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REVISIONS TO THE ACCESS ARRANGEMENT FOR THE WAGN GDS
Purpose of this submission

An Access Arrangement for the Mid-West and South West Gas Distribution Systems was
approved by the Independent Gas Pipelines Access Regulator on 18 July 2000, in
accordance with the requirements of the Gas Pipelines Access (Western Australia) Act
1998. The 1998 Act gave effect to the Gas Pipelines Access Law and the National Third
Party Access Code for Natural Gas Pipeline Systems (Code) in Western Australia.

On 10 August 2005, the Economic Regulation Authority (ERA) approved revisions to the
Access Arrangement for the Mid-West and South-West Gas Distribution Systems which
were to apply from 25 August 2005 until the earlier of a date set following a revisions
trigger event, and 1 January 2010 (second access arrangement period).

If there were no revisions trigger event, further revisions to the Access Arrangement, to
apply from 1 January 2010, were to be submitted to the ERA before 31 March 2009.

In June 2008, the Government of Western Australia introduced legislation into State
Parliament which, if it had been passed, would have replaced the Gas Pipelines Access
(Western Australia) Act, the Gas Pipelines Access Law, and the Code with the National
Gas Law (NGL) and the National Gas Rules (NGR). However, the bill lapsed on 7 August
2008 when Parliament was prorogued in advance of an election. Following the election,
the new Government reintroduced legislation to implement the NGR and the NGL, but
there was uncertainty as to whether the bill (the National Gas Access (Western Australia)
Bill 2008) would become law before 31 March 2009. In January 2009, WA Gas Networks
Pty Ltd (WAGN) asked the ERA to exercise the discretion it had under section 7.19 of the
Code, and grant an extension of the time for preparation of revisions to the Access
Arrangement for the WAGN GDS. On 12 February, the ERA approved a new Revisions
Submission Date of 30 September 2009.

On 1 September 2009, the National Gas Access (WA) Act 2009 received Royal assent,
but only sections 1 and 2 of the Act came into effect. The remaining sections were to
come into effect on a day (or days) to be fixed by proclamation. The Office of Energy
advised that the remaining sections of the National Gas Access (WA) Act would not be
proclaimed until the regulations which the Act anticipated had been tabled in Parliament.
These regulations would provide for, among other things, the maintenance of uniform gas
distribution system tariffs in the South West of Western Australia, and the avoidance of
price shock to users of small quantities of gas.

WAGN subsequently applied for a further extension of the Revisions Submission Date to
31 January 2010. The ERA approved the new date on 24 September 2009.
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The remaining sections of the National Gas Access (WA) Act were proclaimed on
1 January 2010 and, on 29 January 2010, WAGN submitted proposed revisions to the
Access Arrangement for the WA Gas Networks Gas Distribution Systems (WAGN GDS)
to the ERA." They are for the third access arrangement period, which commences once
revisions are approved by the ERA. The proposed revisions were prepared pursuant to
the requirements of the NGL and the NGR.

Clause 4 of Schedule 3 to the NGL deems a distribution pipeline which was covered
under the scheme of the Code to be a covered pipeline which is a distribution pipeline on
commencement of the NGL. The WAGN GDS was covered under the scheme of the
Code, and is a covered pipeline for the purposes of the NGL and the NGR.

Section 132 of the NGL requires that a covered pipeline service provider (see section 1.2
below) submit to the ERA, for approval under the NGR, revisions to an access
arrangement that is a full access arrangement, in respect of the pipeline services the
provider intends to provide.

The proposed revisions required in accordance with section 132 of the NGL are set out in:

=  Access Arrangement for the Mid-West and South West Gas Distribution Systems
dated 29 January 2010 (Access Arrangement revisions proposal); and

= Access Arrangement Information for the Mid-West and South West Gas
Distribution Systems dated 29 January 2010 (revised Access Arrangement
Information).

In accordance with the requirements of Rule 48, the Access Arrangement revisions
proposal:

identifies the WAGN GDS (the pipeline to which the Access Arrangement relates)
and provides a reference to a website at which a description of the pipeline can
be inspected;

= describes the pipeline services WAGN proposes to offer by means of the WAGN
GDS;

= specifies the reference services;

= specifies for each reference service the reference tariff; and the other terms and
conditions on which the reference service will be provided,;

=  sets out the capacity trading requirements;

1

WAGN'’s proposed revisions to the Access Arrangement include a change of name from Mid-West
and South-West Gas Distribution Systems to WA Gas Networks Gas Distribution Systems.

20100129 WAGN GDS Submission PUBLIC.doc
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=  sets out extension and expansion requirements;
=  sets out the terms and conditions for changing receipt and delivery points; and

] sets a new revisions submission date and a new revisions commencement date.

As required by Rule 42, the revised Access Arrangement Information is the information
reasonably necessary for users and prospective users to understand:

= the background to the revised Access Arrangement for the WAGN GDS; and

] the basis and derivation of its various elements.

This submission provides further information for the purpose of assisting the ERA with its
assessment of the Access Arrangement revisions proposal, and in its making of the
access arrangement draft decision required under Rule 59.

1.2 Covered pipeline service provider

Section 132 of the NGL requires that a “covered pipeline service provider must submit . .
. revisions to an applicable access arrangement . .. within the time period specified by
the Rules”.

The definition of “covered pipeline service provider” is set out in section 2 of the NGL and
is “a service provider that provides or intends to provide pipeline services by means of a
covered pipeline”. The definition of “pipeline services” in section 2 of the NGL refers to
services such as “haulage services” and “interconnection services” being “provided by
means of a “pipeline”. The definition of “user” in section 2 of the NGL confirms that the
relevant “pipeline services” are those provided under a contract between the “service
provider” and a “user”.

Section 132, read together with the definitions of “covered pipeline service provider”,
“pipeline services® and “user” in the context of the regulatory scheme established by the
NGL requires a specific type of “service provider” to submit revisions to an access
arrangement. The specific type of “service provider” (the “covered pipeline service
provider”) that is required to submit revisions to access arrangements under the NGL is
the entity that provides “pipeline services” to “users” under contract as those are the
activities that are subject to price regulation by the ERA.

WAGN owns the WAGN GDS and is the relevant party to all of the contracts under which
“pipeline services” are provided to “users”. WAGN is the “covered pipeline service
provider” for the WAGN GDS.
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1.3

Structure of the Access Arrangement

In its proposed revisions, WAGN has made changes to the structure of the Access
Arrangement for the WAGN GDS.

During the second access arrangement period, the Access Arrangement comprised three
parts:

Part A: Principal Arrangements;
Part B: Reference Tariffs and Reference Tariff Policy; and
Part C: Terms and Conditions.

A reference tariff policy, which was required under the Code, is not required under the
regime of the NGL and the NGR. Nevertheless, some elements of the reference tariff
policy that was required under the Code are to be included in an access arrangement
prepared in accordance with the NGR, and some of the elements are to be included in the
access arrangement information.

In these circumstances, there is no requirement for Part B of the Access Arrangement.
The policies which WAGN has adopted in developing its proposed revised reference
tariffs have been set out in the Access Arrangement itself where this is required by the
NGR, or they have been set out in the revised Access Arrangement Information.

The Code required, and the NGR continue to require, that an access arrangement set out
the terms and conditions on which the reference services will be provided. There was no
requirement under the Code, and there is no requirement in the NGR, for an access
arrangement to include a pro forma access contract.

The absence of a pro forma contract has been seen, by some prospective users of the
WAGN GDS, as indicating that the terms and conditions set out in the Access
Arrangement are only indicative or, in some way, incomplete, and are the subject of
further negotiation in settling an access contract with WAGN. These prospective users
have sought to change the risk-reward balance that the Access Arrangement achieves in
respect of the provision of the reference services, on the specified terms and conditions,
at the reference tariffs.

Negotiations with prospective users risk becoming unnecessarily protracted when those
users are advised that, by seeking changes, they are no longer seeking the reference
services, and the reference tariffs no longer apply.
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To better indicate to prospective users that the reference services are those services
which are defined by the terms and conditions of the Access Arrangement, to better
inform them that the services defined by the terms and conditions are the services which
will be made available at the reference tariffs, and to avoid protracted negotiations,
WAGN has incorporated the terms and conditions on which it will provide the reference
services in a proposed Template Haulage Contract. WAGN anticipates that prospective
users would then apply for access to the services provided using the WAGN GDS on the
understanding that WAGN would provide the reference services, at the reference tariffs,
on the terms and conditions set out in the Template Haulage Contract, which has been
the subject of close scrutiny by the ERA in the process of approving the proposed
revisions to the Access Arrangement.

The Template Haulage Contract is set out in proposed Annexure B of the Access
Arrangement. Proposed Annexure B will replace Part C of the Access Arrangement.

