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PREFACE

On 7May 1999 CMS Gas Transmission of Audrdia (CMS) submitted a proposed Access
Arrangement and Access Arrangement Information for the Parmeia Pipdine to the
Independent Gas Pipdines Access Regulator in Western Audrdia (the Regulator) for
approva under the National Third Party Access Code for Natural Gas Pipeline Systems (the
Code).

The Access Arrangement describes the terms and conditions under which CMS will make
access to the Parmdia Pipdine available to third parties.

The Regulator assessed the proposed Access Arrangement and Access Arrangement
Information againg the requirements and principles of the Gas Pipelines Access (WA) Law
1998 which includes the Code and the National Gas Pipelines Access Agreement. In
addition, the Regulator consdered issues raised in submissons made on the Access
Arrangement by interested parties.

This Draft Decison has been issued by the Regulator in accordance with the requirements of
the Code.

Submissons are invited from interested parties to the Draft Decison. Submissons must be
ddivered to the Office of Gas Access Regulation by Friday 12 November 1999, and should
be addressed to:

Mr Philip Brown

Office of Gas Access Regulation
6" Floor

197 St Georges Terrace
PERTH WA 6000

All submissons mugst be in writing and should be provided in both hard copy and in
electronic format.

Copies of the Draft Decison are avalable from the Office of Gas Access Regulation by
contacting Philip Brown on +61892131933 or through the Offices web dte
(http://www.offgar.wa.gov.aly).

The Office of Gas Access Regulation adso proposes to hold a seminar on the issues raised in
the Regulator's Draft Decison. The seminar will be hed commencing 9 an on Monday
29 November 1999, in the 4 Foor Thestrette 168 St Georges Terrace Parth.  The seminar will
close a 12 noon. Those wishing to attend should advise Mr Philip Brown by Wednesday
24 November 1999.

KEN MICHAEL
GASACCESSREGULATOR
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DRAFT DECISION

On 7May 1999, CMS Gas Trangmisson of Audrdia (CMS) submitted an Access
Arrangement and Access Arrangement Informaion for the Pamdia Pipdine to the
Independent Gas Pipelines Access Regulaior in Western Audrdia (the Regulator) for
gpprova under the National Third Party Access Code for Natural Gas Pipeline Systems (the
Code). The Regulator assessed the proposed Access Arrangement againgt the requirements
and principles of the Code and the Gas Pipelines Access (WA) Law as st out in the Gas
Pipelines Access (WA) Act 1998. In assessng the proposed Access Arrangement, the
Regulator also consdered issues raised in submissons from interested parties.

The Draft Decison of the Regulator is to not gpprove the Access Arrangement in its current
form. Thereasonsfor this decison are detailed in Part B of this Draft Decison.

In order for the Access Arrangement to be approved, the Regulator will require amendment
of the Access Arrangement and provison of further information in the Access Arrangement
Information. These requirements of the Regulator are summarised below under the following
categories.

Non-tariff matters.
Reference tariffs.

Fees, charges and pendlties.

NON-TARIFF M ATTERS

Sections 3.1 to 3.20 of the Code require that an Access Arrangement address the following
non-tariff matters.

A Services Policy, describing services to be offered, including Reference Services
(section3.1).

General Termsand Conditions for the provision of reference services (section 3.6).

A Capacity Management Policy, indicating whether the Covered Pipeine is to be
administered as a Contract Carriage Pipdine or aMarket Carriage Pipdline (section 3.7).

A Trading Policy, addressng the transfer of contracted capacity between Users (section
3.9).

A Queuing Policy, defining the priority that Prospective Usars have to negotiate for
specific capacity (section 3.12).

An Extensonsg/Expansions Policy, sdting out a method for determining whether an
extension or expanson to the Covered Pipdine is or is not to be treated as part of the
Covered Pipdline for the purposes of the Code (section 3.16).
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A Review Date, indicating a date on or by which revisons to the Access Arrangement
must be submitted and a date on which the revised Access Arrangement is intended to
commence (section 3.17).

If an Access Arrangement includes matters in addition to the above, the Regulator may refuse
to gpprove the Access Arrangement should the incluson of these matters be considered not
reasonable.

The Regulator's assessment of the adequacy of the Access Arrangement in respect of nor:
tariff matters is summarised below together with Statements of amendments that must be
made to the Access Arrangement before it will be approved by the Regulator.

Services Policy

A Services Policy is provided in section4 of the Access Arrangement which commits CMS
to making avalable Reference Services to Prospective Users and negotiating in good fath
for the provison of Non-Reference Services to Prospective Users, subject to there being
sufficient Spare Capacity in the Parmelia Pipeline.

Four types of Reference Services are specified in section4 of the Access Arrangement and
described in section4 of the Generd Terms and Conditions. The Reference Services are
described in terms of the duration of the supply period and continuity of supply, asfollows.

Frm Extended Service a continuous service (under norma operating conditions) over a
contract period of between 10 and 20 years.

Interruptible Extended Service a service tha may be curtalled or interrupted a the
discretion of CM S, over a contract period of between 10 and 20 years.

Frm Spot Service a continuous service (under norma operating conditions) over a
contract period of one Gas Day.

Interruptible Spot Service: a service that may be curtailed or interrupted at the discretion
of CMS, where the spot service isfor a contract period of one Gas Day.

All Reference Services rdae to a dngle Receipt Point and a sngle Ddivery Point.
Quantities of gas receivable and deliverable as part of each Reference Service are defined as
upper limits in teems of Maximum Daly Quantity (MDQ), Maximum Hourly Quantity
(MHQ) and Maximum Flow Rate (MFR).

The only commitments made in the Access Arrangement for the provison of NonReference
Services are for CMS to negotiate in good faith with Prospective Users for the provison of
such services, having regard to gpplicable principles of the Reference Tariff Policy.

The Regulator considered that the Reference Services proposed by CMS were in severd
respects inconsstent with the services commonly provided by pipeline operators and as such
may not meet the criterion of being Services that are likely to be sought by a significant part
of the market. This was paticulaly the case in regpect of minimum contract terms for
extended services, and the redtriction on Reference Services to single gas Receipt Points and
Ddivery Points. The Regulator dso had concerns in regard to the ambiguity of provisons
relating to Service Agreements for Spot Services and the discretionary powers of CMS to
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attach conditions to Service Agreements in addition to any conditions specified in the Access
Arrangemen.

The Access Arrangement is considered to not meet the requirements of the Code in respect of
a Services Policy. Required amendments to the Access Arrangement are set out below.

Amendment 1

Section4 of the Generd Terms and Conditions should be amended to make provision
for Reference Services to accommodate multiple Receipt Points and Delivery Points
in asngle Service Agreement.

Amendment 2

Section4 of the Generd Terms and Conditions should be amended to make provison
for minimum contract duration of no greater than one year for Firm Extended Services
and Interruptible Extended Services.

Amendment 3

Section4 of the Generd Terms and Conditions should be amended to daify that
multiple purchases of Spot Services may be made under a single Service Agreement
for Spot Services.

Amendment 4

Section 7.1(c) and 7.2 of the Access Arrangement and section 2 of the Genera Terms
and Conditions should be amended to State the conditions that may be attached to
Sarvice Agreements for provison of Reference Services and to remove discretionary
powers of CMS to attach conditions to Service Agreements for provison of Reference
Searvices, where such conditions are in addition to those provided for in the Generd
Terms and Conditions.

Terms and Conditions

Section 3.6 of the Code requires that an Access Arrangement include the Terms and
Conditions on which the Service Provider will supply each Reference Servicee The Terms
and Conditions included must, in the Relevant Regulator's opinion, be reasonable.

CMS has provided Genera Terms and Conditions in a single document as Appendix 3 of the
Access Arrangement.  The Generd Terms and Conditions address severd meétters that relate
to specific requirements of the Code. The Regulator's consderations in respect of these
meatters are contained in the relevant sections of this Draft Decison. There were, however,
severa other matters addressed in the General Terms and Conditions that were not required
by the Code to be addressed and that the Regulator has not agreed as reasonable. In the
absence of judification, these matters will require amendment before the Regulator will
goprove the Access Arrangement.  Required amendments to the Generd Terms and
Conditions are as follows.

Amendment 5

Section 4.3 of the Generd Terms and Conditions should be amended to specify the
degree of rdiability for the Firm Extended Service.
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Amendment 6

Section 13.2 and schedule 3 of the Genera Terms and Conditions should be amended
to make provison for the introduction of the broadest gas qudity pecification as
provided for in the Dampier to Bunbury Pipeline Regulations 1998.

Amendment 7

Section 14.4 of the Generd Terms and Conditions should be amended to dlow for the
non-payment of disputed invoices, or the digputed portion of an invoice, in ingtances
of amanifest error in theinvoice.

Amendment 8

Section 16.3 of the Generd Terms and Conditions should be dtered to provide for
accuracy ranges of metering equipment to be specified for different flow rates, to Sate
whether specifications of accuracy are based on units of energy or volume, and to
provide for statements of accuracy in the same units as are used for hilling.

Amendment 9

Section 19.6 of the Generd Terms and Conditions should be amended to remove the
provison for CMS to exercise discretion in repect of the leve of public ligbility
insurance that Users are required to hold.

Capacity Management Policy

Section 3.7 of the Code requires that an Access Arrangement include a statement (a Capacity
Management Policy) that the Covered Pipeline is ether a Contract Cariage Fipeline or a
Market Cariage Pipeine. CMS proposes to manage the Parmelia Pipdine as a Contract
Carriage Pipdine. Thisproposal is consdered to meet the requirements of the Code.

Trading Policy

Section 3.9 d the Code requires that an Access Arrangement for a Covered Fipeline, which is
described in the Access Arrangement as a Contract Carriage Pipding, mugt include a policy
that explains the rights of a User to trade its right to obtain a Service to another Person (a
Trading Policy).

The Trading Policy proposed by CMS makes provison for Bare Transfers and Consent
Tranders in a manner which is generdly condgtent with requirements of the Code. The
Regulator did, however, have some concerns with the lack of specific provison in the
Trading Policy for Usars to dter Recept Points and Deivery Points under a Service
Agreement.  An inability to dter Receipt Points and Deivery Points may redrict the
gpplication of Bare Transfers. As a result, the Access Arrangement is consdered to not meet
the requirements of the Code in respect of a Trading Policy. The required amendment to the
Access Arrangement is as follows.
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Amendment 10

Section 20 of the Generd Terms and Conditions should be amended to specify
conditions under which consent will or will not be given to dter Recept Points and
Deivery Points in a Service Agreement, and any conditions that must be adhered to as
acondition of consent being given.

Queuing Policy

Section 3.12 of the Code requires that an Access Arrangement must include a policy for
determining the priority that a Prospective User has, as againgt any other Prospective User, to
obtain access to Spare Capacity and Developable Capacity (a Queuing Policy). The Code
adso provides that dispute resolution must be available under section 6 of the Code where
difficulties arise in defining the priority that Prospective Users have in respect of negotiation
for specific capacity.

CMS has proposed for a queue to exist whenever there is insufficient Spare Capacity to
satisfy an Access Request which has been lodged with CMS.  Provison is made for separate
queues to exig for Firm Extended and Interruptible Extended Reference Services. No
gpecific mention is made of queuing arangements for Non-Reference Services. Provision is
made for CMS to dlocate pipeline capacity other than in order of queuing in times of “high
demand for pipeline sarvices and open seasons and sSmilar invitations’, in which case CMS
may ded with Access Requests in such a manner as to maximise pipeine utilisation and
economically efficient outcomes for the Parmelia Pipdline.

The Regulator considers that the Queuing Policy proposed by CMS does not meet the
requirements of the Code as it does not, for al circumstances, provide sufficdent information
to enable Users and Prospective Users to understand in advance how priorities of access to
Spare Capacity or Developable Capacity are to be determined at times when Access Requests
exceed available Spare Capacity. Required amendments b the Access Arrangement are as
follows.

Amendment 11

Section 10 of the Access Arrangement (Queuing Policy) should be amended to
provide further information on how priorities of access to Spae Capacity or
Developable Capacity will be determined in respect of Access Requests for Non
Reference Services.

Amendment 12

Section 10 of the Access Arrangement (Queuing Policy) should be amended to
indicate how the priority of a Progpective User on a queue for one sarvice is to be
determined vis a vis Prospective Users on queues for other services.

Amendment 13

Section 10 of the Access Arrangement (Queuing Policy) should be amended to
describe in detal the circumstances in which CMS may ded with Access Requests
other than in accordance with priorities as defined by queues, and describe the method
by which priorities of Prospective Users will be determined in these circumstances.
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Extensions/Expansions Policy

Section 316 of the Code requires that an Access Arrangement include a policy (an
Extens ong/Expansons Policy) which sets out:

the method to be applied to determine whether any extenson to, or expanson of the
Capacity of, the Covered Pipdine should or should not be treated as part of the Covered
Fipeline for al purposes under the Code;

how any extenson or expanson, which is to be treasted as part of the Covered Pipdine,
will effect Reference Tariffs,

and a description of the New Facilities that will be funded by the Service Provider and the
conditions on which the Service Provider will fund the New Facilities.

The ExtensongExpansons Policy proposed by CMS indicates that an extensons/expanson
of the pipeline may be made subject to the Access Arrangement either a the discretion of
CMS, and subject to the consent of the Regulator, or by amendment to the Access
Arrangement where the amendment is required by the Code. The Policy does not, however,
explicitly address a decison for an extenson or expanson to be not trested as part of the
Covered Pipeline. The Regulator consders that in not indicating how such a decison is to be
made, the Access Arrangement does not meet the requirements of the Code. The required
amendments to the Access Arrangement are as follows.

Amendment 14

Section 11 of the Access Arrangement (ExtensongExpansons Policy) should be
amended to include a clause indicating that CMS may eect for a pipdine extenson or
expanson to be not subject to the Access Arrangement, subject to providing written
notice to the Regulator.

Review Date

Section 3.17 of the Code requires that an Access Arrangement include a date upon which the
Sarvice Provider mugt submit revisons to the Access Arrangement (a Revisons Submisson
Date), and a date upon which the next revisons to the Access Arrangement are intended to
commence (a Revisions Commencement Date).

CMS has proposed a Revisons Submisson Date of 31 October 2003, and a Revisons
Commencement Date of 1May 2004. The implied teem of the Access Arrangement is
aoproximately 42 years. In dating a Revisons Submisson Dae and a Revisons
Commencement Date, the Access Arrangement is consdered to meet the requirements of the
Code in respect of the Review Date.

The Access Arrangement aso makes provison for CMS to conduct a review of the Access
Arrangement in the event of:

apipeline extenson is undertaken which is subject to the Access Arrangement;

there is a materid or ggnificant change in the market, economic, politicd or generd
regulatory conditions or circumgtances from those which, a the Effective Date, are
forecast and assumed will exist for the duration of the Access Arrangement;
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there is a change in the provisons or adminigtretion of any Act or other law, including the
Code or the Trade Practices Act (1974) (Cth), which necesstates a review of the Access
Arrangement;

any other event occurs which requires the Access Arrangement to be updated or amended
under any other provision of the Access Arrangement; or

if the proposed Commonweslth goods and services tax, when it is introduced, is different
from what was understood &t the Effective Date.

The Regulator gave consderation to whether the provisons and contingencies for CMS to
review the Access Arrangement are congstent with the Code.

Section 2.28 of the Code allows a Service Provider to propose revisons to an Access
Arrangement at any time with no restrictions placed on the Service Provider as to the reasons
for proposing revisons. Thus the contingencies set out by CMS for review of the Access
Arrangement are, for al practica purposes, just declaratory. CMS could propose revisions to
the Access Arrangement in response to any of these contingencies even if they were not
dated in the Access Arrangement.  However, notwithstanding the ability of CMS to propose
revisons to the Access Arrangement, any proposed revisions are subject b assessment and
gpprova by the Regulator.

The Regulator aso gave condderation to whether it was necessyy for the Access
Arrangement to define specific mgor events that trigger an obligation on the Service
Provider to submit revisons prior to the Revisons Submisson Date, in accordance with
section 3.17 of the Code. In this regard, the Federd Government’s proposed changes to
company taxation are reevant. The proposed taxation reforms may reduce the taxation
ligbilities of CMS and condderation will need to be given to the resultant savings being
passed on in lower tariffs. The Regulator consders that provison should be made for review
of the Access Arrangement in the event of changes to company taxation as currently
proposed by the Federal Government. Required amendments to the Access Arrangement are
asfollows.

Amendment 15

Section12 of the Access Arrangement should be amended to make provison for a
review of the Access Arrangement to be triggered by changes to company taxation
arrangements, including changes to the rate of corporate income tax.

Other Mattersincluded in the Access Arrangement

Section 2.24 of the Code requires that an Access Arrangement contain the eements and
satisfy the principles set out in sections 3.1 to 3.20 of the Code. An Access Arrangement
may, however, address matters or provide information beyond the requirements of sections
3.1t0 3.20 of the Code.

