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10.

This submission analyses the judgment in Re Dr Ken Michael AM: ex parte Epic
Energy (WA) Nominees Pty Ltd & Anor [2002] WASCA 231 (23 August 2002)
(“judgment™).

Western Power’s second post-judgment submission will discuss how theinitial
Capital Base should be set for the DBNGP in light of the judgment.

Summary of major points

Theinitial Capital Baseisto be established by applying ss. 8.10 and 8.11. If policy
guidanceisneeded it will befoundins. 8.1. Section 2.24 hasonly avery limited role
in the process of setting theinitial Capital Base, namely in providing policy guidance
under the last paragraph of s. 8.1.

Each step in this process involves weighing anumber of factors. Nothingin the
judgment suggests that those factors which might take account of Epic’s purchase
price areto be given any special weight over other factors which suggest alower
initial Capital Base.

When considering each particular factor or objective, nothing in the judgment or the
Code requiresthe Regulator to give any particular weight to Epic’s purchase price.
In every instance the Court has been careful to leave this to the Regulator’ s discretion.

Nothing in the Court’s discussion of certain hypothetical examples (eg. a hypothetical
pipeline purchaser who paid afair market value on the reasonabl e expectation of
recovering some monopoly profits) suggeststhat Epic’s circumstancesfall within the
hypothetical situation. However even in the case of such ahypothetica purchaser,
the Court hasleft it open to the Regulator to decline to set an inflated purchase price
astheinitial Capital Base.

The policy of the Act and the Codeis that access be on terms which are fair and
reasonable for both Service Providersand users (see Appendix 1).

The Court affirmed that in “normal” circumstancestheinitial Capital Base should not
exceed DORC. Itisfor Epicto prove that the DBNGP s circumstances justify a
departure from this normal band.

Section 8.11 does not replace s. 8.10. Whether or not the DBNGFP s circumstances are
“normal”, itisstill for Epic to prove why s. 8.10 establishes any particular initial
Capital Base for which it contends.

Under s. 8.10(c) and (d) the Regulator may, but is not obliged to, have regard to
purchase pricein considering alternative valuation methodologies. It isclearly left to
the Regulator whether to do so in thisinstance, and if he does so what weight to give
to purchase price. Any valuationsunder s. 8.10(c) must always be weighed against
DAC and DORC under ss. 8.10(a) & (b), aswell asthe other s. 8.10 factors.
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Part 1 - The main provisions for setting the initial Capital
Base

1.1 How ss. 2.24, 8.1, 8.10 and 8.11 interact

11 The judgment makes it abundantly clear that the following process applies for setting
theinitial Capital Base:

(@)  thestarting point and most important aspect is ss. 8.10 and 8.11,* and the
Regulator must give each of the factorsin s. 8.10 weight as afundamental
element,? and must have regard to the requirement in s.8.11 that the initial
Capital Basewill normally lie between DAC and DORC;

(b)  theRegulator’s policy guidance when exercising hisdiscretion under ss. 8.10
and 8.11 comes from the requirement that the Reference Tariff and the
Reference Tariff Policy should be designed to meet the objectivesin s. 8.1; 2
and

(c) to the extent only that the Regulator needs guidance in reconciling the
disparate objectivesin s. 8.1 or deciding which of themisto prevail, heisto
be guided by the factorsin s. 2.24, * giving each of the s. 2.24 factors weight
asafundamental element,” but otherwiseit isthe's. 8.1 objectives which
should guide the process of establishing theinitial Capital Base.®

12, Western Power wishes to emphasise the threelinksin this chain: start with ss. 8.10
and 8.11, then look to the objectivesin s. 8.1, then only to alimited extent look to the
factorsins. 2.24. Thisemphasisis necessary because the judgment spends moretime
discussing some provisions, such as ss. 2.24(a) and 8.1(a), that it does discussing
other provisions or in contemplating the overall operation of the chain. (Thisis
understandabl e given the particular issues raised in the litigation, and the fact that the
applicant was the Service Provider.) However the Regulator should not interpret this
focus by the judgment to suggest that these factors are paramount, or even have any
specia importance, in the process of setting theinitial Capital Base.

1.2 The judgment’s treatment of s. 8.10

13. Most of Western Power’s submissions onthe s. 8.10 factors will appear in Western
Power’ s second post-judgment submission.

(@ s.8.10(e)

14. The Court noted that no submission had been made that the Regulator’ s dealing with
thefirst limb of 8.10(€) on the basis that it required consideration of the i nternational
best practicein pipeline valuation involved any error.

! Para 163 of the judgment.

2 Para 56 of the judgment

3 Para 84 of the judgment read with paras 162 and 185
* Paras 85 and 136 of thejudgment

5 Para 55 of thejudgment

5 Para 84 of the judgment read with paras 162 and 185
7 Para 167 of the judgment
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15.

16.

17.

18.

19.

20.

21.