WAGN has proposed, for the third access arrangement period, that the Access
Arrangement for the WAGN GDS have the following structure:

1. Introduction;

Key dates;

Identification of the pipeline;

Pipeline services, reference services and reference tariffs;
Application procedure;

Capacity trading requirements;

Extension and expansion requirements;

© N o g bk~ w DN

Changing receipt points and delivery points;
9. Depreciation;

10.  Speculative capital expenditure account;
11.  Fixed principles;

12.  Definitions and interpretation;

Annexure A — Calculating haulage tariffs;
Annexure B — Reference tariff variation mechanism;

Annexure C — Template haulage contract.

This structure will replace the existing three-part structure. As will be demonstrated in
subsequent parts of this submission, the proposed revised Access Arrangement
addresses each of the requirements of Rule 48. Furthermore, the proposed revised
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Access Arrangement and the revised Access Arrangement Information will, together,
provide all of the information which was provided in the Access Arrangement for the
second access arrangement period and in the associated Access Arrangement
Information. The division of that information as between the Access Arrangement and the
Access Arrangement Information may, however, be different.

1.4 Third access arrangement period

WAGN sought from the ERA an extension of the time within which proposed revisions to
the Access Arrangement for the WAGN GDS could be submitted, but did not request a
change to the date from which the revisions were to have effect. The Revisions
Commencement Date remains 1 January 2010. If approved by the ERA, the proposed
revisions will apply from a date fixed in the ERA’s final decision or, if no date is so fixed,
10 business days after the final decision (Rule 62(6)). They are then expected to remain
in effect until 30 June 2014. In these circumstances, the proposed duration of the third
access arrangement period will be 4.5 years.

Although the revisions to the Access Arrangement are expected to commence on 1
January 2010, WAGN is proposing that the reference tariffs prevailing at the end of the
second access arrangement period continue, without variation, until 31 December 2010.
The operation of Rule 92(3) has been taken into account in proposing revised reference
tariffs, which are expected to take effect from 1 January 2011.

The proposed duration of the third access arrangement period is less than the period of
five years which is recognised as the norm in Rule 50(1). However, WAGN'’s adoption of
a shorter period is consistent with the national gas objective of section 23 of the NGL, and
with the revenue and pricing principles of section 24.

Section 23 of the NGL states:

The objective of this Law is to promote efficient investment in, and efficient operation and
use of, natural gas services for the long term interests of consumers of natural gas with
respect to price, quality, safety, reliability and security of supply of natural gas.

Section 24 requires, among other things, that the service provider be provided with:

= areasonable opportunity to recover at least the efficient costs incurred in providing
the reference services; and

= effective incentives in order to promote economic efficiency with respect to the
reference services which the service provider provides.
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A shorter third access arrangement period will bring forward the next revisions to the
Access Arrangement for the WAGN GDS, including the next revisions to the reference
tariffs. Users and prospective users will, in these circumstances, have the relative
certainty of the reference tariffs of the revised Access Arrangement for a period of 4.5
years, and not for 5 years. If there is no revisions trigger event, the next revisions to the
reference tariffs will be brought forward by 6 months, with some reduction in the
uncertainty which would otherwise surround those revisions. WAGN believes the net
effect of this will be insignificant. Its decisions to invest will not be affected, and there will
be no impact on the efficient operation of the WAGN GDS. The investment decisions and
use of gas by users and prospective users, and by end users, are not expected to be
affected. The long term interests of consumers of natural gas with respect to price,
quality, safety, reliability and security of supply are also unlikely to be affected by
shortening the access arrangement period by 6 months.

WAGN is of the view that shortening the access arrangement period by 6 months will
have no effect on its reasonable opportunities to recover at least the efficient costs of
providing the reference services using the WAGN GDS.

Nor will it weaken incentives within the scheme of the Access Arrangement for improved
efficiency in the provision of the reference services. These incentives are provided by a
price control which caps the reference tariffs for the access arrangement period. The
price control acts as an effective incentive mechanism because the tariffs are capped for
an extended period, that period being the access arrangement period. If, during this
period, the service provider can lower its costs, or increase its sales of the reference
services, relative to the forecasts of costs and levels of service provision made for
determining the reference tariffs, the service provider is able to earn increased profits at
least until the end of the access arrangement period. Although WAGN is proposing to
shorten the access arrangement period, it is not proposing to change the principle that
reference tariffs be capped for a specified period. Reducing the specified period from 5
years to, say, 1 year, would impair the effectiveness of the price control as an incentive
mechanism. Reducing the specified period from 5 years to 4.5 years is unlikely to have
any impact.
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2.1

REFERENCE SERVICES, NON-REFERENCE SERVICES, AND THE TEMPLATE
HAULAGE CONTRACT

Reference services

WAGN proposes to offer five pipeline services as reference services during the Third
Access Arrangement Period. These five pipeline services are as follows.

Service A1

Service A1 is a pipeline service under which WAGN delivers gas to a user at a
delivery point on the WAGN GDS, where the following preconditions were met at the
time the user — then a prospective user — submitted an application for the service:

the prospective user is reasonably expected to take delivery of 35 TJ or more of
gas during each year of the haulage contract; and

the prospective user is reasonably expected to require a contracted peak rate of
10 GJ or more per hour; and

the prospective user requests user specific delivery facilities.

The other terms and conditions on which Service A1 will be provided are set out in
the Template Haulage Contract.

Service A2

Service A2 is a pipeline service under which WAGN delivers gas to a user at a
delivery point on the WAGN GDS, where the following preconditions were met at the
time the user — then a prospective user — submitted an application for the service:

either the prospective user is reasonably expected to take delivery of 10 TJ or
more of gas, but less than 35 TJ of gas, during each year of the haulage
contract, and/or is reasonably expected to require a contracted peak rate of less
than 10 GJ per hour;

an Above 10 TJ Determination was, or was likely to have been, made under the
Retail Market Rules; and

the prospective user requests user specific delivery facilities.

The other terms and conditions on which Service A2 will be provided are set out in
the Template Haulage Contract.
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] Service B1

Service B1 is a pipeline service under which WAGN delivers gas to a user at a
delivery point on the WAGN GDS, where the following preconditions were met at the
time the user — then a prospective user — submitted an application for the service:

- either the prospective user is reasonably expected to take delivery of less than
10 TJ of gas during each year of the haulage contract, and/or is reasonably
expected to require a contracted peak rate of less than 10 GJ per hour; and

- the prospective user requests user specific delivery facilities.

The other terms and conditions on which Service B1 will be provided are set out in
the Template Haulage Contract.

= Service B2

Service B2 is a pipeline service under which WAGN delivers gas to a user at a
delivery point on the medium pressure/low pressure parts of the WAGN GDS using
standard delivery facilities which include a standard 12 m%hr meter.

The medium pressure/low pressure parts of the WAGN GDS are those parts of the
WAGN GDS operating at nominal pressures of less than 300 kPa, and include the
high pressure regulators which reduce the pressure of gas below 300 kPa for
subsequent flow into medium pressure/low pressure parts of the WAGN GDS.

Other terms and conditions on which Service B2 will be provided are set out in the
Template Haulage Contract.

] Service B3

Service B3 is a pipeline service under which WAGN delivers gas to a user at a
delivery point on the medium pressure/low pressure parts of the WAGN GDS using
standard delivery facilities which include a standard 8 m®hr meter.

The other terms and conditions on which Service B3 will be provided are set out in
the Template Haulage Contract.

The five pipeline services being offered as reference services are materially the same as
the reference services described in the Access Arrangement during the Second Access
Arrangement Periods. WAGN has not received requests from prospective users for other
pipeline services which might be sought by a significant part of the market.

WAGN previously offered five “ancillary services” in the Access Arrangement for the
WAGN GDS. These five services were:
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= apply meter lock service;

=  remove meter lock service;
= deregistration service;

= disconnection service; and

] reconnection service.

The deregistration service was available to all users, and the disconnection and
reconnection services were available only in respect of delivery points at which a users
was provided with Service B2 or Service B3. The apply meter lock and remove meter
lock services were only available to users provided with Service B3.

Separately identifying certain services as “ancillary services” is not consistent with the
concept of “pipeline service” used in the NGL and the NGR. A pipeline service is defined
as:

(@) aservice provided by means of a pipeline, including —

0] a haulage service (such as firm haulage, interruptible haulage, spot
haulage and backhaul); and

(ii) a service providing for, or facilitating, the interconnection of pipelines; and

(b) aservice ancillary to the provision of a service referred to in paragraph (a).

WAGN has therefore incorporated each of the five services previously designated an
ancillary service into the scheme of pipeline services to be offered as reference services.
The specific terms and conditions for Service A1, Service A2, Service B1, Service B2 and
Service B3, set out in Schedules 1 to 5 of the Template Haulage Contract, respectively,
allow a user to request deregistration of a delivery point. The specific terms and
conditions for Service B2 and Service B3, set out in Schedules 4 and 5 of the Template
Haulage Contract, respectively, allow a user to request:

=  application of a meter lock service to a meter at a delivery point;
= removal of a meter lock which has been applied to a meter at a delivery point;
= disconnection of a delivery point; and

»=  reconnection of a delivery point.
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2.2

Non-reference services

WAGN is prepared to negotiate the terms and conditions, including prices, for other
services — non-reference services — which might be sought by prospective users.

