as binding contractual
provisions. They can only be seen as expressions of comfort as between the parties to the contract
as to what they each then expected or hoped would be the course of future events.

The Court also indicated that:

Whatever the legal force and effect of clause 21(3) as between the parties to the State Agreement,
[it was] not able to read its provisions as conferring, or purporting to confer, any role or function or
jurisdiction on the Regulator.®

Accordingly, on 18 March 2004 the Court made a declaration in the following terms:

On the proper construction of the State Agreement ratified by the Goldfields Gas Pipeline
Agreement Act 1994 and on the proper construction of that Act, section 3 of the Government
Agreements Act 1979 and the Gas Pipelines Access (Western Australia) Act 1998, the Regulator is
required to perform his functions under the Code without regard to clause 21(3) of the State
Agreement.

As stated earlier, the function of approval of the proposed Access Arrangement was
transferred to the Authority on 1 January 2004. Pursuant to the Economic Regulation
Authority Act 2003, any decision made, or to be made, by the former Regulator is
treated as having been made, or to be made, by the Authority.

* Re Michael; Ex parte WMC Resources Ltd (2003) 27 WAR 574,
> WMC Decision, ibid, at p 586.
® WMC Decision, ibid, at p 589.
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23.

24,

On 6 April 2004 and subsequent to the WMC Decision of the Supreme Court, the
Authority issued a notice amending the process it intended to follow in progressing
assessment of the proposed Access Arrangement. The amended process involves
three stages.

Stage One

o Application of the Code without consideration of whether subclause 21(3) of the
State Agreement affects the applicability of the Code, but with consideration of
the extent to which other matters arising under the State Agreement are relevant to
the Authority’s assessment of the Code.

o Invitation by the Authority to interested parties to prepare and provide written
submissions that have regard to the reasons in the Epic Decision and any effect on
matters identified in the Draft Decision as being the reasons for requiring
amendments to the Proposed Access Arrangement.

Stage Two

e Release by the Authority of an Amended Draft Decision and invitation of
submissions on the Amended Draft Decision from interested parties within a time
that will be specified pursuant to section 2.14(b) of the Code.

Stage Three

e Consideration of submissions on the Amended Draft Decision and issue of a Final
Decision.

With the issue of this Amended Draft Decision, the Authority has completed
Stages One and Two of this process.

Access Arrangement Documents

25. GGT submitted its proposed Access Arrangement on 15 December 1999.
Documentation submitted comprised:
e Access Arrangement, including General Terms and Conditions as Appendix 3 and

Pipeline Maps as Attachment 1; and

e Access Arrangement Information.

26.  Copies of these documents are available from the Authority or may be downloaded
from the Authority’s web site (www.era.wa.gov.au).

27.  As part of this assessment, the Authority has considered the issues raised, and views
expressed, in submissions made on the proposed Access Arrangement by interested

Amended Draft Decision on the Proposed Access Arrangement 7
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parties, submissions made on the April 2001 Draft Decision, and submissions made
subsequent to the Notice issued on 6 November 2002.”

Requirements of the Code

28.  Section 2.24 of the Code provides that:

2.24

The Relevant Regulator may approve a proposed Access Arrangement only if it is satisfied the
proposed Access Arrangement contains the elements and satisfies the principles set out in
sections 3.1 to 3.20. The Relevant Regulator must not refuse to approve a proposed Access
Arrangement solely for the reason that the proposed Access Arrangement does not address a
matter that sections 3.1 to 3.20 do not require an Access Arrangement to address. In assessing
a proposed Access Arrangement, the Relevant Regulator must take the following into account:

(@)

(b)

(©)

(d)
(€)

(f)
9

the Service Provider's legitimate business interests and investment in the Covered
Pipeline;

firm and binding contractual obligations of the Service Provider or other persons (or
both) already using the Covered Pipeline;

the operational and technical requirements necessary for the safe and reliable operation
of the Covered Pipeline;

the economically efficient operation of the Covered Pipeline;

the public interest, including the public interest in having competition in markets
(whether or not in Australia);

the interests of Users and Prospective Users;

any other matters that the Relevant Regulator considers are relevant.

29. The “elements” of a proposed Access Arrangement, referred to in section 2.24 of the
Code comprise:

Services Policy (sections 3.1 and 3.2 of the Code);

Reference Tariff and Reference Tariff Policy (sections 3.3 to 3.5 of the Code);

Terms and Conditions (section 3.6 of the Code);

Capacity Management Policy (sections 3.7 and 3.8 of the Code);

Trading Policy (sections 3.9 to 3.11 of the Code);

Queuing Policy (sections 3.12 to 3.15 of the Code);

Extensions/Expansions Policy (section 3.16 of the Code); and

Review Date (sections 3.17 to 3.20 of the Code).

" The Economic Regulation Authority Act 2003 (WA) conferred on the Authority the functions and powers
previously conferred on the Regulator under the Gas Pipelines Access (Western Australia) Act 1998. For the
purposes of this Amended Draft Decision, all submissions previously made to the Regulator are taken as having
been made to the Authority. Further, all references to the Regulator in the proposed Access Arrangement and in
submissions are taken to be a reference to the Authority.

Amended Draft Decision on the Proposed Access Arrangement 8
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30.

31.

32.

33.

34.

An Access Arrangement may deal with a number of matters beside those dealt with in
sections 3.1 to 3.20, but an Access Arrangement must contain at least the elements
dealt with in sections 3.1 to 3.20 and satisfy the principles set out in those sections.

In applying the Code to consideration of GGT’s proposed Access Arrangement, the
Authority has taken into account the judicial guidance contained in the Epic Decision.

The remainder of these reasons set out an examination of the elements of the proposed
Access Arrangement.

As a preliminary issue, the Authority has given consideration to a matter raised by
GGT in relation to the operation of an Access Arrangement.

In correspondence with the Authority, GGT has expressed concern that the operation
of the Access Arrangement should not affect existing contractual rights between the
owners of the GGP and third parties with respect to the “Initial Committed Capacity”®
in the pipeline. Section 2.25 of the Code provides that the Regulator must not
approve an Access Arrangement any provision of which would, if applied, deprive
any person of a contractual right in existence prior to the date the proposed Access
Arrangement was submitted (or required to be submitted). For the avoidance of any
doubt, the Authority requires an amendment be made to the definition of “Spare
Capacity” in the proposed Access Arrangement to the effect that Spare Capacity will
only include the Initial Committed Capacity to the extent that it does not deprive any
person of an existing contractual right.

Services Policy

35.

36.

Section 3.1 of the Code requires that an Access Arrangement include a policy on the
Service or Services to be offered (a Services Policy). Section 3.2 of the Code requires
that the Services Policy comply with the following principles.

3.2 @) The Access Arrangement must include a description of one or more Services that the
Service Provider will make available to Users or Prospective Users, including:

(1 one or more Services that are likely to be sought by a significant part of the
market; and

(i) any Service or Services which in the Relevant Regulator's opinion should be
included in the Services Policy.

(b) To the extent practicable and reasonable, a User or Prospective User must be able to
obtain a Service which includes only those elements that the User or Prospective User
wishes to be included in the Service.

(c) To the extent practicable and reasonable, a Service Provider must provide a separate
Tariff for an element of a Service if this is requested by a User or Prospective User.

The Services Policy of an Access Arrangement includes descriptions of a set of
Services that the Service Provider will make available. The Service Provider is not

® Initial Committed Capacity is defined under clause 8 of the State Agreement and includes capacity reserved by
each of the original joint venturers in the GGP and capacity reserved by foundation third-party Users of the
GGP under clause 8(2)(b) of the State Agreement.

Amended Draft Decision on the Proposed Access Arrangement 9
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37.

38.

39.

40.

41.

42.

obliged to provide a Service unless it is one of the Services specified in the Access
Arrangement (or an element of such a Service).

A Services Policy is provided in clause 4 of the proposed Access Arrangement. The
Services Policy commits GGT to making available a Reference Service to a
Prospective User and negotiating in good faith, subject to operational availability, for
the provision of Non-Reference Services to a Prospective User.

A Reference Service is a Service that is specified in an Access Arrangement and for
which a Reference Tariff is specified in that Access Arrangement under section 3.3 of
the Code:

3.3 An Access Arrangement must include a Reference Tariff for:
@ at least one Service that is likely to be sought by a significant part of the market; and

(b) each Service that is likely to be sought by a significant part of the market and for
which the Relevant Regulator considers a Reference Tariff should be included.

Only those Services likely to be sought by a significant part of the market and for
which the Authority considers there should be a price need to have a Reference Tariff
specified. For other Services, section 6 of the Code provides a process of negotiation
and arbitration for determining the price.

The Services Policy under the proposed Access Arrangement provides a description
of a single Reference Service, described as a firm Service.

The Services Policy does not include a description of any Service other than the single
proposed Reference Service. However, the Services Policy indicates that GGT also
offers “Negotiated Services” for Users who desire a Service other than the Reference
Service. It is indicated that these Services are to be developed through a negotiation
process to meet specific needs. Clause 4.2(a) of the proposed Access Arrangement
provides an undertaking by GGT to negotiate such Services in good faith. Further,
clause 4.2(b) of the proposed Access Arrangement states that no provision of the
Access Arrangement necessarily limits or circumscribes the terms or conditions which
may be negotiated for the provision of one or more Negotiated Services.

In assessing the proposed Services Policy, the Authority is required to consider the
Services that a significant part of the market is likely to seek. One or more such
Services must be included in the Access Arrangement and must be described. If the
Authority forms the opinion that other Services should also be included then they
must also be included and described. Of these Services only one that is sought by a
significant part of the market need be specified as a Reference Service, although the
Authority must consider whether any of the other Services that are likely to be sought
by a significant part of the market should also be included as a Reference Service.

Characteristics of the Proposed Reference Service

43. The Services Policy indicates that GGT will make the Reference Service available to
customers for the receipt of gas at a single Inlet Point, transmission through the
Pipeline and delivery to the agreed Outlet Point or Outlet Points. Gas quantities able
to be received and delivered under a Service Agreement for a firm service are defined

Amended Draft Decision on the Proposed Access Arrangement 10
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44,

45.

46.

47.

48.

49.

50.

as upper limits in terms of Maximum Daily Quantity (“MDQ”) and Maximum Hourly
Quantity (“MHQ”).

GGT has included this Service in the Services Policy for the stated reason that the
only Service sought by current Users has been a firm Service and GGT believes that
such a requirement is unlikely to change in the future.

The Authority is of the view that as a forward-haul, non-interruptible haulage Service
provided on the basis of contracted capacity, the proposed Reference Service is in the
nature of a Service typically provided by a gas transmission pipeline configured to
transport gas from an “upstream” gas source to “downstream” delivery points, and is
of the same nature as gas transmission Services provided by most other transmission
pipelines in Australia. The Authority therefore considers that this Service is likely to
be sought by a significant part of the market and therefore complies with the Code.

Submissions were made on the characteristics of the proposed Reference Service.

The GGP is currently configured with only one Inlet Point. A submission was made
to the Authority that there may be some future demand for an interconnection
between the DBNGP and GGP to allow a greater number of gas producers access to
markets served by the GGP, therefore requiring further a further Inlet Point to the
GGP. It was also submitted that amending the proposed Access Arrangement to
provide that the Reference Service be capable of accommodating alternative and
multiple Inlet Points in a single Service Agreement in the event that additional Inlet
Points are established on the pipeline, has the potential to enhance competition
amongst gas producers for supply of gas to end Users of gas that are supplied via the
GGP.

GGT submits that there has been no demonstrable demand for further Inlet Points and
that appropriate terms and conditions for a Service with a different Inlet Point from
the existing Inlet Point cannot be determined in advance of the new Inlet Point being
established.

The Reference Service being offered in the proposed Access Arrangement requires
gas to be delivered into the pipeline via the existing Inlet Point and does not allow gas
to be delivered into the pipeline via any additional Inlet Points which may be
constructed during the Access Arrangement Period. A User wishing to access any
additional Inlet Point which is added to the pipeline would not have a right to do so as
part of the Reference Service. The Authority is of the view that not allowing for
additional Inlet Points obstructs the potential for enhanced competition in upstream
gas markets and the benefits to Users that may flow from such competition.

It would not be onerous for GGT to accommodate in a Reference Service a facility for
gas receipt into the GGP at any additional Inlet Points that are added to the pipeline.
This would not place any obligation upon GGT to provide additional Inlet Points, to
offer an interconnection Service with the DBNGP or to finance the construction of
any additional Inlet Points, but would merely prevent GGT from refusing Users
access to any additional Inlet Points in the event that they are created.

Amended Draft Decision on the Proposed Access Arrangement 11
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51.

52.

Taking these matters into account, the Authority is of the view that the Services
Policy should provide for an additional Reference Service in the nature of that
proposed by GGT, but without restriction in respect of Inlet Points.

Concerns were also raised in submissions about whether there is a need to specify the
terms and conditions that would apply in respect of any additional Inlet Points. Other
pipelines (including the DBNGP) have multiple Inlet Points without any special terms
and conditions relating to the individual Inlet Points. The Authority does not consider
there to be a practical requirement to specify special terms and conditions for different
Inlet Points within the terms and conditions for a gas transmission Service such as
proposed by GGT as a Reference Service. As such, the Authority sees no reason why
the terms and conditions for the additional Service should differ from the terms and
conditions for the Reference Service proposed by GGT save in respect of removing
the restriction on the Inlet Point. Moreover, the Authority sees no reason why the
Reference Tariff for the additional Service should differ from that determined for the
Reference Service proposed by GGT.

Inclusion of Additional Services as Reference Services

53.

54.

55.

56.

57.

58.

Submissions were made to the Authority that GGT should, in its proposed Access
Arrangement, offer additional Services as Reference Services, such as a parking
Service, a back-haul Service, an authorised imbalance Service and an interruptible
Service.

GGT submits that there is no demonstrable demand for an interruptible Service and
that any needs of Users for such a Service would largely be met through the proposed
“Supplementary Quantity Option” (provided for under clause 4 of the General Terms
and Conditions and addressed in paragraph 452 and following of this Amended Draft
Decision) that enables Users to obtain additional Services on a short term and
interruptible basis. Further, GGT submits that it has not received any request for an
interruptible Service.

The Authority has considered whether a back-haul Service, a parking Service, an
authorised imbalance Service and/or an interruptible Service should be included in the
Access Arrangement as a Reference Service.

The Authority takes the view that it is currently unlikely that a back-haul Service
would be sought by a significant part of the market, particularly as the Carnarvon
Basin is the sole source of gas supply to the GGP.