The Access Arrangement for the Parmdia Pipdine addresses severa matters outsde the
scope of sections 3.1 to 3.20 of the Code. These matters relate principaly to requirements
and procedures for the lodgement of Access Requests and entering into a Service Agreement.
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In conddering these matters, the Regulator took into account the factors listed in section 2.24
of the Code. In view of these factors, the Regulator consders the following amendments are
necessary to make the Access Arrangement more reasonable.

Amendment 16

Section 6.6 of the Access Arrangement should be amended to provide for an Access
Request to comprise an irrevocable offer only where CMS imposes no conditions on
delivery of the requested Service, or where the Prospective User indicates acceptance
of any Conditionsimposed by CMS.

Amendment 17

Section 6.6 and/or section 6.14 of the Access Arrangement should be amended to
remove contradictory provisons relaing to the time a which an Access Request
becomes an irrevocable offer.

Amendment 18

Section 6.8 of the Access Arrangement should be amended to limit the scope of
additiond information able to be required by CMS to the information requirements
listed in respect of an Access Request in 6.1, 6.2 or 6.4 of the Access Arrangement, or
to the information reguirements specified in the Information Package compiled and
maintained in accordance with section 5.1 of the Code.

Amendment 19

Section 6.13 of the Access Arrangement should be deleted. This section provides for
CMS to refuse consideration of an Access Request if CMS considers that the Access
Request has been lodged for reasons which ae vexatious, frivolous or anti-
competitive.

Amendment 20

Section 7.3 of the Access Arrangement should be amended to provide for defined
events such as incduding inddlation and commissoning of Enhanced Facilities or
third paty equipment, process fecilities or infrastructure, to be required only as
condition subsequent to entering into a Service Agreement.

REFERENCE TARIFFS
The Code requires that an Access Arrangement include a Reference Tariff for:
(@) a least one Servicethat islikdy to be sought by asgnificant part of the market; and

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

The principles used to determine Reference Taiffs are to be dated as a Reference Tariff
Policy. Both the Reference Tariff Policy and the Reference Tariffs should be desgned with a
view to achieving the objectives set out in section 8.1 of the Code:
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(@ providing the Service Provider with the opportunity to earn a stream of revenue that
recovers the efficient costs of deivering the Reference Service over the expected life of
the assats used in delivering that Service;

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

(d) not digtorting invesment decisons in Pipeline trangportation sysems or in upstream and
downstream indudtries;

(e) efficdency intheleve and dructure of the Reference Tariff; and

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

CMS has proposed Reference Tariffs for two Reference Services: the Firm Extended Service
and the Interruptible Extended Service. In accordance with the principles established ly the
Code, CMS used a price path methodology for the determination of Reference Tariffs. With
this gpproach, a series of Reference Taiffs are determined in advance for the Access
Arrangement Period. The Reference Tariffs follow a path that is forecast to deliver a revenue
stream sufficient to cover projected costs of providing the services.

The Code provides a generd procedure for the application of the price path methodology to
the determination of Reference Tariffs. The stepsin this generd procedure are:

edimation of an Initid Capitd Base;
edimation of Capital Expenditure;
edimation of Operating Expenditure;
estimation of an gppropriate Rate of Return;
gpecification of a Depreciation Schedule;

determination of Totd Revenue, a cod/revenue dlocation across services, and Reference
Taiffs and

specification of Incentive Mechaniams.

The Regulator consdered the Reference Tariffs proposed by CMS in light of each of these
deps. The Regulator's conclusions and required amendments to the Access Arrangement in
respect of each of these steps are indicated below.

Initial Capital Base

CMS adopted a Depreciated Optimised Replacement Cost (DORC) methodology as the
primary basis for the determination of the Initid Capitd Base for the Parmelia Pipeline.

CMS edimated the Optimised Replacement Cost (ORC) of the pipeline to be in the range
$170 million to $253million, edimated as the sum of ORC of the man pipdine
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($157 million to $240 million), the vaue of other capitd assts ($9 million), and the vaue of
working capital ($4.27 million).

The range of ORC vadues and a range of vaues for assat life were gpplied as input parameters
into a Monte Carlo smulation to determine a probabiligic estimate of the DORC. The
gamulaion used triangular probability digtributions for parameters of ORC and asst life,
based around most-likely vaues of $210 million for the ORC (ranging from $170 million to
$253 million) and 60 years for asset life (ranging from 42 to 80 years). The probabiligtic
edimate of the DORC was not provided in the Access Arrangement, but was provided and
made public in response to a subsequent request for information. The estimate indicated a
mog likdy DORC vdue of approximetdy $114 million, with a range of edimates of
approximately $60 million to $160 million.

In assessing the vaue of the Initiad Capitd Base proposed by CMS, the Regulator considered
svead dtendive vduation methodologies the vduations that aise from these
methodologies, and the advantages and disadvantages of each methodology and vaudtion in
the context of the Parmeia Pipdine. In addition, the Regulator criticdly evauaed the
DORC vauation undertaken by CMS.

The Regulator condders that a DORC vaduation methodology is not gppropriate for vauing
the Initid Cepitd Base for the Pamdia Fpdine. Rather, the Regulator congders that an
Optimised Deprival Vaue methodology is appropriate.  In accordance with provisons of the
Code, however, a DORC vaue 4ill comprises the maximum vaue that may be ascribed to
the Initid Capita Base by an Optimised Depriva Vaue methodology.

Lower and upper bounds on an acceptable vaue for the Initid Capital Base are an Optimised
Deprivd Vdue, cdculaied from throughputs and tariffs of current contracts, and a DORC
vaue, repectivdly. On the bass of the information available to the Regulator at the time of
drafting of this Draft Decisgon, the acceptable range of vdues for the Initid Capitd Base is
considered to be $36.6 million to $65.8 million.

In nominating a reasonable value for the Initid Capita Base within the acceptable range, the
Regulator gave condderation to the interets of CMS and Usars, including CMS's
expectations of market growth for the pipeine and the tariffs that will aise from the
particdar vaues assgned to the Initid Cepitd Base. The Regulator has concluded that a
vaue of $62.5 million is acceptable on the bass that it dlows for expectations of market
growth to be reflected in the asset vaue while not resulting in an increese in tariffs above the
average tariffs under existing contracts. However, this vaue will only be accepted by the
Regulator if the Access Arrangement is amended to include a Redundant Cgpita Policy that
provides for the Capita Base to be reduced at the end of the Access Arrangement Period if
expectations of market growth are not realised.

In view of the above, the Access Arrangement is considered to not meet the requirements of
the Code in respect of vauation of the Initid Capitd Base. Required amendments to the
Access Arrangement are as follows.

Amendment 21

The vaue of the Initid Capital Base used for the purposes of caculaing Reference
Taiffs should be dtered to a vaue of $62.5million, induding a working capitd
component of $0.5 million.
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Amendment 22

The Access Arrangement should be amended to include a Redundant Capitd Policy
that provides for the Capital Base to be reduced a the end of the Access Arrangement
Period if the expectations of market growth are not realised.

Capital Expenditure

CMS provided projections of Capita Expenditure for the Access Arrangement Period with
indications in the Access Arrangement Information that the expenditure is to be for
replacement of miscellaneous cepitd  equipment, enhancements of periphera assets, tility
sysdems and equipment. A further breskdown of capital expenditure was provided to the
Regulator on a confidentid bass.

The Regulator made an assessment of the forecast Capita Expenditure on the bass of the
confidentid breakdown of expenditure provided by CMS. There were three principa issues
of concern in respect of the expenditure forecast.

Firgly, forecast expenditure relating to compressor dations, some proportion of SCADA
upgrades and eectronic communications ae linked to projected incresses in pipeline
throughput to 86 TJday for the entire period of the access arrangement, an incresse of
aoproximately 187 percent over current throughput. The Regulator considers this projected
throughput to be unsubstantiated.

Secondly, the forecast Capitd Expenditure included expenditure on congtruction of new
laterds without the necessary judification as required by the Code. The Regulator consders
that the projections of capital expenditure do not satisfy the requirements of the Code for
such expenditure to be consdered in the determination of Reference Tariffs.

Thirdly, the forecasts of Capitd Expenditure make no provison for improvements in
productivity and efficiency over the Access Arrangement Period. The forecas Capitd
Expenditure includes a “basg” amount of $250,000 per annum, reating mainly to
miscellaneous capital equipment.  This amount should be reduced annudly by a factor that
dlows for increases in productivity and efficiency, and provides incentives for such
productivity gains consstent with a CPl- X incentive mechanism.

The Access Arrangement is therefore considered to not meet the requirements of the Code in
respect of forecasts of Capital Expenditure to be conddered in determination of Reference
Taiffs. Required anendments to the Access Arrangement are as follows.

Amendment 23

Forecasts of Capitd Expenditure should be revised in accordance with reasonable
expectations of increased pipeline throughput over the Access Arrangement Period.
Capitd Expenditure required to accommodate pipeline throughput in excess of a
reesonable expectation should be regarded as Speculative Investment within the
meaning of section 8.19 of the Code and for the purposes of considering Capita
Expenditure in the determination of Reference Tariffs.
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Amendment 24

Expenditure on new laerd pipelines should be excluded from the forecasts of Capitd
Expenditure unless such expenditure is demondrated to satify conditions set out in
section 8.16(b) of the Code.

Amendment 25

Forecast Capita Expenditure includes a “base’” amount of $250,000 per annum,
relating manly to miscdlaneous cepita equipment.  This amount should be reduced
annudly by a factor that alows for increases in productivity and efficiency, and
provides incentives for such productivity gains consgent with a CPI-X incentive
mechanism.

Operating Expenditure

CMS provided projections of Operating Expenditure for the Access Arrangement Period with
indications in the Access Arrangement Information that the expenditureisto be for:

fiedd controllable expenditure, comprising the Operating Expenditure related to routine
day to day operations,

maor expense job expenditure, comprisng the Operating Expenditure related to non
routine, intermittent, and/or pecid one off activities, and

marketing and overhead codts.
A further breakdown of costs was provided to the Regulator by CM S on a confidential basis.

The Regulator made an assessment of the forecast Operating Expenditure on the bass of the
confidentia breskdown of expenditure provided by CMS. The Regulaor is satisfied that the
forecast Operating Costs are reasonable with the exception of some cods (related to
additiond adminidrative and operationd daff and equipment overhaul) that are linked to the
high throughput projection of CMS for the Access Arrangement Period. CMS has projected
incresses in pipdine throughput to 86 TJday for the entire period of the access arrangemernt,
an incresse of gpproximately 187 percent over current throughput. The Regulator considers
this projected throughput to be unsubstantiated.

The Regulator notes that, as with Capita Expenditure, the forecast Operating Expenditure
makes no provison for improvements in productivity and efficiency over the Access
Arrangement Period. The forecast Operating Expenditure includes base amounts of field
controllable expenditure and mgor expense job expenditure.  These amounts should be
reduced annualy by a factor that alows for increases in productivity and efficiency, and
provides incentives for such productivity gains consistent with a CPl- X incentive mechanism.

In view of the above, the Access Arrangement is considered to not meet the requirements of
the Code in respect of forecasts of Operating Expenditure to be consdered in determination
of Reference Tariffs. Required amendments to the Access Arrangement are as follows.
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Amendment 26

Forecasts of Operating Expenditure should be revised in accordance with reasonable
expectations of increased pipeline throughput over the Access Arrangement Period.

Amendment 27

The forecast Operating Expenditure includes base amounts of fied controllable
expenditure and mgjor expense job expenditure. These amounts should be reduced
annudly by a factor that dlows for increases in productivity and efficiency, and
provides incentives for such productivity gains condstent with a CPI-X incentive
mechaniam.

Rate of Return

CMS determined a vaue of the Rate of Return as an estimated Weighted Average Cost of
Capitad (WACC) for the Parmelia Pipdline as a stand-aone project.

Capital Asset Pricing Model (CAPM) theory was used to derive a WACC vadue for the
Parmdia Pipdine. The WACC vaue was derived as a probabilisic estimate usng the Monte
Calo gmulation technique with triangular probability digtributions for input variables. The
probabilistic estimate of the WACC (pre-tax, red) has a most likely vaue of 16 percent,
within a range of gpproximatedy 10 to 23 percent. CMS did not use this probabilistic estimate
of the WACC in the gochastic cdculation of Reference Taiffs, but used an abitrarily
gpecified triangular probability digribution for the WACC with a mogt likdy vdue of
16 percent, aminimum vaue of 13.5 percent and a maximum vaue of 18.6 percent.

In assessing the derivation of the WACC by CMS, the Regulator obtained advice from
Macquarie Bank Limited (Macquarie) and the Allen Consulting Group (ACG). This advice
comprised:

a review of the methodologies employed by CMS and the reasonableness of the vaues
adopted for specific varidbles, and suggestion of dternative values of variables where
appropriate;

re—caculaion of the cost of capitd applicable to the Parmelia Pipeline based on vaues of
input variables determined to be appropriate.

On the basis of the advice provided by Macquarie and ACG, the Regulator determined a
vaue of 8.3 percent (pre—tax, real) to be an appropriate WACC for the Parmelia Pipdine.

In view of the difference between the Regulator's determination of the WACC and that
determined by CMS, the Access Arrangement is considered to not meet the requrements of
the Code in respect of establishing the Rate of Return. Required amendments to the Access
Arrangement are as follows.

Amendment 28

The WACC edimate used to specify a Rate of Return should be amended to more
accurady reflect current financial-market parameters. Any vaiation from the
Regulator’s assessment of an appropriate WACC of 8.3 percent (pre-tax, red) would
need to be justified to the satisfaction of the Regulator.
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Depreciation Schedule

A Depreciation Schedule is the basis upon which the assets that form part of the Capital Base
are depreciated for the purposes of determining a Reference Tariff.

The Depreciation Schedule proposed by CMS involves annud caculation of the vaue of the
Capita Base by depreciaing the Initid Capitd Base by the draght line method and adding
the vaue of capitd expenditure over the same period. The Cepitd Base is dso adjusted
annudly for inflation by a consumer price index (CPl) escdaor caculaed from the
Consumer Price Index (All Groups for Perth, Western Audrdia) as first published for each
quarter by the Austrdian Bureau of Statistics.

For the purposes of depreciaion, CMS assumed a single triangular probability ditribution
for the economic life for adl assets meking up the pipdine. This did not reflect a weighted
average aset life across asset classes, but rather was an “approximate’ vaue sdected by
CMS.

In assessing the proposed methodology for depreciation of the Cepitd Base, the Regulator
consdered two meatters:

the proposal to depreciate assets by the straight line method; and

the proposd to depreciate assats based on an assumption of a sngle vaue for the
remaining life of al assats making up the pipdine.

In view of the above matters, the Access Arrangement is consdered to not meet the

requirements of the Code in respect of the Depreciation Schedule. Required amendments to
the Access Arrangement are as follows.

Amendment 29

The Depreciation Schedule should be atered such that the part of the vaue of the
Initid Capitd Base that is in excess of the vdue attributable to existing contracts is
depreciated only as the expectations of market growth are redlised.

Amendment 30

The methodology for depreciation of new Capitd Expenditure should be dtered to
give gregter recognition to different economic lives for the various assets or groups of
assets.

Total Revenue, Cost/Revenue Allocation and Reference Tariffs
The Code addresses the determination of Reference Tariffsin terms of two principa steps.

determination of an amount of Tota Revenue required to cover dl costs associated with
providing gas transportation services, including depreciation and areturn on capitd;

dlocation of the Totd Revenue across sarvices, including both Reference and Non
Reference Services, and determination of the Reference Taiffs that will return the share
of Tota Revenue dlocated to Reference Services.
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CMS did not document each of these steps separately. Instead, the steps were subsumed in a
dochastic modd used to determine Reference Taiffs. In assessng CMS's taiff
determination, the Regulator interpreted the generd procedure for dlocating Tota Revenue
and determining Reference Tariffsto be asfollows.

An edimae was made of totd pipeine cgpacity and a divison of this capacity into
cgpecity avalable for the provison of firm sarvices (firm capacity) and capacity available
for the provison of interruptible services (interruptible cepacity). CMS used a
probabiligic edimate of totd pipdine capacity as a triangular probability digtribution
with a minimum vdue of 80TJday, a typicd vaue of 86 TJday and a maximum
capacity of 91TJday. This was assumed to be divided into firm and interruptible
capacity in proportions of 74 percent and 26 percent respectively.

An assumption was made that al sarvices provided under exiding capacity utilise firm
capacity with a load factor of 100 percent. The projected annud throughputs for services
under exigting contracts over the Access Arrangement Period were subtracted from the
firm cgpacity of the pipeine to derive a resdud firm cepacity able to be utilised for
additional services. Projected annua throughputs for existing contracts are indicated in
section 6.2.2 of the Access Arrangement Information as 29.0 T¥day in 1999, 29.6 TJday
in 2000, and 30.2 TJday in 2001 to 2003.