The Court is clearly inviting the Regulator, if he wishes, to consider abroader
assessment of international best practice relating to pipelines. If the Regulator
decidesto read $8.10(e) more broadly, not just limited to valuation issues, Western
Power may wish to make further submissions on the Regulator’ sfindings of fact in
that regard.

(b)  s.8.10(g) — reasonable expectations of persons under prior regulatory

regime
(b)(i) This includes expectations of users, not just Epic

The Court begins by observing expressly that the reference to the expectations of
“persons’ in thisfactor includes users expectations®

However, later in the same paragraph the Court states:

“Insofar as it deals with the reasonabl e expectations of the service provider ...
Section 8.10 (f) and (g) ... reflect therelevance of the historical returns and
tariffs and depreciation, as well asthereasonable expectations of the service
provider before the commencement of the Code ... .”°

Thereisno referencein thislater passage to the reasonable expectations of users. The
Regulator should not misinterpret this narrowing of the Court’ sanalysis asintending
to exclude a consideration by the Regulator of users' expectations or to suggest that
Epic’ s reasonabl e expectations should be given any more weight under s. 8.10(g) than
users’. Inresponding to Epic’s arguments during the litigation, the Court has simply
narrowed its discussion to focus on one specific limb of s. 8.10(g). Thisis made clear
by the express finding referred to in paragraph 16 of this submission, and also by the
Court’suse of thewords “insofar as”’ in the passage quoted above.

(b)(ii) Objects of the Act are fairness and reasonableness to users as well, not just Service
Providers

The Court’ streatment of s. 8.10(g) refersto the Act’ sand Code' s objectives, an issue
whichisdiscussed inAppendix 1L Asthat Appendix demonstrates, the Codeis
intended to set accesstermsthat are fair and reasonabl e to both the Service Provider
and users.

(b)(iii) The matter has been left to the Regulator

The Court was careful to keep its discussion of s. 8.10(f) and (g) at the level of
statutory interpretation. Nothing in the Court’s judgment on this matter requires or
recommends a particular outcome in the specific case of the DBNGP.

The Court notes that depending on the circumstances ss. 8.10(f) and (g) could suggest
either alower or higher initial Capital Base.'°

The Court also observesthat in the specific instance of these factors suggesting a
higher initial Capital Base, they must be considered. Western Power submits that this
does not suggest that, having considered these factors, the Regulator is obliged to

8 Para. 169 of the judgment
9 Para 169 of the judgment, emphasis added
10 Para 169 of the judgment
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establish ahigher initial Capital Base. The obligation is merely to include this factor
inthe weighing process of ss. 8.10 and 8.11.

(c) s.8.10(k)

23. Consistently with its finding that each factor in ss. 2.24 and 8.10 isto be given weight
as afundamental element, the Court ruled that this section requires the Regulator to
consider any other factor that the Regulator considers relevant™* Western Power
invites the Regulator to determine that Western Power’s submissions under this factor
in its second post-judgment submission are relevant, and hence to give them weight as
fundamental elements.

1.3 The judgment’s treatment of s. 8.11

24, The judgment’ streatment of s. 8.11 requires careful analysis, to avoid reading more
into it than the Court intends.

25. The Court correctly rejected AlintaGas' ssubmission that s. 8.11 imposed an
overriding cap on theinitial Capital Base.*? It also observed that in determining
whether the circumstances warranted departing from the “normal” band of DAC and
DORC, the consideration of each valuation methodol ogy wasto be on the basis of its
merits (considered under s. 8.10(d)) and not merely on the basis of economic
efficiency

26.  However, the most the Court said in relation to Purchase Price Valuation* was that
thereis no reason why such amethodology should necessarily be excluded!® The
Court was once again speaking in the abstract, making it clear that the Regulator may
in the specific circumstances of aparticular Access Arrangement determinethat a
Purchase Price Vauation did not provide sufficient justification to move outside the
“normal” band.

27. Likewise, the Court said that if the Service Provider had a r easonable expectation of
monopoly returns under the previous regul atory regime, these should not be excluded
from consideration.*® The Court has thus made it clear that the Regulator is free to
exclude from consideration any unreasonable expectations Epic may have had in this
regard.

28. The Court ruled out any interpretation of s. 8.11 which would determine that pre-Code
investment decisions could have no relevance to setting the initial Capital Base.*’
Thisfinding is clearly correct, but once again the Court has clearly left it to the
Regulator to determine how much (if any) relevance and weight should be given to
Epic’s pre-Codeinvestment decision in this particular case.

™ Para 174 of the judgment

12 Para, 175 of the judgment

13 Para 176 of the judgment

1 Thisist heterm used by the Court to describe “aval uation methodology which had regard to the present value
of anticipated future returns’. See discussion in Appendix 3 to Western Power’ s Second Post Judgment
Submission.