The Authority is aware that the parking and authorised imbalance Services are not
generally offered as Reference Services by other pipeline Service Providers but rather
are in the nature of ancillary Services associated with a Reference Service. Further,
the Supplementary Quantity Option appears to provide a facility that would allow
Users to address imbalances (by contracting for additional gas receipts and/or
deliveries on a short term basis), thus providing a similar facility to an authorised
imbalance Service.

The Authority has considered the submission of a party that, depending upon the
terms and conditions upon which an interruptible Service was offered, it would
consider using such a Service. The Authority accepts that it may be desirable for a

Amended Draft Decision on the Proposed Access Arrangement 12
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59.

Service Provider to offer an interruptible Service as such a Service provides a
mechanism for efficient use of pipeline capacity that is not available with sufficient
reliability to be used to provide a firm (i.e. non-interruptible) Service. However, GGT
has proposed an alternative mechanism for the utilisation of this capacity — the
Supplementary Quantity Option. The Supplementary Quantity Option appears to be
in the nature of a “spot Service” or *“authorised overrun Service” (i.e. selling of
capacity on a daily basis) that would utilise capacity that may otherwise be offered for
an interruptible Service, and which could be used to meet the demand for gas
transmission that arises on an irregular basis. The Authority does not consider there
to be sufficient evidence that, given the availability of the Supplementary Quantity
Option, an interruptible Service would be likely to be sought by a significant part of
the market.

It is the view of the Authority that no party has provided any compelling reasons as to
why there is likely to be a demand by a significant part of the market for additional
References Services, including Services in the nature of a parking Service, a back-
haul Service, an authorised imbalance Service or an interruptible Service.

Reference Tariff and Reference Tariff Policy

Requirements of the Code

60.

61.

62.

63.

64.

Section 3.3 of the Code requires that an Access Arrangement include a Reference
Tariff for:

(a) at least one Service that is likely to be sought by a significant part of the market; and

(b) each Service that is likely to be sought by a significant part of the market and for which the
Relevant Regulator considers a Reference Tariff should be included.

Section 3.4 of the Code cross references section 8 of the Code for the principles with
which a Reference Tariff must comply:

Unless a Reference Tariff has been determined through a competitive tender process as outlined in
sections 3.21 to 3.36, an Access Arrangement and any Reference Tariff included in an Access
Arrangement must, in the Relevant Regulator’s opinion, comply with the Reference Tariff
Principles described in section 8.

Section 3.5 of the Code requires that, in addition to a Reference Tariff, an Access
Arrangement must include a Reference Tariff Policy:

An Access Arrangement must also include a policy describing the principles that are to be used to
determine a Reference Tariff (a Reference Tariff Policy). A Reference Tariff Policy must, in the
Relevant Regulator’s opinion, comply with the Reference Tariff Principles described in section 8.

As referred to in sections 3.4 and 3.5 of the Code, section 8 of the Code sets out the
principles with which Reference Tariffs and a Reference Tariff Policy included in an
Access Arrangement must comply.

Section 8.1 of the Code provides that a Reference Tariff and Reference Tariff Policy
should be designed with a view to achieving the following objectives:

Amended Draft Decision on the Proposed Access Arrangement 13
for the Goldfields Gas Pipeline



Economic Regulation Authority

(a) providing the Service Provider with the opportunity to earn a stream of revenue that recovers
the efficient costs of delivering the Reference Service over the expected life of the assets used
in delivering that Service;

(b) replicating the outcome of a competitive market;
(c) ensuring the safe and reliable operation of the Pipeline;

(d) not distorting investment decisions in Pipeline transportation systems or in upstream and
downstream industries;

(e) efficiency in the level and structure of the Reference Tariff; and

(f) providing an incentive to the Service Provider to reduce costs and to develop the market for
Reference and other Services.

65.  Section 8.1 of the Code also provides guidance as to the reconciliation of these
objectives:

To the extent that any of these objectives conflict in their application to a particular Reference
Tariff determination, the Relevant Regulator may determine the manner in which they can best be
reconciled or which of them should prevail.

66. In respect of the reconciliation of objectives of section 8.1 of the Code, “the factors in
s 2.24(a) to (g) should guide the Regulator in determining, if necessary, the manner in
which thg objectives in s 8.1(a) to (f) can best be reconciled or which of them should
prevail”.

67. In addition to the objectives set out in section 8.1 of the Code, section 8.2 of the Code
requires that the Authority be satisfied about a number of factors in determining
whether to approve a Reference Tariff and Reference Tariff Policy:

(a) the revenue to be generated from the sales (or forecast sales) of all Services over the Access
Arrangement Period (the Total Revenue) should be established consistently with the principles
and according to one of the methodologies contained in this section 8;

(b) to the extent that the Covered Pipeline is used to provide a number of Services, that portion of
Total Revenue that a Reference Tariff is designed to recover (which may be based on
forecasts) is calculated consistently with the principles contained in this section 8;

(c) a Reference Tariff (which may be based upon forecasts) is designed so that the portion of
Total Revenue to be recovered from a Reference Service (referred to in paragraph (b)) is
recovered from the Users of that Reference Service consistently with the principles contained
in section 8;

(d) Incentive Mechanisms are incorporated into the Reference Tariff Policy wherever the
Relevant Regulator considers appropriate and such Incentive Mechanisms are consistent with
the principles contained in this section 8; and

(e) any forecasts required in setting the Reference Tariff represent best estimates arrived at on a
reasonable basis.

Reference Tariff Policy

68.  GGT has provided a Reference Tariff Policy as clause 5 of the proposed Access
Arrangement, reproduced as follows.

° Epic Decision, ibid, Declaratory Order 3.
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5 REFERENCE SERVICE TARIFF POLICY
51 Transportation Tariff for Reference Service

GGT will make available the Reference Service at the Transportation Tariff as set out
in clause 9 of the General Terms and Conditions, as varied in accordance with the
provisions of this clause 5.

5.2 Reference Service Tariff Policy
The Transportation Tariff has been determined having regard to:

@ the Reference Tariff Principles described in section 8 of the Code where the
rate of return used in setting the Transportation Tariff is commensurate with
the business risks taken in development of the Pipeline in accordance with

the GGP Act;
(b) recovery of actual and forecast Pipeline costs and efficient capital and
operating costs and a commercial rate of return; and
(©) a Net Present Value tariff determination methodology.
5.3 Variation of Transportation Tariff

Except as expressly provided in the Service Agreement, the Transportation Tariff will
be adjusted in accordance with clause 9 of the General Terms and Conditions.

69.  The Reference Tariff Policy (at clause 5.3) cross references clause 9 of the General
Terms and Conditions for the Reference Service. Clause 9 of the General Terms and
Conditions defines the component charges of the Reference Tariff for the proposed
Firm Service, being the Toll Charge, the Capacity Reservation Charge, the
Throughput Charge, the Used Gas Charge and the Supplementary Quantity Option
Charge, and makes provision for other charges: the Account Establishment Charge,
Connection Charge and Annual Account Management Charge. Clause 9 also makes
provision for:

e Quantity Variation Charges;

e quarterly escalation of charges in accordance with changes in the consumer price
index;

o provision for Users to pay to GGT amounts equal to any tax, duty, impost, levy or
other charge (excluding income tax) imposed by the government or other
regulatory authority from time to time incurred by GGT or the Owners in respect
of the Service provided pursuant to the Service Agreement;

« provision for pass through of the goods and services tax;

« provision for charges to still apply when the flow of gas is restricted in accordance
with clauses 8 (Interruption of Service) and 17 (Force Majeure) of the General
Terms and Conditions; and

o provision for GGT to demand a bond or deposit from a User.

70. The Reference Tariff Policy proposed by GGT is largely declaratory of provisions and
principles of the Code, in particular indicating:
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o the Reference Service will be made available at a Reference Tariff set out in the
General Terms and Conditions;

o the Reference Tariff has been determined having regard to the principles of
section 8 of the Code and recovery of costs (including a rate of return), and using
a net-present-value methodology; and

« the Reference Tariff is subject to adjustment over the Access Arrangement Period.

71. The general principles expressed in the Reference Tariff Policy are consistent with the
requirements of the Code. The Code provides for:

e recovery by a Reference Tariff of capital and operating costs (sections 8.8 — 8.22,
8.36 and 8.37 of the Code);

o determination of a Reference Tariff on the basis of a rate of return commensurate
with business risks and able to be described as commercial in the sense of being
commensurate with prevailing conditions in the market for funds (section 8.30);

« determination of a Reference Tariff using a Net Present Value calculation (section
8.4); and

« changes in the Reference Tariff in accordance with a price path that may provide
for escalation of tariffs with a measure of inflation (sections 8.3, 8.5A).

While the Authority is of the view that the Reference Tariff Policy complies with the
requirements of the Code, this does not mean that the Authority takes the view that
application of the Reference Tariff Policy in calculation and specification of the
Reference Tariff meets the requirements of the Code. The Authority’s considerations
in respect of particular elements of the derivation of the Reference Tariff are
described below.

72. In determining whether to approve or not approve the proposed Access Arrangement,
the Authority must reach a view on whether the proposed Reference Tariff and
Reference Tariff Policy comply with the principles of section 8 of the Code, guided
by the objectives of section 8.1 and, as necessary to resolve conflict between these
objectives, the factors of section 2.24(a) to (g).

73. In forming its view on whether the proposed Reference Tariff and Reference Tariff
Policy comply generally with the principles and objectives of section 8 of the Code,
the Authority examined the components of GGT’s derivation of Total Revenue and
the Reference Tariff for the Reference Service against the relevant principles
contained in section 8 of the Code. The Authority’s considerations in this regard are
documented below.

74.  The Authority has also considered the proposed Reference Tariff in the context of the
potential term of the Access Arrangement Period, as discussed later in this Amended
Draft Decision (paragraph 676 and following).
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Initial Capital Base

75.  Sections 8.4 and 8.5 of the Code set out methodologies that may be used to determine
a Total Revenue for a pipeline:

8.4 The Total Revenue (a portion of which will be recovered from sales of Reference Services)
should be calculated according to one of the following methodologies:

Cost of Service: The Total Revenue is equal to the cost of providing all Services (some of
which may be the forecast of such costs), and with this cost to be calculated on the basis of:

@) a return (Rate of Return) on the value of the capital assets that form the Covered
Pipeline or are otherwise used to provide Services (Capital Base);

(b) depreciation of the Capital Base (Depreciation); and

(c) the operating, maintenance and other non capital costs incurred in providing all
Services (Non Capital Costs).

IRR: The Total Revenue will provide a forecast Internal Rate of Return (IRR) for the
Covered Pipeline that is consistent with the principles in sections 8.30 and 8.31. The IRR
should be calculated on the basis of a forecast of all costs to be incurred in providing such
Services (including capital costs) during the Access Arrangement Period.

The initial value of the Covered Pipeline in the IRR calculation is to be given by the Capital
Base at the commencement of the Access Arrangement Period and the assumed residual value
of the Covered Pipeline at the end of the Access Arrangement Period (Residual Value) should
be calculated consistently with the principles in this section 8.

NPV: The Total Revenue will provide a forecast Net Present Value (NPV) for the Covered
Pipeline equal to zero. The NPV should be calculated on the basis of a forecast of all costs to
be incurred in providing such Services (including capital costs) during the Access
Arrangement Period, and using a discount rate that would provide the Service Provider with a
return consistent with the principles in sections 8.30 and 8.31.

The initial value of the Covered Pipeline in the NPV calculation is to be given by the Capital
Base at the commencement of the Access Arrangement Period and the assumed Residual
Value at the end of the Access Arrangement Period should be calculated consistently with the
principles in this section 8.

The methodology used to calculate the Cost of Service, an IRR or NPV should be in
accordance with generally accepted industry practice.

However, the methodology used to calculate the Cost of Service, an IRR or NPV may also
allow the Service Provider to retain some or all of the benefits arising from efficiency gains
under an Incentive Mechanism. The amount of the benefit will be determined by the Relevant
Regulator in the range of between 100% and 0% of the total efficiency gains achieved.

8.5 Other methodologies may be used provided the resulting Total Revenue can be expressed in
terms of one of the methodologies described above.

76.  All of the methodologies described in section 8.4 of the Code for the determination of
Total Revenue require, for their application, a valuation of the capital assets that form
the Covered Pipeline at the commencement of the Access Arrangement Period
(“Capital Base”). As such, a Capital Base is required to be established when a
Reference Tariff is first proposed for a Reference Service (“Initial Capital Base”).

77. In the Access Arrangement Information supporting the proposed Access
Arrangement, GGT has proposed that the Initial Capital Base for the Goldfields Gas
Pipeline should be $452.6 million, described by GGT as a Depreciated Optimised
Replacement Cost (“DORC”) value and including a value ascribed to capital not
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78.

79.

80.

valued as part of the pipeline itself ($3.8 million less $0.4 million depreciation) and
working capital ($2.6 million)."

The Authority is required to consider whether this value conforms to the principles of
the Code, having regard to the role of the Initial Capital Base in determination of the
Reference Tariff. In order to determine whether the proposed Initial Capital Base
conforms to the principles of the Code, it is necessary to consider the requirements of
the Code in the particular circumstances of the GGP.

Section 8.10 of the Code requires that a range of factors be considered in establishing
the Initial Capital Base:

8.10  When a Reference Tariff is first proposed for a Reference Service provided by a Covered
Pipeline that was in existence at the commencement of the Code, the following factors should
be considered in establishing the initial Capital Base for that Pipeline:

@) the value that would result from taking the actual capital cost of the Covered Pipeline
and subtracting the accumulated depreciation for those assets charged to users (or
thought to have been charged to users) prior to the commencement of the Code;

(b) the value that would result from applying the “depreciated optimised replacement
cost” methodology in valuing the Covered Pipeline;

(c) the value that would result from applying other well recognised asset valuation
methodologies in valuing the Covered Pipeline;

(d) the advantages and disadvantages of each valuation methodology applied under
paragraphs (a), (b) and (c);

(e) international best practice of Pipelines in comparable situations and the impact on the
international competitiveness of energy consuming industries;

()] the basis on which Tariffs have been (or appear to have been) set in the past, the
economic depreciation of the Covered Pipeline, and the historical returns to the
Service Provider from the Covered Pipeline;

(9) the reasonable expectations of persons under the regulatory regime that applied to the
Pipeline prior to the commencement of the Code;

(h) the impact on the economically efficient utilisation of gas resources;

Q) the comparability with the cost structure of new pipelines that may compete with the

pipeline in question (for example, a Pipeline that may by-pass some or all of the
Pipeline in question);

) the price paid for any asset recently purchased by the Service Provider and the
circumstances of that purchase; and

(k) any other factors the Relevant Regulator considers relevant.