These non-reference services include services providing for, or facilitating, the
interconnection of pipelines. WAGN has three contracts for interconnection services with
other pipeline operators. Each of these contracts recognizes the specific technical
circumstances of interconnection at a particular location. The need to recognize the
specific circumstances of interconnection means that a generic interconnection contract
would have little content, and that establishing a scheduled price for interconnection
service is not feasible.
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3.1

ECONOMIC OUTLOOK AND VOLUME FORECASTS
Economic activity, prices and costs

When WAGN commenced preparation of its proposed revisions to the Access
Arrangement for the WAGN GDS, economic activity in Western Australia, in Australia,
and in the economies of Australia’s major trading partners, was at high levels. With high
levels of activity internationally, the prices of the main materials used in the construction
of gas distribution pipelines — steel pipe, and polyethylene pipe (manufactured from crude
oil) — were increasing more rapidly than prices generally. With high levels of activity in the
resources sector in Western Australia, labour costs throughout the State were also
increasing at rates exceeding the general rate of price increase as measured by the
Consumer Price Index (CPI). These trends in prices and costs are shown in Figure 1.

Figure 1 Prices and costs: year on year percentage changes 2005-2008
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Although the global economy was “booming”, signs of stress were emerging with
precipitation of the subprime financial crisis the United States in 2007, and its flow on
effects into financial markets internationally. By December 2008, the global economy was
in a state of severe contraction, and governments in Australia and elsewhere were
relaxing monetary policy and initiating very substantial economic stimulus packages.
These policy initiatives appear to have arrested the decline in activity, and there are now
indications that the global economy is stabilising and showing signs of recovery.

The Reserve Bank of Australia’s August 2009 Statement on Monetary Policy summarises
the recent Australian experience:
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= December 2008 and March quarter 2009 Gross Domestic Product (GDP) data
indicate a modest contraction in output, as compared with the contractions in
most other countries;

= with recovery in the Chinese economy, demand for Australian exports has
increased, and commodity prices have risen;

= the ASX 200 index has increased by approximately 35 per cent from its low point in
early March 2009 (although it remains about 35 per cent below its peak in
November 2007);

= lending approvals point to strong demand from first home buyers since the start of
2009, and house prices in a range of market sectors have begun to rise;

=  business investment has remained weak, but there are some signs that confidence
is returning;

= unemployment has risen from around 4 per cent in 2008 to 5.75 per cent; and

= over the year to June 2009, the CPI increased by only 1.5 per cent: price
pressures in the economy are abating, and there are indications that, nationally,
wage growth is slowing in an environment of weaker demand for labour.

International evidence indicates the possible duration of recovery from severe economic
contraction induced by financial crisis:

= output declines last around two years on average;
= equity prices recover over a period of around 3.5 years;

» the rise in unemployment extends out over a period of around 5 years (but this
period may be less in countries like Australia which have relatively flexible labour
markets); and

= the recovery in house prices takes around 6 years.2

These circumstances make the forecasting of the demand for gas haulage services, and
of costs, particularly difficult.

3.2 Forecasts of connections and gas demand

WAGN’s forecast new capital expenditure for the third access arrangement period is, in
part, a response to forecast demand for new connections to the WAGN GDS. A forecast

2 Carmen M Reinhart and Kenneth S Rogoff (2009), “The Aftermath of Financial Crises”, American

Economic Review Papers and Proceedings, 99(2): 466-472.

20100129 WAGN GDS Submission PUBLIC.doc Page |13



GAS

SUBMISSION - PUBLIC VERSION ) NETWORKS

increase in the number of connections is, in turn, an important factor contributing to
forecast increases in gas demand, and to forecast increases in demand for haulage
services provided using the WAGN GDS.

Economic Consulting Services has prepared the new connections forecast which WAGN
has used to forecast expenditure on new connections. This new connections forecast
has been taken into account by economic forecasters NIEIR in the preparation of a
forecast of demand for haulage services.

[Deleted —Confidential]
The forecast number of delivery points for each tariff class (including those delivery points
receiving prudent discounts) during the third access arrangement period is shown in

Table 1 below.

Table 1 Forecast delivery points 2010(1)-2013/14

2010(1) 2010/11 2011/12 2012/13 2013/14
Tariff class A1 76 75 74 73 73
Tariff class A2 99 102 105 108 111
Tariff class B1 1,224 1,235 1,238 1,255 1,282
Tariff class B2 7,593 7,631 7,619 7,768 8,024
Tariff class B3 600,309 610,612 625,299 641,669 659,772
Total 609,301 619,655 634,335 650,873 669,262

Gas demand during the second access arrangement period (Table 2) demonstrated a
significant decline in tariff class A1 which was largely attributable to reduction in
consumption. [Deleted Confidential] In addition, there was a negative impact on gas
demand in tariff classes A1 and A2 as a result of the Varanus Island incident. The
incident resulted in reduced commercial and industrial use during 2008. The effects of
this event have been eliminated by NIEIR for the purpose of determining forecasts for the
third access arrangement period.

Table 2 Gas haulage demand 2005-2009 (TJ)

2005 2006 2007 2008 2009*
Tariff class A1 16,192 15,869 15,602 12,400 12,209
Tariff class A2 2,239 2,068 2,112 1,945 1,957
Tariff class B1 1,891 1,703 1,718 1,649 1,636
Tariff class B2 1,069 1,109 1,135 1,197 1,159
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Tariff class B3 10,303 9,975 10,147 10,603 10,434
Total 31,694 30,724 30,714 27,794 27,395
* Estimate

Gas demand in respect of the A1and A2 tariff classes is driven by economic activity, and
has been based on the NIEIR forecasts.

Forecast gas demand in the B1and B2 tariff classes has been based on NIEIR forecasts
of usage rates (GJ per customer per annum), multiplied by the forecast numbers of
delivery points (from Economic Consulting Services).

A usage rate of 17.74 GJ was forecast by NIEIR for financial year 2009/10 for tariff class
B3. This has been adjusted to 17.84 GJ to reflect the most recent actual data obtained
since the forecasts were prepared.

Based on the above assumptions, the forecast gas demand for each tariff class (including
those delivery points receiving prudent discounts) during the third access arrangement

period is shown in Table 3 below.

Table 3 Forecast gas haulage demand 2010(1)-2013/14 (TJ)

2010(1) 2010/11 2011/12 2012/13 2013/14
Tariff class A1 6,163 11,947 12,165 12,680 12,899
Tariff class A2 995 2,046 2,058 2,103 2,147
Tariff class B1 762 1,688 1,710 1,793 1,873
Tariff class B2 552 1,180 1,182 1,228 1,278
Tariff class B3 4,603 10,662 10,732 11,013 11,323
Total 13,075 27,523 27,847 28,817 29,520
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ACTUAL AND FORECAST CAPITAL EXPENDITURES

Revised reference tariffs for the WAGN GDS should allow WAGN to recover its total
revenue over the third access arrangement period. In accordance with Rule 76, the total
revenue of the WAGN GDS has been determined using the building block approach in
which the building blocks are:

a return on the projected capital base;
depreciation on the projected capital base;
increments resulting from the operation of an incentive mechanism; and

a forecast of operating expenditure.

The way in which WAGN has determined each of the building blocks of total revenue is
discussed in subsequent sections of this submission.

The projected capital base, on which a return is allowed, is to be determined in
accordance with Rule 78. Rule 78 requires that the projected capital base for a particular
access arrangement period be:

the opening capital base; plus
forecast conforming capital expenditure during the period; less
forecast depreciation for the period; less

the forecast value of asset disposals.

The opening capital base is, in turn, to be determined in accordance with Rule 77(2). The
opening capital base for a later access arrangement period is to be:

the opening capital base at the commencement of the earlier access arrangement
period; plus

conforming capital expenditure made during the earlier access arrangement
period; plus

amounts associated with capital contributions, prior speculative capital
expenditures and the re-use of redundant assets; less

depreciation during the earlier access arrangement period; less

redundant assets identified during the earlier access arrangement period; less
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4.1

= the value of pipeline asset disposals.

In this section of this submission, WAGN sets out the capital expenditures it has made
during the period 2005 to 2009 (the earlier access arrangement period of Rule 77(2)), and
shows that they are conforming capital expenditures. They can, therefore, be added to
the opening capital base for the second access arrangement period for the purpose of
deriving the capital base from which the total revenue and revised reference tariffs are
determined for the third access arrangement period.

WAGN also sets out its projected capital expenditures for the third access arrangement
period, and shows that these are conforming for the purpose of Rule 78. That is, they can
be taken into account in determining the total revenue and revised reference tariffs for the
third access arrangement period.