An assumption was made that dl resdud firm capacity and interruptible capacity would
be utilised for the provison of the Firm Extended Service and the Interruptible Extended
Service, respectively, with aload factor of 90 percent.

As the load factor for the Firm Extended Service and Interruptible Extended Service is
less than 100 percent, there is resdud capacity available for provison of Spot Services.
An assumption was made of Reference Spot Services being provided with a probabilistic
edimate of throughput as a triangular didribution with a minimum vaue of 0 TJday, a
typicd vadue of 5 TYday and amaximum vaue of 15 TJday.

The Totad Revenue for the pipeline was specified as being returned through:

— revenue from sarvices provided under exiging contracts, as  oecified in
section 7.5.4.5 of the Access Arrangement Information;

— revenue from Spot Reference Services determined as the throughput of Spot Services
multiplied by a taiff specified as an exogenous random varidble with a triangular
probability digribution with minimum vaue $0.15/GJ, typicd vaue of $0.25/GJ and
maximum value of $0.50/GJ;

— revenue from a resarvation component of Reference Tariffs for Frm Extended
Service and Interruptible Extended Service, levied agangt dl resdud firm capacity
and dl interruptible capacity of the pipdine; and

— revenue from a commodity component of Reference Tariffs for Frm Extended
Savice and Interruptible Extended Service, levied agangt throughput for these
services assuming the 90 percent load factor.
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The reativities of Reference Tariffs for Firm Extended Service and Interruptible
Extended Service, and the reservation and commodity components of these tariffs, were
Specified as—

Reservation Charge Commodity Charge Total Tariff
Firm Extended Service (0.8)x (0.2)x X
Interruptible Extended Service (0.8)(0.9)x (0.2)(0.9)x (0.9)x

A “god seeking” agorithm was used to determine a vaue for the Reference Tariff for the
Firm Extended Service (x in the table above), and hence for other Reference Tariffs for
extended Reference Services, that for a given sat of input variable vaues determines a
Total Revenue that returns a net present value of the Pipeine over the Access
Arrangement Period of zero with a discount rate equa to the WACC. This was
underteken as a Monte Calo smulation with the probabilistic edimates of input
variables,

The Monte Calo smulation methodology returned a probabiligtic estimate of the
Reference Taiff for the Firm Extended Service (and hence the Reference Taiff for the
Interruptible Extended Service and the reservation and commodity components of these
tariffs) that will return a net present value of the pipdine equa to zero. The probabiligtic
edimate of the Reference Tariff for the Firm Extended Service was characterised by a
mean of $0.83/GJ with a range of approximately $0.50/GJ to $1.30/GJ. CMS sdected the
mean vaue as the Reference Tariff for the Firm Extended Service, and hence st the
Reference Tariffs and commodity and reservation components of these tariffs as follows.

Reservation Commodity Total Tariff
Charge Charge
Firm Extended Service $0.664/GJ $0.166/GJ $0.83/GJ
Interruptible Extended Service $0.5976/GJ $0.149%4/GJ $0.747/GJ

CMS propose that the Reference Tariffs be inflated quarterly by a CPl Escalator.

In assessing the Reference Tariffs proposed by CMS, the Regulator undertook two
evaudions.

a veification of Reference Taiff cdculaions undertaken by CMS using both a stochastic
methodology and a determinigtic caculation;

cdculaion of Reference Taiffs usng vadues of input variables an dlocaion of
costs/revenues across services, and a depreciation schedule considered by the Regulator
to be reasonable on the basis of information provided to the Regulator by CMS.
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On the bads of veification caculations, the Regulator is satisfied that the moddling results
of CMS are reproducible.

In asessing the tariff determination proposed in the Access Arrangement, the Regulator
re-caculated the Reference Tariffs based on changes to the caculation methodology and the
vaues of input vaiables discussed in this chepter of the Draft Decison.  Insufficient
information was provided by CMS for the Regulator to be fully sisfied as to vaues assgned
to the input varidbles and various aspects of the tariff cdculaion methodology. The
Regulator's re-cdculation of taiffs provides an indicaion of the taiffs that could be
consdered reasonable on the bass of the information currently made available by CMS in the
Access Arrangement and on a confidential basis to the Regulator.

In the re-cdculation of reference tariffs the Regulator contemplated two scenarios of
throughput and vauation of the Initid Cegpitd Base:

i. an Initid Cgpitd Base of $36.6 million and a congtant throughput over the Access
Arrangement Period around 30 TJday; and

i an Initid Capitd Base of $65.8 million (ie. the upper bound on the Initid Cepitd Base as
st equa to a DORC vdue for a 60 TY¥day pipeline) and an increasing throughput over
the Access Arrangement Period from 40T Jday in 2000 to 60 TJday in 2004.

An Initid Capitd Base of $36.6 million, based on projections of future throughput of around
30 TYday, resulted in an indicative tariff of $0.58/GJ. The taiff cdculaion for the Initid
Capita base of $65.8 million and throughput increesng to 60 T¥day over the Access
Arrangement Period returned a tariff of $0.57/GJ.

The Regulator consders that CMS should be provided with the opportunity to expand the
market for sarvices on the Pamdia Pipdine and have this reflected in the Capitd Base,
subject to, inter alia, the higher vadue of the Initid Capitd Base not giving rise to Reference
Taiffs aove the current average tariff for the Parmelia Pipdine. On the badis of the Initid
Cepitd Base of $625 million and the increase in throughput to 60 TJd, the Regulator
caculated a Reference Tariff of $0.55/GJ over the Access Arrangement Period.

The Regulator therefore condders a reasonable indicative Reference Taiff for the Pamdia
Pipeine to be $055/GJ. The breskdown of this indicative tariff into reservation and
commodity charges for the Firm Extended Service and Interruptible Extended Service is as
follows.

Regulator’s Estimated Tariff: Initial Capital Base of $62.5 million

Reservation Charge  Commodity Charge Total Tariff
Firm Extended Service $0.44/GJ $0.11/GJ $0.55/GJ
Interruptible Extended Service $0.40/GJ $0.10/GJ $0.50/GJ

The esimated tariffs do not incorporate the changes to Capitd Expenditure and Operating
Expenditure that the Regulator concluded were necessary to include a CHI-X incentive
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mechanism in the Reference Taiff Policy. When this is undertaken, it is envisaged tha the
estimated tariff would be margindly lower than those indicated above.

This tariff of $0.55/GJ (minus a correction arisng from implementation of a CPI-X Incentive
Mechanism) is consdered to represent a reasonable baance of interests between the Service
Provider and Users for the following reasons.

The taiff is close to that which would have been derived from a DORC vaduation of the
pipeline, and therefore condstent with agpproaches of other Audrdian regulators to the
setting of tariffs. The Initidl Capital Base of $62.5 million determined by the Regulator ©
be acceptable for the Parmelia Pipeline is equa to 95 percent of the DORC vauation.

With incorporation of a CPI-X incentive mechanism into the Access Arrangement, tariffs
will be lower than otherwise would be the case.

A taiff of magindly less than $0.55/GJ is congstent with the reasonable expectations of
Users that regulation will provide for an overdl reduction in tariffs.

In view of the difference in the tariffs proposed by CMS and those considered reasonable by
the Regulator, the Access Arrangement is consdered to not meet the requirements of the
Code in respect of the determination of Reference Tariffs Required amendments to the
Access Arrangement are as follows.

Amendment 31

Assumptions of pipeline throughput should be amended to provide for a maximum
throughput of 60 TJday by the end of the Access Arrangement Period.

Amendment 32

Cogtsrevenue should be alocated across al services in proportion to forecasts of
pipeline capacity to be used for the provison of each type of servicee For the
purposes of determining Reference Tariffs, this dlocation of codtsrevenue is
equivdent to an assumption that dl Usars including Users under existing contracts,
are paying the Reference Tariffs.

Amendment 33

The proposed 10 percent lower tariff for the Interruptible Extended Service should be
judtified by ether lower cods attributable to the Interruptible Extended Service than
for the Firm Extended Service, or by the lower tariff condituting a prudent discount
within the meaning of section 8.43 of the Code.

Amendment 34

The tariff cdculation should be revised to ensure consgent trestment of inflation. In
particular, the value of the Capita Base should be trested in red terms consstent with
the treatment of other input variables to the tariff caculation.

Amendment 35

Inflation adjusments of tariffs should be based the eight capitd city, dl-groups CHI
measure as published by the Audiralian Bureau of Stetidtics.
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I ncentive M echanism

The Code (section 8.44) dates that a Reference Tariff Policy should, wherever the Reevant
Regulator considers gppropriate, contain a mechanism that permits the Service Provider to
retain dl, or a share of, any returns to the Service Provider from the sde of a Reference
Sarvice during an Access Arrangement Period that exceeds the level of returns expected at
the beginning of the Access Arrangement Period (an Incentive Mechanism), particularly
where the additiond returns are attributable (at least in part) to the efforts of the Service
Provider. Such additiond returns may result, amongst other things, from lower Non Capitd
Costs or greater sales of Services than forecast.

CMS proposed that the price path approach adopted in the determination of Total Revenue
provides an incentive to seek efficiency improvements and reduce cods through alowing
CMS to mantan Reference Taiffs a the predetermined level and capture any benefits from
the cost reductions. CMS does not propose any sharing of benefits with Users during the
Access Arrangement Period.

The Regulator condgders tha CMS should include an incentive mechanism in the Reference
Taiff Policy that addresses the objectives set out in section 846 of the Code. The Incentive
Mechanism may provide for sharing the benefits of efficency gans and cost savings with
users ether within the Access Arrangement Period or in Access Arrangement Periods
subsequent to the Period in which the efficiency gains were made, or both.

Currently, the Access Arrangement is considered to not meet the requirements of the Code in
respect of an Incentive Mechanism. Required amendments to the Access Arrangement are as
follows.

Amendment 36

The Incentive Mechanism should be amended to provide for sharing the benefits of
effidency gans and cost savings with Usars dther within the Access Arrangement
Period or in Access Arrangement Periods subsequent to the Period in which the
efficiency gains were made, or both. In specifying the Incentive Mechanism, CMS
should outline an acceptable CPI-X framework for accommodating inflation and
eficiency gansin the determination of Reference Taiffs.

FEESAND CHARGES

The Access Arrangement provides for CMS to levy a range of fees and charges on Users and
Prospective Usars of sarvices provided in respect of the Parmeia Pipeline. These fees and
charges comprise:

a Sarvice Request Adminigration Fee levied on Progpective Users for lodgement of an
Access Request;

quantity variation charges, levied on Users in certan circumstances where quantities of
gas received a a Receipt Point and delivered to a Ddivery Point differ for the quantities
specified in the rlevant Service Agreement and/or nominations by the User;
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charges levied on Users to recoup costs incurred by CMS for unaccounted for gas and
system use gas, and

charges levied on Users to recoup codts arising from Statutory Charges incurred by CMS.

These fees and charges comprise a pecuniary impost on Users and Prospective Users in
addition to service tariffs.  For this reason, the Regulator consdered that an assessment of
fees and charges was necessry in evauating the Access Arrangement.  Furthermore, matters
relating to fees and charges were rased in severd public submissons on the Access
Arrangement and the Regulator is obliged to consder these submissons.

In consdering the fees and charges arising in respect of a Service Agreement for a Reference
Service, the Regulator gave attention to the requirements of section3.6 of the Code that
requires that the terms and conditions for provison of Reference Services mug, in the
Regulator’s opinion, be reasonable.  In respect of any fees and charges levied otherwise than
under a Service Agreement for a Reference Service, the Regulator gave attention to matters
to be taken into consideration in gpproving a proposed Access Arrangement, as set out n
section 2.24 of the Code.

Service Request Administration Fee

The Access Arrangement provides for CMS to charge a fee of $10,000 for lodgement of an
Access Request by a Prospective User with CMS. This Service Request Adminidtration Fee
is non-refundable except for (i) at the discretion of CMS; or (ii) where the Progpective User is
notified that no queue exists for the service requested and CMS and the Prospective User do
not enter into a Service Agreement.

In assessng whether the charging of the Service Request Adminidtration Fee is a reasonable
practice on the part of CMS, the Regulator considered two matters.

i. Whether the fee reflects, or is likdy to reflect, cogs reasonably incurred by CMS in
processing an Access Request.

ii. The practice of other Service Providersin respect of Smilar fees.

The charging of a Service Request Adminidration Fee was found to be inconsstent with both
the recovery of reasonable costs and common industry practice. In particular, where costs are
incurred by CMS in processng an Access Request, the Code provides for the recovery of
these cogts from the Prospective User without the necessity of an up-front fee. The Access
Arrangement is therefore considered to not be reasonable in respect of this fee, and thus to
not meet the requirements of the Code. Required amendments to the Access Arrangement
are asfollows.

Amendment 37

Sections 6.1 and 6.16 of the Access Arrangement should be deleted to remove
provison for lodgement of an Access Reguest to be conditiond on paymet of a
Service Request Adminigtration Fee.
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Statutory Charges

The Generd Terms and Conditions require Users to pay to CMS an amount equd to statutory
charges such asfinancid inditutions duty which CMSisliable to pay.

The Regulator consders that satutory charges such as financid inditutions duty should be
regarded as a normal business cost and incorporated into estimates of Operating Expenditure
for the purposes of determining tariffs and, in generd, there is no commercid judtification for
passing these costs on to Usars as a charge in addition to service tariffs.  However, the
Regulator accepts representation from CMS that the separate recovery of Statutory charges is
an edtablished practice in their current business. Consequently the Regulator will not require
amendments to the Access Arrangement.

Quantity Variation Charges

The Generd Terms and Conditions provide for CMS to levy charges (Quantity Variation
Charges) on Users in certain circumstances where Users do not manage the receipt of gas nto
the pipdine and/or the ddivery of gas from the pipdine in accordance with relevant
conditions of Service Agreements andlor Users dally nomindtions of intended gas
transportation.

In assessng the reasonableness of the quantity variation charges proposed by CMS, the
Regulator gave condgderation to common practice of the gas transportation industry in respect
of such charges The schedule of Quantity Variation Charges proposed by CMS for the
Pamelia Pipdine differ subgtantidly from the charges provided for in other pipeline Access
Arrangements in severa respects, asfollows.

CMS provide for Quantity Variation Charges to be applied in a greater range of
circumstances than is common practice in the industry.

CMS has made no explicit provison for grace periods in which a User may correct gas
imba ances before Quantity Variation Charges will apply.

The Quantity Variation Charges of CMS are subgtantialy higher than would be applied
by other Service Providers where the magnitude of a quantity imbaance is more than
about 20 percent of the benchmark quantity from which the imbaance is cdculated. The
charges gpplicable under other Access Arrangements examined for the purposes of this
Draft Decison are in the range of 100to 350 percent of the relevant service tariff. The
proposed charges of CMS may be subgtantidly in excess of these rates for large quantity
imbalances.

The Access Arrangement is considered to not meet the requirements of the Code in respect of
the proposed Quantity Variaion Charges. Required amendments to the Access Arrangement
are asfollows.

Amendment 38

Section 10 and schedule 2 of the Generd Terms and Conditions should be amended to
remove provison for CMS to apply Quantity Variation Charges in respect of Hourly
Overruns and Maximum Flow Rate Overruns.
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Amendment 39

Section 10 and schedule 2 of the Genera Terms and Conditions should be amended to
provide Users with a grace period to correct gas imbaances before quantity variaion
charges may be applied in respect of the imbalances.

Amendment 40

Section 10 and Schedule 2 of the Generd Terms and Conditions should be amended
to provide for maximum rates of Quantity Variation Charges to be 350 percent of the
sarvice tariff for the relevant service per GJ of the quantity variation.

Chargesfor Unaccounted for Gasand System Use Gas

The General Terms and Conditions provide for CMS to charge users for System Use Gas as
an additiond charge to transport tariffs. The System Use Gas Charge is proposed to be
determined on the basis of gas prices reasonably nominated by CMS, which may vary from
timetotime.

In consdering the reasonableness of CMS's proposa to charge Users for System Use Gas,
the Regulator examined relevant practices in other gas transmisson pipelines.  The proposa
by CMS to purchase System Use Gas and pass the cost on to users as a System Use Gas
Charge is consgtent with common industry practice and is therefore considered reasonable.
Notwithstanding this, the Regulator condders that a cost reference or benchmark for System
Use Gas Charges should be provided rather than having these charges determined fully at the
discretion of CMS.

The Access Arrangement is consdered to not meet the requirements of the Code in respect of
the proposed System Use Gas Charges. Required amendments to the Access Arrangement
are asfollows.

Amendment 41

Section 15 of the Generd Terms and Conditions should be amended to establish a
reasonable benchmark for determining costs passed on to Users as a System Use Gas
Charge.
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1 INTRODUCTION

Pat B of this Draft Decison provides background and supporting information to the Draft
Decison of the Regulator, as outlined in Part A.