Section 8.10 of the Code sets out a range of matters to be considered in establishment
of the Initial Capital Base “that by their nature require consideration of disparate
issues which may well tend in different directions”.** The process is “more than one

of mere valuation”.**> Exercise of discretion by the Authority is required in

1% Access Arrangement Information, section 4.5. Sections 4.1 to 4.4 of the Access Arrangement Information
provide information in support of this determination of the Initial Capital Base.

1 Epic Decision, ibid, p 534.
12 Epic Decision, ibid, p 534.
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establishing the value of the Initial Capital Base, taking into account the
considerations under section 8.10 and attaching weight to these considerations.™

81.  Guidance for the Authority’s discretionary evaluation is provided by other sections of
the Code, notably sections 8.11, 8.1, and section 2.24.**

82. For convenience, this Amended Draft Decision addresses these relevant elements of
the Code in the order of sections 8.10, 8.11, 8.1 and 2.24.

83. Section 8.10(a) of the Code requires that consideration be given to:

the value that would result from taking the actual capital cost of the Covered Pipeline and
subtracting the accumulated depreciation for those assets charged to Users (or thought to have
been charged to Users) prior to the commencement of the Code.

84.  The value that would result from taking the actual capital cost of the Covered Pipeline
and subtracting the accumulated depreciation for those assets charged to Users is
referred to for the purposes of this Amended Draft Decision as the Depreciated Actual
Cost (“DAC?).

85.  GGT submits that the “actual capital cost” of the GGP should be taken to be the
purchase price of the GGP by the current owners.™

86.  The Authority rejects this interpretation and considers that the determination of the
DAC value under the Code requires an assessment of the historical construction costs.
While the term *“actual cost” is not defined in the Code, use of the term throughout
section 8 of the Code, including in relation to both the Initial Capital Base and New
Facilities Investment, is consistent with a meaning of the cost of construction of the
relevant assets. This is also consistent with considerations of the Supreme Court in
the Epic Decision.'®

87. For the purposes of section 8.10(a) the Authority has therefore given consideration to
the cost of construction of the GGP, including capital expenditure subsequent to
initial construction, and to the return of capital (capital recovery) to the pipeline
owners since the pipeline entered into service.

88. In its submission of 17 December 2002, GGT described a calculation of capital
recovery involving determination of a residual asset value at any point in time. This
calculation is a recursive calculation, which essentially consists of three equations, as
follows:

OAV; = OAV, + Capex:.1 — Capital Recovery;. @H)]

3 Epic Decision, ibid, p 534.

1 The Authority notes that this process for consideration of the Initial Capital Base for a pipeline is different to
the process contemplated by the Australian Competition Tribunal in its review of the decision of the ACCC to
approve its own Access Arrangement for the Moomba to Sydney Pipeline (Application by East Australian
Pipeline Limited [2004] ACompT 8). The Authority’s reasons for not adopting the process contemplated by the
Australian Competition Tribunal are set out in Appendix A of this Amended Draft Decision.

13 Goldfields Gas Transmission Pty Ltd, 17 December 2002, Public Submission on Stage 1 as Required by the
6 November 2002 Notice of the Acting Gas Access Regulator.

16 Epic Decision, ibid, p 558.
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Capital Recovery; = Revenue; — ROA; — Opex; 3)
ROA; = WACC; x OAV; (2)
Where:

OAV; = opening asset value for year t;

OAV,.; = opening asset value for year t-1;

Capex:.; = capital expenditure for year t-1;

Opex; = operating expenditure for year t;

ROA = return on assets for year t;

WACC, = weighted average cost of capital for year t; and
Revenue; = revenue from sale of Services for year t.

In the first period of any expenditure being undertaken, OAV is zero, which permits
the recursive calculation to be undertaken.

89. Under this methodology, the return of capital to the pipeline owners in any period is
determined as the excess of revenue over the sum of operating costs and a return on
capital, where the latter is determined by multiplying a rate of return by the opening
asset value for the period. The return of capital thus determined may be positive (an
excess of revenue over operating costs and the return on capital) or negative (a deficit
of revenue below operating costs and the return on capital). The change in asset value
from one period to the next is equal to the opening asset value for the period plus new
capital expenditure in the period minus the return of capital in the period. Where the
return on capital for a period is determined to be negative, the “loss” is capitalised
into the asset value. This is consistent with a notion of economic depreciation.
Interest during construction is taken into account under this methodology, determined
(in effect) as a capitalised loss on costs of construction before the pipeline enters
service.

90. In its submission of 17 December 2002, GGT indicated that the asset value
determined by this methodology is $553.4 million at 30 June 2002.' The value
determined by the same calculation methodology as at 31 December 1999 is
$568.4 million. Contrary to its proposed Access Arrangement, GGT indicated in its
submission that $553.4 million at 30 June 2002 should comprise the Initial Capital
Base for the GGP.

91.  The calculation described by GGT is, in principle, consistent with the methodology
contemplated by section 8.10(a) of the Code. However, the calculation is highly
sensitive to the methodologies and assumptions used in making it. The principal
factors that affect the value obtained by the calculation are:

7 Goldfields Gas Transmission Pty Ltd, 17 December 2002, Public Submission on Stage 1 as Required by the
6 November 2002 Notice of the Acting Gas Access Regulator.
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92.

93.

94.

95.

96.

97.

98.

o whether the calculation is undertaken in nominal or real dollar values;

o the length of periods in the calculation for each of which an amount of capital
recovery is determined (i.e. monthly, quarterly, annually, etc.); and

« the assumption as to the benchmark rate of return.

Other significant input parameters to the calculation of capital recovery comprise:
e revenues;

o capital expenditure;

« avalue attributed to working capital; and

e oOperating expenditure.

The residual value obtained by the capital recovery calculation will also depend upon
the date at which the value is determined.

The Authority has considered a range of assumptions for the calculation of capital
recovery and residual asset values, and determined residual asset values at a range of
dates. This analysis and the resultant asset values are described in Appendix B.

Through this analysis the Authority has verified the calculation of the residual asset
value described by GGT in its submission of 17 December 2002.

However, these calculations also confirm that the estimation of a DAC value using a
calculation of capital recovery of the type proposed by GGT can give rise to widely
varying asset values depending upon the assumptions employed in the model and the
date of valuation.

Section 8.10(a) of the Code requires that consideration be given to a value that would
result from calculation of a DAC. To meet this requirement, the Authority considers
that it is necessary to determine a methodological approach and set of assumptions in
calculating capital recovery that represent the most plausible assessment of historical
capital recovery.

The Authority takes the view that the most plausible methodological approach and set
of assumptions are as follows.

e Calculation in real dollar values.

o Determination of capital recovery relative to a benchmark rate of return equal to
the estimated cost of capital for the GGP business. For this purpose, the Authority
has established the benchmark rate of return at the Rate of Return established for
the purposes of this Amended Draft Decision (paragraph 248 and following), but
varied according to market parameters (risk-free rates of return, inflation and
corporate taxation rates) for each time period in the historical calculation of capital
recovery.
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o Determination of revenue for each period in the calculation taking into account
notional revenues from the original owners of the pipeline and notional revenues
from third-party Users reflecting discounts to tariffs available to Users from time
to time.

Reasons for use of this methodological approach and these assumptions are indicated
in Appendix B.

99. The residual asset values calculated for a range of different valuation dates under this
methodological approach and set of assumptions are indicated in the table below. The
calculation of these values is described in Appendix B. The reduction in values from
31 December 1999 to 30 June 2004 indicates the extent of recovery of the initial
capital investment.

Asset Values Estimated by Calculation of Capital Recovery under a Methodological Approach
and Assumptions considered most plausible by the Authority

Valuation Date Valuation
31 Dec 1999 $434 million
30 June 2002 $376 million
31 Dec 2003 $292 million
30 Jun 2004 $261 million

100. The Authority is of the view that the values set out in the above table indicate the
values at different points in time that would accord with section 8.10(a) of the Code.

101. The Initial Capital Base of $452.6 million proposed by GGT, while described as a
DORC value, is considered by the Authority to be more in the nature of a depreciated
historical cost for the reason that it was determined on the basis of the historical cost
of construction of the pipeline, subsequent capital expenditure and an allowance for
depreciation. The methodology used by GGT to derive the proposed Initial Capital
Base was to adjust the actual construction cost of the pipeline (stated by GGT to be
$456.6 million) for inflation, interest cost incurred during construction and foreign
exchange variations to derive an historical cost in dollar values of 31 December 1999
of $506.7 million. This value was then adjusted by subtracting an allowance for
depreciation determined by applying an accounting depreciation methodology (units-
of-production depreciation) and adding a value of capital expenditure since
construction to derive a valuation of $450.0 million. The proposed Initial Capital
Base was derived by the sum of this value and an allowance for working capital of
$2.6 million.*®

102. In the April 2001 Draft Decision on the proposed Access Arrangement for the GGP,
the Regulator derived a DAC value by a similar methodology, using GGT’s stated
value of construction costs, subtracting an allowance for depreciation determined by
an alternative accounting depreciation methodology (straight-line depreciation), and
inflating the asset valuation to a value at 31 December 1999 of $435.4 million.

18 Access Arrangement Information section 4.1.2.
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103.

104.

105.

106.

107.

The Authority is of the view that the capital-recovery calculation set out in GGT’s
submission of 17 December 2002 is a more appropriate methodology for
determination of a DAC value than either the methodology used by GGT to determine
its proposed Initial Capital Base, or that used by the Regulator for the purposes of the
April 2001 Draft Decision. The Authority considers that neither of these latter
methodologies attempts to estimate the actual return of capital over the life of the
pipeline, to which the calculation of capital recovery is specifically directed, but
rather use an assumed value of depreciation calculated using an accounting
depreciation methodology that is unrelated to actual past depreciation.

Section 8.10(b) of the Code requires that consideration be given to:

the value that would result from applying the Depreciated Optimised Replacement Cost
methodology in valuing the Covered Pipeline.

GGT has described its proposed Initial Capital Base as a Depreciated Optimised
Replacement Cost (“DORC”) value. However, the Authority considers that the
calculation used to derive this value is more in the nature of an historical cost
valuation, as discussed above in relation to section 8.10(a) of the Code.

For the purposes of the April 2001 Draft Decision, the Regulator estimated:

o Replacement Cost and Depreciated Replacement Cost, estimated on the basis of
historical constraints on design of the pipeline arising from the Goldfields Gas
Pipeline Agreement Act 1994; and

e Optimised Replacement Cost (“ORC”) and DORC, estimated on the basis of the
pipeline meeting the service levels required by clause 9(5) of the Goldfields Gas
Pipeline Agreement Act 1994, but there being no constraints on pipeline diameter
or operating pressure.

Estimates of Depreciated Replacement Cost and DORC were based on straight-line
depreciation of asset classes over an assumed technical life for each asset class,
corresponding to a weighted average asset life of 65 years. Estimated values were
determined as follows.
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Goldfields Gas Pipeline — Replacement Cost Valuations

Description Depreciated Replacement Depreciated Optimised
Cost (DRC) Replacement Cost (DORC)

Maximum Allowable Operating 10.2 10.2

Pressure (MAOP) (MPa)

Diameter (millimetre) 400/350 350

Diameter (inch) 16/14 14

Compressor Stations (Number) 2 3

Design Capacity (TJ/d)™ 98 98

Compressed Capacity (TJ/d) 170 158

Replacement Cost ($million*) 450 432

Depreciated Value ($million*) 425 407

* Dollar values at 31 December 1999

108. The Authority makes the following observations on these valuations.

e The ORC of the GGP ($432 million) is $18 million less than the estimated
replacement cost ($450 million). The main reason for the lower ORC value is
that, under the optimised design, a smaller diameter was assumed for the pipeline
section to Newman as compared with the existing system compensated for by an
additional compressor station providing the same level of service as the larger
pipeline section, but at a lower overall cost.

e The Replacement Cost of $450 million is close to the reported actual cost of
construction of the Goldfields Gas Pipeline ($456.6 million).?’ Recognising that
the costs are based on “desktop” estimates, the difference of $6.5 million between
the actual cost and the estimated Replacement Cost is not considered by the
Authority to be material.

109. GGT has disputed the Authority’s estimate of the DORC value on the basis that use of
straight-line depreciation over an assumed weighted-average asset life of 65 years to
derive a DORC value from Optimised Replacement Cost value is inconsistent with
the theoretical concept of a DORC value, and is inappropriately based on an
assumption of technical asset life of 65 years rather than an economic life of
42 years.*

110. The conceptual basis to the derivation of a DORC value is the alignment of the
forward-looking costs of operating an old (i.e. existing) asset with a new asset. That
is, the difference in asset value between an existing and a new asset is equal to the
difference in the value of future cash flows taking into account the different costs of

9 The Initial Reserved Capacity, as defined by sub-clause 8(3)(b) of the Goldfields Gas Pipeline Agreement Act
1994, was advised by the Department of Resources Development to be 98TJ/d.

20 Access Arrangement Information, section 4.1.3.2.

2! Goldfields Gas Transmission, 13 July 2001, Public Submission No. 1 on Draft Decision for the Goldfields
Gas Pipeline Proposed Access Arrangement, pp 18-28.
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111.

112.

113.

114.

115.

116.

operating each asset and the different timing in replacement expenditures for each
asset. The conceptually correct method of estimating the DORC value would be by
an assessment of forward-looking costs of operation of the old and new assets rather
than applying an accounting method for depreciation, such as straight-line
depreciation or, indeed, annuity depreciation (as proposed by GGT). The Authority is
of the view that, in the absence of determinations as to the service potential of assets
and as to increases in operating and maintenance expenditure as the assets age,
straight-line deprecation — which assumes a constant rate of decline in value of the
assets — is, while an abstraction, not an unreasonable assumption. The Authority
therefore accepts, for the purposes of this Amended Draft Decision, a DORC value of
the GGP as $407 million at 31 December 1999.

GGT has also disputed the relevance of the DORC value derived by the Regulator on
the basis that if the pipeline were to be constructed at the present time, it is likely that
the Government would require greater “over-sizing” of the pipeline than it did in
1994.# GGT does not, however, explain why this consideration should be relevant to
a DORC value which relates to a consideration of an optimum design of the pipeline
to deliver a particular level of service and to which other factors that may be
considered in construction of a new pipeline are not relevant. The Authority is
therefore not able to accept GGT’s contention in this respect.

Section 8.10(c) of the Code requires that consideration be given to:

the value that would result from applying other well recognised asset valuation methodologies in
valuing the Covered Pipeline.

In its submission of 17 December 2002, GGT described valuation of the GGP by
calculation of past capital recovery taking into account past under-recovery of capital
relative to a benchmark rate of return. This calculation could comprise a well
recognised asset valuation methodology under section 8.10(c); although the Authority
considers that this calculation is consistent with the methodology contemplated by
section 8.10(a) and has therefore addressed it in its consideration of that section of the
Code.