Conforming capital expenditures (actual and projected) are expenditures which conform
with the criteria of Rule 79. The first subsection of this section — section 4.1 —
summarises the requirements of that Rule.

Section 4.2 then provides a broad overview of the way in which WAGN develops the
GDS. This broad overview “sets the scene” for section 4.3, Capital expenditure 2005-
2009, and for section 4.4, Capital expenditure 2010(1)-2013/14. WAGN’s demonstrations
that its capital expenditures made during the period 2005-2009, and its forecast capital
expenditures for 2010(1)-2013/14, are conforming, are set out in section 4.5. Section 4.6
sets out WAGN’s approach to The Vines network, which has been absorbed into the
WAGN GDS, and section 4.7 Deleted - Confidential. WAGN’s demonstration that its
actual and projected capital expenditures are conforming is summarised in section 4.8,
and section 4.9 notes the treatment of asset disposals during the second access
arrangement period.

The new capital expenditure criteria

New capital expenditure can be taken into account in determining the opening capital
base for an earlier access arrangement period, or in determining the projected capital
base of a later access arrangement period, only if it is conforming.

Rule 79(1) defines conforming capital expenditure. Conforming capital expenditure is
capital expenditure which conforms with the following criteria:

= the expenditure must be such as would be incurred by a prudent service provider
acting efficiently, in accordance with accepted good industry practice, to achieve
the lowest sustainable cost of providing services; and

= the capital expenditure is justifiable on a ground stated in Rule 79(2).
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The grounds stated in Rule 79(2) are:

(@) the overall economic value of the expenditure is positive; or

(b)  the present value of the expected incremental revenue to be generated as a result
of the expenditure exceeds the present value of the capital expenditure; or

(c) the capital expenditure is necessary:
0] to maintain and improve the safety of services; or
(i)  to maintain the integrity of services; or
(i) to comply with a regulatory obligation or requirement; or

(iv) to maintain the service provider's capacity to meet levels of demand for
services existing at the time the capital expenditure is incurred (as distinct
from projected demand that is dependent on an expansion of pipeline
capacity); or

(d) the capital expenditure is an aggregate amount divisible into 2 parts, one referable
to incremental services and the other referable to a purpose referred to in
paragraph (c), and the former is justifiable under paragraph (b) and the latter under
paragraph (c).

In accordance with Rule 79(2)(a), prudently incurred and efficient capital expenditure can
be added to the capital base of the WAGN GDS if the overall economic value of the
expenditure is positive (economic value test).

The criterion in Rule 79(2)(b) is more explicit: prudently incurred and efficient capital
expenditure can be added to the capital base of the WAGN GDS if the present value of
the incremental revenue expected to be generated as a result of the expenditure exceeds
the present value of the capital expenditure (incremental revenue test).

Rule 79(4) provides guidance on the way in which the present value of incremental
revenue is to be determined:

= the expected incremental revenue is determined by subtracting the incremental
operating expenditure from the gross revenue to be derived from the incremental
services;

= the gross revenue to be derived from incremental services is to be determined from
prevailing reference tariffs (or from an extrapolation of those tariffs); and
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= for all present value calculations, the discount rate is equal to the rate of return
implicit in the reference tariff.

WAGN has developed a cash flow model for the purpose of assessing whether capital
expenditure satisfies the incremental revenue test, and has used this model in showing
that its actual capital expenditures for 2005-2009, and its projected expenditures for
2010(1)-2013/14, are conforming.

WAGN has divided both its actual and projected capital expenditures into:

=  expenditures which satisfy the criteria of Rule 79(2)(c); and

= expenditures which are demand or customer initiated and which are justifiable in
terms of the incremental net revenue which they are expected to generate.

WAGN regards the WAGN GDS as an integrated system, and has assessed its total
demand and user initiated capital expenditures against gross incremental revenue which
they generate. Total demand and user initiated capital expenditure for 2005-2009 has
been assessed against the incremental net revenue expected to be generated from the
additional connections added to the WAGN GDS during the period 2005-2009. Similarly,
total demand and user initiated capital expenditure forecast for 2010(1)-2013/14 has been
assessed against the incremental revenue expected to be generated from the additional
connections forecast for that period.

[Deleted — Confidential]

WAGN'’s cash flow model forecasts incremental net revenue over a period of 50 years.
The model assumes no new demand or user initiated capital expenditures during this
period, but provides for the replacement of meters and service pipes which have an
estimated economic life of 25 years.

The discounting of cash flows within the model is at 6.78% (real). This was the rate of
return implicit in the calculation of the prevailing reference tariffs.

The results from WAGN's incremental revenue test modelling are reported in subsequent
sub-sections of this section of this submission. Actual capital expenditures for 2005-
2009, and projected capital expenditures for 2010(1)-2013/14 are shown to pass the
incremental revenue test.

In consequence WAGN has not sought to apply the economic value test in showing that
its actual and projected capital expenditures are conforming.
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4.2

Development of the WAGN GDS

The WAGN GDS is a system of non-contiguous gas distribution pipelines and associated
facilities located in the Perth metropolitan area (including Ellenbrook, Rockingham and
Mandurah), and in a number of regional centres in the south west of Western Australia.

The regional centres in which the WAGN GDS is located are:

=  Geraldton;
=  Eneabba;
=  Pinjarra;

=  Harvey;

=  Kemerton;
= Bunbury;

] Capel; and

] Busselton.

Discrete pipeline segments, or subnetworks, make up the WAGN GDS. At the date of
this submission, these comprised approximately 12,500 kilometres of high pressure,
medium pressure, medium/low pressure, and low pressure gas pipelines. Gas is
delivered into each of these subnetworks from 16 receipt points immediately downstream
of meter stations on the Dampier to Bunbury Natural Gas Pipeline, and from one receipt
point on the Parmelia Pipeline. The WAGN GDS delivers gas to some 608,000 delivery
points.

The assets which comprise the WAGN GDS are designed, constructed, operated and
maintained to meet the expectations of network users and other stakeholders. The key
processes involved are:

] network development;
= design and construction; and
=  operation and maintenance.

[Deleted — Confidential]
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4.2.1 Network development
WAGN invests in the WAGN GDS for three main reasons:

» to provide the facilities required to meet user demand for haulage service;
= to ensure safety and system integrity; and

= to comply with relevant legislation.

The investments made to meet user demand for haulage service are the outcomes of a
rigorous network planning process. Network planning is carried out to determine an
efficient expansion path along which the WAGN GDS has sufficient capacity to meet user
demand, given expectations of end-user growth in demand for natural gas. |In its
planning, WAGN uses an industry standard software package called “SynerGee” for
network modelling and simulation. Network planning for future growth is often challenging
because the sub-networks which comprise the WAGN GDS are not fully interconnected.

During the third access arrangement period, residential development in the Perth
metropolitan area is expected to continue after reduced activity during 2009. This
development will generally be in new subdivisions which abut the WAGN GDS. If WAGN
is to provide haulage service to delivery points in these new subdivision, its network must
be extended geographically. Geographic extension of a network comprising a number of
sub-networks which are only partially interconnected, leads to pressure reductions in
multiple parts of those sub-networks. Network extension requires, in these
circumstances, significant augmentation of existing facilities within the sub-networks to
maintain the pressures required for gas delivery to both existing and new delivery points.

Capital investment is also required to ensure the safety and integrity of the network, and
to comply with the regulatory obligations. WAGN is undertaking a mains replacement
program for the maintenance of system integrity, and will undertake a major program of
meter changes during the third access arrangement period to meet its regulatory
obligations.

Gas has been supplied to end-users in Fremantle and surrounding suburbs through cast
iron pipes which were installed over 50 years ago. These cast iron pipes must be
operated at low pressures, and therefore have limited capacity to supply gas into modern
appliances. Modern gas appliances (in particular, instantaneous water heaters) achieve
higher levels of energy efficiency through short, but intense, gas burns which require
pressures in the extremities of the distribution sub-networks which are higher than were
required in the past. In addition, cast iron pipes are costly to maintain, and have a
propensity to develop leaks which are costly to repair. WAGN has a program for the
systematic replacement of all of its old low pressure mains over a period of some 15
years. Other gas distributors, both in Australia and overseas, have adopted similar
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programs for the replacement of low pressure mains over timeframes of 10 to 25 years
depending on circumstances.

Through its meter change program, WAGN will replace a large number of gas meters
which have now been, or which will have been at the time of replacement, in service for a
period exceeding their regulated service lives. The Gas Standards (Gas Supply and
System Safety) Regulations 2000 (GSSR) require that meters installed to measure
domestic gas supplies be replaced after 18 years in service.

WAGN has regularly sampled its domestic meter population and tested the meters which
have been in service for 18 years or more. This sampling and testing showed that M6EW
domestic meters could meet the performance criteria set out in the GSSR for periods
exceeding the regulated service life of 18 years. The technical and safety regulator, the
Energy Safety division within the Department of Commerce, therefore approved WAGN's
keeping these meters in service for a period of 25 years, after which they are to be
replaced.

