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8 November 2002

Mr Robert Pullella

Office of (Gas Access Regulation
PO Box 8469

Perth Business Centre

WA 6849

Sent by facsimile to: 9213 1999

Dear Mr Pullella

Access Arrangement for the Dampier to Bunbury Natural Gas Pipeline (DBNGP)
Decision of the Full Court of the Supreme Court of Western Australia

We refer to the Information Paper dated 2 September 2002 published by the Office of Gas Access
Regulation inviting public submissions in respect of the above and the subsequent extension of time
issued on 24 October 2002.

Wesfarmers CSBP Limited has an ongoing interest in this matter, both as a direct consumer of natural gas
transported via the DBNGP and because its business is strongly leveraged to the Western Australian

economy.

We understand key aspects of the Supreme Court decision to be as follows.

1.

Factors which the Regulator may take into account in determining whether the initial Capital
Base for the DBNGP should fall outside the range of values determined under the National
Third Party Access Code for Natural Gas Pipeline Systems (that is, values determined using
the Depreciated Actual Cost (DAC) and Depreciated Optimised Replacement Cost (DORC)
methodologies) include:

(a) the purchase of the DBNGP by Epic on 25 March 1998;
) the circumstances of that purchase including the price paid; and
{c) any value according to a recognised asset valuation methodology which may be

revealed by the price paid in those circumstances.

The decision of the Court does not suggest that the Regulator’s draft decision (including his
determination of the appropriate initial Capital Base of the DBNGP and the appropriate
reference tariffs) will, necessarily, be altered.

The Regulator will now take into account the purchase price paid by Epic for the DBNGP in
considering the initial Capital Base of the pipeline and other relevant matters on the basis that
Epic's legitimate business interests might properly extend to the recovery, over time, of that
Capital Base. In this regard, we understand that the Regulator will now be required to revisit
his view as to whether the purchase price paid by Epic for the DBNGP represented a
reasonable valuation of the capital cost of the pipeline based on a conventional valuation
methodology, and whether the public interest and the interests of users and prospective users
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of the DBNGP outweigh Epic's interest on this question. The Regulator will also consider the
relevance of the price paid by Epic for the pipeline in determining whether the reference tariff
proposed by Epic in its proposed access arrangement complies with the reference tariff
principles set out in the Code.

With respect to the above, we submit the following comments, which are intended to assist the Regulator
in his deliberations and to address our concerns as a major user of gas transmission in the DBNGP.

Interests of Users and Prospective Users of the DBNGP

The judgement of the Supreme Court, in foreshadowing possible declarations, refers specifically to the
factors in section 2.24(a) to (g) of the Code as guides for the Regulator in reconciling the objectives in
section 8.1(a) to (f). We are concerned that the emphasis in the judgement on the Regulator taking into
account various factors related to the purchase price of the DBNGP should result in neither the
disproportionate consideration of the interests of Epic to the detriment of users and prospective users of
the DBNGP (s 2.24(f)) and the public interest (s 2.24(¢)), nor an abandonment of proper notions of
economic efficiency in the context of the need to replicate a workably competitive market.

DBNGP Valuation

The details of the valuation methodology used by Epic in order to strike its bid price for the DBNGP are
not in the public domain and, accordingly, we are unable to express a view on that methodology. Based
on public domain data, the price paid by Epic for the DBNGP appears to be significantly greater than any
price that would be arrived at by application of conventional valuation methodologies and adoption of
conventional forecasting assumptions.

In bidding to acquire the DBNGP, Epic was, of course, entitled to tender whatever premium it saw fit,
over and above the value for the DBNGP that would have been arrived at by application of conventional
valuation methodologies. In other circumstances, that would be a private matter for Epic.

However, Epic’s internal approach to valuation of the DBNGP becomes a matter of public concern if it is
proposed that Western Australian gas users should now financially compensate Epic, by way of increased
reference tariffs, for the premium paid to acquire the DBNGP.

In our view, it would be to the detriment of the Western Australian economy, and encourage distortion in
investment decisions in that economy, for a purchaser of a privatised monopoly asset, in practical effect,

to be compensated by Western Australian industry for having chosen to pay a discretionary premium over

and above the objectively determinable Capital Base of that asset. We are not aware of any relevant

precedent for such a proposition in any other jurisdiction and are concerned at the implications of such an

approach.

Furthermore, it is understood that the price paid by Epic was substantially higher than offers made by
other bidders in the DBNGP sale process and, therefore, was substantially higher than what might be
regarded as a “market price” valuation.