The Authority has estimated values for the GGP assets using Replacement Cost and
Depreciated Replacement Cost valuations, as described in relation to a DORC
valuation under section 8.10(b) of the Code (paragraphs 106 and 107). These
valuations may also be regarded as well-recognised valuation methodologies under
the provisions of section 8.10(c).

A further valuation methodology that may be considered under section 8.10(c) is a
value as revealed by the sale of the asset and the price paid.

The GGP changed ownership in the period December 1998 to March 1999, when it
was purchased by the current GGT joint venture. GGT has provided information to
the Authority indicating that WMC Resources sold its 63 percent share for
approximately $402 million and Normandy Pipelines sold its 25 percent share for

%2 Goldfields Gas Transmission Pty Ltd, 17 December 2002, Public Submission on Stage 1 as Required by the
6 November 2002 Notice of the Acting Gas Access Regulator.
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approximately $147 million.”> While the sale of the remaining share by BHP
Minerals was conducted in conjunction with the sale of other assets and the sale price
of the pipeline assets could not be separately determined, GGT estimated the full sale
price of the Goldfields Gas Pipeline to be approximately $624 million, on the basis of
the proportionate values of the shares sold by WMC and Normandy.

117. GGT’s calculation of the implied purchase price of the regulated assets of the GGP
was based upon information from the two transactions involving Southern Cross
Pipelines (its purchase of 62.664 percent in October 1998 from WMC and its
purchase of 25.493 percent in February 1999 from Normandy), as well as an
adjustment to remove the value of non-regulated assets. The following observations
are made concerning GGT’s submitted estimate of the implied purchase price.

o GGT has stated that Southern Cross Pipelines bought its interests for $550 million,
whereas the value was actually $542 million.?*

e GGT ignored information from BHP’s sale of its interest to Duke on the basis that
BHP sold its interest bundled with various other assets (including power stations
and the Pilbara Energy Project),®® which the Authority considers to be a
reasonable approach in inferring a purchase price for the GGP assets in their
totality.

e GGT assumed that the various laterals had a purchase value of $24 million, if the
correct sale price to Southern Cross Pipelines of $542 million is used, or
$32 million if the higher value of $550 million is used.

118. There is evidently some margin of error in attributing an implied sale price to the
GGP assets. However, the Authority is prepared to accept for the purposes of this
Amended Draft Decision that the total purchase price for the GGP when purchased by
the current owners was in the order of $620 million.

119.  Section 8.10(d) of the Code requires that consideration be given to:

the advantages and disadvantages of each valuation methodology applied under paragraphs (a), (b)
and (c).

120.  Neither section 8.10(d) nor the remainder of section 8.10 provides guidance as to the
assessment of advantages of different valuation methodologies, although the valuation
methodologies may be considered and evaluated on their merits.?®

8 Access Arrangement Information, section 4.1.2.

 Normandy Mining announced on 2 February 1999 the sale of its 25.493 per cent share in the GGP and its
Parkeston lateral to Southern Cross Pipelines for $140 million (Normandy Mining, ‘Goldfields Pipeline Interest
Sold’, Report to Shareholders, 2 February 1999). Western Mining Corporation (WMC) announced on

1 October 1998 the sale of its 62.664 per cent share in the GGP and the laterals connecting WMC mines to
Southern Cross Pipelines for $402 million (WMC Limited, ‘Agreement to Sell WA Pipeline Assets’, Company
Announcements, 1 October 1998).

% ASX Release, Document No. 144110 (ASX website). The total value of the package of assets was
$509 million.

%8 Epic Decision, ibid, p 534.
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121. The valuation methodologies considered in this Amended Draft Decision under
paragraphs (a), (b) and (c) are:

e Depreciated Actual Cost determined under the provisions of section 8.10(a) by
calculation of historical capital recovery using the general method described by
GGT in its submission of 17 December 2002;

o Depreciated Optimised Replacement Cost, determined under section 8.10(b);

e Replacement Cost and Depreciated Replacement Cost, which may be considered
as other well-recognised valuation methodologies under provisions of section
8.10(c); and

o the value as revealed by the cost of purchase of the GGP assets by the current
owners, which may be considered as another well-recognised valuation
methodology under provisions of section 8.10(c).

122.  An in-principle advantage of a DAC valuation is that it provides for recovery by the
owner of an asset of the actual investment undertaken in construction of the asset and,
to the extent that capitalised losses are taken into account, any further explicit or
implied investment by the pipeline owners in developing the pipeline business. As
such, one effect of the use of a DAC methodology for determination of the Initial
Capital Base may be to reduce sovereign risk for investors in pipeline assets, in the
sense that introduction of the Code as a new regulatory regime would not result in the
erosion of the ability of investors to charge prices for pipeline Services that are
sufficient to obtain a return on, and a return of, the value of the original investment.

123. In the context of the determination of the DAC value by the Authority under section
8.10(a) of the Code, using an estimate of past capital recovery over and above a
benchmark rate of return, this reduction in sovereign risk would extend to providing
assurance that GGT would have an Initial Capital Base determined consistent with
recovery over time of the value of investment in the GGP and a rate of return on
investment equal to the estimated cost of capital for the project. However, the
reduction of sovereign risk would not extend to ensuring that GGT is able to retain the
benefits that have been legitimately gained to the date of valuation through a past
tariff regime that embodied a rate of return higher than GGT’s cost of capital. This is
an issue in the case of the GGP and is given further attention later in this Amended
Draft Decision.

124. A further advantage of the DAC valuation methodology is that the methodology
typically derives a value based on actual accounting records and therefore relies less
on the individual judgement of the person undertaking the valuation than would be
required under other valuation techniques, and it is auditable. This is, however,
dependent upon adequate records of initial expenditure, historical returns to the
capital assets being valued and historical depreciation of the assets being valued.
Depreciation allowances evident from accounting statements do not necessarily
provide an accurate representation of “true” depreciation of assets (i.e. the actual
return of capital to asset owners from revenues gained by use of the regulated assets).
Accounting records are maintained for purposes other than monitoring returns of
capital and depreciation allowances are typically determined on the basis of
considerations other than an explicit recovery of invested capital. There is no reason
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to presume that accounting depreciation (and, consequently, the book value of assets)
will bear any relation to the explicit or implicit recovery of invested capital through
prices of Services.

125. For the GGP, historical records were available to the Authority for costs incurred in
construction and operation of the pipeline and for revenues gained from third-party
Users. However, there have been no records kept of revenues gained from, or
attributed to, the original owners of the pipeline. Nor are records available of
depreciation of the pipeline assets. While the capital-recovery calculation described
by GGT attributes values to these revenues and depreciation, the making of
assumptions in respect of these values requires judgement to be exercised —
particularly in respect of a benchmark rate of return against which capital recovery is
determined. = Moreover, judgement is required in respect of methodological
approaches to the calculation. As is evident from the Authority’s consideration of this
calculation methodology, the asset value derived by the calculation of capital recovery
is highly sensitive to these methodological approaches and assumptions.

126. A DAC valuation methodology also has the disadvantage that asset redundancy and
technological obsolescence are not reflected in the asset value. While this may be to
the advantage of the asset owner (through reducing risk in returns to the original
investment), the asset valuation methodology does not reflect changes in values of
assets that may occur in competitive markets where advances in technology or
redundancy of assets may necessitate write-downs of asset value. While a DAC value
would shelter the asset owner from such reductions in asset value, a revenue
requirement calculated on the basis of an historical cost of assets would not
necessarily bear any relation to the pipeline owner’s future revenue requirement for
the maintenance and replacement of capital assets.’ This would be contrary to the
replication of outcomes in competitive markets, which is an explicit objective for a
Reference Tariff under section 8.1(b) of the Code.

127. The advantages and disadvantages of a DORC valuation methodology are, as a
general proposition, opposite to the advantages and disadvantages of a DAC valuation
methodology.

128. A DORC valuation methodology has the in-principle advantage that tariffs based on
that valuation should replicate the tariff outcomes of a competitive market. Service
Providers in a competitive market would be forced by competitive pressures to value
assets on an optimised replacement cost basis and to depreciate those assets at the
lowest rate consistent with recovering sufficient revenue to replace the assets as or
when the need arises. Consequently, Service Providers in a competitive market would
be setting prices on a similar basis of capital costs. By the same argument, tariffs
corresponding to an asset value that is different to the DORC value may return the
Service Provider a revenue stream that is greater than or less than that sufficient to
maintain provision of Services over the long-term.

129. The principal disadvantage of a DORC valuation methodology is that it disregards the
actual value of historical investment in pipeline assets and as such may create

%" Ergas, H., 2000. Some economic aspects of asset valuation, paper presented at the ACCC Asset Valuation
Forum 16 June 2000.
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sovereign risk in the regulatory valuation of assets. This risk may favour the pipeline
owner if there is an upwards re-valuation of the asset relative to depreciated historical
cost, or may be contrary to the interests of the pipeline owner if there is a downwards
re-valuation of the assets relative to depreciated historical cost.

130. There are also practical difficulties in arriving at a DORC valuation of assets. A
DORC valuation requires subjective judgement in determining design criteria for an
optimised asset (such as target service levels) and in deriving an optimised design.
Given that an optimised replacement cost should generally be the most efficient
means of replacing assets to provide the same level of service, subjective decisions
need to be made as to whether a replacement cost should be based on assets that are
just sufficient to provide the current level of service, or whether some market growth
should be allowed for and excess capacity accommodated in the replacement costs.
Judgement is also often exercised in determining an extent of optimisation of the
hypothetical replacement asset, in particular whether the asset should or should not be
constrained to be fundamentally the same as the existing system (for example in terms
of route and major design parameters).

131. The advantages and disadvantages of a Depreciated Replacement Cost methodology
for asset valuation contain elements of the advantages and disadvantages of the DAC
and DORC methodologies. As a replacement cost is determined on the basis of the
as-constructed design of the pipeline, the prospect of a regulatory value determined on
this basis presents less sovereign risk to the investors in the pipeline than, for
example, a DORC value, as the resultant regulatory asset value would tend to more
closely reflect costs incurred by investors in actual construction of the pipeline. Such
a reduction in risk may have particular significance for the GGP where the
as-constructed design of the pipeline was constrained by statutory requirements under
the State Agreement. However, there may still be subjectivity in the estimation of
replacement costs as well as risks of windfall gains or losses if the asset valuation
differs from the depreciated historical cost of the pipeline.

132. An asset valuation based on a value evident from the sale of a pipeline has an
advantage of generally being an accurate indication of the value of investment of
current owners, at least as it was perceived at the time of purchase of the assets.
However, such a value is not necessarily an appropriate regulatory value of assets as it
may be influenced by a range of factors that are not of relevance to a regulatory value
such as, for example, taxation advantages to be gained through an asset purchase and
regulatory rates of return being in excess of the purchaser’s cost of capital. Purchase
prices and market values of regulated pipeline assets in Australia and overseas have
been demonstrated to generally comprise multiples of known regulatory values®®
indicating that a range of factors may operate to increase market values of assets
above regulatory values. Also, the purchase price of an asset may not reflect
reasonable commercial judgement, as was determined by the Regulator to be the case
in respect of the purchase by Epic Energy of the DBNGP in 1998.2° There is no

%8 The Allen Consulting Group, August 2003, Review of the Gas Code: Commentary on Economic Issues
Chapter 5 (Report appended to BHP Billiton Initial Submission to the Productivity Commission Review of the
Gas Code, September 2003, www.pc.gov.au/inquiry/gas/subs/sublist.html).

% Independent Gas Pipelines Access Regulator, May 2003, Final Decision on the Proposed Access Arrangement
for the Dampier to Bunbury Natural Gas Pipeline.
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obvious reason why any of these factors should be reflected in regulatory values of
assets.

Section 8.10(e) of the Code requires that in establishing the Initial Capital Base for a
Pipeline, consideration be given to international best practice of Pipelines in
comparable situations and the impact on the international competitiveness of energy
consuming industries.

To the extent that section 8.10(e) requires consideration of international practice in
regulation, the Authority has considered precedents for international practice in asset
valuation for regulatory purposes as established in the UK and USA. Regulators in
the USA have historically relied upon historical cost valuations of assets as a basis for
rate-of-return regulation. Regulators in the UK have tended to use replacement cost
valuation methods of assets, such as DORC valuations, as a basis for price-cap or
revenue-cap regulation. Regulators in the UK have also on occasions utilised a
“market valuation” approach to asset valuation for privatised utility companies,
typically involving establishing asset values as the market value of company stocks
after some period of trading, or some multiple or fraction of this value. In these cases,
the market values have been below the value of replacement cost of assets, and
multipliers greater than one have been applied on some occasions to cause the
regulatory asset value to be closer to the replacement cost.*® However, as market
valuations depend on expectations of regulatory decisions and vice versa, it has been
recogni:ied that such a valuation approach could create a bias towards higher asset
values.

The Authority does not consider there to be any established or generally accepted
“international best practice” in asset valuation. However, valuation of the Initial
Capital Base of the GGP at a DORC value would be supported by regulatory
precedent in the UK, and a value calculated on the basis of historical cost and past
capital recovery is supported by regulatory precedent in the USA.

It is also notable that as a new regulatory regime in Australia, the Code has not been
implemented retrospectively. That is, there has not been any explicit attempt by
regulators to determine tariffs (and Initial Capital Base values) in such a manner as to
“claw back” past returns to Service Providers above those that might be established
under the Code going forward.

Section 8.10(f) of the Code requires that, in establishing the Initial Capital Base for a
Pipeline, consideration be given to the basis on which tariffs have been (or appear to
have been) set in the past, the economic depreciation of the Covered Pipeline, and the
historical returns to the Service Provider from the Covered Pipeline.

Tariffs for use of the GGP by third-party Users have in the past been set under the
State Agreement.

Sub-clause 22(1) of the State Agreement provides that third-party tariffs must be fair
and reasonable and consistent with tariff setting principles approved by the Minister:

% Whittington, G., 1994. Current cost accounting: its role in regulated utilities, Fiscal Studies 15(4): pp 88-101.
L Whittington, G., 1994. Current cost accounting: its role in regulated utilities, Fiscal Studies 15(4): pp 88-101.

Amended Draft Decision on the Proposed Access Arrangement 30
for the Goldfields Gas Pipeline



Economic Regulation Authority

140.

141.

142.

143.

144,

145.

22 ()] Contracts for transmission of natural gas and associated services negotiated by
the Joint Venturers with Third Parties must incorporate tariffs that are fair and
reasonable and consistent with the tariff setting principles approved by the
Minister under this Agreement.