15 Para. 176 of the judgment

'8 Para 176 of thejudgment

7 Para 177 of the judgment
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29. In paragraphs 178 and 179 of the judgment, the Court began by reaffirming, on the
basis of expert evidence, that the initial Capital Base should normally fall between
DAC and DORC.*® Thisisanimportant finding. The Court then went on to discuss,
in the abstract, how s. 8.11 might be applied in a particular hypothetical case.

30. The Court’ s hypothetical example concerned an acquisition of a pipeline on the open
mar ket (note not a closed tender process) before the Code. The Court observed that
this situation may (note not “must” or “should”) justify departure from the “normal”
DAC/DORC band. Thiswas because asale at market value (note not an inflated
purchase price) may (note not necessarily does) involve the capitalisation of some
monopoly returnswhich will have been paid to the previous owner.*® The Court had
aready madeit clear that any capitalisation of anticipated monopoly rents must have
been reasonable in the circumstances:

31 The Court elaborated that if this hypothetical asset was purchased on an arms-length
basis and on the basis of asound commer cial assessment, then the Code does not
intend “automatically and necessarily” to “preclude” consideration of that
investment.?*

32 The narrowness of the Court’ s proposition isobvious. the Court did not state that in
this hypothetical example the investment must or evenshould be considered, merely
that the Code does not automatically rule out such consideration. The Court
reinforced this by concluding that “insome cases” 2 to exclude the interests of this
hypothetical purchaser would seriously infringe on its established and legitimate
rights. Clearly, the Court considered that in other cases this would not be a problem.

33 Thus, even if Epic were able to bring itself fully into line with t he Court’s
hypothetical example, by demonstrating that its purchase price was based on a sound
commercial assessment, was paid on the open market, meets the criteriafor amarket
valuation, and legitimately capitalises monopoly rents; then even in that circumstance
the Court was only prepared to say that there may be some casesin which Epic’'s
investment would justify setting an initial Capital Base outside the “normal” range.
That is, even if Epic fully makes out this hypothetical case (whichitiswell short of
doing at present) the Court has madeit very clear that it will be open to the Regulator,
in applying the Code provisions, to determine that the DBNGP is not one of those
cases, and hence to decline to establish an initial Capital Base higher than DORC.

3. Thismust be correct. The clear words of s. 8.10 make any other conclusion
untenable. Market valuation or Purchase Price Valuation under s. 8.10(c) can never
be more than one of the factors, together with DAC and DORC and arange of other
matters, which goesinto the Regulator’s s. 8.10 analysis.

3. It follows unavoidably that if, in contrast to this hypothetical example, a pipeline was
purchased not on the basis of a sound commercial assessment, in a closed tender and
not on the open market, not at a credible market value, and in circumstances where
any decision to capitalise anticipated monopoly rents was not reasonable, then the

18 Para 178 of the judgment
19 Para 178 of the judgment
20 Para 176 of the judgment
2L Para 179 of the judgment, emphasis added
22 Para 179 of the judgment, emphasis added
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37.

Regulator has at the very least ample scope to determine that the purchase price does
not justify adeparture from the“normal” range.

To read into either the Code or the judgment an obligation, rather than a discretion, to
giveweight or primacy to avaluation that capitalised monopoly costs, will be to make
another error of law. The Court has emphasised the Regulator’ s discretion, and that
includesthe discretion, in appropriate circumstances, to discount or discard a
valuation which capitalises an unreasonabl e expectation of monopoly rents or which
is otherwise uncommercial, mistaken or unrealistic.

In summary, Western Power supportsthe Court’ s observation that “s. 8.11 isto be
accepted for what it says’ 23 Western Power observes, however, that nothing in the
judgment suggests or requiresthat s. 8.11 be accepted for lessthan what it says.
Therefore, it isfor Epic to make a credible case to the Regulator not only:

(@ that the current circumstances are sufficient to justify an initial Capital Base
higher than the s. 8.11 “normal” range;

but also as a separ ate task:

(b)  that any suchinitial Capital Base derivesfrom an appropriate weighting of all
thefactorsin s. 8.10 as fundamental elements, consistent with the objectivesin
s. 8.1, where the reconciliation or prevailing of the factorsin s. 8.1 isguided if
necessary by an appropriate weighting of all thefactorsins.2.24 as
fundamental elements.

Neither one of theseis sufficient initself, for DORC to be exceeded. Merely
demonstrating a sufficient reason to go outside the normal band, even if Epic were
ableto do so, means nothing, unless Epic a so demonstrates that the proper Code
analysis produces an initial Capital Base higher than DORC. Put even more simply,
whether or not the DBNGP' s circumstances are “normal” for the purposes of s. 8.11,
Epic must still demonstrate that s. 8.10 produces anumber higher than $1.234bn. The
Court ruled that the onus rests on Epic to prove this?* It has not done so to date.

1.4 The judgment’s treatment of s. 8.1

39.

The judgment makesit clear that the central provisionsin setting theinitial Capital
Baseares. 8.10 & 8.11. The Regulator isrequired by s8.10 to take into account
factors(a) to (k) and to %iveto them weight as fundamental elementsin establishing
theinitial Capital Base.