The long term accuracy of another type of domestic meter, type ME602, which has been
used since the 1970s, is in doubt. Over time, these meters have been removed from
service, repaired and returned to service. Sampling and testing of the ME602 meter
population has shown that after 18 years in service, their accuracy performance whilst
meeting the legislative requirements does not justify refurbishment and reuse. WAGN is
therefore proposing to replace these meters with new meters.

Design and construction

As a prudent service provider, WAGN carries out all its design and construction work in
accordance with the relevant codes and standards. The key standards include:

= AS 2885 Pipeline — Gas and Liquid Petroleum (for the design and construction of
high pressure pipelines above 1,050kpa);

=  AS 1697 Installation and maintenance of steel pipe systems for gas (for the design
and construction of steel pipelines operating at less than 1,050kpa); and

=  AS 3723 Installation and maintenance of plastic pipe systems for gas.

In addition, WAGN developed and implemented an Environmental Management System
(EMS) which ensures that the construction of any gas infrastructure will have minimum
impact on the environment. In particular, special consideration is given to minimising the
impact on sensitive ecosystems, including national parks, reserves and vulnerable flora
and flora, during the pipeline construction.
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4.2.3

All major projects are subject to a tender process. The assessment criteria include the
contractor’'s experience, ability to carry out the project and the contractor's quality
management system. During construction projects, regular audits and inspections of
contractor activities are carried out to ensure that the work is carried out in accordance
with the design plans.

The location and other operational data are recorded in WAGN’'s Gas Network
Information System (GNIS).

Operation and maintenance

Maintenance of the WAGN GDS is carried out to ensure that the network is operating
safely and reliably in compliance with the requirements of legislation and appropriate
standards (including AS 4645, Gas Distribution Network Management). Maintenance
activities are carried out in accordance with reliability centred maintenance (RCM)
principles. The RCM approach focuses on identifying the causes of equipment failure
and the associated risks to the gas network infrastructure. A maintenance strategy for
equipment has been developed in accordance with RCM principles which should ensure
that the optimum frequency of work is maintained.

Steel pipelines are used in the high pressure parts of the WAGN GDS, and in parts of the
medium pressure network. An important part of WAGN’s maintenance activity is, then,
the maintenance of facilities which protect these steel pipelines against corrosion.
Corrosion protection ensures the long lives of these steel pipelines.

As a distributed network, a significant proportion of the maintenance activities are
unplanned such as gas leaks caused by third party damage or age deterioration of the
gas pipes.

To reduce third party damage, WAGN also carries out regular patrols on the high
pressure pipelines to ensure that there is no third party working within close proximity to
the pipelines. Depending on the location of the pipeline, the frequency of the patrol could
vary from every two days to every three months. In addition, regular leakage surveys are
also carried out. These leakage surveys detect if there are any leaks in the gas
distribution system. Depending on the severity of the leaks, a leak is either repaired
within twenty four hours or several days.

WAGN also participates in the “Dial Before You Dig” system. This is a free referral
service for contractors and utilities to call for information on underground services such as
gas pipes and cables. WAGN provides information on the location of gas assets to
contractors to reduce the likelihood of contractor’'s damaging the gas infrastructure.
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4.3 Capital expenditure 2005-2009

In the last decade, WA has experienced an economic boom which resulted in
unprecedented growth in the residential market. The growth in the residential market
meant that WAGN also experienced significantly higher connection numbers than the
benchmark numbers approved in the 2005 Access Arrangement. The figure below shows
the number the actual/forecast connections versus the benchmark connection numbers.
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Figure 2 New Connections 2005-2009
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The high connection numbers meant that WAGN had incurred significantly higher growth
capital expenditure than the benchmark costs approved in the 2005 Access Arrangement.
In consequence, WAGN had to revise its other proposed capital expenditure programs
such as mains replacement to ensure that the total actual capital expenditure was within
the constraints of the benchmark expenditure.

Other significant factors that also contributed to the other capital expenditure not aligning
with the benchmark expenditure include:

= late approval of the Access Arrangement; and

= outsourcing of all information technology services.

Details of the actual capital expenditure versus the benchmark capital expenditure are
shown in Table 4.
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Table 4 Actual and benchmark capital expenditure 2005-2009
($ million, December 2009)

2005 2006 2007 2008 2009 Total
Actual
User Initiated 27.136 31.833 28.664 23.131 22.740 133.504
Renewals (Replacement) 0.009 0.508 0.023 5.979 5.908 12.427
Demand 0.693 0.873 6.423 3.919 12.155 24.063
Other (Performance, IT) 0.481 0.432 0.192 2.655 3.374 7.134
Total 28.319 33.646 35.302 35.684 44.177 177.128
Benchmark
User Initiated 28.243 25.463 20.898 21.572 21.608 117.784
Renewals (Replacement) 3.56 4.293 3.927 5.523 4175 21.478
Demand 1.467 2.578 1.597 343 7.108 16.180
Other (Performance, IT) 4.021 3.43 2.59 4.045 2.578 16.664
Total 37.291 35.764 29.012 34.570 35.469 172.106

4.3.1 User Initiated Capital Expenditure

The user initiated capital expenditure includes the cost of connecting new customers and
the cost of miscellaneous projects (net of user contribution). The costs of new
connections are for installing gas mains and services. The cost of installing gas meters is
included in the cost of providing the B2 and B3 reference services. The sizes of gas
mains used for extending the existing network to the locations of the new customers vary
in size from 40mm to 160mm. WAGN uses contractors to install all mains and services
(includes the installation of meters). The costs of miscellaneous projects include the costs
of installation of new mains and of relocation of assets carried out for third parties.

[Deleted — Confidential]

In the five year period, WAGN connected 99,866 customers as compared to the 2005
forecast of 94,075 customers. The significant increase in the number of connections
occurred in the years 2006, 2007 and 2008. This unprecedented increase resulted in
WAGN having to revise its capital expenditure for the other activities such as replacement
of old mains.

[Deleted — Confidential]

Table 5 [Deleted — Confidential]
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4.3.2

[Deleted — Confidential]
Table 6 [Deleted — Confidential]

WAGN considers that the user initiated expenditure for the period 2005 to 2009 is
consistent with the requirements of the National Gas Rules 79(1) (a) for the following
reasons:

Prudent — the customer initiated capital expenditure was required to connect new
customers to the network so that WAGN can provide its services to the customers;

Efficient — the costs incurred were from actual contractors’ costs, material costs, labour
charges and overheads. Deleted - Confidential. The majority of the costs of the
projects were therefore based on market rates;

Consistent with good industry practice — WAGN's construction of mains, services and
meters are in accordance with the requirements of the appropriate Australian standards.
The materials used also comply with the Australian standards;

To achieve the lowest sustainable cost of providing the services — the mains,
services and meters that are used to connect domestic, commercial and industrial
customers have been appropriately sized so they are adequate to supply the customer
demand. This enables WAGN to achieve the lowest sustainable cost of providing the
services.

Replacement

The renewal expenditure is essentially for the replacement of the cast iron and
unprotected steel mains in the low pressure and medium low pressure system. In the
2004 Asset Management Plan, WAGN had proposed to relay 30km of cast iron and
unprotected steel mains per annum. The program was not commenced in 2005 due to
the delay in revisions to the Access Arrangement being approved. In addition, the
unprecedented growth in 2006 to 2008 meant that capital funds had to be channelled to
customer connection and reinforcement projects and not to mains replacement. In 2008,
the rate of customer connection decreased, allowing funds to be channelled to other
projects. As such, the mains replacement program did not commence in earnest until
2008 when $5.5m was spent on replacing a proportion of cast iron mains in Fremantle
and $0.3m on ad hoc mains replacement.

[Deleted - Confidential]
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WAGN considers that the renewal capital expenditure for the period 2005 to 2009 is
consistent with the requirements of the National Gas Rules 79(1) (a) for the following
reasons:

Prudent — the renewal capital expenditure was required to ensure that the ageing assets
were replaced in a timely manner to ensure the integrity of the network. The projects
were selected on the basis that they provided the most effective solutions to the
replacement of the ageing assets. In addition gas meters had been replaced to ensure
that they comply with the appropriate legislation;

Efficient — the costs incurred were from actual contractors’ costs, material costs, labour
charges and overheads. Deleted - Confidential;

Consistent with good industry practice — the practice of progressively replacing ageing
assets such as cast iron and unprotected steel ensures that integrity and safety of the
network and is also a practice that is carried out by distributors in Australia and overseas;

To achieve the lowest sustainable cost of providing the services — with ageing
assets such as cast iron mains and unprotected steel mains, WAGN considers that it is
necessary to progressively replace these assets to mitigate risks as a result of
catastrophic failure. In addition, safety risk associated with failure of these mains will
result in substantial costs.

Details of the renewal capital expenditure are shown in the table below.