Sub-clause 9(1)(I) of the State Agreement required the joint venturers under that
agreement to submit to the Minister detailed proposals for development of the GGP
including proposals in respect of tariff setting principles:

9 Q) Subject to and in accordance with the EP Act, the laws relating to traditional
usage and the provisions of this Agreement, the Joint Venturers shall, within
6 months of the date of agreement on the route for the Pipeline pursuant to
Clause 7 (or thereafter within such extended time as the Minister may allow as
hereinafter provided), submit to the Minister to the fullest extent reasonably
practicable their detailed proposals (including plans where practicable and
specifications where reasonably required by the Minister) with respect to the
construction and operation of the Pipeline, which proposals shall include the
location, area, Pipeline route in accordance with Clause 7, lay-out, design,
quantities and estimated costs, materials and time programme for the
commencement and completion of construction or the provision (as the case
may be) of each of the following matters, namely:

l. tariff setting principles to apply to Third Parties other than Initial
Customers in respect of the Initial Committed Capacity;

In November 1994, the Goldfields Gas Transmission joint venturers provided the
Minister for Resources Development with proposals for the construction and
operation of the GGP in accordance with requirements under Clause 9 of the State
Agreement. These proposals included the proposed tariff setting principles. The
tariff setting principles that were ultimately approved by the Minster (“Tariff Setting
Principles™) are appended to this Amended Draft Decision as Appendix C.

Tariffs for the GGP were established by GGT in January 1995, known generally as
the “Al Tariff”.

In March 1998, GGT reduced third-party tariffs to approximately 85 percent of the
value of the Al Tariff (the “A2 Tariff”), although this reduction has been described
by GGT as an offering of discounts rather than a reduction in the tariff per se. Further
“discounts” to tariffs were introduced from 1 July 1999 (the “A3 Tariff”) and
1 January 2000 (the “A4 Tariff”). On 21 December 2001, GGT re-introduced the
Al Tariff.

These tariffs applied to third-party Users of the GGP, but not to the transmission of
gas by the original owners. However, in guiding the determination of third-party
tariffs, the Tariff Setting Principles indicate that for the purposes of assessing the
recovery of costs and a commercial rate of return for the pipeline owner, “the Owners
of the pipeline will be ascribed a notional tariff based on third-party tariffs for their
utilisation of Pipeline capacity reserved to the Owners ...”.

As the Tariff Setting Principles determined, in part, the basis upon which tariffs have
been set in the past, the economic depreciation of the pipeline and the historical
returns to the Service Provider, the Authority considers that the Tariff Setting
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Principles, and the Government’s administration of the State Agreement as it relates
to the determination of tariffs in accordance with the Tariff Setting Principles, are
relevant considerations under the terms of section 8.10(f).

The Authority also accepts that the calculation of historical capital recovery as
described by GGT in its submission of 17 December 2002 is a relevant consideration
under section 8.10(f) of the Code as it purports to reflect the basis on which tariffs
have been set in the past and the historical returns to the Service Provider and is, in
effect, a calculation of the economic depreciation of the GGP.

The Authority does not accept, however, that the assumptions made by GGT in
applying its calculation of historical capital recovery are necessarily the most
appropriate assumptions in reflecting considerations under section 8.10(f) of the
Code.

The Authority has considered alternative assumptions in respect of the calculation of
capital recovery, in relation to:

« calculation of capital recovery by a real, rather than nominal, calculation;

« the benchmark cost of capital with reference to which the recovery of capital is
determined,

o whether the cost of capital is fixed over time or varied in accordance with
variation in corporate taxation rates and market interest rates;

o whether notional revenues attributed to the initial owners of the pipeline are
determined to reflect a 7.5 percent discount in tariffs that was offered to
foundation third-party Users of the pipeline; and

« whether notional revenues from the initial owners of the pipeline and third-party
Users of the pipeline are determined to reflect the discounts to tariffs introduced
from 1998.

The Authority has calculated capital recovery under assumptions in respect of each of
these matters that the Authority considers reflect the manner in which tariffs have
been determined in the past. This analysis and calculation is described in
Appendix D.

On the basis of these assumptions, the Authority has estimated residual asset values
for the GGP consistent with the past determination of tariffs for a range of valuation
dates, as follows.
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Asset values estimated by calculation of capital recovery under a methodological approach and
assumptions considered by the Authority to reflect past determination of tariffs

Valuation Date Valuation
31 Dec 1999 $495 million
30 June 2002 $501 million
31 Dec 2003 $474 million
30 Jun 2004 $465 million

Section 8.10(g) requires that, in establishing the Initial Capital Base for a Pipeline,
consideration be given to the reasonable expectations of persons under the regulatory
regime that applied to the Pipeline prior to the commencement of the Code.

On the assumption that the tariff setting provisions in the State Agreement are a
“regulatory regime” for the purposes of section 8.10(g), the Authority has considered
the expectations that persons (including both GGT and Users of the GGP%*) may
reasonably hold as to the value of pipeline assets in light of the provisions applying to
the Goldfields Gas Pipeline. In this context, the Authority has given attention to
clause 9 and sub-clause 22(1) of the State Agreement (as described in paragraphs 139
and 140, above).

The Authority has given particular attention to the Tariff Setting Principles that
applied prior to the commencement of the Code, of which the second principle is that:

Tariffs will be set to provide a commercial rate of return on all project capital, including all
Owners’ costs, reasonably incurred in the construction and operation of the Pipeline and to recover
all reasonable Pipeline operating, maintenance and administration costs. The commercial rate of
return shall be commensurate with the business risk associated with the project.

The Authority is of the view that the principle of a commercial rate of return on costs
incurred in the construction of the pipeline is consistent with establishing an Initial
Capital Base under the Code based on actual costs of construction, such as a DAC
value.

GGT submits that section 8.10(f), together with section 8.10(g), provides justification
for establishing the Initial Capital Base at a value determined by calculation of capital
recovery. In particular, GGT submits that by virtue of the State Agreement and the
Tariff Setting Principles, it is reasonable that Users and the owners of the GGP would
have expected that tariffs would be set by GGT and not by the Authority; that GGT
would recover all project capital costs of the pipeline; that tariffs would be set to
provide a commercial rate of return on all project capital; and that introduction of the
Code would have no material adverse effect on the legitimate business interests of the
pipeline owners. GGT has also submitted that to not establish the Initial Capital Base

%2 Epic Decision, ibid, pp559 - 560.
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and tariffs in accordance with these expectations would be inconsistent with the
publicised intent of State Agreements.*®

156. The Authority takes the view that to the extent that the administration of the State
Agreement had effect as a regulatory regime, it could have created expectations that
the past approach to the setting of tariffs under that regime would continue. In this
respect, any matters relevant under section 8.10(g) point in the same direction as
matters under section 8.10(f).

157. The past approach to the setting of tariffs is described above in relation to a
consideration of matters under section 8.10(f).

158. However, the Authority is of the view that tariffs put in place under the Tariff Setting
Principles did not necessarily comply with those principles. There is evidence to
suggest that the past approach to the setting of tariffs has resulted in tariffs being
established that embody a rate of return to GGT that is substantially in excess of a
commercial rate of return. In particular, the agency of the Western Australian State
Government with responsibility for administration of the State Agreement (the
Department of Industry and Resources, previously the Department of Resources
Development) previously commissioned studies of tariffs for the GGP that advised
that rates of return embodied in, or implied by, the tariffs have been excessive.**

159. Notwithstanding that the results of the studies obtained by the State Government on
the rates of return indicated that tariffs had been excessive, the fact that the past and
current tariffs for the GGP were able to be established and maintained under the
administration of the State Agreement (and continue to be maintained) could well
have contributed to expectations that those tariffs would continue. To the extent that
this is correct, the Authority’s re-determined asset value from a calculation of capital
recovery under assumptions reflecting the past determination of tariffs (as set out
above in respect of section 8.10(f) of the Code) may reflect the reasonable
expectations of persons under the State Agreement.

160. Section 8.10(h) of the Code requires that in establishing the Initial Capital Base for a
Pipeline, consideration be given to the impact on the economically efficient use of gas
resources.

161. The Authority takes the view that section 8.10(h) requires that valuation of the Initial
Capital Base be consistent with providing signals to investors that motivate a longer-
term efficient level of investment in gas transmission assets, with a consequent effect
of engendering efficient development and utilisation of gas resources. The Authority
recognises that there is a potential disincentive upon investment of adjusting
regulatory values away from values reflecting the historical cost of the pipeline assets.
Avoiding this disincentive may necessitate a treatment of past investment in a similar

% Goldfields Gas Transmission, 13 July 2001, Public Submission No. 1 on Draft Decision for the Goldfields
Gas Pipeline Proposed Access Arrangement. Goldfields Gas Transmission Pty Ltd, 17 December 2002, Public
Submission on Stage 1 as Required by the 6 November 2002 Notice of the Acting Gas Access Regulator.

¥ Details of the advice are described in Appendix B and the Confidential Annexure of this Amended Draft
Decision.
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manner as for new capital investment, that is, valuation of the Initial Capital Base on
the basis of historical costs.

162. The Authority also recognises that pipeline Services should be priced to reflect the
efficient costs of providing the Services, including the cost of capital. The Authority
is of the view that calculation of historical capital recovery with reference to a rate of
return that is in excess of the cost of capital for the pipeline business would result in
an asset valuation that does not reflect efficient costs of providing the pipeline
Services.

163. This has occurred with GGT’s calculation of capital recovery, as set out in its
submission of 17 December 2002. In its calculation of capital recovery GGT assumed
a benchmark rate of return of 18.81 percent (nominal), equal to the original estimate
of the WACC proposed to the Western Australian Government at the commencement
of construction of the GGP.

164. The Authority is of the view that the rate of return assumed by GGT is a substantial
over-estimate of the true cost of capital for the GGP business. Taking the WACC
estimated by the Authority for the purposes of this Amended Draft Decision
(paragraph 248 and following) as a guide, and varying this estimate according to
corporate taxation rates and market interest rates in each period from 1994 to 2002,
indicates that the cost of capital assumed by GGT for the purposes of modelling
capital recovery overestimated the true cost of capital in each year by between four
and nine percentage points. The calculation of capital recovery relative to a more
realistic benchmark rate of return (based on the WACC estimated by the Authority for
the purposes of this Amended Draft Decision but adjusted for historical capital market
parameters) was described above in relation to section 8.10(a) of the Code
(paragraphs 94 to 96). The Authority considers that the values derived by this
calculation are more reflective of efficient costs of providing gas transmission
Services.

165. A DORC value might also be consistent with efficient use of gas resources. In
principle, a value of the Initial Capital Base substantially in excess of a DORC value
may lead to economically inefficient utilisation of gas resources by increasing the
delivered cost of gas to economically inefficient levels, and inefficient use of energy
sources generally, due to inefficient fuel mixes being used for electricity generation
and other energy requirements of industry.

166. In relation to section 8.10(h) of the Code, GGT has referred to the offering by GGT in
September 1999 of the “Economic Development Tariff”, comprising a discounted
tariff intended to promote use of the pipeline. From a lack of response to the offered
discounted tariff, GGT concluded that the gas transport markets served by the GGP
are comparatively price inelastic to the price of gas transmission. GGT appears to
suggest that by virtue of this relative price inelasticity, the effect on utilisation of gas
resources is not an important consideration in establishing the value of the Initial
Capital Base. The Authority does not accept this. While for a range in price of gas
transmission, demand for gas transmission and for gas may not be sensitive to this
price, there would be a range in price for gas transmission over which the price may
affect the choice of natural gas over alternative fuel types, and affect the efficient
utilisation of gas resources. Moreover, the Authority is of the view that demand for
transmission at any point in time will be dependent on many factors in addition to the
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price of gas transmission, including for example, the timing of gas-consuming
projects and the existence of sunk investment in utilising other energy sources. The
absence of additional demand in any particular period is not seen as evidence that the
efficient use of gas resources would be unaffected by prices of gas transmission in
excess of the forward-looking efficient costs of Service provision.

Section 8.10(i) of the Code requires that in establishing the Initial Capital Base for a
Pipeline, consideration be given to the comparability of the cost structure of new
Pipelines that may compete with the Pipeline in question (for example, a Pipeline that
may by-pass some or all of the Pipeline in question).

The Authority is not aware of any evidence to suggest that there may be new pipelines
constructed that would compete in full or in part with the GGP.

Section 8.10(j) of the Code requires that in establishing the Initial Capital Base for a
Pipeline, consideration be given to the price paid for any asset recently purchased by
the Service Provider and the circumstances of that purchase.

The Authority accepts that it would be appropriate to give consideration under this
section to an imputed price paid for the GGP by the current owners, as has already
been considered as an alternative valuation methodology under section 8.10(c) of the
Code (paragraphs 115 to 117). The Authority considers, however, that the relevant
matters for consideration are the same as those given to the imputed purchase price
under sections 8.10(c) and 8.10(d) (paragraph 132).

Section 8.10(k) of the Code requires that in establishing the Initial Capital Base for a
Pipeline, consideration be given to any other factors that the Relevant Regulator
considers relevant.

The Authority considers that a further factor that is a relevant consideration in
establishing the Initial Capital Base for the GGP is the value of capital recovery by
GGT that has occurred since 31 December 1999. As indicated by the Authority’s
determination of a DAC value under section 8.10(a) of the Code (paragraphs 94 to
96), calculation of capital recovery relative to a benchmark rate of return based on the
Authority’s estimate of the WACC for the GGP, as set out in this Amended Draft
Decision, indicates a substantial level of capital recovery to 30 June 2004. The
estimated value of capital recovery since 31 December 1999 is approximately
$235 million in dollar values at 31 December 1999.%* Setting an Initial Capital Base
and a Reference Tariff that recognise and account for this value of capital recovery
would be consistent with the interests of Users and the broader public interest in
having prices for gas transmission services reflect the efficient costs of provision of
these services. However, this may be regarded as contrary to the legitimate business
interests of the owners of the pipeline in retaining benefits lawfully gained during the
process of finalising the Access Arrangement prior to its commencement date, which

% The value of $235 million is not equal to the difference in DAC values determined at 31 December 1999 and
30 June 2004, as indicated in paragraph 99. The reason for this is that the DAC values indicated in paragraph 99
include the value of capital expenditure in the period between 1 January 2000 and each valuation date, and that
the DAC values indicated in paragraph 99 are expressed in dollar values at each date of valuation rather than in
dollar values at 31 December 1999.
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could introduce an element of sovereign risk in the introduction and application of the
Code. Both of these matters are considered further below in relation to sections 8.11,
8.1 and 2.24 of the Code.

Section 8.11 of the Code provides that the Initial Capital Base for Covered Pipelines
that were in existence at the commencement of the Code normally should not fall
outside the range of values determined under paragraphs (a) and (b) of section 8.10,
being the DAC and DORC values respectively.