Section 8.1 is one step removed from this process. It does not deal with the setting of
theinitial Capital Base. Rather, it contains a statement of the objectiveswhich areto
guide the design of a Reference Tariff and a Reference Tariff Policy. 2° It thus creates
the policy framework for theinitial Capital Base setting process.

2 Para 178 of the judgment
24 Para 189 of the judgment
% Pgra 56 of the judgment
26 Para 72 of the judgment
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41,

42,

s.8.1(a)

The Court considered submissions from AlintaGas and the Regulator regarding
whether “efficient costs” were to be assessed only on a“forward-looking” basis. The
Court noted that this submission found some support in economic theory, and having
made that finding | eft the determination of what came within “efficient costs” (ie.
whether the expression was only forward looking) to the Regulator. >’ In other words
the Court did nat rule out afinding by the Regulator that “efficient costs’ in s. 8.1(a)
should be only forward looking, in the circumstances of this particular case. It
remains entirely open to the Regulator to find in his discretion that in the case of the
DBNGP, he should haveregard only to forward-looking costs.

The Court also made it clear, inits discussion of the narrower focus of the concept of
efficient costsin s. 8.1(a) of the provision of services over thelife of the pipeline (cf.
s.8.10(h)?® and s. 8.1(€)*°), that “efficient costs” is till to be evaluated using the three
dimensions of technical or productive, allocative and dynamic efficiency.*

Thereforeit is up to Epic to demonstrate:

(@ that thisisasituation in which the Regulator should exercise his discretion,
contrary to some economic evidence as found by the Court, to undertake a
“backward looking” analysis of efficiency in this particular case; and

(b)  totheextent that Epic succeedsin this, that a Reference Tariff outcome which
givesit the opportunity to recover someor all of itsinvestment of $2.4bn
meets the statutory requirements of technical or productive efficiency,
allocative efficiency and dynamic efficiency (albeit analysed in the narrower™!
context of $8.1(a)).

Finally inrelationto s. 8.1(a), the Court noted that this objective should not be read as
limiti ng the revenue stream to either “no more than” or “no lessthan” efficient

costs>? Western Power submitsthat thisis a correct conclusion— this limitation can
be found in other factors of s. 8.1, so thereis no need to import it here.

s.8.1(b)

The Court discussed the Hilmer Report’ s consideration of the impact of workable
competition, and concluded:

“It appearsto be inherent in this [passage from the Hilmer Report] thatin a
workably competitive market past investments and risks taken may provide
somejustification for prices abovetheefficient level "3

Western Power observesthat thisis neither afinding of fact nor aruling on how the
Codeisto beapplied. Itismerely acomment, in passing, on an inference that can be

2" Para 141 of the judgment
28 Para 170 of the judgment
2 Para. 156 of the judgment
30 Para. 141 of the judgment
31 Para 141 of the judgment
32 Para, 142 of the judgment
33 Para. 144 of the judgment
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drawn from one passage in the Hilmer Report. The Hilmer Report’ s views on this
particular issue are far from conclusive, and have very little application to interpreting
the Act and the Code. Asthe Court itself noted, the authors of Code did not follow
the Hilmer Report’s recommendationsin all respects3* Furthermore the Court’s
discussion of why theitalicised overview at the beginning of s. 8 could not override
the operative provisions of the Code,*® applies with even greater force to prevent an
application of the Hilmer Report.

47. Thisview is supported by the Court’ sfinding that the evidence had failed to
demonstrate a settled view as to the most appropriate bal ance between the interests of
pipeline operators and the interests of users and prospective users.®® Western Power
submits that both the Code and the judgment |eave the setting of that balance to the
Regulator.

48 The Court aso found that the evidence suggested that by December 1997 there was:

“agrowing awareness of the long term disadvantages of striking the balance
with too great an emphasis on theinterest of consumersin securing lower
prices, and without due regard to the interest of the service provider in
recovering both higher prices and itsinvestment.” >’

49, Western Power submitsthat the Code addresses this “growing awareness’ by
including factors which directly reflect the Service Provider’ sinterests (s. 2.24(a), s.
8.10(j)) and also factors which expressly require the Regulator to look at the bigger
picture (s. 8.1(d), s. 8.10(h)), to counterbal ance those factors which reflect users
interests.

50. Western Power submitsthat this finding by the Court does not require or justify an
approach to applying the Code which gives special emphasisto Epic’ sinterests over
theinterests of usersand prospective users. Furthermore, to give special emphasis to
Epic’ sinterests would be inconsistent with the express objective of the Code that
access be on termswhich arefair and reasonable for both the Service Provider and the
user (seeAppendix 1). It would also be inconsistent with the Court’ s findi n%that a
full exploration of the implications of s. 8.1(b) isamatter for the Regulator,
although the Court did rule that the purpose of s. 8.1(b) isto replicate asituation
where the Covered Pipeline was subject to workable pipe-on-pipe competition3®

(c) s.8.1(d)

51 The Court has reminded the Regulator that although the judgment focuses on the first
limb 4%1‘ this objective, the Regulator must consider the second limb of s. 8.1(d) as
well.