In coming to the Draft Decison, the Regulator assessed the Access Arrangement on the basis
of three broad criteria:

i. whether the Access Arrangement meets the requirements of sections 3.1 to 3.20 of the
Code that explicitly state the matters that must be addressed in an Access Arrangement;

ii. whether the proposed Reference Tariffs are consstent with the objectives of section8 of
the Code and were determined in accordance with the principles set out in section 8; and

iii. for matters included in the Access Arrangement but are outsde the scope of requirements
as st out in sections 3 or 8 of the Code, whether the incluson and substance of these
matters is reasonable with reference to the interests of the Service Provider, Users and the
genera public as provided for in section 2.24 of the Code.

This supporting information is generdly organised such that matters relevant to assessment of
the Access Arrangement are addressed in the same sequence as in the Code. There are
however several areas of overlap and cross-reference between different parts of the Code that
result in this sequence not being able to be drictly adhered to while avoiding excessive
repetition. The supporting information is thus presented in the following structure.

Background information on the regulatory framework within  which an Access
Arrangement is assessed.

The process for assessment of an Access Arrangement, and in particular the Access
Arrangement for the Parmelia Pipdine.

Assessment of matters addressed by the Access Arrangement other than which relae to
tariffs, fees and charges (non-tariff matters).

Assessment of Reference Tariffs proposed by CM S for the Parmelia Pipeline.

Assessment of fees and charges, other than tariffs, proposed by CMS for the Parmelia
FPipdine.

Response to any additional matters that were raised in public submissions.
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2 GLOSSARY

Terms used in the draft decison have the meanings ascribed to them under the Gas Pipelines
Access Act 1997 or the Access Arrangement for the Parmelia Pipdine as submitted to the
Regulator by CMS Gas Trangportation of Ausdtrdia Readers should refer to these documents
for definitions of specific terms.  In order to asSg understanding, summary definitions of

severd terms used widdy in this Draft Decision are provided below.

Access A gtatement of policies and the basic terms and conditions that gpply to

Arrangement third party access to a covered pipdline.

Access Additiond and/or supplementd information pertaining to the Access

Arrangement Arrangement.

Information

Access Request A request for access to a Service made in accordance with the Access
Arrangement

Arbitrator The Office of the Western Australian Gas Disputes Arbitrator appointed
under section 62 and, except in sections 62(2), 65 and 69(1), includes a
person acting under section 71 of the Gas Pipelines Access (WA) Act
1998.

Bare Transfers A transfer by aUser of dl or part of its contracted capacity on apipeline
without the consent of the Service Provider and without any changein
the contractua arrangements between the User and the Service Provider.

Capacity The potentid of a pipeline, as currently configured and operated in a
prudent manner consistent with good pipeline industry practice, to
ddiver aparticular service between a Receipt Point and a Ddivery Point
a apointintime.

Capacity The charge paid by a User to a Service Provider in respect of a contract

Resarvation for gas trangportation, that is afixed charge independent of the quantity

Charge of gas actudly transported.

Capita Expenditure on a Covered Pipeline and associated regulated assets to be

Expenditure incorporated into the Capitd Base of the pipdine.

Code The National Third Party Access Code for Natural Gas Pipeline Systems

Consent A transfer by aUser of dl or part of its contracted capacity on a pipeline

Tranders where the transfer is subject to the consent of the Service Provider.

Contracted The nominal quantity of gas trangportation to be undertaken under a

Capacity service agreement between a User and the Service Provider.
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Covered Pipdine

Ddivery Point

Depreciated
Actual Cost

Depreciated
Optimised
Replacement
Cost

Extensions/
Expangons
Policy

Gas Day

Grandfathered
Contract

National Gas
Pipelines Access
Agreement

New Fecilities

I nvestment

Non-Reference
Services

Operating
Expenditure
Optimised
Deprivd Vdue

The whole or particular part of a pipeine which is regulated under the
Code.

A point of a pipdine a& which the custody of gasistransferred from a
Service Provider to aUser.

The vdue that would result from taking the actud capita cost of the
Covered Pipdine and subtracting the accumulated depreciation for those
assets charged to Users (or thought to have been charged to Users) prior
to the commencement of the Code.

Is the depreciated minimum cost of replacing or replicating the service
potential embodied in a pipdine with modern equipment and in the most
efficient way practicable, from an engineering perspective, given the
sarvice requirements, the age and condition of the existing assets and
replacement in the norma course of business.

A policy that isrequired to bein the Access Arrangement which sats out
amethod for determining whether extension or expansion to the Covered
Pipdineisor isnot to be treated as part of the Covered Pipeline for the
purposes of the Code.

For the Parmelia Pipeline, a period of 24 consecutive hours beginning
and ending a 0800 Audrdian Western Standard Time

A contract for the provision of gas transportation servicesby CMS,
whether or not in conjunction with other services, entered into before the
latest date for complying with the ring fencing provisions of the Code.

A nationd agreement endorsed by CoAG and sighed by al Austraian
Heads of State on 7 November 1997 to introduce a national gas pipelines
access regime.

Anincrease in the Capital Base of the pipeline after the commencement
of anew Access Arrangement Period to reflect additiona capita costs
incurred in modifying or adding to existing assets for the purpose of
providing services.

A sarvice other than a Reference Service, but not including services
provided under a Grandfathered Contract.

The noncapitd costs incurred by a service provider in operating,
maintaining and delivering sarvices

A vauation of an asset based on the cost that would be incurred by the
owner of the asset if deprived of the asset. Thismay be caculated in
severd ways. For the purposes of this Draft Decision, the Optimised
Depriva Vaueis defined as the lesser of the Optimised Replacement
Cost of an asset and the vauation of the asset in terms of the net present
vaue of financia returns to the asset (on a cash flow basis).
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Optimised
Replacement
Cost

Pamdia Pipdine

Prospective User

Queuing Policy

Receipt Point
Reference
Sarvices

Reference Tariff

Regulator

Resdud Vdue

Ring Fencing

Sarvice

Service
Agreement

Service Provider

User

Is the minimum cost of replacing or replicating the service potentid
embodied in the network with modern equipment assets in the most
efficient way practicable, from an engineering perspective, given the
service requirements.

The pipdine system that is the subject of Pipeline LicensesPL1, PL2,
PL3, PL5 and PL23 issued under the Petroleum Pipeline Act 1969 (WA).

A person who seeks or who is reasonably likely to seek to enter into a
Service Agreement with a Service Provider and includes a User who
seeks or may seek to enter into a Service Agreement for an additional
Service.

A policy that is required to beincluded in an Access Arrangement which
defines the priority that a Prospective User has over another Prospective

User to negotiate for specific Capacity.

A point of a pipeline a which the custody of gasistransferred to the
Service Provider.

A Sarvicethat is specified as a Reference Service in an Access
Arrangement.

A tariff specified in an Access Arrangement as corresponding to a
Reference Service.

Independent Gas Pipelines Access Regulator in Western Australia
established under the Gas Pipelines Access (WA) Act 1998.

The vaue of the Capitd Base at the end of the Access Arrangement
Period after dlowing for Capital Expenditure, Redundant Capital and
Depreciation during the Period.

A requirement on a Service Provider to establish arrangementsto
segregate or “ring fence’ its business of providing Servicesusing a
covered pipdine from other business activities.

A Reference Service or NonReference Service relating to the
trangportation of gas by a Service Provider, and in the case of a Service
Agreement means the particular reference Service or Non-Reference
Service the subject of that Service Agreement.

An agreement between a Service Provider and a User for the provision of
aSavice.

In relation to a pipeline or proposed pipeline, means the person who is, or
who isto be, the owner or operator of the whole or any part of the

pipeline or proposed pipeline.

A person who has a current Service Agreement or an entitlement to a
Service as aresult of arbitration under Section 6 of the Code.
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3 ABBREVIATIONS

AA Access Arrangement

AAI Access Arrangement |nformation

ACCC Audrdian Competition and Consumer Commission

bp Basis points— 1 bp equals 0.01 percentage points.

CMS CMS Gas Trangmisson of Audrdia Pty Ltd

CoAG Council of Audraian Governments

CPI Consumer Price Index

DAC Depreciated Actua Cost

DBNGP Dampier to Bunbury Naturd Gas Pipdine

DORC Depreciated Optimised Replacement Cost

EAPL Eagt Audrdian Pipdine Limited

EPCM Engineering, Procurement, Congtruction and Management
GJ Giggjoules (10° joules)

GST Goods and Services Tax

IPART Independent Pricing And Regulatory Tribunad (New South Wales)
IRR Internal Rete of Return

LNG Liquefied Naturd Gas

LPG Liquefied Petroleum Gas

MAOP Maximum Allowable Operaing Pressure

MDQ Maximum Daily Quantity

MFR Maximum How Rate

MHQ Maximum Hourly Quantity

MPa M egapascal

NPV Net Present Vaue

NWSG North West Shelf Gas Pty Ltd
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OffGAR
OOE
ORC
ORG

PJ
SCADA
TLPG
TJ
WACC

WAPET

Office of Gas Access Regulation

Office of Energy

Optimised Replacement Cost

Office of the Regulator Generd (Victoria)
Petajoules (10™° joules)

Supervisory Control and Data Acquisition system
Tempered Liquefied Petroleum Gas

Tergioules (102 joules)

Weighted Average Cost of Capital

Western Audtrdian Petroleum Pty Ltd
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4 REGULATORY FRAMEWORK

4.1 THEWESTERN AUSTRALIAN GASINDUSTRY

This section provides some background information relaing to the Western Audrdian gas
indudtry.

Gas Production

Wegtern Audrdia and its immediate offshore areas possess significant resources of naturd
gas, holding more than three quarters of the identified natura gas reserves within Audrdia
Natura gas accounts for 39 per cent of the State's identified energy resources, which will last
over 100 years a the current level of production. There are five sedimentary basins in this
aea, with two of these basns currently producing natural ges for sde — the Northern Perth
Basn and the Carnarvon Basin.  There are nine producing fieds currently supplying natura
gas to the domestic market, indicated as follows.

Carnarvon Basin Northern Perth Basin
North West Shelf Dongara

Harriet Gas Gathering Woodada

Tubridgi Onshore Gas Beharra Springs
Griffin Gil/Gas

Roller/Skate Qil/Gas

East Spar

In 1997/98 a total of 758 PJ of natura gas was produced from the two mgor basins,
comprising 745 PJ from the Carnarvon Basin and 13 PJ from the Perth Basin.

Natura gas is either sold to the domestic market or exported in the form of liquefied naturd
gas (LNG) and liquefied petroleum gas (LPG).

Gas Pipeline Infrastructure

There are currently 3 mgor onshore natural gas transmisson pipelines in Western Audrdia —
the Dampier to Bunbury Naturd Gas Pipeline (DBNGP), the Goldfidds Gas Pipdine, and the
Parmdia Pipdine.

The Epic Energy owned DBNGP transports gas from the North West Shelf to resdentid,
business and indudtria customers in the Gerddton, Perth, Mandurah and Bunbury areas. The
man pat of the pipdine has an externd diameter of 660 mm from Dampier to the Kwinana
junction and is 1399 km long. The maximum &alowable operating pressure of the main line is
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8.48 MPa, and of the line south of Kwinana — 6.9 MPa. The pipeline has nine compressor
gations, which are dl operationd with atotal of 13 compressor units.

The Goldfiedds Gas Fipeline runs 1380km from the North West of Western Audrdia to the
Northern and Eastern Goldfield areas and is owned by the Goldfidds Gas Transmisson Pty
Ltd, a private consortium compriang Southern Cross Pipdines and Duke Energy. The
Goldfields Gas Pipdine has a current capacity of around 88 TJd, which can reach 164 TJd
when 8 compressors are installed.

The Pamedia Pipdine, previoudy the Weden Audrdian Naturd Gas (WANG) pipeling,
was commissoned in 1971 and transports gas from various fieds in the North Perth basin to
a number of mgor indudrid customers in the South West. The pipdine is owned by CMS
Energy Corporation and is operated by an Audtrdian divison named CMS Gas Transmission
of Audrdia (CMS). The Pameia Pipdine is a 416 km system running from Dongara to
Finjara The internd diameter of the man pipdine is 356 mm with laterds ranging in size
from 100 mm to 200 mm. The sysem’s maximum alowable operating pressure (MAOP) is
7.48 MPa from Dongara to Caversham. Between Caversham and Kwinana the MAOP is
5.61 Mpa and through to Pinjarra the MAOP is 793 MPa. The pipdine is capable of
ddivering up to 120 TJday, including transport of gas from Dongara, the North West Shelf
(viaan interconnection with the DBNGP), the Beharra Springs fidld and the Woodada field.

Gas Consumption

The mgority of gas supplied to the locd market comes from fields in the offshore Carnarvon
basin. The mgor purchasers of gas are listed below.

GasField Gas Producer Gas Purchaser

Ongoing Sales

Cossack/ Goodwyn/ North Woodside Petroleum Ltd Alcoa

Rankin/ Perseus/ Wanaea AlintaGas
BHP Minerals
BPQil

Hamersley Iron
Robe River Iron Associates
Western Power

Harriet/ Tanami/ Campbell/ Apache Energy Pty Ltd AGL

Rosette/ Sinbad/ Alkimos/ East Alcoa

Spar AlintaGas
BHP Minerals
Epic Energy
Bora Energy

Centaur Mining and Exploration
Great Central Mines

Normandy Mining

Homestake Mining

Western Power
WilunaMines
Western Mining Corporation
Griffin/ Chinook / Scindian BHP Petroleum (Australia) Pty Ltd Alcoa
Bora Energy
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GasFidd GasProducer Gas Purchaser

Tubridgi Bora Energy Resources Alcoa
AlintaGas

Beharra Springs Bora Energy Resources Alcoa

Dongara Arc Energy Alcoa
Midland Brick

Roller/ Skate/ Saladin/ Crest/ Western Australian Petroleum Pty Alcoa

Y ammaderry/ Cowle Ltd (WAPET) Midland Brick

Mondarra Gas Storage CMS Energy -

Woodada Phoenix Energy Pty Ltd Midland Brick

Whitemans Brick

Committed Future Sales

Harriet/ East Spar Apache Energy Pty Ltd South West
Cogen Joint Venture
Wesfarmers CSBP

The use of naturd gas in Western Audrdia includes gas used as fud for power generation,
direct (find) use of gas including & the fidd and for pipdine transmisson and as feedstock
for the production of LNG and other products. The use of naturd gas has increased
dramaticaly over the past 23 years — from 30 PJ in 1973/74 to more than 312 PJ in 1997/98.
This trend is expected to be sustained with increased demand for natura gas driven primaily
by resource processing and power generation.

4.2 NATIONAL GASACCESSREGIME

In February 1994, the Council of Ausrdian Governments (CoAG) agreed to progress a
number of reforms to promote free and far trade in naturd gas in Audrdia These reforms
included, amongst other things, the devdlopment of a uniform naiond framework for the
regulation of third-party accessto naturd gas transmission pipelines.

On 7 November 1997, CoAG endorsed a nationd regulatory regime for natural gas
trangmisson and didribution pipeines in Audrdia  This occurred through the signing of the
Nationd Gas Pipdines Access Agreement (the Agreement), which amongst other things
records esch juridiction’'s commitment in relaion to implementing the nationd regime and
mantaning its integrity.

Under the Agreement, key commitmentsinclude:

the implementation of the nationd regime through an “agpplication of lavs’ modd (with
the exception of Western Audrdia which has given effect to the regime through
complementary legdation);

goprova of a Government’s legidation by al other participating governments prior to the
submission of the legidation to parliament by any government;

South Audrdiaisthe lead legidator;
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governments will not amend ther legidaion without gaining the gpprova of dl other
governments,

governments will reped, amend or modify any other legidaion that is inconggtent with
the operation of the nationd regime of the Agreement (in the case of Western Audrdia
this has meant a number of consequentid changes to other legidation);

eech State and Teritory will submit the nationad regime, as it is goplied in ther
jurigdiction, to the NCC for certification as an effective access regime under Part I11A of
the Trade Practices Act 1974, and

trangtionad arangements and derogations in relation to the naiona regime are dlowed if
they have been gpproved by al governments and are specificdly identified in the relevant
government’s legidation.

The legidation put in place by Wesern Audrdia to implement the Access Regime has an
essentidly identical effect to the Gas Pipelines Access (South Australia) Act 1947, with the
exception of derogations permitted under the Agreement and consequentiad amendments.
The Western Audrdian Act has broader coverage in some aress than the South Austraian
Act, as noted where gppropriate below. The broader application of the Western Australian
Act is conggent with the Agreement and does not detract from the effectiveness of the
Access Regime.