Determination of whether there are any circumstances in valuation of the Initial
Capital Base for a pipeline that are “abnormal” in the sense that they may justify
valuation outside of the range contemplated by section 8.11 is a matter requiring the
exercise of judgement and discretion by the Authority.*

As set out above, the Authority has determined the DAC value of the GGP to be in the
order of $434 million at 31 December 1999 and lower values at later valuation dates,
and the DORC value to be in the order of $407 million at 31 December 1999.

The Authority has given consideration to whether there are any circumstances that
could provide a basis for setting the Initial Capital Base outside of the range of these
values.

The Authority accepts the submission by GGT that a relevant factor in determining a
value of the Initial Capital Base is recognition that the as-constructed design of the
pipeline was constrained by design requirements under the State Agreement.
However, the Authority is of the view that such historical constraints on construction
of the GGP may be taken into account in determination of a DAC value, and therefore
provide no reason to consider the circumstances of the GGP to be abnormal in the
context of section 8.11.

A further factor to consider under section 8.11 may be the past administration of the
State Agreement in respect of determination of third-party tariffs. It is evident from
the analysis of capital recovery undertaken by the Authority that the third-party tariffs
established for the GGP have embodied a rate of return that is substantially in excess
of the likely cost of capital for the GGP. The manner of administration of the State
Agreement by the Western Australian Government allowed these tariffs to become
entrenched under the Tariff Setting Principles and may have created an expectation
that the high rate of return would continue.

A number of factors examined in respect of section 8.10 of the Code point to reasons
why the benefits that have been legitimately gained by GGT through the charging of
tariffs established under the State Agreement should not be taken away. These
reasons relate to the avoidance of sovereign risk for GGT, and avoidance of a
perception of sovereign risk by other parties in respect of dealings with the Western
Australian Government. In this regard, the Authority would consider sovereign risk
as arising in the event that a new regulatory regime was introduced (in this case the
Code) and applied to a particular regulated business in such a manner as to take away
from the owners of that business the benefits legitimately and lawfully gained under a

% Epic Decision, ibid, p 534.
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180.

181.

182.

previous regulatory regime. The Authority considers that there is potential for
sovereign risk of this nature to occur for the owners of the GGP in the event that an
Initial Capital Base determined within the range of DAC and DORC would
effectively take back some of the benefits gained by GGT through charging of the
past and current third-party tariffs. Accordingly, the Authority is of the view that the
presence of such risk is cause to consider the circumstances of the GGP to be
abnormal in the context of section 8.11.

Notwithstanding this, the Authority does not consider that a reasonable avoidance of
sovereign risk in respect of introduction of a new regulatory regime requires that the
benefits of a prior regime should be entrenched indefinitely. In this regard, the
Authority notes that at the time that the current owners of the GGP purchased their
respective shares of ownership, the Western Australian Government had committed to
implementation of the national access regime for natural gas pipelines through signing
on 7 November 1997 of the National Gas Pipelines Access Agreement. While third-
party access provisions of the Goldfields Gas Pipeline Agreement Act were deemed to
comply with the Code to 1 January 2000,%” there was no derogation under this
agreement providing for the exclusion of the GGP from regulation under the Code,
and the current owners of the GGP would or should have been aware of this.

Section 8.1 of the Code sets out the objectives for a Reference Tariff and Reference
Tariff Policy in an Access Arrangement. The Authority must seek to achieve these
objectives in the establishment of the Initial Capital Base for a pipeline.
Consequently, the objectives of section 8.1 guide the Authority in the exercise of its
discretion in balancing the factors considered under section 8.10.® Where the
objectives of section 8.1 conflict in their application, the factors set out in section
2.24(a) to (g) of the Code guide the Authority in determining “the manner in which

they can best be reconciled or which of them should prevail”.*®

In relation to the objectives set out in section 8.1 of the Code, the Authority has
considered different possible values of the Initial Capital Base including the value of
$452.6 million proposed by GGT, as well as values in the range of those values
determined in accordance with the requirements and factors of section 8.10 of the
Code, as summarised in the following table.

%7 Council of Australian Governments, 7 November 1997, National Gas Pipelines Access Agreement, Annex I.
% Epic Decision, ibid, pp 534, 536.
% Epic Decision, ibid, pp 536 — 537.
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Alternative Asset Values

Derivation of Valuation Date and Valuation ($million)*

Valuation 31 Dec 1999 30 Jun 2002 31 Dec 2003 30 Jun 2004
GGT Proposal 452.6
DAC 434 376 292 261
DORC 407
DRC 425
Purchase Price 620
Value recognising 495 501 474 465

factors of s.8.10(f)

* Dollar values at the date of valuation except for the purchase price, which is an imputed sale price
for the entire pipeline from multiple transactions between December 1998 and March 1999

183. Section 8.1(a) of the Code indicates that a Reference Tariff and Reference Tariff
Policy should be designed with a view to providing the Service Provider with the
opportunity to earn a stream of revenue that recovers the efficient costs of delivering
the Reference Service over the expected life of the assets used in delivering that
Service.

184. In considering section 8.1(a), it is first necessary to determine what might be meant by
“recovery of efficient costs”. Section 8.1(a) should not be interpreted as implying that
the Service Provider be allowed “at least” efficient costs, nor limited to “at most”
efficient costs,*’ rather section 8.1(a) relates to an opportunity of the Service Provider
to recover efficient costs.

185. The Authority has considered two possible interpretations of efficient costs, as
follows.

o Firstly, costs and efficiency may be considered from an historical perspective, i.e.
that the Service Provider should be provided with the opportunity to recover
capital costs that were “efficient” at the time the expenditure occurred. Such a
treatment of historical capital costs would be consistent with the treatment under
the Code of New Facilities Investment. The cost of New Facilities Investment is
rolled into the Capital Base provided that, in terms of section 8.16(a), it does not
exceed “the amount that would be invested by a prudent Service Provider acting
efficiently, in accordance with accepted good industry practice, and to achieve the
lowest sustainable cost of delivering Services”. There is no subsequent
reconsideration of the regulatory value of the New Facilities Investment.

« Secondly, efficient cost can be considered from a forward-looking perspective, i.e.
that the Service Provider should be given the opportunity to recover the forward-
looking minimum cost of either asset replacement at the end of the life of the
asset, or capital investment of a replacement or renewal nature that is necessary to
maintain the service capacity of the asset.

“% Epic Decision, ibid, pp 553 — 554.
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186. The values derived by the DAC methodology under section 8.10 of the Code, being
equal to the estimated un-recovered capital costs of the pipeline assets, would be
consistent with the first of these two concepts of efficient costs if the historical costs
of construction were efficient at that time. A DAC valuation that is adjusted for past
under recovery of capital would be more consistent with this concept of economic
efficiency than a DAC value derived by a conventional calculation (i.e. that takes into
account only capital recovery (depreciation) and not under-recovery). As such, the
DAC values determined consistent with the general methodology of the capital
recovery calculation described by GGT in its submission of 17 December 2002 would
be, subject to assumptions made in the application of this methodology application,
consistent with this concept of efficiency. It is noted that the value derived by the
DAC methodology at 31 December 1999 is $434 million, and the estimated DAC
value declines rapidly to a value of $261 million at 30 June 2004, reflecting GGT’s
charging of tariffs for the GGP that implies a rate of return substantially in excess of
the estimated cost of capital for the GGP business.

187. The DAC values would not, however, necessarily be consistent with the second
concept of efficient costs. From a forward-looking perspective in regulation, a DAC
value would not necessarily result in tariffs being determined on the basis of efficient
capital costs and “best-practice” in provision of Services, nor would it necessarily
take into account redundancy or obsolescence of assets. As a consequence, a revenue
requirement calculated on the basis of an historical cost of assets does not necessarily
bear any relation to the Service Provider’s future revenue requirement for the
maintenance and replacement of capital assets.** Again, the older the assets and the
greater the extent of changes in price levels and relative prices since the time of
capital investment, the more likely it is that a DAC value will not reflect a forward-
looking efficient capital cost of Service provision.*?

188. A value of the Initial Capital Base closer to the DORC value of $407 million at
31 December 1999 would, in principle, be more consistent than a DAC value with the
forward-looking concept of efficiency, taking into account the costs of replacement of
assets with current technology and best practice. The Authority notes that re-
determination of a DORC value at later valuation dates would return values lower
than the value determined for 31 December 1999 (consistent with the assumed
straight-line depreciation of the pipeline assets over a greater period), although the
value would not decline as quickly as the estimated DAC values.

189. Section 8.1(b) of the Code requires that a Reference Tariff and Reference Tariff
Policy should be designed with a view to replicating the outcome of a competitive
market.

190. The outcome of a competitive market should be interpreted in terms of a workably
competitive market, and the outcome of a competitive market is one of economic
efficiency or, at least, greater efficiency, albeit not necessarily limited to only a
forward-looking view of efficiency. Rather, in a workably competitive market, past

* Ergas, H., 2000. Some economic aspects of asset valuation, paper presented at the ACCC Asset Valuation
Forum 16 June 2000.

*2 Ergas, H., 2000. Some economic aspects of asset valuation, paper presented at the ACCC Asset Valuation
Forum 16 June 2000.
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191.

192.

193.

194.

195.

investments and risks taken may provide some justification for prices above the
efficient level.*®

As already indicated in respect of section 8.1(a) of the Code, efficiency and efficient
costs may be considered from either an historical or a forward-looking perspective.
An Initial Capital Base established close to the value derived by a DAC methodology
is, in principle, consistent with a Service Provider recovering the efficient capital cost
of assets, and is therefore consistent with the outcome of a workably competitive
market.

An Initial Capital Base established close to the value derived by a DORC
methodology would meet that part of the objective of section 8.1(b) that involves a
forward-looking view of efficient costs. A DORC valuation of assets would replicate
the tariff outcomes of a competitive market, on the reasonable presumption that
Service Providers in a competitive market would be forced by competitive pressures
to value assets on an optimised replacement cost basis and to depreciate those assets
at the lowest rate consistent with recovering sufficient revenue to replace the assets as
and when the need arises.

It is evident from the calculation of capital recovery that a DAC value may be in
excess of the DORC value, depending upon assumptions made in respect of historical
capital recovery. In such cases, the residual asset value determined from the capital-
recovery calculation may be consistent with an historical recovery of efficient costs
(and consistent with the concept of a workably competitive market), but inconsistent
with a forward-looking view of the outcome of a competitive market.

It is also evident from the calculation of capital recovery that a DAC value may be
less than the DORC value (as would occur for the later valuation dates indicated in
the table of paragraph 182), again depending upon assumptions made in respect of
historical capital recovery and depreciation. In these cases, the DORC value would
be consistent with recovery by the Service Provider of the residual (un-depreciated)
value of the historical capital investment.

In a submission made to the Authority, GGT stated that because the pipeline was built
subsequent to a competitive tendering process, the as-built design of the pipeline is
the outcome of a competitive market.** The Authority does not consider this to be a
relevant consideration under section 8.1(b), for the reason that the Authority takes the
view that “competitive market” as contemplated by section 8.1(b) and in the context
of the proposed Access Arrangement for the GGP is a competitive market in
provision of gas transmission Services, and not competition in the assigning of rights
to build the GGP, as referred to by GGT. However, notwithstanding this, if the
competitive process by which the original owners of the GGP won the right to
construct the pipeline imposed some discipline on the owners to be efficient in the
costs of construction, then this factor would give weight to a value close to a DAC
value for the pipeline being consistent with enabling the current pipeline to recover
historical efficient costs.

“% Epic Decision, ibid, pp 554 — 555.

*“ Goldfields Gas Transmission Pty Ltd, 17 December 2002, Public Submission on Stage 1 as Required by the
6 November 2002 Notice of the Acting Gas Access Regulator.
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197.
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200.

Section 8.1(c) of the Code requires that a Reference Tariff and Reference Tariff
Policy should be designed with a view to ensuring the safe and reliable operation of
the Pipeline.

Achieving this objective may require that attention be given in the design and
assessment of every “Reference Tariff consideration” to ensuring that the revenue
stream will be sufficient to meet safety and reliability needs as and when that is
necessary.” In respect of valuation of the Initial Capital Base, this may imply that in
order to ensure that a Service Provider is able to obtain sufficient revenue to operate
the pipeline safely and reliably, a value of the Capital Base should be determined so
as to ensure that, through the rate of return on this Capital Base, sufficient revenue is
able to be generated by provision of the Reference Service at the Reference Tariff.
Other elements of the Reference Tariff determination are also important to ensure that
a Service Provider has adequate cash flows to ensure safe and reliable operation of a
pipeline, including forecast operating expenditure, forecast capital expenditure and
depreciation, which may also be set so as to affect the revenue able to be obtained by
a Service Provider.

Meeting the objective of section 8.1(c) through the value of the Initial Capital Base
would cause different values of the Initial Capital Base to be contemplated without
reference to any particular methodology by which a value is derived. GGT has not
made any submissions to the Authority indicating that any particular revenue
requirements exist for the safe and reliable operation of the GGP and at present the
Authority has no basis for not assuming that GGT’s proposed value is consistent with
providing sufficient revenue. In any event, provision can be made in the Non Capital
Costs brought to account in determining the Reference Tariff for appropriate costs to
be expended in the safe and reliable operation of the GGP.

Section 8.1(d) of the Code requires that a Reference Tariff and Reference Tariff
Policy should be designed with a view to not distorting investment decisions in
Pipeline transportation systems or in upstream and downstream industries.

In the Epic Decision, the Court focused on the first limb of this objective, being the
objective of not distorting investment decisions in Pipeline transportation systems. In
respect of valuation of the Initial Capital Base, the Court considered the objective as
requiring that consideration be given to the effect of past investments on incentives
for future investment.*® This gave rise to the following statement by the Court in
relation to consideration of historical investments in pipelines:*’

154 So understood, it would be consistent with the objective reflected in s 8.1(d) if the Regulator,
in an appropriate case, were to accept or to take into account the actual investment of the
owner in a Covered Pipeline which existed at the time the Act and Code came into force,
when establishing the initial Capital Base. This is not to suggest that reckless, mistaken or
highly speculative investment decisions should be accepted for this purpose. Such decisions,
of course, would be likely to be recognised as such by other investors. However, by virtue of
s 8.1(d), it would appear that the outcome under the Code of an investment decision in a
pipeline made before the introduction of the Code, even though that decision anticipated some

*® Epic Decision, ibid, p 555.
%6 Epic Decision, ibid, p 556.
* Epic Decision, ibid, pp 556 — 557 (italics in original).
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202.

203.

204.

"monopoly" profits, would not be irrelevant to the Regulator's deliberations, under s 8,
including the establishment of the initial Capital Base.