Table 7 Replacement capital expenditure 2005-2009 ($ million, December 2009)

2005 2006 2007 2008 2009 Total
Benchmark 3.560 4.293 3.927 5.523 4.175 21.478
[Deleted — Confidential]
Total 0.009 0.508 0.023 5.980 5.908 12.428

4.3.2.1 Fremantle mains replacement

The 2006 capital expenditure for the Fremantle mains replacement was $0.508 million.
The project is related to replacing the cast iron mains in 9 areas around Fremantle.

[Deleted - Confidential]
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However, due to resource constraints, the work was reduced to replacing only the mains
in the worst condition consisting of 401m of 63mm diameter PE and 391m of 110mm
diameter PE. 137 customers were transferred to the new gas mains.

[Deleted — Confidential]

In 2008, WAGN recommenced its replacement program. The proposal at that time was to
replace the cast iron mains in Fremantle and continue to operate the areas where the
mains had been replaced at low pressure. As such, 24.5kms were installed to replace the
cast iron mains in 2008. The old cast iron mains were decommissioned at the same time.

The 2009 costs consist of two components, upgrading of the network with the new mains
to medium pressure and a continuation of replacing the cast iron in Fremantle. In 2009,
following a review of its replacement strategy, WAGN decided to adopt the policy of
upgrading the pressure in the networks which have had their mains replaced from LP to
HP. This will have the incidental benefit of increasing the capacity of the network to meet
the organic growth in gas demand especially from high energy efficiency appliances.

The number of customers that were upgraded as part of the 2008 mains replacement
program was 808 customers. The new project in the suburb of Spearwood and Hamilton
Hill spans the financial year 2009/10 and consists of replacing approximately 5kms of cast
iron mains and upgrading the pressure for 1,777 delivery points.

[Deleted — Confidential]
4.3.2.2 MP mains replacement

One of the material projects included in this category is the Maylands pipeline
replacement.

[Deleted — Confidential]

This pipeline is a section of Pipeline 5 from East Perth to Bayswater. Pipeline 5 is one of
the six pipelines which were downgraded the 1980s from HP to MP and had their
corrosion protection equipment removed. In 1990, four of the six pipelines had their
corrosion protection equipment reinstated. However Pipeline 5 is one of the two pipelines
without corrosion protection.  Following a condition assessment in 2006/07, it was
decided that a section of Pipeline 5 had to be replaced. The work consists of an
alternative supply of 205m of 110PE and installing 205m of 225mm PE to replace the old

pipe.
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Another major project in this category is the odd size mains replacement project in South
Perth and Victoria Park. This project is to replace 3.81km of 380mm diameter pipe in
Victoria Park and 850m of 380mm diameter pipe in South Perth.

[Deleted — Confidential]

The two sections of pipes are part of the trunk main in their respective areas. They are
unable to be fitted with corrosion protection equipment and are therefore subject to
corrosion. These pipelines were installed approximately 30 or 40 years ago and are of a
non standard diameter. An assessment of pipe options considered that the most
economical option was to replace the pipes with 160 mm diameter PE.

4.3.2.3 Other Replacement

4.3.3

In 2009, WAGN recommenced replacing the meters in the field that no longer comply with
the compliance period. The total number of meters removed in 2009 was 7,815.

[Deleted — Confidential]

Most of the meters that have been removed are of the type ME602. These meters have
been replaced by new meters.

[Deleted — Confidential]

Further information on the meter replacement program is provided in section 4.4.5.2.

In 2009, WAGN commenced a major replacement of its telemetry equipment. The
telemetry equipment is installed in gate stations, large customer sites and fringe points in

the network. The replacement program is based on telemetry equipment that is
essentially over 15 years old and no longer serviced by the manufacturers.

[Deleted — Confidential]

Demand

The demand capital expenditure is for the reinforcement of the network to ensure that the
network continues to meet the growth in new connections.

WAGN considers that the demand capital expenditure for the period 2005 to 2009 is
consistent with the requirements of Rule 79(1) (a) for the following reasons:
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Prudent — the demand capital expenditure was required to ensure that the network is
able to meet the demand for service and to ensure that the integrity of the network is
maintained. The projects were selected from a network planning process that had
identified the areas that require further augmentation and the solutions were selected on
the basis that they were the most effective solutions;

Efficient — the costs incurred were from actual contractors’ costs, material costs, labour
charges and overheads. Deleted - Confidential. The maijority of the costs of the
projects were therefore based on market rates;

Consistent with good industry practice — the practice of ensuring that the network is
able to meet the requirements of gas demand through the network planning process is
consistent with the practice carried out both in Australia and overseas. Projects were
selected to meet gas demand and to ensure that there was sufficient capacity for future
growth;

To achieve the lowest sustainable cost of providing the services — these
augmentation projects were required to ensure that WAGN can continue to meet the
required demand and to ensure that there is sufficient capacity for future growth. In the
absence of such augmentation projects, WAGN could experience gas outage due to the
inability of the network to meet the increased demand. The substantial cost of such
outages will affect the overall viability of the network. In addition the ability of the network
to meet the future demand also ensures that there is not continuous augmentation in the
area as gas demand increases. These projects therefore provide the lowest sustainable
costs for providing the distribution services.

Details of the demand capital expenditure are shown in the table below.
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Table 8 Demand capital expenditure 2005-2009 ($ million, December 2009)

2005 2006 2007 2008 2009 Total
Benchmark 1.467 2.578 1.597 3.430 7.108 16.180
[Deleted — Confidential]
Total 0.693 0.873 6.423 3.919 12.155 24.063

4.3.3.1 Variable Volume Demand

The capital expenditure for the variable volume demand is associated with the upgrade of
service and meters generally by the customers. Customers generally contribute to the
upgrade.

4.3.3.2 Material Projects
In the period from 2005 to 2009, there were approximately 92 projects carried out. To
differentiate between the major projects and the small projects, WAGN has classified any
projects in excess of $0.250 million as “Material Projects” and all other projects as

“Miscellaneous Projects”. This section provides details of the material projects carried out
in the second access arrangement period.

Baldivis HP Reinforcement
This project laid approximately 5.2km of 225diameter PEHP from Waikiki to Baldivis and
installed two high pressure regulators to reinforce the medium pressure network in the

Baldivis area. The project was completed between 2005 and 2007.

[Deleted — Confidential]

Joshua Brook Special Real Estate Reinforcement

This project was a third party funded project to install a HP regulator to facilitate supply to
a new subdivision in Boyanup.

[Deleted — Confidential]

High Wycombe Reinforcement Project

This project was required to reinforce the medium and low pressure network. The project
involves the installation of a HP regulator and a mains extension.
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[Deleted — Confidential]

Southern River Project

This project involved the installation of a new HP regulator and a new mains extension of
2.5km of 160mm diameter PE. The work also involved the upgrading of approximately
500 customers from MP to PEHP supply. This project will improve the network pressures
inn the Southern River MP network above the system minimum pressure.

[Deleted — Confidential]

Callista Reinforcement Project

This was a reinforcement project involving 3.2kms from Wellard Road, Kwinana Beach to
the corner of Gilmore Ave and Challenger Ave, Callista. This project facilitated the HP
looping in the area.

[Deleted — Confidential]
Atwell HP Reinforcement

This project was a reinforcement project to enable further expansion of the network in the
southern end of Atwell and Aubin Grove. Two HP regulators were installed in 2007.

[Deleted — Confidential]

The work included relocating the gas supply from MP to PEHP.

Bunbury CI600 Reinforcement

This project involved the installation of pressure regulating stations on pipelines 104, 47,
89 and 93 to allow the Clifton Road pipeline to operate as a Class 600 pipeline with a
pressure at 3.5MPa. The reinforcement project had been identified from network

planning for the Bunbury HP system which indicated pressures falling below the required
minimum if no action was taken.

[Deleted — Confidential]
Rockingham to Mandurah Reinforcement
This project is required to reinforce the Rockingham HP system which currently supplies

the PE high pressure and the medium pressure networks in the areas of Mandurah,
Falcon and Secret Harbour. In 2007, the Department of Planning and Infrastructure had
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identified significant growth in these areas through the establishment of new subdivisions.
Network planning for the area had determined that there was a significant reinforcement
required to ensure that the network has sufficient gas for existing customers and the
increasing number of new customers. The reinforcement consists of the installation of a
gate station, 16.9kms of Class 600 and Class 150 pipe and a pressure regulating station.

[Deleted - Confidential]
Table 9 [Deleted — Confidential]

[Deleted — Confidential]

The project was for the reinforcement of the North Metro sub-network [Deleted-
Confidential]. The work included the installation of 5.8km of 200mm diameter Class 150
pipeline from the corner of Ewen St and Weaponess Road to Marmion Avenue and North
Beach Road.