4.3 LEGISLATION

Prior to the commencement of the Gas Pipelines Access (WA) Act 1998, third party access to
pipdines within Western Audrdia was regulated by ether the Petroleum Pipelines Act 1969
or the Petroleum (Submerged Lands) Act 1982 for transmisson pipelines or by specific
legidation for paticular transmisson and didribution pipdine sysems. For the Dampier to
Bunbury Naturd Gas Pipdine, third party access was regulated by the Dampier to Bunbury
Pipeline Act 1997 and the Dampier to Bunbury Pipeline Regulations 1998, and for the
Goldfidds Gas Pipdine third paty access was regulated by the Goldfields Gas Pipeline
Agreement Act 1994. Third party access to the AlintaGas digtribution systems was regulated
by the Gas Corporation Act 1994 and the Gas Distribution Regulations 1995.

The existing access regimes for the Dampier to Bunbury Naurd Gas Pipdine, the Goldfidds
Gas Pipdine and the AlintaGas didribution systems are deemed to comply with the Code
until 31 December 1999.

4.4 THEWESTERN AUSTRALIAN ACCESS REGIME

The Access Regime edablished by the Gas Pipelines Access (WA) Act 1998 comprises the
following four eements.

() TheAct itsdf that gppliesthe Gas Pipelines Access (WA) Law.

(i) Schedule 1, which providesthe legal framework for the operation of the Access Regime.
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(i) Schedule 2, which contains the Nationd Third Paty Access Code for Naturd Gas
Pipdine Sysems (the Code) that contains the detailed access principles that are to
comprise the Access Regime.

(iv) Schedule 3, which contains amendments to certain Acts.

Schedules 1 and 2 are referred to as the Gas Pipelines Access (WA) Law.
The Gas Pipelines Access (WA) Act 1998

The Western Audrdian Act contains the following provisons.

Extenson of the coverage of the Code to include liquefied petroleum gas (LPG) and
tempered LPG (TLPG) (section 8).

Application of the Gas Pipelines Access Law asalaw in Western Audtrdia (section 9).

Provison for the making of regulations and the gpplication of those regulaions in
Wegern Audrdia (sections 10, 12, 13, and 14). The regulations will have an essentidly
identical effect to the regulations established in South Audrdia (under sections 10, 11 &
12 of the Gas Pipelines Access (South Australia) Act 1997) and gpplied in each other
State and Territory. They will ded with such things as the pendties to be imposed for
breach of certain provisons of the Law and the Code dong with defining the start of
certan Covered trangmisson pipeines. Regulaions are currently being drafted by the
leed legislator (South Audrdia) and when they ae findised Wedern Audrdia will
implement its regulaions so they have an esstidly identical effect to the South
Audrdian regulaions.

Definition of the various bodies exercisng functions under the Code in Western Audrdia
(section1l).

Conferrd of functions and powers on the various Commonwedth and State Code bodies
and the Federd Court (sections 15 to 21).

Application of the Commonwedth Administrative Decisions (Judicial Review) Act 1972
to certain decisions made under the Code (section 22).

Exemption from State taxes from the trandfer of assets or liabilities when complying with
ring-fencing requirements of the Code. The Western Audrdian Act dso contains a
clarification that is not contained in the legidation of other jurisdictions that the Regulator
may indude tax liabilities when assessng the adminidrative costs of complying with
ring-fencing obligations of the Code. This darification does not dter the effect, scope or
operation of the Code as Regulaors in the other jurisdiction may ill indude any tax
ligbility in ther assessment of the adminidrative costs.  In addition, the Wegern
Audrdian Regulator has the discretion to ignore such costs if he/she consders ther
induson would not be appropriate. It is now proposed that the Code be amended as it
aoplies in each jurigdiction s0 that this daification is dearly avalable to dl interested
parties across Ausgtralia (section 23).

Egdablishment of the Wesern Audrdian Independent Gas Pipdines Access Regulator
(the Regulator) who will act as the Regulator for the purposes of the Law and the Code
for digribution and transmisson pipdines in Western Audrdia  The effectiveness of the

Draft Decision on the Parmelia Pipeline Access Arrangement Part B — 16
Part B — Supporting Information



operation of the Regulator for transmisson pipdines will be reviewed when a sgnificant
gas transmisson pipdine crosses Western Audrdias border or after the 7 November
2002 (whichever isthe earlier) (sections 26 to 48).

Features of the Regulator's role are as follows.

— The Regulaor is entirdy independent of direction or control by the Crown or any
Minister or officer of the Crown in exercisng its functions under the Law, Code or
Agreement.

— The Regulator is appointed by the Governor for terms of 3 to 5 years and can only be
removed from office by both Houses of Paliament. The Governor sets the
remuneration and conditions of office and these cannot be varied s0 as to be less
favourable to the Regulator.

— The Miniger sets the annud expenditure limit for the Regulator but otherwise the
Regulator is free to expend the monies within that limit and subject to the prudent
finandd controls in the Financial Administration and Audit Act 1985 (induding the
audit by the Auditor Generd). The Miniger may issue directions to the Regulator on
gened policies to be followed in maters of adminigraion and financid
adminigration, but such directions cannot condrain the Regulator with respect the
peformance of any function confered on it under the Access Regime or the
Agreement. Such Directions are to be tabled in both Houses of Parliament, and must
be Gazetted and a copy provided to the Code Registrar.

— Where the Regulator, in assessing a proposed Access Arrangement, is required by the
Code to take the public interest into account he/she is required to, amongst other
things, take into account the fixing of gppropriate charges as a means of extending
effective competition in the supply of naturd gas to resdentid and smdl business
customers.

— The Regulator is required to notify the Minister of any conflict of interest with hisher
duties. Money for the Regulator's functions is agppropriated by Parliament or
collected by fees established by Regulations under section 87.

Establishment of the Western Audrdian Gas Review Board to act as the appedls body for
certain purposes under the Law and the Code. The Gas Review Board consists of a
presding member to be chosen from a paned of legd practitioners by the Attorney—
Generd, and two experts chosen from a pand of experts by the presding member
(sections 49 to 60).

Egtablishment of the Western Audrdian Gas Disputes Arbitrator for the purposes of the
Law and the Code and of hearing of disputes under the Gas Referee Regulations 1995
(sections 61 to 85).

Features of the Gas Disputes Arbitrator's role are as follows.

— The Arbitrator is entirely independent of direction or control by the Crown or any
Minigter or officer of the Crown.

— The Arhbitrator is gppointed by the Governor for terms of 3 to 5 years and can only be
removed from office by both Houses of Paliament. The Governor sets the
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remuneration and conditions of office and these can not be varied so as to be less
favourable to the Arhitrator.

— The Miniser may issue directions to the Arbitrator on generd policies to be followed
in matters of adminigration and financid adminigration, but such directions cannot
congrain the Arbitrator with respect to the performance of any function conferred on
it under the Access Regime or the Agreement, or other access regimes such as the
transitiona Dampier to Natural Gas Pipeline regime.  Such Directions are to be tabled
in both Houses of Parliament, and must be Gazetted and copies provided to any
person on request.

Making of regulations including the setting of fees and charges for the Regulator, the
Board and the Arbitrator (section 87).

Trangtiond provisons (sections 89 to 97).
Schedule 1 of the Gas Pipelines Access (WA) Act 1998

Schedule 1 of the Act contains the provisons necessty to give the Code lega effect
induding provigons, asfollows.

Definition of the Code and providing for its amendment (sections5 and 6 of Schedule 1,
when read in conjunction with the definition of scheme participants in section3 and other
definitionsin section 2).

Egablishment of a procedure for classfying pipeines as transmisson or didribution
pipdines and for determining which jurisdiction a cross-border digtribution pipdine is
most closdly connected with (sections 9 to 11). This is done for the purposes of defining
whose Code bodies will have jurisdiction under the Code.

Prohibition of certan persons preventing or hindering access to Code pipdines
(section 13).

Establishment of procedures for arbitrating access disputes under the Code (sections 14 to
31).

Provison for legad proceedings to be brought to the Supreme Court in relation to breaches
of certain provisons of the Law and the Code (sections 32 to 37).

Edablishment of a right of adminidrative review of certan decisons made under the
Code (sections 38 to 39).

Pacing of an obligation on producers of naturd gas who offer to supply delivered gas to
a0 offer to supply gas a the exit flange of the producer's processing plant (section 40).

Generd provisons relating to the Regulator's ability to obtain information and documents
(sections 41 to 43).

The Law is applied as a law in Western Audrdia by the Gas Pipelines Access (WA) Act, as
well asin each other state and territory by their respective Acts.
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Schedule 2 of the Gas Pipelines Access (WA) Act 1998

Schedule 2 of the Act comprises the Code. This is identical to the access code appearing in
Annex D to the Agreement and in Schedule 2 to the South Audraian Act and the respective
Acts of other gates and territories. The Code is applied as a law in Western Audtrdia and
establishes, anongst other things, the following.

A mechanism by which naura gas pipelines become subject to the Code (called
"Covered Pipdines’ or "Code Pipeines’) (sectionl). Schedule A to the Code lists the
pipelines that were initidly covered by the Codein Western Audtraia

A requirement that the service provider (ie owner/operator) of a Covered PFipeline
edablish with the rdevant Regulator an up-front Access Arrangement setting out the
terms on which access will be given to certain services provided by the Covered Pipdine,
including the Reference Tariffs for such sarvices (section2). The content of an Access
Arrangement (section3) and the principles, which must be gpplied in setting the
Reference Tariffs (section 8), are aso specified.

A right to arbitration where a service provider of a Covered Pipdine and a prospective
user cannot agree on the terms of access to a sarvice.  The arbitrator is obliged in any
such abitration to apply the terms of the Access Arrangement edtablished with the
relevart Regulator (section 6).

Obligations on service providers of Covered Pipdines to ring fence thelr operations
(section 4).

Obligations on service providers and users to disclose information (section 5).

A requirement that the service provider of a Covered Pipdine not enter into contracts
with associates without first obtaining the gpprova of the relevant Regulator (section 7).
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5 ASSESSMENT PROCESS

5.1 OVERVIEW

Where a Pipeline is Covered, the Code requires a Service Provider to edtablish an Access
Arrangement to the satidfaction of the Relevant Regulator for that Covered Pipdine. An
Access Arrangement must be submitted to the Relevant Regulator for gpproval.

The Reevant Regulator may agoprove an Access Arrangement only if the Access
Arrangement satisfies the minimum requirements st out in section 3 of the Code. The
Reevant Regulator must not refuse to gpprove an Access Arrangement solely for the reason
that the proposed Access Arrangement does not address a matter that section 3 does not
require an Access Arrangement to address. Subject to this limitation, the Relevant Regulator
has a broad discretion to refuse to accept an Access Arrangement. If section 3 permits a
range of outcomes on a particular issue (for example, any Revisons Commencement Date is
permitted), the Relevant Regulator may reject an outcome proposed by the Service Provider
which is within the permitted range and require a paticular outcome be included in the
Access Arrangement (for example, a particular Revisons Commencement Date).

An Access Arrangement submitted to the Regulator for approval must be accompanied by
Access Arrangement Information.  Access Arrangement Information should enable Users and
Prospective Users to understand the derivation of the eements of the proposed Access
Arrangement and form an opinion as to the compliance of the Access Arrangement with the
Code.

The process whereby a compulsory Access Arrangement is gpproved can be summarised as
follows.

The Service Provider submits a proposed Access Arrangement, together with the Access
Arrangement Information, to the Regulator.

The Regulator may require the Service Provider to amend and resubmit the Access
Arrangement Informeation.

The Regulator publishes a public notice and seeks submissions on the gpplication.

The Regulator congders the submissons, issues a draft decison and then, after
consdering any submissions received on the draft, makes afina decison which ether:

— approvesthe proposed Access Arrangement; or

— does not approve the proposed Access Arrangement and states the revisons to the
Access Arrangement which would be required before the Regulator would approve it;
or gpproves a revised Access Arrangement submitted by the Service Provider which
incorporates amendments specified by the Regulator inits draft decision.

If the Regulator does not gpprove the Access Arrangement, the Service Provider may
propose an amended Access Arrangement which incorporates the revisions required by
the Relevant Regulator.
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If the Regulator does not approve the Access Arrangement and the Service Provider does
not propose an amended Access Arrangement, the Relevant Regulator can impose its own
Access Arrangement.

The Gas Pipeline Access (WA) Law provides a mechanism for the review of a decison by the
Rdevant Regulator to impose an Access Arrangement.

The particular components of the assessment process for the Access Arrangement submitted
for the Parmdia Pipeline are described below.

5.2 SUBMISSION OF THE ACCESS ARRANGEMENT AND SUPPORTING | NFORMATION
Documentation submitted to the Regulator by CMS on 7 May 1999 was as follows.

Pamelia Pipdine Access Arrangement, incorporating Generd Terms and Conditions (as
Appendix 3 of the Access Arrangement).

Parmdia Pipeine Access Arrangement Information.

Further documentation forming pat of the Access Arrangement was subsequently submitted
to the Regulator, asfollows.

Pamdia Pipdine Access Arrangement Information: Additiona Information (21 June
1999).

Pameia Pipdine Access Arrangement Information: Additiond Information (30 June
1999).

Copies of these documents are available from the Office of Gas Access Regulaion or may be
downloaded from the Off GAR web site (www.offgar.wa.gov.au).

5.3 FIRST-ROUND PuBLIC CONSULTATION

OffGAR undertook the following actions to provide public notification of receipt of the
Access Arrangement and invite submissons from interested parties.

Forwarding of notices to 241 interested parties (12 May 1999).
Pacing of the notice cdling for submissons on the Off GAR web site (15 May 1999).

Pacing of advertisements cdling for public submissons in The West Australian and the
Weekend Australian (15 May 1999).

An issues paper was prepared by OfGAR and sent to interested parties on 20 May 1999. The
issues paper was dso made avallable from the GfGAR office and the OfGAR web dte. A
closng date for receipt of public submissons was st a 4pm 14 June 1999. Two extensions
to this closing date were subsequently made through notices placed on the GfGAR web gte,
with extensons made to 4pm 5 July 1999 and to 4pm 9 July 1999.
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Documentation submitted by CMS for the proposed Access Arrangement was made available
from the Off GAR office and on the Off GAR web site.

Submissions were received from the following organisations.
AlintaGas (5 July 1999)
Bord Energy (5 July 1999)
CMS Gas Transmission of Austraia (30 June 1999)
Combustion Air Pty Ltd (9 June 1999)
Mohil Exploration & Producing Austrdia Pty Ltd (14 June 1999)
North West Shelf Gas (1 July 1999)
Office of Energy — Western Audtrdia (two submissions) (14 June 1999; 8 July 1999)
Phoenix Energy Pty Ltd (14 June 1999)
Western Power (11 June 1999)
Treasury Department — Western Australia (9 July 1999)

The contents of submissons are summarised and addressed in Chapters6 to 9 of this Draft
Decison, reaing the issues raised to specific matters addressed by the Access Arrangement.

5.4 DRAFT DECISON

This document comprises the Regulator's Draft Decison in respect of the Access
Arrangement submitted by CMS. The Draft Decison is a result of an assessment by the
Regulator of compliance of the Access Arrangement with requirements of the Code. The
Draft Decison dates the amendments (or the nature of amendments) that have to be made to
the Access Arrangement before the Regulator will approveit.

The objectives of a draft decison are firsly to provide opportunity for the Service Provider to
make any amendments to the Access Arrangement deemed necessary by the Regulator prior
to a find decison on acceptance or rgection of the Access Arrangement, and secondly to
provide an opportunity for public comment on the Regulator's assessment of the Access
Arrangement.

5.5 SECOND—ROUND PUBLIC CONSULTATION

Public submissons are invited on the Draft Decison. In accordance with the requirements of
section 2.14 of the Code, a copy of this document has been provided to al persons that made
a submisson as pat of the firg round of public consultation. Copies of the document are
avalable in hard-copy from OffGAR and the document is adso avalable for downloading
from the Off GAR web gte.
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The cdosng date for receipt of submissons on the Draft Decison is Friday 12 November
1999.

5.6 FINAL DECISION

In accordance with section2.16 of the Code, the Regulator will, after consideration of
submissions on the Draft Decison, issue a Fina Decison which:

(a) approvesthe Access Arrangement; or

(b) does not gpprove the Access Arrangement and states the amendments (or nature of the
amendments) which would have to be made to the Access Arrangement in order for the
Relevant Regulator to gpprove it and the date by which a revised Access Arrangement
must be resubmitted by the Service Provider; or

(c) approves a revised Access Arrangement submitted by the Service Provider which the
Relevant Regulator is satisfied incorporates the amendments specified by the Reevant
Regulator in its draft decison.

In accordance with requirements of section 2.17 of the Code, a copy of the Regulator’'s Find
Decison will be provided to dl persons that made a submission in respect of the Access
Arrangement or Draft Decison, and copies will be made publicly avalable in hard—copy and
viaOff GAR sweb site.