155 The reasons of the Regulator in the draft decision reveal that he was well alert to another
relevant aspect of the operation of the first limb of s 8.1(d). Future investment decisions in
pipelines might well be distorted were it the case that any price paid by a service provider to
acquire a pipeline, no matter how uncommercial, mistaken or reckless, should automatically
be recognised as the initial Capital Base or value of the pipeline for the purposes of the Code.
This would encourage the payment of excessive and unrealistic prices to acquire a pipeline in
the expectation that the purchase price would be able to be recovered over the life of the
pipeline under the Code. It follows that a price paid for a pipeline before the Code applied to
it, will need to be carefully evaluated by the Regulator for the purposes of s 8.1(d).

The Court Decision could be interpreted as indicating that consideration should be
given to investment in the sense of:

o the actual historical cost of construction of the assets; and
« the purchase price of the assets.

As noted above in relation to the objective of section 8.1(a) of the Code,
determination of an Initial Capital Base equal to or above a DAC value would provide
for recovery of initial investment in construction of pipelines, and indeed is consistent
with treatment of New Facilities Investment under the Code. A valuation
methodology that derives an Initial Capital Base value at or above the DAC value
should, therefore, provide sufficient comfort to other investors in pipelines that actual
capital costs of pipeline construction will be recognised in subsequent regulation, and
not be to the detriment of incentives for efficient investment in pipeline construction.

There may also be broader considerations of incentives for investment in pipelines
than treatment of past capital investment. For example, precedents established by the
regulatory treatment of one pipeline may affect investment in other new or existing
pipelines. An example of this is the possibility that establishing the Initial Capital
Base of existing pipelines at a level in excess of DAC and DORC values would
establish a precedent of more favourable regulatory treatment of an existing pipeline
than would apply to a new pipeline. The Initial Capital Base of a Covered Pipeline
constructed after the commencement of the Code is determined as the actual capital
cost of construction, without exercise of discretion by a regulator. If a higher Initial
Capital Base (and higher regulated tariffs) could be achieved by investment in an
existing pipeline, rather than construction of a new pipeline (all other things being
equal), then there is potential distortion of investment incentives away from
investment in new pipelines to investment in existing pipelines. This could
potentially be at a substantial cost to the public through distortion of investment
incentives away from investment in new infrastructure towards investment that
comprises a mere refinancing and change of ownership of existing infrastructure.

In conclusion, in relation to the first limb of section 8.1(d) of the Code, distortion of
incentives for investment in new pipelines may occur if the Initial Capital Base is
valued by a methodology that gives rise to values substantially in excess of the value
of construction of the pipeline infrastructure, i.e. a DAC or DORC value in the
vicinity of $407 million to $434 million at 31 December 1999, or lower values at
either later valuation dates or taking into account capital recovery by GGT subsequent
to 31 December 1999.
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205.  The second limb of section 8.1(d) of the Code focuses on incentives for investment in
upstream and downstream industries. An asset value reflecting more than the
efficient cost of the assets (DAC or DORC depending on whether an historical or
forward-looking view is taken of efficient cost) would, in principle, give rise to tariffs
that in turn give rise to higher costs to Users of gas and reduce investment in both gas-
using industries and up-stream gas production. GGT’s proposed Initial Capital Base
of $452.6 million would be contrary to this objective. This would result in higher
than efficient prices for gas transmission and higher than efficient costs in
downstream industries.

206. Section 8.1(e) of the Code requires that a Reference Tariff and Reference Tariff
Policy should be designed with a view to efficiency in the level and structure of the
Reference Tariff.

207. The objective of section 8.1(e) has relevance to the determination of the Initial Capital
Base to the extent that it deals with the level of the Reference Tariff. To the extent
that the Reference Tariff reflects an Initial Capital Base that is in excess of a value
that reflects an efficient cost of the capital assets (a value other than derived by a
DAC value or DORC, reflecting different concepts of efficiency), the level of the
Reference Tariff is not efficient. It may therefore be concluded that values of the
Initial Capital Base in excess of $407 million to $434 million at 31 December 1999,
or lower values at either later valuation dates or taking into account capital recovery
by GGT subsequent to 31 December 1999, would be inconsistent with the objective of
section 8.1(e) of the Code.

208.  Section 8.1(f) of the Code requires that a Reference Tariff and Reference Tariff Policy
should be designed with a view to providing an incentive to the Service Provider to
reduce costs and to develop the market for Reference Services and other Services.

209. The Authority is of the view that provision of incentives for the Service Provider to
develop the market for Reference Services and other Services relates to the structure
of a Reference Tariff and the incentive mechanisms in the Reference Tariff Policy,
rather than the capital or other costs considered in derivation of the Reference Tariffs.
Section 8.1(f) is therefore of importance in establishing the structure of the Reference
Tariff rather than the Initial Capital Base. The objective expressed in section 8.1(f)
concerns the way in which tariffs and tariff policies can provide an incentive to reduce
costs and to increase demand. The owner of an asset like a pipeline may have an
incentive to maximise its profits by providing fewer Services at a higher price. This is
the basic market distortion of monopoly pricing. Section 8.1(f) is directed at ensuring
that the owner of the pipeline has an incentive to make profits by reducing costs and
increasing demand, rather than by increasing prices. As such, section 8.1(f) appears
to have little direct bearing on the determination of the Initial Capital Base.

210. In summary, the objectives in section 8.1 when applied to the GGP do not point to a
particular value for the Initial Capital Base. Some objectives are best met by a value
close to DAC and others by a value close to DORC but, unlike section 8.11 (as
discussed in paragraphs 173 and following), none of the objectives point to a value
substantially outside of the range of DAC and DORC, being values of between $407
million to $434 million at 31 December 1999, or lower values at either later valuation
dates or taking into account capital recovery by GGT subsequent to 31 December
1999.
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Given the conflicting guidance provided by section 8.1 of the Code in consideration
of the value of the Initial Capital Base, the Authority has given consideration to the
factors of section 2.24 of the Code.

Section 2.24(a) requires that the Authority give consideration to the Service
Provider’s legitimate business interests and investment in the Covered Pipeline.

The Authority considers that there are a range of matters of relevance to a
consideration of the legitimate business interests of GGT in the context of the Initial
Capital Base for the GGP.

Firstly, and as already noted above, the as-built design of the GGP was constrained
under the State Agreement and thus possibly limited the ability of the original owners
to build the pipeline to a design appropriate for the market for gas as it then existed,
and to minimise the cost of pipeline construction. GGT submits that both the
previous and current owners of the GGP accepted the risk of building an “oversized”
pipeline because of the perception that this risk was minimised by the provisions of
the State Agreement that provided for capital recovery. Consideration of the
legitimate business interests of GGT in this context would tend to support a value of
the Initial Capital Base that is consistent with providing GGT with the opportunity to
recover the value of capital investment in the pipeline, including the value of past
capital “under recovery”. This consideration supports a value of the Initial Capital
Base close to the value of $434 million determined as a DAC value at 31 December
1999, or lower values at either later valuation dates or taking into account capital
recovery by GGT subsequent to 31 December 1999.

A second matter of relevance in relation to the legitimate business interests of GGT is
the past history of tariff setting for the GGP under the State Agreement, and the past
administration of that regime, which has provided for tariffs that imply a rate of return
to GGT substantially in excess of a reasonable estimate of the cost of capital for the
GGP. GGT has legitimately — in the sense of lawfully — been able to charge those
tariffs to third-party Users of the GGP. Consideration of legitimate business interests
of GGT in this respect is cause for weight to be given to a value of the Initial Capital
Base that is consistent with GGT retaining the benefits gained by the charging of
those tariffs. The value of the Initial Capital Base that would recognise this interest is
that of $495 million at 31 December 1999 (and corresponding values at later valuation
dates as indicated in the table of paragraph 182). Recognition of this interest is a
factor consistent with determination of a value of the Initial Capital Base above the
range of values between DAC and DORC, consistent with expectations stemming
from the past administration of the State Agreement in respect of third-party tariffs.

Under sections 2.24(e) and 2.24(f) of the Code, the Authority is required to take into
account the public interest, including the public interest in having competition in
markets, and the interests of Users and Prospective Users.
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217. The concept of the public interest in section 2.24(e) of the Code reflects the objective
of the promotion of a competitive market but also has regard to wider considerations
which may include “the protection of the interests of the owners of pipelines and the
assurance of fair and reasonable conditions being provided where their private rights
are overborne by the statutory scheme ...”.*?

218. The Authority takes the view that there are two elements of the public interest that
have relevance to consideration of the Initial Capital Base for the GGP. The first is
the public interest in having prices for gas — which include a component that is the
price of gas transmission — that reflect the efficient provision of gas transmission
Services and the recovery of only efficient costs. This element of the public interest
would cause the Authority to give weight to possible values of the Initial Capital Base
that are closer to the DORC or Depreciated Replacement Cost, or lower values that
would reflect estimates of past capital recovery based on reasonable estimates of the
cost of capital for the GGP, that is, values in the range $407 million to $434 million at
31 December 1999, or lower values at either later valuation dates or taking into
account capital recovery by GGT subsequent to 31 December 1999.

219. A second element of the public interest is one of avoiding sovereign risk, as described
above in relation to section 8.11 of the Code (paragraph 178 and following). The
Authority recognises that the administration of third-party access regulation for the
GGP established under the State Agreement has resulted in gas transmission tariffs
that are in excess of levels necessary for the recovery of costs. However, the
Authority also considers that there is a public interest in not seeking to “undo” past
determination of tariffs under the State Agreement as this could potentially create a
perception of sovereign risk in dealings with the Government of Western Australia,
and adversely affect future business activity and investment. Consideration of the
public interest in this respect would coincide with the legitimate business interests of
GGT, and the interests of GGT’s owners, in retaining the past benefits gained by
charging of the tariffs determined under the State Agreement and which remain in
place until the commencement of an Access Arrangement. As noted in relation to
section 2.24(a) of the Code, the Authority is of the view that the value of the Initial
Capital Base that would reflect this interest is $495 million at 31 December 1999 (and
corresponding values at later valuation dates as indicated in the table of paragraph
182).

220.  Section 2.24(f) of the Code requires that the Authority take into account the interests
of Users and Prospective Users.

221. Consistent with one of the elements of the public interest addressed in relation to
section 2.24(e) of the Code, consideration of the interests of Users and Prospective
Users would cause the Authority to give weight to possible values of the Initial
Capital Base that are closer to the values in the range $407 million to $434 million at
31 December 1999, or lower values at either later valuation dates or taking into
account capital recovery by GGT subsequent to 31 December 1999.

*8 Epic Decision, ibid, p 551.
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230.

The Authority has given consideration to the factors of section 2.24(b), (c) and (d) of
the Code, but considers these to be of less relevance in relation to the Initial Capital
Base of the GGP.

Section 2.24(b) of the Code requires that the Authority take into account the firm and
binding contractual obligations of the Service Provider or other persons (or both)
already using the Covered Pipeline.

The Authority does not currently have any information before it that would enable an
assessment of whether, if at all, different values of the Initial Capital Base would
affect contractual obligations of GGT or Users of the GGP and no submissions were
made by either GGT or Users in this respect. The Supreme Court has determined that
the State Agreement does not afford any enforceable contractual right to protection
from the application of the Code.”® In these circumstances the Authority has no
reason to consider firm and binding contractual obligations in relation to its
determination on the proposed Initial Capital Base.

Section 2.24(c) of the Code requires that the Authority take into account the
operational and technical requirements necessary for the safe and reliable operation of
the pipeline.

As noted in relation to section 8.1(c) of the Code, the safe and reliable operation of
the pipeline may be contingent upon adequate revenue for the Service Provider, which
is in turn affected by the approved Reference Tariff and the Initial Capital Base.
There is no information before the Authority that would suggest that the ability of
GGT to operate the pipeline in a safe and reliable manner would be affected by values
of the Initial Capital Base in the range $407 million to $434 million at 31 December
1999, or lower values at either later valuation dates or taking into account capital
recovery by GGT subsequent to 31 December 1999.

Section 2.24(d) of the Code requires that the Authority take into account the
economically efficient operation of the pipeline.

The *“economically efficient operation of the pipeline” may refer to cost efficiency in
operation of the existing asset, as well as incentives to efficiently invest in the asset
into the future. This is likely to be affected by the level and structure of a Reference
Tariff, but not directly by the value of the Initial Capital Base.

Having completed this consideration of the relevant elements of the Code in respect
of determination of a value for the Initial Capital Base of the GGP, the Authority is
required to consider whether the Initial Capital Base proposed by GGT conforms to
the principles of the Code.

The value of the Initial Capital Base proposed by GGT is in excess of the range of
estimated DAC and DORC values for the pipeline at the same valuation date
(%434 million and $407 million, respectively).  The Authority acknowledges,
however, that estimation of both the DAC and DORC values involves exercise of
judgement in assumptions underlying the calculations and hence each may be affected

“WMC Decision, ibid.
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by a margin of error in estimation. The proposed Initial Capital Base could
conceivably lie within the upper limit of a reasonable range of precision in estimation
of either the DAC or DORC values, at least at a valuation date of 31 December 1999.

231. The Authority is of the view that there is reason to consider the circumstances of the
GGP to be abnormal in the context of section 8.11 of the Code. Under section 8.10(f)
of the Code, the Authority has given consideration to the setting of tariffs under the
State Agreement for the period prior to the date at which it was originally envisaged
that an Access Arrangement under the Code would be in place for the GGP (1 January
2000) and for the period from this date to the date of this Amended Draft Decision.
The Authority has determined an asset value based on the calculation of capital
recovery consistent with the determination of third-party tariffs prior to 1 January
2000 of $495 million at 31 December 1999. This is above the range of values bound
by estimates of DAC and DORC, but the Authority considers that a factor to be given
substantial weight, in the balancing of the legitimate business interests of GGT and
the interests of Users and the public interest, is a value for the Initial Capital Base that
recognises the expectations created by the tariff regime that was administered by the
Western Australian Government under the State Agreement.

232. As indicated in relation to section 8.11 of the Code (paragraph 178 and following), the
Authority considers there to be a significant public interest in avoiding sovereign risk
to investors in infrastructure assets when a new regulatory regime is implemented,
especially where decisions to be made under the regulatory regime may have the
effect of retrospectively altering benefits received by parties prior to the introduction
of the regime. The Authority also recognises the public interest that is represented by
giving effect to administrative arrangements that were not challenged by the Western
Australian Government when they were proposed by the owners of GGP. The
Authority finds that the administration of the State Agreement by the Western
Australian Government allowed these tariffs to become entrenched under the Tariff
Setting Principles and may have created an expectation in the owners of the GGP that
the high rate of return would continue. To seek to “unwind” the past determinations of
tariffs would therefore be contrary to the public interest in limiting sovereign risk.
This public interest coincides with GGT's reasonable expectations and the legitimate
business interests of GGT.

