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DAMPI ER/ BUNBURY NATURAL GAS PI PELI NE PROPOSED ACCESS ARRANGEMENT

Dear M Pullell a,

The Australian Gas Users Group is pleased to present the following views to the
O fice on the proposed access arrangenment for the Danpier/Bunbury gas pipeline.

Qur Group represents the interests of mmjor gas users (annual consunption
greater than 0.5 petajoules) and has a nunber of nmenbers with operations in
Western Australia. W have had extensive involvenent in gas pipeline access
reviews in Victoria, New South WAl es and South Australi a.

At this stage our comments are linmted to the main issues only and we | ook
forward to participating further as the revi ew progresses.

1. INITIAL CAPI TAL BASE

Qur Group strongly advocates the use of Depreciated Actual Cost @AC) as the
preferred nmethodol ogy for the valuation of the initial asset base. It is

recogni sed that this is not a perfect nethodology in all instances but it does
have a fundanental advantage over Depreciated Optinmi sed Repl acenent Cost (DORC)
met hodol ogy in that it does provide a single, accurate and verifiable figure. It
shoul d be the preferred nethodol ogy where the necessary historical information
is avail abl e for anal ysis.

Whil e the National Gas Code requires that consideration be given to a range of
estimates for the initial capital base between DAC at the |l ower end and DORC at
the upper and a consi derabl e body of evidence has been presented to access
arrangenent reviews in other states over the past two years show ng that the
DORC net hodol ogy is seriously flawed and discredited.




It is noted that the applicant has chosen the purchase price of the assets as
the initial capital base. This is contrary to the requirenents of the Code and
is seen as an attenpt by the applicant to nmaxim se the revenue requirenent under
the application and thereby the deternination of relevant reference tariffs. The
Code is quite clear on the range of estimates to be provided in the application.
Reference tariffs derived fromthe use of the purchase price in this instance
woul d seriously affect prospects for new investnent and reinvestnment in those

i ndustries currently serviced as well as those looking to locate facilities in
the area serviced by this pipeline.

2. RATE OF RETURN

Over the past two years a considerable amobunt of effort has been nmade by

regul ators and others involved in the gas industry in attenpting to generate a
theoretical figure or range of figures that could be seen to be appropriate to
MONOPCOLY REGULATED BUSI NESSES such as those engaged in gas transm ssion and

di stribution.

Thi s has been done now a nunber of tines for gas and power businesses and

regul ators have typically arrived at a real pre-tax rate of return in the range
of 7.25 to 7.75% Epic have suggested that a figure of 8.6%real pre-tax would
be appropriate in their view while our Group representing the large end of the
demand side of the market would suggest that a figure |less than 5% woul d be nore
sui tabl e.

The object of the exercise is to arrive at a figure that represents a fair
return on the capital that is invested in the nonopoly regul ated busi ness. Qur
Group's approach in recent tinmes has been focussed on relative rates of risk for
cl asses of investment in Australia and rates that have been applied to sinmlar
busi nesses in recent years in other parts of the world.

It is generally accepted that one of the riskiest classes of investment is
buyi ng conpany shares in the share market. W have obtained information

i ndi cating that over the past thirty years the real rate of return from
investing in the share market is just over six percent and has been sonmewhat

hi gher over the past ten years - between eight and nine percent. The records in
this country go back for about seventy years and over this period the real rate
of return fromthe share market has been 5.8% W consider that this sets one of
t he upper bounds for what could be considered as high risk investnents.

At the other end of the scale is the return one could expect on ten year bonds
which are generally classed as a no risk investnent. Again, over the past thirty
years the real rate of return has been about 2.8% which is considerably | ower
than is generally believed. Nevertheless, this is what investors have typically
been gaining as a real return for a no risk investnent- Ten year bonds over the
past ten years have been a little higher than this, but not nmuch higher, and
over the full seventy year period of records the returns are a little |ower than
2.8% real

Qur Group has al so spent some tine investigating rates of return that have been
proposed by | ocal and overseas regul ators for regul ated nmonopolies. The ACCC,

| PART and the ORG have used rates of 7.25 to 7.75% for gas assets. Qur viewis
that this range is nmuch too high. In Victoria the state governnent requested a
rate in excess of ten percent and while the regul ator severely discounted this,
they still did not finish with a figure that is consistent with a rate that
falls sensibly within the no risk bond rate and the high risk share narket rate.



In the United Kingdom regul ators are using rates of about 6 to 6.5% for both
electricity and gas assets. Once again we feel this range is not consistent with
returns in conpanies carrying conparable risk ratings - too high.

We woul d strongly recommend that the Office carry out benchmarking studies in

this area to validate a fair rate of return and accord this a priority as it is
fundamental to the achievenment of justifiable reference tariffs.

Yours sincerely

Al an J Rei chel
Executive Director