[Deleted — Confidential]

Hammond Park Rationalisation

This project involved the construction of 1.3km of 160mm PE pipe and the upgrading of
the pressure in the southern section of the network from MP to PEHP. The area supplies
gas to approximately 3,300 customers. The suburbs of Success and Hammond Park
were considered to be among the fastest growing areas in the Metropolitan Development
Plan. Due to the unprecedented growth in the area, WAGN constructed the additional
reinforcement to upgrade the pressure from MP to PEMP. The added benefit of the
project is that it provides an additional source of supply to the area thus enhancing the
security of supply.

[Deleted — Confidential]

Australind Bypass Project

This project involved constructing 800m of 160mm PE pipeline across Australind Bypass
and installing a Class 150HP regulator and another regulator at Millbridge Boulevarde.

[Deleted — Confidential]

4.3.3.3 Miscellaneous Projects

There approximately 74 projects that fall into this category. Most of the projects are less
than $100,000. These projects were identified through the network planning process and
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undertaken as required to ensure that pressures in the network did not fall below the
acceptable minimum. The projects can be divided into the following activities:

= minor mains extension tie in to augment the supply in localised areas of the
network;

=  minor mains extension to duplicate the supply to the network;
= pressure regulating stations upgrades; and

=  new pressure regulating station installation.
4.3.4 Other (Performance, IT)

The “Other’ category includes IT projects and “performance” projects which are related to
enhancing the functionality of network equipment (e.g. enhancing the corrosion protection
equipment, assessment of the condition of pipelines, overhauling emergency equipment
etc).

WAGN considers that the capital expenditure for the “Other” category for the period 2005
to 2009 is consistent with the requirements of the National Gas Rules 79(1) (a) for the
following reasons:

Prudent — the performance capital expenditure was required to ensure that the
functionality of network equipment was not compromised. These projects such as
improving corrosion protection equipment were required to ensure that effectiveness of
the corrosion protection equipment was maintained. Other projects such as condition
assessment and overhauling the emergency equipment were required to ensure that
current service levels can be maintained. In most cases, there is very little alternative to
enhancing the equipment, and as such the options selected were the most effective
solutions. In the case of IT, the projects were required to ensure that the network related
functions can continue to operate. These functions include the ability to meet the
requirements of FRC;

Efficient — the costs incurred were from actual contractors’ costs, material costs, labour
charges and overheads. Deleted - Confidential. The majority of the costs of the
projects were therefore based on market rates;

Consistent with good industry practice — the practice of enhancing the network
equipment to ensure their effectiveness is considered to be good industry practice and is
carried out by other gas distributors. The network services that WAGN has to provide
are sufficiently complex to need large IT systems. It is therefore good industry practice to
ensure that the hardware and software are replaced at regular intervals to ensure there
effectiveness;
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To achieve the lowest sustainable cost of providing the services — these projects
had been selected on the basis that there were required to maintain network services. In
the absence of the projects, WAGN is placed in a situation of high risk of not been able to
provide the services, and of allowing network assets to deteriorate at a higher rate (for
example, because of pipeline corrosion). WAGN’s inability to continue to provide the
services will result in substantial costs. These projects ensure that WAGN continues to
operate to achieve the lowest sustainable costs.

Details of the expenditure are shown in Table 10 below.

Table 10 Other capital expenditure 2005-2009 ($ million, December 2009)

2005 2006 2007 2008 2009 Total
Benchmark 4.021 3.430 2.590 4.045 2.578 16.664
[Deleted — Confidential]
Total 0.481 0.431 0.192 2.655 3.374 7.133

4.3.4.1 Performance and information technology

The projects in this category are related to improving the performance of specific
equipment. Examples of the projects are upgrading of the cathodic protection systems,
condition assessment of the pipelines for corrosion, replacing regulator pits to improve
safety etc. There are approximately 29 projects in this category, most of which are under
$100,000.

[Deleted — Confidential]

Information on the material projects are provided below.

GNIS Upgrade

The Gas Network Information System (GNIS) is used for the mapping and displaying of
all the geographical locations associated with the gas distribution network. The GNIS
application utilizes a number of applications which were implemented in 1998. In 2005, a
review of the applications found that most of those were out of date and no longer

supported by the vendor. As such there was a major upgrade of the GNIS

[Deleted — Confidential]
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NMIS Upgrade

The Network Metering Information System (NMIS) is used for the metering and billing of
WAGN customers. The NMIS applications used at that time was several versions behind
the most supportable software. The risk of continuing to use unsupported software is the
delay in rectifying any problems which would affect WAGN’s ability to meet the REMCO
rules.

[Deleted — Confidential]

Network Monitoring System

Currently WAGN does not have a network monitoring system for operational purposes.
The current system is a very much manual approach which depends on data being
collected and then collated for analysis using spreadsheets etc. It is therefore proposed
to create a central repository of data which can provide data for instantaneous display of
pressures in the network.

[Deleted — Confidential]
GIMS (new BMG) Upgrade

The Gas Information Management System (GIMS) converts volumetric data to units of
energy. It has replaced BMG, and internally developed system which now cannot be
supported. The current version of the software is several generations behind the current
version and is making the GIMS substandard and not user friendly.

[Deleted — Confidential]

GDBDV/GMD Upgrade

The Gas Distribution Billing Data Verification (GDBDV) and Gas Monitoring System
(GMD) is a critical subsystem within WAGN's billing system and is over 10years old. The
GDBDV is used to upload, validate and transmit hourly interval meter consumption data
and daily summary to the NMIS. The GMD supplies information on the gas network used
for system monitoring. Given the age of the system and the difficulty in obtaining the
support, WAGN proposes to replace the two systems. The objective of the project is to
develop a new system which will replace the functionality of the two systems. The
project will commence in 2009 and be completed by financial year 2010/11.

[Deleted - Confidential]
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Project Neon

Interval meters are installed in large industrial and commercial sites. These meters are
connected to the WAGN central server through remote terminal units. The data received
from these sites are processed by NMIS. The objective of the project is to upgrade the
Interval Metering System (IMS) and Data Processing Software to allow all the sites to
communicate with the central server using General Packet Radio Service (GPRS). This
will reduce the time taken to download the interval metering data. The project has been
named after the new server called the Neon Server.

[Deleted — Confidential]

4.4  Capital Expenditure 2010(1) — 2013/14

WAGN had based its forecast capital expenditure for the period 2010(l) — 2013/14 on a
detailed network planning process to ensure that the network continues to perform in
accordance with customer expectation, customer demand and legislative requirements.
Specifically the factors that have been taken into account include:

= expansion of the network for new customer connections;
= augmentation of the network to meet growth in demand;

= replacement of ageing assets to ensure that the network meets its service
requirements;

= improvement in public safety; and
=  compliance to safety, environmental and technical requirements.

[Deleted — Confidential]

A comparison of the forecast expenditure to the actual expenditure is shown in Figure 3
below.
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Figure 3 Actual and forecast capital expenditure 2005-2013/14
($ million, December 2009)
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Forecast capital expenditure has been calculated from the work volume multiplied by the
unit costs. As mentioned above, with the exception of the customer initiated capital
expenditure, the work volume of the other categories have been derived from the network
planning process. The work volume for the user initiated capital has been derived from
the forecast connection numbers from the Economic Consulting Services (ECS) for the
residential market and National Institute of Economic and Industry Research (NIEIR) for
the commercial market. These unit rates have been determined predominately from the
actual unit rates incurred in this current period and derived from projects which have been
carried out by third parties. Where relevant, the actual unit rates have been modified to
include any new legislative or regulatory requirements. The unit rates have also been
adjusted in accordance with the labour (construction and non construction) and material
price escalation above inflation.

Details of the forecast capital expenditure are shown in Table 11 below.
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Table 11 Forecast capital expenditure 2010(1)-2013/14 ($ million, December 2009)

2010(1) 2010/11 2011/12 2012/13 2013/14 Total
User Initiated 9.890 21.000 23.391 26.204 30.115 110.600
Renewals (Replacement) 4.058 9.459 15.749 7.839 8.274 45.379
Demand 1.249 5.785 7.210 6.749 10.762 31.753
Other (Performance, IT) 12.873 4.759 3.232 9.256 2.287 32.407
Total 28.070 41.002 49.582 50.048 51.438 220.140

Capital Overheads

The costs shown in Table 11 include an overhead component. This overhead is
essentially for WAGN to scope, design and project manage each project.

[Deleted — Confidential]

Table 12 [Deleted — Confidential]

It is worth noting that the total overhead cost relating to capital works has been deducted
from the operating cost required to manage the network. Any changes to the capital
overhead rate will therefore change the trade off between capital and operating
expenditure.

Labour and Material Indices

The costs shown in Table 11 have been adjusted for the labour and materials indices
above CPI. These indices have been provided by the independent consultant, NIEIR.