52. The Court reAiected an argument that the Code required past investment to be
disregarded; and then made several observations about the risk of adverse regulatory

34 Paras. 95 and 96 of thejudgment
35 Paras 157-162 of thejudgment
3¢ Para. 145 of the judgment

57 Para. 145 of the judgment

38 Para 128 of the judgment

39 Para 127 of the judgment

4 Para. 147 of the judgment
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57.

outcomes discouraging futureinvestors. Western Power demonstratesin the next few
paragraphs that these observations were made in the abstract rather than by specific
reference to the DBNGP, and also that they were heavily qualified.

For example, the Court referred to the need to have regard to:

“the need for ... investorsto have confidencethat ... investment decisions ...
which wer e sound when judged by the commercial circumstances existing
at the time of the investment, ... do not result in liquidation, by virtue of
future governmental intervention.” *?

Thisisan entirely appropriate objective for the Code. The questionsin Epic’s case
will be whether the investment was sound at the time, and how much weight should
be given to thisfactor given that in this particular case Epic purchased the pipelinein
thefull knowledge that the “future government intervention” wasjust around the
corner. Both of these points are addressed in Western Power’ s Second Post Judgment
Submission. Onces. 8.1(d) has been considered on both of these matters, the
Regulator will then haveto reconcileit against the other s. 8.1 objectives, or decide
which prevails, having regard if necessary to al the mattersins. 2.24.

Likewise, in paragraph 152 the Court found that s. 8.1(d) was included to deal
expressly with the need to address the balance between lower prices for consumers
and not producing adverseinvestment effects. However the highest characterisation
the Court was prepared to place on s. 8.1(d), as regards previous investment decisions,
was that 8.1gd) does “not [deny] the potential relevance of past investment
decisions” ** and that under s. 8.1(d) “[p]ast investment ... has not been rendered
necessarily irrdlevant” ** The Regulator “in an appropriate case’ *° may take past
investment into account, although not of course reckless, mistaken or highly
speculative™® or uncommercial®’ investment. Similarly, even aprior investment
decision which capitalised some anticipated monopoly rents “would not be
irrelevant”, although the Court was aive to the risk that allowing any price paid to
be recovered could be equally distorting.*®

Western Power wishes to reinforce the point that the Court | eft this matter fully to the
Regulator’ sdiscretion. It isup to Epic to convince the Regulator that in the DBNGP' s
particular circumstances s. 8.1(d) justifiesan initial Capital Base, for example, which
is higher than DORC. Western Power is confident that the Regulator will heed the
Court’ swarning that any pre-Code purchase price will need to be “ carefully
evaluated” *°

Paragraph 152 is another instance in which the Court refersto the Act and Code's
objectives, seeAppendix L Asthat Appendix demonstrates, the Code isintended to
set accesstermsthat are fair and reasonable to both the Service Provider and users.

1 Para 148 of the judgment
“2 Para 149 of the judgment, emphasis added
“3 Para 152 of the judgment, emphasis added
44 Para. 153 of the judgment, emphasis added
“5 Para 154 of the judgment, emphasis added
“ Para 154 of the judgment
7 Para 155 of the judgment
“8 Para 155 of the judgment, emphasis added
49 Para 155 of the judgment
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(d) s.8.1(e)

58. Although this objective was not discussed in the judgment, it remains an equally
important objective. Not only the structure of the Reference Tariff, but also itslevel,
must be economically efficient.>

1.5 The judgment’s treatment of s. 2.24

59. The Court found that the Regulator must be guided by s8.1, rather than s 2.24(a) to
(9), in the establishment of theinitial Capital Base insofar ass8.10 and s8.11 require
the exercise of discretion by the Regulator. >

60. The only exception to thisis where the objectivesin s8.1(a) to (f) conflict and the
Regulator is called upon to determi ne the manner in which they can best be reconciled
or which of them should prevail, as contemplated by the last paragraph of s8.1. The
Court found that in exercising this discretion, the Regulator should take into account
thefactorsin s2.24(a) to (g),** and give each factor in s 2.24(a) to (g) weight asa
fundamental element

61. Thus, the s. 2.24 factors play only an extremely limited, tightly -bounded rolein the
process of establishing theinitial Capital Base. However for completeness Western
Power makes the following submissions on the Court’ streatment of these factors.

(@) s.2.24(a): The service provider’s legitimate business interests and
investment in the covered pipeline

62. For the reasonsjust given, the only relevance of the Service Provider’ slegitimate
businessinterests and investment in the Covered Pipeline to the establishment of the
initial Capital Base under s8.10 and s8.11, isthat it can (together with all the other
factorsin s. 2.24, weighed against each other as fundamental elements) b e taken into
account by the Regulator in performing histask of reconciling the objectivesin s
8.1(a) to (f) or determining which should prevail where the objectives conflict.