The fact that Epic tendered $2.407 billion for the DBNGP, even if it had commercially justiﬁa’oic reasons
for doing so, does not make that value the “market value” of the DBNGP for the purposes of
determination of the initial Capital Base.

We understand that, under the privatisation process, several bidders competed to acquire the DBNGP
based on common information provided to them and a common set of terms and conditions as to
purchase. The logical outcome of such processes should be that the winning bid is made by the party that
has one or more of: (a) a lower actual cost of capital than its rivals; (b) a greater appetite for, or lesser
assessment of, risk than its rivals; (¢) a more aggressive view of growth opportunities than its rivals; (d)
greater business synergies than its rivals; and (e) other “special” reasons for being willing to tender more
than its rivals. The essence of the integrity of such a sale process is that it is based on common
information to bidders from the vendor, with the result that differences in individual bids are attributable



to the factors enumerated in (a) to (). The interplay of factors (a) to (e) is, in considerable part, a
reflection of individual bidders’ circumstances and characteristics rather than having any relevance to an
objective determination of “market value”. '

We note statements by the State Government at the time of the privatisation that Epic’s bid was a
“conforming” bid. It would, in our view, undermine the principle of common information from the
vendor and, therefore, the integrity of the privatisation process, if the Regulator were to sanction the
proposition that a bidding party could assume that its bid price would be the reference point for
determination of the initial Capital Base. Amongst other things, it would lead to the extraordinary
proposition that had Epic or another party bid an even higher amount for the DBNGP, then they could
have done so in the expectation of being compensated for that incremental bid value by way of future
reference tariffs.

“Market value” is a highly subjective and debatable concept, even in much simpler circumstances than
those applicable to a major privatisation. With this and the above considerations in mind, we see no
justification for the Regulator departing from an objective methodology such as DORC in determining the
initial Capital Base.

Expansion Potential and Incentives

If, as may be inferred, Epic’s purchase price allowed for a value contribution from the expansion potential
of the gas transmission business, then the recovery of this value should be from such future expansion and
not from existing users of the DBNGP. Therefore, in taking into account the purchase price of the
pipeline together with all other necessary factors, we suggest that the Regulator should consider any
: premium over an objectively determined Capital Base to be relevant only to the expansion potential, to be
recovered only via revenue from any future expansion volumes.

Furthermore, it is in the interests of existing users and prospective users of the pipeline and in the broader
interests of the Western Australian community, as well as of Epic, for the expansion potential of gas
based industries in the state and associated gas transmission infrastructure to be achieved. It is submitted
that the Access Arrangement should facilitate such expansion opportunities, in which case the reference
tariff should provide incentive for development of gas based industries not the reverse, as would be the
case if tariffs were unduly influenced by the purchase cost of the pipeline.

Users’ Tariff Expectations

As detailed in the separate submission by Wesfarmers Limited dated 24 October 2002 and in our earlier
submission of 16 March 2000, statements by the State Government and other relevant authorities related
to the sale of the DBNGP resulted in a general expectation by WA industry that gas transmission tariffs
would fall to $1- per GJ in 2000 and continue to fall in real terms over time. In addition, there was no
indication in those Government statements that a premium might apply to gas users in Kwinana, where
significant gas volumes are consumed.

Investment decisions were made and business planning was undertaken in this context. To change the
context of these decisions by endorsing Epic’s proposal to apply higher tariffs in the Kwinana industrial
area in excess of $1 per GI would be contrary to the interests of users (s 2.24(f)).

Competitiveness of WA Industry

Section 2.24(e) of the Code requires the Regulator to take into account the public interest, including the
public interest in having competition in markets (whether or not in Australia). It is contended that to
satisfy this requirement a reference tariff should be developed from an economically competitive capital
base and should not therefore compensate Epic for the premium paid for the DBNGP. To do otherwise
would add a competitive cost penalty for users of the DBNGP, putting those users at a commercial
disadvantage against their competitors in other states and overseas.



Conclusion

We strongly oppose any proposal by Epic or others that transmission tariffs should be based on the
purchase price for the pipeline paid by Epic, as this would reflect an inefficient use of capital and make
many Western Australian industries less competitive nationally, regionally and globally.

We would support the Regulator in ensuring that the reference tariff regime for the DBNGP is properly
determined in accordance with established objective benchmarks for determination of the initial Capital
Base and which properly takes account of the legitimate business interests of users and prospective users
as well as those of the service provider, Epic.

We confirm that we would like to take up the invitation for a conference with the Regulator to speak to
our submission and to answer any questions the Regulator may have.

Yours sincerely
Wesfarmers CSBP Limited
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Chris Helmer
Executive Manager - Business Development