5.7 ADDITIONAL AMENDMENTSTO THE ACCESS ARRANGEMENT

If the Service Provider submits a revised Access Arrangement by the date specified by the
Regulator under section 2.16(b) of the Code, which the Regulator is satisfied incorporates the
amendments specified by the Find Decison, the Regulator will approve the revised Access
Arrangement.
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6 NON-TARIFF MATTERS

6.1 INTRODUCTION

An Access Arrangement mugt, as a minimum, meet the following requirements established in
sections 3.1 to 3.20 of the Code.

Services Policy

An Access Arrangement must include a policy on the Services to be offered. The
Services Policy mugt:

— include adescription of one or more Services which are to be offered;

— where reasonable and practicd, dlow Prospective Users to obtain a Service that
includes only those elements that the User wishes to be included in the Service; and

— where reasonable and practical, dlow Prospective Users to obtain a separate taiff in
regard to a separate element of a Service.

Reference Tariff.

An Access Arrangement must contain one or more Reference Taiffs A Reference Tariff
operaes as a benchmark tariff for a gpecific Service, in effect giving the User a right of
access to the specific Service a the Reference Tariff, and giving the Service Provider the
right to levy the Reference Tariff for that Service.

Terms and Conditions.

An Access Arrangement must include the terms and conditions on which the Service
Provider will supply each Reference Service.

Capacity Management Policy.

An Access Arrangement must state whether the Covered Pipeline is a Contract Carriage
Pipeline or aMarket Carriage Pipdline.

Trading Policy.

An Access Arrangement for a Contract Carriage Pipdine mugt include a policy on the
trading of capacity.

Queuing Palicy.

An Access Arrangement must include a policy for defining the priority that Prospective
Users have to negotiate for specific Capacity (a Queuing Policy).
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Extensions/Expansions Palicy.

An Access Arrangement must include a policy setting out a method for determining
whether an extenson or expansion to the Covered Pipdine is or is not to be treated as part
of the Covered Pipeline for the purposes of the Code.

Review Date.

An Access Arrangement must include a date on or by which revisons to the Access
Arrangement must be submitted and a date on which the revised Access Arrangement is
intended to commence.

This chapter provides an assessment of compliance of the Access Arrangement with the
above requirements of the Code, with the exception of matters relating to Reference Tariffs
that are addressed separately in section 7 of this Draft Decison.

6.2 SERVICESPoLICY

6.2.1 Access Code Requirements

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

(& The Access Arrangement must include a description of one or more Services that the
Service Provider will make avallable to Users or Prospective Users, including:

(i) one or more Services that are likely to be sought by a sgnificant part of the market;
and

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

(b) To the extent practicable and reasonable, a User or Prospective User must be able to
obtain a Service tha includes only those dements that the User or Prospective User
wishesto beincluded in the Service.

(¢) To the extent practicable and reasonable, a Service Provider must provide a separate
Taiff for an eement of a Serviceif thisis requested by a User or Prospective User.

6.2.2 Access Arrangement Proposal

A Sarvices Policy is provided in section4 of the Access Arrangement which commits CMS
to making available Reference Services to Prospective Usars, and negotiating in good faith
for the provison of NorReference Services to Prospective Users, subject to there being
aufficient Spare Capacity in the Parmelia Fipdine.

Four types of Reference Services are specified in section4 of the Access Arrangement and
described in section4 of the Generd Terms and Conditions. The Reference Services are
described in terms of the duration of the supply period and continuity of supply, asfollows.
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Firm Extended Service: a continuous service (under norma operating conditions) over a
contract period of between 10 and 20 years.

Interruptible Extended Service a service tha may be curtalled or interrupted a the
discretion of CM S, over a contract period of between 10 and 20 years.

Frm Spot Service a continuous service (under normal operating conditions) over a
contract period of one Gas Day.

Interruptible Spot Service: a service that may be curtalled or interrupted at the discretion
of CMS, over a contract period of one Gas Day.

All Reference Services relate to a sngle Recept Point and a dngle Ddivery Point.
Quantities of gas receivable and deliverable as part of each Reference Service are defined as
upper limits in tems of Maximum Daly Quatity (MDQ), Maximum Hourly Quantity
(MHQ) and Maximum Fow Rate (MFR).

The only commitments made in the Access Arrangement for the provison of NonReference
Services are for CMS to negotiate in good faith with Prospective Users for the provison of
such services, having regard to applicable principles of the Reference Tariff Policy.

6.2.3 Submissonsfrom Interested Parties
Non-Reference Services

Phoenix Energy Pty Ltd.

CMS should assure existing and potential Users of the Parmelia Pipeline that they are not bound only to
Reference Services and approved tariff levels; that they are able, and CMS is willing, to negotiate Non-
Reference Services for specific prices; and that existing contracts will be grandfathered if the parties so
desire.

These concerns are addressed by either the Access Arrangement or the Code. In regard to
grandfathering of contracts, section 2.25 of the Code provides for the grandfathering of al
contracts entered into before the date the proposed Access Arrangement was submitted (or
required to be submitted) and subject to any contract entered into after 30 March 1995 not
containing an Exdusvity Right.

Single Receipt and Delivery Points for Reference Services

Western Power; AlintaGas; Office of Energy

The restriction of Reference Services to single Receipt Points and Delivery Points is administratively
cumbersome. The Reference Services should provide for Users to deliver gas at multiple Receipt Points
and receive Gas at multiple Delivery Points, within asingle Service Agreement.

Office of Energy
In the context of a connection with the AlintaGas distribution system in the future, there may be a need for

multiple Delivery-Point contracts to provide the flexibility of nominating at various connection points to the
distribution system.
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AlintaGas

The proposal that the Reference Service involves delivery of gas at a single Receipt Point for delivery to a
single Delivery Point is inflexible. Does a User that wants, say, 5 delivery points, have to make 5 different
applications? If so, could CMS impose a $10,000 fee on each application? How is capacity trading
envisaged to occur on aday to day basis when a User does not have delivery point flexibility? The lack of
delivery point flexibility seems to contrast with the postage stamp tariff, which is more conducive to
flexibility between delivery points.

The Regulator recognises tha there may be reasons of pipdine hydraulics for restricting
Sarvice Agreements to dngle Recept Points and Ddivery Points.  Providing for multiple
Recapt Points and/or Delivery Points may require dteration of pipeine operating practices
andlor inddlation of additiond compresson, or may result in deilistion of pipdine
capacity. The net result may be higher pipeline operating costs and ultimately higher tariffs
particularly where the pipeline is operated at close to capacity.

Notwithstanding the potentidly higher costs of providing for multiple Receipt Points or
Ddivery Points, this should be included in the scope of Reference Services if it is desired by
a dgnificant portion of the market. Other Access Arrangements in Audtrdia have provided
for multiple Recdpt Points and Dedivery Points in Reference Savices', and on this besis
would appear to be a common industry requirement. There are no sgnificant redtrictions to
multiple Recept Points and Ddivery Points in Service Agreements for the Dampier to
Bunbury Naturd Gas Pipdine or the Goldfidds Gas Pipdine. Furthermore, there are severd
current or Potentid Users of the Parmeia Pipdine tha could conceivably be interested in
multiple Recept Points or Ddlivery Points.

The redriction of Reference Services to sngle Receipt Points and single Ddivery Points dso
has implications for the trading of pipdine capacity amongst Users. Single Recept Points
and single Ddivery Points regtricts the ability of Users to trade pipeline capacity under Bare
Trades, which would particularly restrict trades of capacity that are of short term or short lead
time. This is unlikey to be an issue of importance at the current time due to substantid spare
cgpacity in the Parmeia Pipeine, and hence limited demand for trading of capacity.
However, if there is future demand amongst users for short-term trading in pipeline capacity
then there is, ipso facto, likey to be a sgnificant demand for services with multiple Receipt
Points and Delivery Points, and therefore this should arguably be incorporated into Reference
Services.

In total, the Regulator consders that the redtriction of Reference Services to single Recept
Points and Delivery Points is contrary to common practice in the gas trangportation industry
and to potentid demands of a dgnificant proportion of Usars.  As such, there is not
conddered to be sufficient justification for this restriction on Reference Services.

1 Access Arrangements for: Epic Energy — Moomba to Adelaide Pipeline System; Envestra Limited Gas
Haulage Services to the Mildura Network; East Australian Pipeline Limited — Moomba to Sydney Pipeline
System; N.T. Gas Pty. Limited — Amadeus Basin to Darwin Pipeline; AGL Pipelines (NSW) Pty Limited —
Central West Pipeline.
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Contract Duration

Boral Energy

The Reference Services do not meet the requirements of the Code in respect of being “Services that are
likely to be sought by a significant part of the market”. The minimum term of 10 years for Firm Extended
Service and Interruptible Extended Service is longer than would be often required by Users, that would
often seek service contracts for as little as one to two years to match the term of contracts for retail gas sale.
The term of one Gas Day for the Firm Spot Service and the Interruptible Spot Service does not
accommodate longer service contracts. Regquirements of the Access Request process and the proposed
$10,000 Access Request fee are too onerous for services of duration of one Gas Day.

Office of Energy

Given the current Access Arrangement is to last for five years, it may be appropriate to allow contracts to
have afive year duration unless both parties agree otherwise.

The duration of contracts influences the didribution of commercia risk between the Service
Provider and the User. A Service Provider will typicdly seek a length of contract that
baances (i) certainty of receiving a return on any specific invesment made to fulfil a contract
with a Usar, with (ii) a commercid risk tha there will be unexpected increases in cogts of
provison of the Service over the term of the contract. The User will seek a length of contract
that baances (i) certainty of provison of the Service, with (i) a commercid risk tha ther
requiremert for the Service will decrease over the term of the contract.

The tenyear contract duration for Firm Extended and Interruptible Extended Services is
substantially grester than contract terms provided for or proposed under Reference Services
in other gas pipeine Access Arrangements throughout Audrdia, and for two pipdines in
Western Audtraia, asindicated below.

Pipeline Minimum Contract Duration for
Extended Refer ence Services

Epic Energy — Moombato Adelaide Pipeline System 2 FT service : 7 years; I T service : 1 year.

East Australian Pipeline Limited— Moombato Sydney Pipeline FT service : 1year.

System 3

N.T. Gas Pty. Limited— Amadeus Basin to Darwin Pipeline 1year.

AGL Pipelines (NSW) Pty Limited— Central West Pipeline® lyear.

Dampier to Bunbury Natural Gas Pipeline® 3 months.

" FT service and IT services correspond to firm and interruptible service contracts.

2 Epic Energy Pty Limited, Moombato Adelaide Pipeline Access Arrangement April 1999.

3 East Australian Pi peline Limited, Moombato Sydney Pipeline Access Arrangement May 1999.
“NT Gas Pty Ltd, Amadeus Basin to Darwin Pipeline Access Arrangement June 1999.

® AGL Pipelines Limited, Central West Pipeline Access Arrangement December 1998.

5 DBNGP Access Manual 10 March 1998.
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On the bads of minimum contract duration for other pipdlines, it is conddered that a one year
minimum contract duration is reasonable for an Extended Servicee On this bass, the
Regulator condders that the ten year minimum contract duration for Firm Extended Services
and Interruptible Extended Services is unreasonable. In the absence of any judification to the
contrary, the minimum contract term for these services should be at most one yesr.

The sngle Gas Day limit on Spot Services is consdered to be redrictive. It is reasonable to
expect that Users may potentidly wish to make spot purchases for trangportation capacity for
periods of days, weeks or months. Longer duration contracts for Spot Services are available
on a least two other Austrdian pipeines’. Given the substantid Spare Capecity in the
Pamelia Pipdine, there is not conddered to be any technicd judificaion for a sngle Gas
Day limit on Spot Services. Notwithstanding this however, it is consdered contrary to the
commercia interests of a prudent operator to restrict access to Spot Services and it is likely
that CMS would meet a demand for longer duration purchases, if required, as a Non
Reference Service.

In regard to the duration of Spot Services raised in the submisson from Bord Energy, it is
understood that the intent of CMS is for a User contracting for Spot Services to enter into a
savice agreement for a period within which they may make multiple purchases of Spot
Services under a sngle Service Agreement.  Only a single Access Request would need to be
submitted to obtain the service. However, notwithstanding this intent of CMS, the Regulator
consders that the provison for multiple Spot Services to be obtained under a single Service
Agreement is not clear from the definition of Spot Services in sections 4.8 and 4.9 of the
Genera Terms and Conditions.

6.2.4 Additional Considerations of the Regulator

Section 7.1(c) and 7.2 of the Access Arrangement and section 2 of the Generd Terms and
Conditions provide for CMS to attach conditions to a Service Agreement for provison of a
Reference Service, where conditions are a the discretion of CMS and may relate to any
matter reasonably required by CMS to protect or secure its postion under any proposed
Service Agreement.

The discretionary powers of CMS to set conditions for provison of a Reference Service are
consgdered to be inconsgent with the requirements of the Code in respect of Reference
Services.  Section 3.6 of the Code requires that an Access Arrangement must include the
Terms and Conditions on which the Service Provider will supply each Reference Service
There is an implied requirement that any conditions that may be attached to a Service
Agreement for a Reference Service must be dated in the Terms and Conditions and
additiona conditions may not be imposed at the discretion of CMS.

6.2.5 Acceptability of the Access Arrangement and Required Amendments

The Access Arrangement is considered to not meet the requirements of the Code in respect of
a Sarvices Policy.

" One to four months contract duration for East Australian Pipeline Limited — Moomba to Sydney Pipeline
System; no limit on contract duration for the Dampier to Bunbury Natural Gas Pipeline.
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Required amendments to the Access Arrangement are as follows.

Section4 of the Generd Terms and Conditions should be amended to make provision for
Reference Services to accommodate multiple Receipt Points and Ddivery Points in a
sngle Service Agreement.

Section4 of the Generd Terms and Conditions should be amended to make provison for
minimum contract duration of no grester than one year for Firm Extended Services and
Interruptible Extended Services.

Section4 of the Generd Terms and Conditions should be amended to dlaify that multiple
purchases of Spot Services may be made under a single Service Agreement for Spot
Services.

Section 7.1(c) and 7.2 of the Access Arrangement and section 2 of the Genera Terms and
Conditions should be amended to date the conditions that may be atached to Service
Agreements for provison of Reference Services and to remove discretionary powers of
CMS to attach conditions to Service Agreements for provison of Reference Services,
where such conditions are in addition to those provided for in the Generd Terms and
Conditions.

6.3 TERMSAND CONDITIONS

6.3.1 Access Code Requirements

Section 3.6 of the Code requires that an Access Arrangement include the Terms and
Conditions on which the Service Provider will supply each Reference Servicee The Terms
and Conditionsincluded must, in the Relevant Regulator's opinion, be reasonable.

6.3.2 Access Arrangement Proposal

CMS has provided Generd Terms and Conditions in a single document as Appendix 3 of the
Access Arrangement.

6.3.3 Submissonsfrom Interested Parties

The Gened Tems and Conditions address severa matters that relate to  Specific
requirements of the Code. Submissons from interested parties on the Generd Terms and
Conditions, but which relate to these matters, are dedt with in other sections of the report.
Other matters raised in submissions are addressed below.

General Comments on the Terms and Conditions

Treasury

The Regulator should ensure that the General Terms and Conditions are reasonably equitable to a
Prospective User and broadly in line with industry standards.

Section 3.6 of the Code requires that the Terms and Conditions included mugt, in the
Relevant Regulator's opinion, be reasonable. For Terms or Conditions that do not relate to
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explicit requirements of the Code, the Regulator assessed “reasonableness’ on the basis of the
intent of the Gas Access law and, his own knowledge of industry practice, and to particuar
circumgtances of the Parmelia Fipeline.

Nomination Procedure (GTC Section 6)

Western Power.

The nomination arrangement is inflexible. Nominations must be made by 12:00 pm on the day before the
Gas Day (Gas Day operates from 8:00 am to 8:00 am). Any request to vary daily nomination is acceptable
solely at CMS discretion. At a time when greater pipeline flexibility is required, there is no ability to vary
nomination beyond 20 hours before the start of the Gas Day.

The gas trangportation industry typicaly uses the following nomination periods:

annual forecast;

monthly nominetions;

weekly hominations,

daily nomingtions, and

renominations.
Annua forecasts asdst Service Providers in planning and forecagting. The nomindion is
usudly provided in good faith and, depending on a pipeline operator’'s request, may Specify
monthly, weekly or dally average quantities of gas which a User plans to transport during the

year.

Monthly nominations are generdly given seven days prior to the stat of each month. They
specify the quantities of gas required to be transported by each User to each Ddivery Point,
on each day of the month.

Daly nominaions are required or dlowed by some Service Provider's. These nominations
define the quantity of gas for the following day a each nominated Recelpt and Ddivery
Point.

Re-nomination is a variaion of daly nomination for one or more Receipt or Delivery Points,
providing for a change in a previous nomination.