63. The fact that the Court has found the Service Provider’ sinterest in recovering its
investment to be“legitimate”,>* however imprudent or reckless that investment may
have been, does not mean that in the circumstances of this particular pipelinethe
Regulator isrequired to give any particular emphasisto that interest. On the cont rary,
Western Power submits that thisfactor must be weighed against the other 5 matters
expressly included in s 2.24(b) to (), aswell as any other matters that the Regul ator
considers are relevant under s 2.24(g), each of which must be given weight asa
fundamental element*®

64. Paragraph 130 is another instance in which the Court refersto the Act and Code's
objectives, seeAppendix L Asthat Appendix demonstrates, the Code isintended to
set accesstermsthat are fair and reasonable to both the Service Provider and users.

50 Para 156 of the judgment
51 Para 84 of the judgment.
°2 Para 85 of the judgment.
53 Para 55 of the judgment.
> Para 130 of the judgment
%5 Para 55 of the judgment.
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(b) s 2.24(d) — The economically efficient operation of the Covered Pipeline

65. The Court found that the reference in this section to “ efficiency” wasintended to
reflect the theory of economic efficiency,* and the Court suggested that this provision
was intended to counterbalance abroader social interest against Epic’ sinterests under
s. 2.24(a). That is, society’ sinterest in promoting a competitive market and preventing
the abuse of monopoly power. *’

(c) s 2.24(e) — The public interest, including the public interest in having
competition in markets (whether or not in Australia)

66.  The Court declined to consider Epic’s submission that the public interest may extend
to protecting the interests of pipeline owners and ensuring that fair and reasonable
conditions are provided>®

67. The Court noted that initslatter respect, s 2.24(e) clearly reflects the objective stated
in the Act’'s preamble of the promotion of acompetitive market.>® The public interest
at large, which asthe Court stated has regard to wider considerations, could be
expected to extend to ensuring that those conditions are fair and reasonable for users,
which isan objective of the Code (see Appendix 1).

(d) s.2.24(f) — the interests of users and prospective users
68.  The Court expected thisfactor to be counterpoised against the factor in s. 2.24(a). *°

69. The Court did, however, note since both users and the Service Provider have a
common interest in maximising capacity utilisation, there was some scope for these
interests to be aligned.®* Western Power observesthat this commonality islesslikely
if the pipelinein questionisfully utilised, and that in any event it isat most a
sideshow to the fundamental tension between the Service Provider’ s “legitimate
business interest” in maximising income, and the users’ diametrically opposed
“interest” (note that Parliament did not limit this by arequirement of legitimacy or a
business link) in minimising tariffs.

Part 2 - Other comments on the judgment

2.1 The principal errors of law identified in the judgment
70. In paragraphs 202 to 207 the judgment identifies anumber of specific errors of law.

71. Western Power feelsthat the issuesraised in these paragraphs of the judgment have
been adequately addressed by other commentsin this submission.

72. If the final resolution of declaratory relief in the litigation raises further issues,
Western Power will make further submissions.

%6 Para 120 of the judgment.
57 Para 133 of the judgment.
%8 Para 134 of the judgment
59 Para 134 of the judgment
50 Para 135 of the judgment
51 Para 135 of the judgment
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2.2 The three “further matters” noted by the judgment

73. In addition to identifying the specific errors of law, the judgment notes three “further
matters’ ®2 The Court’ s intention appears to be simply to identify matters that may
need to be bornein mind in the Regulator’ s further work, but which do not require
even declaratory relief.

74. Thefirst of these relatesto the Regulator’ sfailure to take into account Epic’sclaim
that the volume forecastsit relied on in calculating its purchase price factored in a
further $875 million of capital expenditure,®® and the second was an observation that
the Regulator’s Draft Decision did not disclose whether he had given any
consideration to the outcome of Epic’ sinvestment decision in the DBNGP under s.
8.1(d). Both of these matters are addressed in Western Power’ ssecond post-judgment
submission.

75. The third was an observation that the Regulator’ s conclusions about the sale process
were expressed inconsistently. At one point in the Draft Decision the Regulator stated
that the sale process “would” have led to areasonable expectation that the regulatory
value would not exceed a DORC valuation, and in another place he stated that it
“may” giveriseto such an expectation.®* Western Power notes that this distinction is
now largely moot. The Court has found unequivocally that due to the clear
disclaimers from the Sale Steering Committee and also the anticipated role of an
independent regulator, the information provided during the sale process had neither
“any level of assurance [n]or provided a reasonable basis for expectation” ® regarding
expected tariffsat or from 1 January 2000. This manifestly correct finding of fact
regarding expected tariffs must apply with equal force to the information published
during the sale process regarding the impending regulatory asset valuation. The only
reasonabl e expectation Epic could have formed was that the regulatory initial Capital
Base would be set by an independent regulator applying the principlesset outins. 8
of the Code, in particular thefactorsin s. 8.10 and guided by the expectation
expressedins. 8.11.