233. In considering possible values of the Initial Capital Base in excess of the DAC value
determined at 31 December 1999 or at some later date, the Authority has weighed the
interests of Users and Prospective Users and the broader public interest in having
prices for gas transmission Services reflect the efficient cost of pipeline assets in a
workably competitive market. In this regard, the Authority has determined that the
tariffs established under the State Agreement implied a rate of return to GGT that is
likely to have been substantially in excess of GGT’s actual cost of capital.
Accordingly, the Authority has regard to the very substantial value of capital recovery
($235 million in dollar values at 31 December 1999) that is estimated to have
occurred to the date of this Amended Draft Decision, and which will continue to
occur until such time as the Access Arrangement commences if GGT maintains the
tariffs currently being charged to third parties. However, against these interests, the
Authority has again balanced the substantial public interest in avoiding sovereign risk
to investors in infrastructure assets that may arise if the Initial Capital Base is valued
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in such a manner that there is a "clawing back" of benefits gained by GGT through the
legitimate implementation of tariffs under the previous tariff regime.

234.  After considering the factors of section 8.10 of the Code and examining GGT’s
proposed Initial Capital Base against the objectives of section 8.1, and guided by
section 8.11 and the factors of section 2.24, the Authority is of the view that the
public interest in avoidance of sovereign risk in the regulation of infrastructure assets
should be accorded substantial weight in establishing an Initial Capital Base reflecting
past capital recovery by GGT. The Authority considers that the value of the Initial
Capital Base originally proposed by GGT of $452.6 million at 31 December 1999
does not give sufficient recognition to this public interest and therefore does not
conform to the principles of the Code. Since submission of the proposed Access
Arrangement, GGT has provided a further submission in support of a higher Initial
Capital Base. After taking into account all of the above matters, the Authority has
decided that the value of the Initial Capital Base should be $480 million at
31 December 1999 (including a value of working capital of $1.3 million).

New Facilities Investment

235. Sections 8.15 to 8.21 of the Code provide for capital costs incurred in New Facilities
Investment to be included in the Capital Base of a Covered Pipeline, and for capital
costs that are forecast for an Access Arrangement Period to be considered in
determination of Reference Tariffs for that Access Arrangement Period.

236. Section 8.16 of the Code sets out criteria that must be met by any New Facilities
Investment if the actual capital cost of that investment is to be added to the Capital
Base. These criteria are:

(a) Subject to sections 8.16(b) and sections 8.20 to 8.22, the Capital Base may be increased under
section 8.15 by the amount of the actual New Facilities Investment in the immediately
preceding Access Arrangement Period provided that:

i. that amount does not exceed the amount that would be invested by a prudent Service
Provider acting efficiently, in accordance with accepted good industry practice, and to
achieve the lowest sustainable cost of providing Services; and

ii. one of the following conditions is satisfied:

A. the Anticipated Incremental Revenue generated by the New Facility exceeds the New
Facilities Investment; or

B the Service Provider and/or Users satisfy the Relevant Regulator that the New Facility has
system-wide benefits that, in the Relevant Regulator's opinion, justify the approval of a
higher Reference Tariff for all Users; or

C. the New Facility is necessary to maintain the safety, integrity or Contracted Capacity of
Services.

(b) If pursuant to section 8.20 the Relevant Regulator agrees to Reference Tariffs being
determined on the basis of forecast New Facilities Investment, the Capital Base may be
increased by the amount of the New Facilities Investment forecast to occur within the new
Access Arrangement Period determined in accordance with sections 8.20 and 8.21 and subject
to adjustment in accordance with 8.22.

237. Section 8.17 of the Code sets out two factors that the Authority must consider in
determining whether Capital Expenditure meets the criteria set out in section 8.16:
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(&) whether the New Facility exhibits economies of scale or scope and the increments in which
Capacity can be added; and

(b) whether the lowest sustainable cost of delivering Services over a reasonable time frame may
require the installation of a New Facility with Capacity sufficient to meet forecast sales of
Services over that time frame.

238. Section 8.18 of the Code allows for a Reference Tariff Policy to state that the Service
Provider will undertake New Facilities Investment that does not satisfy the
requirements of section 8.16, and for the Capital Base to be increased by that part of
such investment that does satisfy section 8.16 (the “Recoverable Portion”). Section
8.19 of the Code allows for an amount of the balance of the investment to be assigned
to a Speculative Investment Fund, and to be added to the Capital Base at some future
time if the criteria of section 8.16 are met. Section 8.19 also sets out the manner in
which the value of the Speculative Investment Fund is determined at any time.

239.  Section 8.20 of the Code provides for Reference Tariffs to be determined on the basis
of New Facilities Investment that is forecast to occur within the Access Arrangement
Period provided that the investment is reasonably expected to pass the requirements of
section 8.16 when the investment is forecast to occur. This does not, however, mean
that the forecast New Facilities Investment will automatically be added to the Capital
Base after it has occurred (section 8.21). Rather, the Authority will assess whether
the investment meets the criteria of section 8.16 of the Code either at the time of
review of the Access Arrangement, or at any other time if asked to do so by the
Service Provider.

240. Section 8.22 of the Code requires that either the Reference Tariff Policy should
describe, or the Authority shall determine, how the New Facilities Investment is to be
determined for the purposes of additions to the Capital Base at the commencement of
the subsequent Access Arrangement Period. This includes how the Capital Base at
the commencement of the next Access Arrangement Period will be adjusted if the
actual New Facilities Investment or Recoverable Portion (whichever is relevant) is
different from the forecast New Facilities Investment (with this decision to be
designed to best meet the objectives in section 8.1).

241. Sections 8.23 to 8.26 of the Code set out provisions for New Facilities Investment to
be financed in whole or in part by Capital Contributions from Users, or from
surcharges over and above Reference Tariffs to be charged to Users.

242. GGT provided the forecasts of New Facilities Investment in the Access Arrangement
Information submitted with the proposed Access Arrangement on 15 December 1999,
as indicated below. The proposed New Facilities Investment was indicated to be of a
“maintenance” nature, providing for the replacement of miscellaneous capital
equipment and enhancement of peripheral and utility systems and equipment.>®

%0 Access Arrangement Information, section 4.3.
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Goldfields Gas Pipeline forecast New Facilities Investment
(information provided 15 December 1999, nominal $million)

Year 2000 2001 2002 2003 2004

Forecast 1.454 1.173 1.200 1.223 1.247
Expenditure

243. In its submission of 17 December 2002, GGT provided revised information on actual
and forecast New Facilities Investment, as follows.*!

Goldfields Gas Pipeline actual and forecast New Facilities Investment
(information provided 17 December 2002, nominal $million)

Year 1999/00 2000/01 2001/02 | 2002/03 2003/04 2004/05 2005/06 2007/08
Actual Expenditure Forecast Expenditure

Actual and 1.634 9.094 1.855 | 11.100  3.300 1.300 1.200 1.200

Forecast

Expenditure

244. Pursuant to a request from the Authority, GGT provided further data on actual and
forecast New Facilities Investment to 31 December 2009, indicated as follows.

Goldfields Gas Pipeline actual and forecast New Facilities Investment
(information provided March 2004, nominal $million)

Calendar Year 2000 2001 2002 2003 | 2004 2005 2006 2007 2008 2009

Actual Expenditure Forecast Expenditure

Actual and 3.64 8.39 1.12 10.21 | 5.87 1.25 1.31 1.38 1.45 1.52
Forecast
Expenditure

245. GGT provided to the Authority limited information on the elements of New Facilities
Investment, indicating significant expenditure on compressor stations in 2000/2001
and 2003/2004.°2 The forecast of New Facilities Investment itself suggests that
forecasts for each of the years 2006 to 2009 were derived by increasing the forecast of
the previous year by 5 percent. GGT has not provided the Authority with information
to justify actual expenditures or explain the derivation of forecasts.

246. The Authority is of the view that GGT has not provided sufficient information on
actual and forecast New Facilities Investment to enable the Authority to form a
definitive view as to whether the expenditure would meet the requirements of section
8.16 of the Code. However, notwithstanding the inadequacy of the information
provided by GGT, the Authority understands that two compressor stations have been
installed on the GGP in accordance with the actual and forecast capital expenditure of
2000 to 2004. The Authority is also mindful that the actual and forecast New
Facilities Investment, other than in relation to compressor stations, is of a relatively
small value that is not inconsistent with expectations of capital expenditure of a
“maintenance” nature for a pipeline such as the GGP. As such, the Authority is of the

1 GGT Submission, 17 December 2002, Schedule 2.

*2 Indicated values of expenditure on compressor stations are indicated in the Confidential Annexure to this
Amended Draft Decision.
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247.

view that the actual and forecast Capital Expenditure for the period 2000 to 2009 may
reasonably be expected to meet the requirements of section 8.16, and is prepared to
allow the New Facilities Investment as proposed to be taken into account in
determination of the Reference Tariff for the Access Arrangement Period.

The Authority notes that GGT will need to provide further information before the
Authority can make a determination allowing the New Facilities Investment to be
added to the Capital Base of the GGP at the commencement of the next Access
Arrangement Period, as required under sections 8.16 and 8.17 of the Code.

Rate of Return

248.

249.

250.

Sections 8.30 and 8.31 of the Code state the principles for establishing the Rate of
Return used in determining a Reference Tariff:

8.30 The Rate of Return used in determining a Reference Tariff should provide a return which is
commensurate with prevailing conditions in the market for funds and the risk involved in
delivering the Reference Service (as reflected in the terms and conditions on which the
Reference Service is offered and any other risk associated with delivering the Reference
Service).

8.31 By way of example, the Rate of Return may be set on the basis of a weighted average of the
return applicable to each source of funds (equity, debt and any other relevant source of
funds). Such returns may be determined on the basis of a well accepted financial model,
such as the Capital Asset Pricing Model. In general, the weighted average of the return on
funds should be calculated by reference to a financing structure that reflects standard
industry structures for a going concern and best practice. However, other approaches may be
adopted where the Relevant Regulator is satisfied that to do so would be consistent with the
objectives contained in section 8.1.

For its proposed Access Arrangement of 15 December 1999, GGT used a net present
value approach to determining Total Revenue. The Rate of Return used as the
discount rate in the net present value calculations was a WACC derived by GGT, as
described in section 7.4 of the Access Arrangement Information.

The WACC proposed by GGT was a real pre-tax WACC of 12.2 percent. The Capital
Asset Pricing Model (“CAPM”) was used to derive the after-tax WACC, which was
then converted to a pre-tax real WACC using the “forward transformation” method.
The input variables used by GGT to derive this WACC are set out in the following
table.
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Parameters Used by GGT to Calculate the WACC (December 1999)

Parameter Parameter Value
Inflation Rate 2.5%

Debt to Asset Ratio (Gearing) 50%

Debt Margin 2.25%
Nominal Pre-Tax Cost of Debt 8.95%
Nominal Risk Free Rate 6.7%
Australian Market Risk Premium 6.5%

Beta (equity) 14
Dividend Imputation Factor: Value of Franking Credits 30%
Company Tax Rate 36%

251. The values of the different forms of the WACC calculation, based on the input
variables proposed for the Goldfields Gas Pipeline, are shown in the table below.

Rate of Return Values Calculated From GGT’s Assumed CAPM Parameters (December 1999)
Nominal Real
Post-Tax (Officer) WACC 9.6% 7.0%
Pre-Tax WACC (Forward Transformation) 15.0% 12.2%
Post-Tax Return on Equity 15.8% 13.0%
Pre-Tax Return on Equity 21.1% 18.2%

252. In its submission of 17 December 2002, GGT proposes a different Rate of Return for
the determination of Total Revenue. In this submission, GGT proposes that the
assumed cost of equity for the GGP not be estimated using the CAPM. Rather, GGT
contends that a nominal post-tax return on equity of 17.45 percent assumed in the
initial determination of third-party tariffs was a “fundamental element of the original
arrangement with the State” and to alter the return on equity would be contrary to the
legitimate business interests of the GGP owners.

253. In the submission of 17 December 2002, GGT also (implicitly) proposes a hominal
return on debt of 7.475 percent, being the sum of an assumed risk-free rate of
5.9 percent and debt margin of 1.575 percent, and a nominal pre-tax WACC of
16.2 percent based on other assumptions as follows.
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254,

255.

256.

257.

258.

Proposed CAPM parameter values for estimation of the rate of return
for the period 2000 to 2004 (December 2002)

Value used

Parameter by GGT

Risk free rate (nominal) 5.90%
Cost of debt margin 1.575%
Corporate tax rate 30%
Franking credit value 0%
Debt to total assets ratio 50%
Equity to total assets ratio 50%
Expected inflation 2.5%

As an initial matter in relation to the proposed Rate of Return, the Authority has given
consideration to whether it is possible under the Code to consider GGT’s contentions
in respect of the Rate of Return, as set out in GGT’s submission of 17 December
2002.

Guidance from the Code in determination of the Rate of Return is summarised as
follows.

Sections 8.30 and 8.31 of the Code (reproduced in paragraph 248, above) establish the
principles for determination of the Rate of Return.

Section 8.30 of the Code is taken by the Authority to require that the implied return
factored into the assessment of the price controls for a pipeline owner’s regulated
activities reflects the opportunity cost of capital associated with those activities, that
is, the returns that the pipeline owner would have to make to providers of debt and
equity funds to motivate the provision of these funds. Section 8.31 provides
additional guidance on how to estimate the cost of capital associated with the pipeline
owner’s regulated activities. It specifically allows for returns to be determined on the
basis of a well-accepted financial model, such as the CAPM. It also encourages the
use of a benchmark assumption is respect of the financing structure.

Other relevant guidance for the Rate of Return is provided in section 8.2(e) of the
Code. The “return which is commensurate with prevailing conditions in the market
for funds and the risk involved in delivering the Reference Service™® is a parameter
that cannot be observed, but can only be estimated and forecast for the regulatory
period. While there is a degree of statistical uncertainty associated with the
estimation and forecasting of the cost of capital associated with an activity, it is
necessary to identify a unique, single, or “true” cost of capital associated with that
activity at any particular point in time in order to derive a Total Revenue that can be
used to consider whether the proposed Reference Tariff complies with the Code.
Further, introducing a range at each point of the calculation indicated by the Code
would produce a meaningless process by which to evaluate the proposed Reference

%3 Section 8.30 of the Code.
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Tariff. Accordingly, section 8.2(e) of the Code requires the Rate of Return to reflect
the best estimate of the true cost of capital.

259. The Code