In conddering the nomination procedures, the Regulator examined minimum times for daly
nominations and renominations for other pipelines, as indicated below.
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Pipeline Minimum Notice for Nomination or
Renomination

Epic Energy — Moombato Adelaide Pipeline System 21 hours

East Australian Pipeline Limited — Moomba to Sydney Pipeline  Unspecified, but less than 24 hours
System

N.T. Gas Pty. Limited— Amadeus Basin to Darwin Pipeline 17 hours
AGL Pipelines (NSW) Pty Limited — Central West Pipeline 17 hours
Dampier to Bunbury Natural Gas Pipeline 18 hours

On the basis of comparison with nomination procedures for other pipdines, the Regulator is
satisfied that the 20 hour nomination requirement proposed by CMS is condstent with
common industry practice and is a reasonable provison of the Gengd Terms and
Conditions.

Waiving of Reservation Chargeswhere Services are I nterrupted

Western Power

The Terms and Conditions do not provide for arefund to Users where CMS (for other than Force Majeure
reasons) interrupts delivery for maintenance. As the Reservation Charge is payable on MDQ), 80 percent of
the tariff is payable for gas which may beinterrupted by CMS.

The Audrdian Pipdine Indusry does not provide a uniform gpproach to waving of
reservation charges when gas trangportation is interrupted. For the Dampier to Bunbury
Naurd Gas Pipdine a proportionate refund of capacity reservation charge is provided for in
cetan circumgances in which the pipdine owner interrupts delivery or trangportation.
Conversdly, for the Goldfidds Gas Transportation Pipdine, charges for reserved capacity

aoply irrespective of the ddivery of gas.

In view of the absence of a uniform practice in respect of waiving of reservation charges in
events of interrupted gas transportation, the Regulator considers that the proposa for CMS to
not wave reservaion charges is reasonable practice in the industry.  Notwithstanding this,
the Terms and Conditions could be made more equitable in the sharing of risks associated
with interrupted transportation through such meesures as specifying a pipdine rdiability
figure which if breeched by the Service Provider would result in a waving of reservation
charges, or specifying events, such as congruction works due to sysem expanson, where
reservation charges would be waived.

Quality of Gas

North West Shelf Gas

The Gas Specifications of the Terms and Conditions® are narrower than the operating specifications for the
Dampier to Bunbury Natural Gas Pipeline. This may cause an artificial barrier to having gas from the
Dampier to Bunbury Natural Gas Pipeline flow into the Parmelia Pipeline.

8 Set out in Schedule 3 of the Access Arrangement and cited in the General Terms and Conditions (section 13).
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The gas qudity specification proposed by CMS is, for some qudity parameters, more
restrictive than both the “current”® and “broadest”'® specifications for the Dampier to
Bunbury Natural Gas Pipdine. The broadest specification provides for the possble widening
of the gas quality specification for those parties serviced by the Dampier to Bunbury Natura
Gas Ppdine  To ensure the future consstency of gas qudity in pipeines able to be
interconnected, the Regulator consders that the gas qudity specificaion for the Parmeia
Pipeline should dso make provison for the introduction of the broadest gas specification as
provided for in the Dampier to Bunbury Pipeline Regulations 1998. The Regulator therefore
congders that the gas qudity specification for the Parmeia Fipeine should be amended to
this effect.

Disputed I nvoices

Western Power

The General Terms and Conditions (section 14.4) require a User to pay an invoice in full regardless of any
disputein respect of theinvoice. Thisisinconsistent with standard procedure for disputed quantities/prices,
which is for the User to pay the undisputed portion of the invoice with the balance subject to further
investigation.

Requirements of pipeline operators in regpect of payments of disputed invoices varies.
Access Arrangements for the Moomba to Addade Pipeline Sysem (Epic Energy) and the
Moomba to Sydney Pipdine System (East Audrdian Pipeine Limited) both require payment
of disputed invoices prior to settlement of the dispute unless there is a manifest error in the
invoice. The access manud for the Dampier to Bunbury Natura Gas Pipdine (Epic Energy)

provides for the disputed portion of an invoice to remain unpaid until the dispute is resolved.

In view of ths range of arangements for other gas pipdines, the Regulator considers it
ressonable for CMS to require payment of disputed invoices in full prior to settlement of a
dispute, subject to provison for non-payment in Stuations of a manifest error in the disputed
invoice.

Measurement

Western Power.

CMS has stated that testing and measurement of metering equipment (section 16.2 of the General Terms
and Conditions) will be performed at times and in a manner which is in accordance with good pipeline
industry practice. A specific time —i.e. at intervals of no greater than two months, should be specified in
the Access Arrangement.

The time interva for testing and measurement of metering equipment as a reasonable interva
would depend on the nature, age and condition of the equipment. Since the accuracy of
metering has a direct impact on the billing procedure, it would be expected that a prudent
operator would ensure that metering is accurate through underteking reasonably frequent
verification tegts.

° Epic Energy Dampier to Bunbury Natural Gas Pipeline Access Manual.

10 pampier to Bunbury Pipeline Regulations 1998, Schedule 1.
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“Good industry practice’ may be defined by reference to other pipdines in Western
Audrdia Accurecy tesdts are carried out monthly for the Dampier to Bunbury Naturd Gas
Fipeline, and ether monthly or two-monthly for the Goldfields Gas Trangportation Pipeline.

Western Power

Acceptable accuracy of metering equipment is stated in section 16.3 of the Terms and Conditions to be
+/- 2 percent of the output range of the measuring instrument. Itisnot stated if the +/- 2 percent is based on
units of volume or energy. This needs to be clearly defined. The wording ‘output range of the measuring
equipment’ isvague. The +/- 2 percent should apply to the total measurement process.

The energy vaue of gas trangported through a pipeline is a cdculated vaue derived from
measurements of gas volume and gross heating vadue. Each of these measurements has its
own accuracy that is dependent upon the metering equipment used and the flow rates of gas.

Technicd advice to the Regulator on this issue was that most pipeline operators in Audrdia
define ranges of accuracy for different flow rates and specify if the stated accuracy is based
on units of energy or volume. It is conddered reasonable that the Gener Terms and
Conditions should specify ranges of accuracy for different flow rates, specify if the dated
accuracy is based on units of energy or volume, and date an accuracy in the same
measurement units as are used for billing.

I nsurance Requirements

Office of Energy

The General Terms and Conditions (19.6) require Users to take out insurance of not less than $5 million (or
such other amount as CMS may notify from time to time) in respect of public liability. OfGAR may wish
to consider whether an insurance amount of $5 million is areasonable insurance amount which doesnot act
as abarrier to entry and prevent smaller customers from gaining access.

The gpecified insurance requirement of $5million is condgdered to be within  common
amounts of public lidbility coverage and is not conddered by the Regulator to be
unreasonable.  Notwithstanding this, however, the provison for CMS to dter the requirement
for insurance coverage by natification is not regarded as reasonable for Genera Terms and
Conditions relating to Reference Services. Such requirements should be fixed, or be variable
only in respect of stated contingencies and by stated amounts.

Dispute Resolution

Office of Energy

The dispute resolution procedures specified in section 25 of the General Terms and Conditions relate to
matters covered by a Service Agreement. In relation to certain disputes, the provisions of section 25 of the
General Terms and Agreement will be conflicting with the Code dispute resolution mechanism. This could
be especially important in relation to existing users seeking additional services.

The dispute resolution provisons of the Code (section 6) relate to Prospective Users and
apply to Covered Pipdines independently of the Access Arrangement or General Terms and
Conditions. The definition of Prospective User includes existing Users seeking additiond
sarvices. Hence there does not appear to be a conflict between Section 25 of the Generd
Terms and Conditions and the Code.
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Office of Energy

It may be appropriate for the independent arbitrator, established in Western Australiafor the Purposes of the
Code, to hear al access disputes in relation to covered gas pipelines and distribution systems. This will
provide for consistency in dispute resolution and enable information to flow back to the Regulator.
Application of the Code Arbitrator to all disputesin relation to this pipeline could be achieved by reference
in the CMS access arrangement. If CMS considers it undesirable to have the Code Arbitrator hearing all
disputes then it may be appropriate in section 25 of the General Terms and Conditions to include an explicit
reference to the Code Arbitration Mechanism and the disputes that are necessary to be lodged with the Code
Arbitrator. It may also make reference to the appropriate procedures for lodging such disputes.

The Code Arbitrator has functions under section6 of the Code in relaion to disputes between
Prospective Users and Service Providers.  Extending the functions of the Code Arbitrator to
condder disputes reaing to Service Agreements is a matter relaing to the regulaory
provisons of the Code and is outsde the scope of consderation by the Regulator. In any
case, norma contract arbitration procedures are able to accommodate disputes in relaion to
Service Agreements. It should be noted, however, that the Code does not preclude parties to
a dispute in respect of a Service Agreement agreeing to have the dispute arbitrated by the
Code Arbitrator.

6.3.4 Additional Condderations of the Regulator

The Regulator had no concerns with provisons of the Genera Terms and Conditions other
than those addressed above, in reation to public submissons, or in other sections of this
Draft Decison in relation to specific requirements of the Code.

6.3.5 Acceptability of the Access Arrangement and Required Amendments

The Access Arrangement is consdered to not meet the requirements of the Code in respect of
Terms and Conditions.

Required amendments to the Access Arrangement are as follows.

Section 4.3 of the Generd Terms and Conditions should be amended to specify the
degree of rdiability for the Firm Extended Service.

Section 13.2 and schedule 3 of the Generd Terms and Conditions should be amended to
make provison for the introduction of the broadest gas qudity specification as provided
for in the Dampier to Bunbury Pipeline Regulations 1998.

Section 14.4 of the Generd Terms and Conditions should be amended to dlow for the
non-payment of disouted invoices, or the disouted portion of an invoice, in indances of a
manifest error in theinvoice.

Section 16.3 of the Generd Terms and Conditions should be dtered to provide for
accuracy ranges of metering equipment to be specified for different flow rates, to Sate
whether specifications of accuracy are based on units of energy or volume, and to provide
for satements of accuracy in the same units as are used for hilling.

Section 19.6 of the Generd Terms and Conditions should be amended to remove the
provison for CMS to execise discretion in respect of the levd of public ligbility
insurance that Users are required to hold.
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6.4 CAPACITY M ANAGEMENT POLICY

6.4.1 Access Code Requirements

Section 3.7 of the Code requires that an Access Arrangement include a statement (a Capeacity
Management Policy) that the Covered Pipdineis ether:

(&) aContract Carriage Pipdine; or
(b) aMarket Carriage Pipdline.
Contract Carriage is a system of managing third party access whereby:

(@) the Sarvice Provider normdly manages its ability to provide Services primaily by
requiring Users to use no more than the quantity of Service specified in a contract;

(b) Usersnormaly are required to enter into a contract that specifies a quantity of Service;

(c) charges for use of a service normdly are based a least in pat upon the quantity of
Service specified in a contract; and

(d) aUser normaly hastheright to trade its right to obtain a service to another User.
Market Carriage is a system of managing third party access whereby:

(@) the Service Provider does not normaly manage its ability to provide Services primarily
by requiring Users to use no more than the quantity of Service specified in a contract;

(b) Users are not normaly are required to enter into a contract that specifies a quantity of
Service,
(c) chargesfor use of Services are normaly based on actua usage of Services, and

(d) a User does not normdly have the right to trade its right to obtain a service to another
User.

Section 3.8 of the Code requires that the Relevant Regulator must not accept an Access
Arrangement which dates that the Covered Pipdine is a Market Carriage Pipdine unless the
Rdevant Miniger of each Scheme Paticipant in whose Jurisdictiond Area the pipdine is
whally or partly located has given notice to the Rdevant Regulator permitting the Covered
Pipdineto beaMarket Carriage Pipeline.

6.4.2 Access Arrangement Proposal

In section8 of the Access Arrangement CMS proposes to manage the Parmeia Pipeline as a
Contract Carriage Pipdline.

6.4.3 Submissionsfrom Interested Parties

None of the submissons made in respect of the Parmdia Pipdine Access Arrangement
addressed the proposed Capacity Management Policy.
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6.4.4 Additional Considerations of the Regulator

The Regulator recognises that the Code requires no more than a datement in the Access
Arrangement that the Covered Pipeine is a Contract Carriage or Market Carriage pipeline,
subject to Minigerid permisson for any proposa for the pipeline to be a Market Carriage
Pipdine. As the Access Arrangement proposes that the pipdine is to be managed as a
Contract Carriage Pipdline, it is consdered that the requirements of the Code are met.

6.4.5 Acceptability of the Access Arrangement and Required Amendments

The Access Arrangement is conddered to meet the requirements of the Code in respect of
dating a Capacity Management Policy.

6.5 TRADING PoLICcY

6.5.1 Access Code Requirements

Section 3.9 of the Code requires that an Access Arrangement for a Covered Pipeine which is
described in the Access Arrangement as a Contract Carriage Fipeline must include a policy
that explains the rights of a User to trade its right to obtain a Service to another Person (a
Trading Palicy).

Section 3.10 of the Code requires that the Trading Policy must comply with the following
principles.

(@ A Usar must be permitted to transfer or assgn dl or part of its Contracted Capacity
without the consent of the Service Provider concerned if:

(i) the User's obligations under the contract with the Service Provider remain in full force
and effect after the transfer or assgnment; and

(i) the terms of the contract with the Service Provider are not dtered as a result of the
transfer or assgnment (a Bare Transfer).

In these circumgtances the Trading Policy may require that the tranderee notify the
Service Provider prior to utilisng the portion of the Contracted Capacity subject to the
Bare Trandfer and of the nature of the Contracted Capacity subject to the Bare Transfer,
but the Trading Policy must not require any other details regarding the transaction to be
provided to the Service Provider.

(b) Where commercialy and technically reasonable, a User must be permitted to transfer or
assign dl or pat of its Contracted Capacity other than by way of a Bare Transfer with the
prior consent of the Service Provider. The Service Provider may withhold its consent
only on reasonable commercid or technica grounds and may make its consent subject to
conditions only if they are reasonable on commercid and technica grounds. The Trading
Policy may specify conditions in advance under which consent will or will not be given
and conditions that must be adhered to as a condition of consent being given.

() Where commercidly and technicaly reasonable, a User must be permitted to change the
Deivery Point or Receipt Point from that specified in any contract for the reevant
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Service with the prior written consent of the Service Provider. The Service Provider may
withhold its consent only on reasonable commercid or technicd grounds and may make
its consent subject to conditions only if they are reasonable on commercia and technica
grounds. The Trading Policy may specify conditions in advance under which consent
will or will not be given and conditions that must be adhered to as a condition of consent
being given.

Section 3.11 of the Code dates that examples of things that would be reasonable for the
purposes of section 3.10(b) and (¢) are:

(8 the Service Provider refusing to agree to a Usr's request to change its Delivery Point
where a reduction in the amount of the Service provided to the origind Delivery Point
will not result in a corresponding increase in the Service Provider's ability to provide that
Service to the dternative Ddivery Point; and

(b) the Service Provider specifying that, as a condition of its agreement to a change in the
Delivery Point or Recept Point, the Service Provider must receive the same amount of
revenue it would have received before the change.

6.5.2 Access Arrangement Proposal
A Trading Policy is provided by CMSin section 20 of the Generd Terms and Conditions.

The Trading Policy provides for Bare Tranders and Consent Tranders consgent with
requirements of the Code. Information is povided in respect of the rights of CMS in respect
of Consent Trandfers, asfollows.

i. Stuations in which CMS may withhold consent to a Consent Trandfer (GTC section
20.6).

ii. The conditions thaa CMS may impose on a Consent Trander, generaly providing for a
transferee or assignee to meet Smilar requirements as would apply to a Prospective User
making an Access Request (GTC section 20.7).

The Trading Policy adso makes provison for the following metters that are beyond the
specific requirements of the Code.

i. Assgnment by CMS of its interests, rights and obligations in the Parmdia Pipdine or in a
Service Agreement (GTC section 20.1).

ii. The deeming of a Consent Transfer to include any change in control of a company thet is
aUser, but which is not listed on the Audtralian Stock Exchange (GTC section 20.7).

iii. The granting by a User of an Encumbrance in respect of a Service Agreement (GTC
section 20.8).
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6.5.3 Submissionsfrom Interested Parties
Adequacy of the Trading Policy

Western Power

The Trading Policy is very brief and inadequately explained. There is no reference to daily
trading/swapping of spare capacity.

The Code requires an Access Arrangement to address the process by which a trade may occur
(relating to Bare Trandfers and Consent Trandfers) but not particular forms of capacity trade,
such as daly trading/swapping. Trades of short lead times and/or short duration would
generdly be preferentidly underteken as Bare Trandfers, which do not involve the Service
Provider as a party to the transaction. The provisons of the Access Arrangement relating to
Bare Transfers comply with the requirements of the Code. Notwithstanding this, the Access
Arrangement may be unduly redrictive on capecity trading if the potentia gpplication of
Bae Trandfers is limited. This is further discussed below in response to submissons on
redrictions on capacity trading imposed by sngle Recept Points and Ddivery Points in
Reference Services.