2.3 Other matters

76. At paragraph 128, in the context of describing a competitive market as a process and
not acondition, the Court noted that there may be alag between a changed pressure or
circumstance, and the market adaptation. In this sense, the Court suggested that the
market may well “tolerate” adegree of market power.®® This may be seen as
suggesting that the Regulator, when considering a need for a competitive market,
should “tolerate” imbalancesin market power. However Western Power submits that
thiswould beincorrect. The Court clearly intended the concept of aworkably
competitive market to recognise that after the “lag” had been remedied, the
“tolerance” of animbalance would be addressed. That is*... market forces will
in(,:’r%gse efficiency beyond that which could be achieved in anon-competitive market

52 Para 208 of the judgment

53 Para 208 to 211 of the judgment

54 Para 213 of the judgment

5 Para 198 of the judgment

% Para 128 of the judgment

57 Para 128 of the judgment, emphasis added

DMS# 1370937 Printed: 03 Feb 03 (11:22)
Ref: 1129958 PUBLICATION VERSION



Western Power -14 -
First post-judgment submission 8 November 2002

T7. At paragraph 182, inits consideration of s. 8.16(a), the Court stated:

“Such new investment decisions are made in knowledge of the limitations
imposed by s [8].16(a), whereas investment decisions made before the Code
applied to the pipeline are not.”®®

78. This comment relates to new capital investment, but in caseit isread more broadly,
Western Power notes that it is ageneral remark made in the abstract. In the specific
case of the DBNGP, of course, Epic Energy knew full well that the DBNGP was to be
regulated by the Code. See Western Power’ s Second Post Judgment Submission.

2.4 The “regulatory compact”

79. The judgment resoundingly rejected Epic’s“regulatory compact” argument, which the
Court characterised as being that:

“... the Regulator might properly have regard to the price paid by Epic, and in
the circumstances he ought to have reflected it in his establishment of the
initial Capital Base.”®

80. The Court found “more than one difficulty” with Epic’s submission.

81. First, the Court made the crucial finding of fact that “the tender process ... appearsto
fall short of providing an adequate factual foundation for the submission.”® In other
words, Epic hasfailed to provethat any form of “regulatory compact” ever
existed. Thisfinding isreinforced by the Court’s ruling that Schedule 39 of the Asset

Sale Agreement “had no contractual force”.”*

82. Second, and even “more fundamentally”, the Court found as a matter of fact that:

“... it was made clear that afeature of the anticipated Code was that tariff
levels were to be fixed by an independent regulator .” "2

83. Thisfinding of fact iscritical. AsWestern Power will make clear in its second post-
judgment submission, the fact that Epic was placed very clearly on notice that the
Code would apply to the privatised pipeline, fundamentally affects the extent to which
the Regulator should give weight to the purchase price and Epic’ s expectations, in the
specific context of this pipeline as distinct from in the abstract consideration of how
the Code worksin general.

84. Therefore, the Court found no error of lawin the Regulator’ sfailing to act on, or
give the requested relevance and weight to, Epic’ s submissions regarding the
discredited “regulatory compact” or Epic’ s expectations arising from the sale
process.® On the contrary, the Court found that the evidence before it “fall[s] short”
of establishing abasis for Epic's aleged expectations.”*

%8 Para 182 of the judgment
% Para 195 of the judgment
"0 Para 196 of the judgment
" Para 198 of the judgment
"2 Para 197 of the judgment
3 Para 200 of the judgment
4 Para 200 of the judgment
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85. The judgment makes it very clear that it isfor Epic to establish its case, if it wishesan
asset valuation higher than DORC. Western Power may comment on any submissions
Epic makesin thisregard.
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Appendix 1 - Objects of the Act and Code: reasonable
terms for users, not just Service Providers

General discussion

1 In anumber of places, the judgment refers to an objective of the Act or the Code that
access be on termsthat are fair and reasonable for pipeline owners.

2. This could be read as giving an emphasis or primacy to Epic’ sinterests over the
interests of usersor the public. However Western Power submits that such areading
would be entirely incorrect. Itisnot supported by the Act, the Code, policy
instruments such as the Hilmer Report, or even, on a close reading, by the judgment
itself.

3. Therelevant objective, set out in the preambleto the Act and repeated (in
substantially similar terms) in the introduction to the Code, isto:

“ (d) [provide] rights of accessto natural gas pipelines on conditionsthat are
fair and reasonable for the owners and operators of gas transmission and
distribution Ei pelines and personswishing to use the services of those
pipelines’.

4, Inthis Appendix, thisisreferred to as* objective (d)” .

5. Objective (d) makesit unambiguously clear that the Codeis directed to achieving a
balance between being fair and reasonabl e to pi Eel ine owners on the one hand, and
being fair and reasonable to users on the other.”® In this Appendix, these two
objectives are referred to respectively asthe “first limb” and the* second limb” of
objective (d).