[Deleted — Confidential]
Table 13 [Deleted — Confidential]

The cost has then been adjusted to real 2009 using a forecast CPI of 2.5%.
Forecast Labour and Material Costs

WAGN has outsourced the majority of its capital works program. The customer initiated
capital works are carried out by contractors which are listed on a contractor's panel. At
regular intervals, WAGN has tested the market to ensure that the contractors on the panel
have rates which are consistent with the lowest sustainable costs.
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4.4.4

A similar process is carried out for the procurement of materials. A public tender process
is conducted to ensure that the material prices are at current market rates.

WAGN seeks competitive tenders for major projects including mains laying for
augmentation and mains replacement projects.

The direct cost estimates for both labour and material for the forecast work program
(discussed below) are derived from the actual market rates from existing projects. Any
specialist works such as leakage survey and pressure control are carried out by WAGN
resources. The estimates for labour costs are from current projects.

User Initiated Capital Expenditure

User initiated capital expenditure is the investment made in extending gas mains to pass
the customer premises, and the construction of service pipes from the mains into those
premises. In the case of Services B2 and B3, the cost also includes cost of the
installation of gas meters. Details of the capital expenditure are shown in Table 14 below.

Table 14 User initiated capital expenditure ($ million, December 2009)

2010(1) 2010/11 2011/12 2012/13 2013/14 Total

[Deleted — Confidential]

Total 9.890 20.999 23.391 26.203 30.115 110.598

It should be noted that the mains cost is for installing mains with different diameters
(40mm to 160mm) depending on delivery point locations. Similarly the costs reflect he
different costs of connection in established and in greenfields sites.

The forecast customer connection growth for tariff class B3 for the period 2010(1)-
2013/14 is based on work carried out by ECS. Gas connections peaked in 2006 and
have since showed a slow decline to the current levels. ECS expects that the number of
connections will stabilise in 2010 and then pick up from mid 2010 reflecting the underlying
demand for dwellings. In summary, ECS has forecast 15,630 new connections in
2009/10, levelling out in 2010/11, and a gradual increase to 20,039 by 2013/14. The
connection trend is illustrated in Figure 4 below.
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Figure 4 New connection trend
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[Deleted — Confidential]
Table 15 [Deleted — Confidential]

[Deleted — Confidential]

WAGN considers that the capital expenditure for the User Initiated category for the period
2010 to 2014 is consistent with the requirements of the National Gas Rules 79(1) (a) for
the following reasons:

Prudent — the customer initiated capital expenditure is required to connect new
customers to the network so that WAGN can provide its services to the customers;

Efficient — the forecast costs have been derived from actual contractors’ costs, material
costs, labour charges and overheads. The overhead has been calculated using a bottom
up approach on the extent of labour required to manage the capital expenditure
programme;

Consistent with good industry practice — WAGN construction of mains, services and
meters are in accordance with the requirements of the appropriate Australian standards.
The materials used also comply with the relevant Australian standards; and

To achieve the lowest sustainable cost of providing the services — the mains,
services and meters that are used to connect domestic, commercial and industrial
customers have appropriately sized so that it is adequate to supply the customer demand.
This enables WAGN to achieve the lowest sustainable cost of providing the services.
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4.4.5 Renewal Capital Expenditure

The renewal capital expenditure is for the replacement of ageing network assets to
ensure that the network can continue to provide its services safely and reliably and
WAGN is meeting its regulatory obligations. The main category that is being replaced is
the cast iron pipes in Fremantle followed by meter replacement. WAGN’s main
operational centre is also outdated and requires a major refurbishment. Other
miscellaneous assets that are been replaced include telemetry, valves, pits and corrosion
protection equipment. The capital expenditure for the renewal program is shown in Table
16 below.

Table 16 Renewal (asset replacement) capital expenditure 2010(1)-2013/14
($ million, December 2009)

2010(1) 2010/11 2011/12 2012/13 2013/14 Total

[Deleted — Confidential]

Total 4.059 9.461 15.749 7.840 8.276 45.385

WAGN considers that the renewal capital expenditure for the period 2010 to 2014 is
consistent with the requirements of the National Gas Rules 79(1) (a) for the following
reasons:

Prudent — the renewal capital expenditure is required to ensure that the ageing assets
are replaced in a timely manner to ensure the integrity of the network. The projects were
selected on the basis that they provided the most effective solutions to the replacement of
the ageing assets. In addition gas meters are being replaced to ensure that they comply
with the appropriate legislation. [Deleted — Confidential];

Efficient — the forecast costs have been derived from actual contractors’ costs, material
costs, labour charges and overheads. The overhead has been calculated using a bottom
up approach on the extent of labour required to manage the capital expenditure
programme;

Consistent with good industry practice — the practice of progressively replacing ageing
assets such as cast iron and unprotected steel ensures that integrity and safety of the
network and is also a practice that is carried out by distributors in Australia and overseas.
[Deleted - Confidential]; and

To achieve the lowest sustainable cost of providing the services — with ageing
assets such as cast iron mains and unprotected steel mains, WAGN considers that it is
necessary to progressively replace these assets to mitigate risks as a result of
catastrophic failure. In addition, safety risk associated with failure of these mains will
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result in substantial costs. A similar situation arises from the replacement of other assets
including meters which have exceeded their statutory time limit in the field. [Deleted —
Confidential]. All these initiatives ensure that WAGN continue to maintain the lowest
sustainable costs of providing the services.

4.45.1 Castironreplacement and non-standard mains program

In 2009, WAGN reviewed its strategy for the cast iron and unprotected steel mains.
WAGN decided that it has insufficient information to support the strategy of replacing the
old gas mains at 30kms per year (which was not achieved in the current AA period as
discussed in section 4.3.2.1 due to capital constraints). In addition, the strategy of
replacing the old mains and continuing to operate the network in low pressure was no
longer appropriate given the increasing use of more efficient appliances which has
resulted in increasing the peak hourly gas demand. The strategy was revised to replace
the old gas mains and increase the pressure to MP in the renewed network. This would
ensure the ongoing integrity of the network, and cater for the use of the high efficiency
appliances. However, the increased cost of the revised strategy and meant that WAGN
had to revise its replacement rate. WAGN decided that as some of the cast iron mains
are over 100years old, priority should be given to replacing these mains before embarking
on a program of replacing the unprotected steel mains. It is therefore proposed that the
replacement of the cast iron (mainly in Fremantle) be carried out at a rate of 6kms per
years which makes it commensurate with the original proposal of completion between 10
to 15 years. This would mean that the work would be completed between 2020 and
2025. Further investigation can be carried out in the next Access Arrangement period to
determine the completion time for the unprotected steel mains.

The strategy review also highlighted the need to replace 20kms of unprotected steel
mains which have non standard diameters. These mains form part of the backbone of the
distribution network but due to their age are starting to corrode. In addition their non
standard sizes also means that there ise no emergency equipment to stop gas escapes.
For safety reasons, WAGN proposes to replace these pipes over the next access
arrangement period.

In addition, WAGN had set aside a provision to replace sections of a number of MP steel
pipelines which form part of the backbone of the MP networks. These pipelines are in
Shenton Park, Floreat, Wembley and Osborne Park. The pipelines are only protected
from corrosion by their protective coating which over time has deteriorated. However,
before replacing the pipelines, WAGN will be carrying out condition assessments on the
pipelines to determine the necessity of this replacement.

Details of the cast iron mains, non standard size and ageing pipeline replacement costs
are shown in the Tables 17, 18 and 19 below.
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Table 17 [Deleted — Confidential]

[Deleted — Confidential]

Table 18 [Deleted — Confidential]

[Deleted — Confidential]

Table 19 [Deleted — Confidential]

[Deleted — Confidential]
4.45.2 Meter Replacement

The meter replacement program consists of replacing meters used for residential and
small commercial/industrial customers. These meters usually referred to as domestic
meters have a capacity of 6m°/hr and consist of mainly two types; ME602 and MGEW.
The ME602 was introduced in the 1970s and the M6EW in the 1980s.

The period when a meter can be retained in the field is called the in service life and is
regulated by the Gas Standards (Gas Supply and System Safety) Regulations 2000
(GSSR). Under the GSSR, a domestic meter has in service life of 18 years. After 18
years, a meter has to be replaced by a new or repaired meter. Based on the WAGN'’s
sampling programs carried out since 2005, Energy Safety Division (ESD) has approved
the extension of the meter family life for MGEW to 25 years. As such, WAGN proposes to
remove MEGB02 after 18 years in service life and MGEW after 25 years in service life.

The ME602 family that was introduced in the 1970s have been used in the field and
removed after the expiry of their in service life and repaired and reused. This means that
some of these meters could have had two or three refurbishments. As such, in the next
access arrangement period, WAGN proposes to remove MEG602 meters which have
reached their in-service lives and replace them with new meters. Similarly, WAGN
proposes to adopt the same policy for the M6EW meters.

Deleted - Confidential
Table 20 [Deleted — Confidential]
4.45.3 PMD Data Visualisation
Currently WAGN does not monitor the pressure on a real time basis. The current process

is @ manual one which involves the gathering of data from different sources and