6. This position isfully consistent with the policy intention of the Hilmer Report. See
passage quoted at para.89 of the judgment.

7. The discussion below shows that nothing in the judgment isinconsistent with giving
equal weight to both thefirst [imb (pipeline owners) and the second limb (users),
when applying objective (d).

8. A general comment which appliesto al of the specific instances discussed below, is
that it islogical for the judgment to focus on a discussion of the Service Provider's
interests under thefirst limb of objective (d) because the judgment relates to an
application for administrative relief by a Service Provider, aggrieved by the
Regulator’ sfailure to take into account certain matters which are in the interest of the
Service Provider. In most instances the judgment is responding to a specific argument
advanced on Epic’ s behalf.

"> Gas Pipeline Access (Western Australia) Act 1998, emphesis added
"8 For simplicity, this Appendix generally refersonly to “ pipeline owners” and “ users”, but these references
should be read as extending to pipeline operators and to prospective users, respectively.
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9.

However, before the Court can be said to have intended to overturn the express
recognition of users and prospective users' rightsin the second limb of objective (d),
clear words would need to be found in the judgment producing that result. Asis
indicated below, the contrary occurs.

Specific instances

10.

11.

13.

14.

15.

At paragraph 130 the Court states:

“The service provider's legitimate business interests and investment in the
pipeline (s 2.24(a)) would appear directly relevant to the objective that access
rights by third parties be on conditionsthat are fair and reasonablefor the
owners and operators of a pipeline.””’

Inthisinstance, the Court has quite correctly linked s. 2.24(a)’ s recognition of the
Service Provider’ s legitimate business interests with the first limb of objective (d).
However nothing in this passage excludes the second, user-oriented, limb of objective
(d), or givesthefirst limb primacy. Clearly, the second limb of objective (d) islinked
to other factorsin s. 2.24, most obvioudly s. 2.24(f).

In paragraph 153, initsdiscussion of s. 8.1(d), the Court states:

“In particular, there may be seenin s8.1(d) areflection of the genera scope
and policy of the Act, in so far as this sought to provide for third party access
to pipelines on terms and conditionsthat were fair and reasonable to owners
and operators.”’®

Once again, the Court has expressly narrowed itsremark by the inclusion of thewords
“insofar as’, and as with the discussion of s. 2.24(a) this statement by the Court must
be read in the context of its discussion of how s. 8.1(d) protects pipeliners’ interests.
Had the Court been focussing on the objective of having efficiency in thelevel of
Reference Tariffs, which forms part of s. 8.1(€), it may well have spoken on the
second limb of objective (d) rather than the first limb. For the reasons discussed
earlier in this Appendix, Western Power submits that it would be entirely wrong to
read into the Court’ s remark, made in the context of a consideration of one aspect of
one paragraph of s. 8.1, ageneral proposition that the Court intended to overturn or
glossthe plain words of objective (d) and the two limbsit contains.

Initstreatment of s. 8.10(g), the Court states at paragraph 169:

“... these provisions, and particularly s8.10(g), may be seen to reflect that
part of the general objective of the Act and Code that rights of accessto third
partieswould be on conditions that are fair and reasonable for the ownersand
operators of pi pelines ..."."

In thisinstance, the court has expressly observed that the achievement of fair and
reasonable termsfor pipeline ownersisonly one*“part of” the Act'sand Code's
objectives. Thisexpressly leaves room for the second limb of objective (d), namely

"7 Para 130 of the judgment, emphasis added
8 Para 153 of the judgment, emphasis added
" Para 169 of the judgment, emphasis added
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16.

17.

18.

fairness and resonableness to users, aswell asthe other objectives set out in the
preamble and introduction.

At paragraph 177, the Court statesthat aconclusionis:

“... consistent with s 2.24(a) and the general policy objective of the Act for
providing access rightsto third parties on conditions that are fair and
reasonable for service providers, aswell ass8.1(d) ...”.%°

For reasons set out above, this reference to only thefirst limb of objective (d) is
reasonable in the context of adiscussion of ss. 2.24(a) and 8.1(d).

Finally, the fact that in some of the above passages the Court refersto the first [imb of
objective (d) as“the” general policy objective of the Act cannot be read as suggesting
thatitis“theonly” or “the primary” such objective. Thisissoasamatter of simple
grammatical construction, but isreinforced by the fact that to do so would beto
require that the following passage of the judgment be read as suggesting
(inconsistently, and equally incorrectly) that paragraphs (b) and (c) of the preamble
areto be given emphasis or primacy over either [imb of objective (d):

“In this respect, s 2.24(d) most naturally relatesto the objectivein the
preambl e of the promotion of a competitive market [paragraph (c)] and,
perhags also to the prevention of the abuse of monopoly power [paragraph

(o).

8 para 177, emphasis added
81 para 133, emphasis added
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