Restrictions on Trading I mposed by Single Receipt Points and Delivery Points for
Reference Services.

Western Power

The limitation of Reference Services to single Receipt Points and Delivery Points reduces the capability of
Usersto trade unutilised capacity.

CMS have proposed that any trade of capacity that involves a change n Recept Points or
Ddivery Points from those gpecified in the rdevant Sevice Agreement autometicaly
condtitutes a Consent Transfer. Consequently, the limitation of Reference Services by CMS
to sngle Recept Points and Ddivery Points redricts the scope of trades that may be
cassfied as Bae Tranders. As a result of the grester adminidtrative requirements of
Consent Trandfers over Bare Trandfers, it is likdy that this would increese the cost and
reduce the frequency of capacity trading, particularly for trades with short lead times and
short duration. This matter is consdered in respect of the acceptability of the specification of
Reference Services (section 6.2 of this Draft Decison).

Ability of Usersto Alter Receipt Points and Delivery Points

AlintaGas.

Users should be provided with stronger rights to alter Receipt Points or Delivery Points so as to facilitate
capacity trading.

Section 3.10(c) of the Code requires that a User be permitted to change the Delivery Point or
Recaipt Points from that specified in any contract for the reevant Service, subject to there
being no reasonable technical or commercia reason to not alow the change, and subject to
the prior written consent of the Service Provider. The Trading Policy may specify conditions
in advance under which consent will or will not be given and conditions that must be adhered
to as a condition of consent being given.

CMS has not addressed changes in Receipt Points and Delivery Points in the Trading Policy
other than in reaton to the modification, expanson or extenson of the Pameia Pipdine

Draft Decision on the Parmelia Pipeline Access Arrangement Part B — 39
Part B — Supporting Information



(Generd Terms and Conditions section 11.1). This is not drictly in contravention of the
Code requirements.  However, given the proposed redtriction of Reference Services to single
Receipt Points and Ddivery Points, there is likely to be a high demand from Usars to dter
Receipt Points and Delivery Points for a Service Agreement relating to a Reference Service.

In view of this, it is congdered reasonable to expect that CMS would outline in the Trading
Policy the conditions under which consent will or will not be given and conditions that must
be adhered to as a condition of consent being given.

6.5.4 Additional Consderations of the Regulator

The provisons for capacity trading address the following three matters that are outside of the
requirements of the Code.

i. Assgnment by CMS of its interests, rights and obligations in the Parmdia Pipdine or in a
Service Agreement (section 20.1 of the Generad Terms and Conditions).

ii. The deeming of a Consent Trandfer to include any change in control of a company that is
a User, but which is not listed on the Audrdian Stock Exchange (section 20.8 of the
Generd Terms and Conditions).

iii. The granting by a User of an Encumbrance in respect of a Service Agreement (section
20.9 of the General Terms and Conditions).

The provison for CMS to asdgn interests, rights and obligations in the Parmdia Pipdine or
in a Service Agreement includes provisons for protection of the interests of Users under
Service Agreements. As such, these provisions are considered reasonable.

In regard to deeming of a Consent Transfer to include any change in control of a company
that is a User, but which is not listed on the Audrdian Stock Exchange, or, if the User is a
subsdiary, a change in the holding company, it is unclear to the Regulatior why the exception
is limited to companies lised on the Audrdian Stock Exchange and why holding companies
listed on the Australian Stock Exchange are not aso excluded from the consent requirement.

In regard to the granting by a User of an Encumbrance in respect of a Service Agreement,
CMS require that the person to have the benefit in the Encumbrance enter into a covenant
with CMS, in which the person, if enforcing or exercisng powers under the encumbrance,
would become bound by the terms of the Service Agreement as if the person were the User in
the Service Agreement. As these provisons protect the interests of CMS under a Service
Agreement, they are considered reasonable.

6.5.5 Acceptability of the Access Arrangement and Required Amendments

The Access Arrangement is considered to not meet the requirements of the Code in respect of
aTrading Policy.

Required amendments to the Access Arrangement are as follows.

Section 20 of the Generd Terms and Conditions should be amended to specify conditions
under which consent will or will not be given to dter Receipt Points and Ddivery Points
in a Sarvice Agreement, and any conditions that must be adhered to as a condition of
consent being given.
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6.6 QUEUING PoLIcY

6.6.1 Access Code Requirements

Section 3.12 of the Code requires that an Access Arrangement must include a policy for
determining the priority that a Prospective User has, as againgt any other Prospective User, to
obtain access to Spare Capacity and Developable Capacity (and to seek dispute resolution
under section 6 of the Code) where the provison of the Service sought by that Prospective
User may impede the ability of the Service Provider to provide a Service that is sought or
which may be sought by another Prospective User (a Queuing Policy).

Section 3.13 of the Code requires that the Queuing Policy must:

(&) st out sufficient detail to enable Users and Prospective Users to understand in advance
how the Queuing Policy will operate;

(b) accommodate, to the extent reasonably possble, the legitimate business interests of the
Service Provider and of Users and Prospective Users, and

(c) generate, to the extent reasonably possible, economicaly efficient outcomes.

Section 3.14 of the Code provides for the Relevant Regulator to require the Queuing Policy to
ded with any other mater the Relevant Regulator thinks fit, taking the matters lised in
section 2.24 of the Code, viz:

(@) the Service Provide's legitimate budgness interests and invetment in the Covered
Fipdine

(b) firm and binding contractua obligations of the Service Provider or other persons (or both)
dready using the Covered Pipdine;

(c) the operational and technicd requirements necessary for the safe and reliable operation of
the Covered Pipdine;

(d) the economicdly efficient operation of the Covered Pipdine;

(e) the public interest, including the public interes in having competition in markets
(whether or not in Audtrdia);

(f) theinterests of Users and Prospective Users, and

(9) any other matters that the Relevant Regulator considers are relevant.

6.6.2 Access Arrangement Proposal
A Queuing Palicy is provided by CMSin section 10 of the Access Arrangement.

The Queuing Policy provides for a queue to exigs whenever there is inaufficient Spare
Capacity to satisfy an Access Request that has been lodged with CMS.  Provison is made for
separate queues to exist for Firm Extended and Interruptible Extended Reference Services.
No specific mention is made of queuing arrangements for Non Reference Services.
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Access Requests are queued on the basis of date of lodgement, dthough provision is made for

CMS to dlocate pipeline capacity other than in order of queuing in times of “high demand for

pipeine services and open seasons and Smilar invitations’, in which case CMS may ded

with Access Requests in such a manner as to maximise pipdine utilisation and economicaly

efficient outcomes for the Parmelia Pipeline (section 10.2 of the Access Arrangement).

The Access Arrangement provides details of operation of the Queuing Policy in repect of:
placement in a queue;

notification of Users as to placement of an Access Request in a queue, and changes in
positionsin a queue;

obligations on Progpective Users with queued Access Requests to notify CMS of
circumstances or events that may dter their requirements for capacity;

the means of assigning priority to Access Requests in a queue;

the holding of pogtionsin multiple queues, multiple postionsin asingle queue;
obligations of Prospective Users to maintain a pogtion in a queue;

remova of Access Regquests from a queue;

notification of Prospective Users of Spare Capacity or Developable Capacity;
operation of queuesin the event of acceptance or nonacceptance of Capacity;
assgnment of queue pogitions;

the rights of any Prospective User with a queued Access Request being subordinate to the
rights of any other party under a Grandfathered Contract.

6.6.3 Submissionsfrom Interested Parties

None of the submissons made in respect of the Pamdia Pipdine Access Arrangement
addressed the proposed Queuing Policy.

6.6.4 Additional Considerations of the Regulator

The Code implicitly requires that the Queuing Policy provide sufficient information to enable
Usars and Prospective Users to understand in advance how priorities of access to Spare
Capacity or Developable Capacity are to be determined at times when Access Requests
exceed avalable Spare Capacity. The Queuing Policy is not consdered to meet this
requirement due to insufficient information being provided on the following matters.

The Queuing Policy only explicitly dates that queues will be edtablished for Access
Requests for Reference Services. As such the Queuing Policy does not provide sufficient
detall to enable Users and Prospective Users to understand in advance how priorities of
access to Spare Capacity or Developable Capacity will be determined in respect of Access
Requests for Norn+Reference Services.
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The Queuing Policy provides for separate queues to be established for Firm Extended and
Interruptible Extended Services.  However, the Policy does not provide sufficient
information to enable Users and Prospective Users to understand in advance how the two
queues will interact. It is not clear how Spare Capacity will be dlocated amongst queued
Access Requests for the two types of servicess For example, if capacity becomes
available that could be dlocated as ether a Firm Extended Service or an Interruptible
Extended Service, it is not clear in the Queuing Policy how the capacity will be dlocated
to between Prospective Users at the head of queues for these services.

The Access Reguest provides for CMS to alocate pipeline capacity other than in the
order of queuing in times of “high demand for pipeline services, open seasons and amilar
invitations’.  Insufficient information is provided to enable Users and Prospective Users
to understand in advance the drcumstances in which pipdine capacity will not be
dlocated in order of queued Access Requedts. Furthermore, insufficient information is
provided on the method by which the priority of a Prospective User to obtain access to
spare capacity and devel opable capacity would be determined in these circumstances.

6.6.5 Acceptability of the Access Arrangement and Required Amendments

The Access Arrangement is conddered to not meet the requirements of the Code in respect of
aQueuing Policy.

Required amendments to the Access Arrangement are as follows.

Section 10 of the Access Arrangement (Queuing Policy) should be amended to provide
further information on how priorities of access to Spare Capacity or Developable
Capacity will be determined in respect of Access Requests for Non-Reference Services.

Section 10 of the Access Arrangement (Queuing Policy) should be amended to indicate
how the priority of a Prospective User on a queue for one service is to be determined
vis a vis Prospective Users on queues for other services.

Section 10 of the Access Arrangement (Queuing Policy) should be amended to describe
in detail the circumstances in which CMS may ded with Access Requests other than in
accordance with priorities as defined by queues, and describe the method by which
priorities of Progpective Users will be determined in these circumstances.

6.7 EXTENSIONS/EXPANSIONSPOLICY

6.7.1 Access Code Requirements

Section 3.16 of the Code requires that an Access Arrangement include a policy (an
Extens ons/Expansions Policy) which sets out:

(& the method to be applied to determine whether any extension to, or expanson of the
Capacity of, the Covered Pipdine:

(i) should be treated as part of the Covered Pipeline for al purposes under the Code; or
(if) should not be treated as part of the Covered Pipdine for any purpose under the Code;
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(for example, the ExtensongExpansons Policy could provide that the Service Provider
may, with the Rdevat Regulaor's consent, elect a some point in time whether or not an
extenson or expanson will be pat of the Covered Pipdine or will not be pat of the
Covered Pipeline);

(b) how any extenson or expanson, which is to be treated as part of the Covered Pipdine,
will &afect Reference Taiffs (for example, the Extensons/Expansons Policy could
provide:

() Reference Taiffs will reman unchanged but a Surcharge may be levied on
Incremental Users where permitted by sections 8.25 and 8.26 of the Code; or

(i) specify that a review will be triggered and that the Service Provider must submit
revisons to the Access Arrangement pursuant to section 2.28 of the Code);

(c) if the Service Provider agrees to fund New Facilities if certain conditions are met, a
decription of those New Facilities and the conditions on which the Service Provider will
fund the New Facilities.

The Reevant Regulator may not require the ExtensongExpansons Policy to date that the
Sarvice Provider will fund New Facilities, unless the Service Provider agrees.

6.7.2 Access Arrangement Proposal

An ExtendongExpansons Policy is provided by CMS in sectionll of the Access
Arrangement.

The generd provisions of the Extensons/Expansions Policy are asfollows.

i. CMS will undertake reasonable investigations as to the nature, extent and approximate
cost of Enhanced Facilities where the cost of the investigations is met by the Prospective
User and the Prospective User commits to make an agreed contribution to the costs of the
Enhanced Fadlities.

ii. CMSmay of its own accord undertake investigations as to possible Enhanced Facilities.

iii. A pipdine extenson or expanson may be made subject to the Access Arrangement either
by CMS decting to do so, and the Regulator consents, or by amendment to the Access
Arrangement where the amendment is required by the Code.

iv. Where extensons or expansons have been fully funded by a User, there would be no
change to Reference Tariffs gpplied to that user.

v. Incrementd Usars as defined in the Code which have not made capita contributions
towards Incrementd Capacity (as defined in the Code) which they use and which has
been funded by others will be liable to pay for surcharges as dlowed for in section 8 of
the Code.

vi. Pipdine extensons or expandons funded by CMS may result in the gpplication of
surcharges as dlowed for in section 8 of the Code.
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6.7.3 Submissionsfrom Interested Parties

Treasury

Although the Access Arrangement (section 11.2(a)) provides that CMS will undertake investigations in
building Enhanced Facilities to provide Developable Capacity, the Access Arrangement does not commit
CMS to actually provide Enhanced Facilities. The Regulator may consider requiring CMS to undertake
such worksif listed criteriaare met, including criteria uponwhich CM S will make a decision of this nature.

The Access Arrangement only commits CMS to undertake investigations where a Prospective User makes
an “agreed contribution” to the cost of any Enhanced Facilities. This appearsto leaveit opento CMSto fail
to agree on a contribution and thereby avoid having to undertake any investigations. It isalso unclear how
the agreed contribution would be collected by CMS, which could lead to difficulties if, for instance,

considerable preliminary work were done on aproposed extension/expansion that did not proceed for

whatever reason. Thereisarisk that access seekers would regard the provisions as creating uncertainty and
giving CM S an inequitable degree of leverage.

The Code does not impose any requirement for an Access Arrangement to commit a Service
Provider to invedigating or providing Enhanced Facilities, or to lig criteria which, if met,
would commit the Service provider to provide Enhanced Facilities.  Consequently, the
submission from Treasury addresses matters that are outside the scope of the Code.

6.7.4 Additional Condgderations of the Regulator

The Code requires that the ExtensonsExpansons Policy specify the method to be applied to
determine whether any extenson to, or expanson of the Capecity of, the Covered Pipeline
should or should not be treated as pat of the Covered Pipdine for al purposes under the
Code. The Extensons/Expangons Policy indicates that extensongexpansons may be made
subject to the Access Arrangement either at the discretion of CMS or by amendment to the
Access Arrangement where the amendment is required by the Code.

In ingtances where CMS is able to exercise discretion, the ExtensgonsExpansions Policy does
not specify any method to be agpplied in the determination. However, section 3.16(a)
provides a point of caificaion that “for example, the ExtensonsExpansons Policy could
provide that the Service Provider may, with the Reevant Regulator's consent, elect a some
point in time whether or not an extenson or expanson will be part of the Covered Pipeline or
will not be pat of the Covered Pipding’. Commitments made by CMS in the Access
Arrangement are partly conagent with the Code requirements and the point of clarification in
section 3.16(a) of the Code. The ExtensongExpansions Policy proposed by CMS indicates
that extensongexpansons may be made subject to the Access Arrangement ether a the
discretion of CMS, and subject to the consent of the Regulator, or by amendment to the
Access Arrangement where the amendment is required by the Code.

However, the Policy does not explicitly address a decison for an extenson or expanson to
be not treated as part of the Covered Pipeline. The Regulator considers that in not indicating
how such a decison is to be made, he Access Arrangement does not meet the requirements
of the Code. This deficiency could be remedied by amending sectionl1l of the Access
Arrangement to include a clause indicating that CMS may dect for a pipeline extenson or
expanson to be not subject to the Access Arrangement, subject to providing written notice
the Regulator. It should be noted that regardless of the Extensons/Expansions Policy
proposed by CMS, any person, including the Regulator, may make application to the Nationa
Competition Council to seek coverage of tha part of the pipeline crested by an extenson or
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expanson. In this case the NCC would make a recommendation on coverage to the Relevant
Minister, based on criteria set out in section 1 of the Code.

6.7.5 Acceptability of the Access Arrangement and Required Amendments

The Access Arrangement is considered to not meet the requirements of the Code in respect of
an ExtensongExpangons Poalicy.

Required amendments to the Access Arrangement are as follows.

Section 11 of the Access Arrangement (Extensons/Expansons Policy) should be
amended to include a clause indicating that CMS may dect for a pipeine extenson or
expanson to be not subject to the Access Arrangement, subject to providing written
notice to the Regulator.

6.8 REVIEWDATE

6.8.1 Access Code Requirements
Section 3.17 of the Code requires that an Access Arrangement include:

(&) a date upon which the Service Provider must submit revisons to the Access Arrangement
(aRevisons Submisson Date); and

(b) a date upon which the next revisons to the Access Arrangement are intended to
commence (a Revisons Commencement Date).

In gpproving the Revidons Submissons Date and Revisons Commencement Date, the
Reevant Regulator must have regard to the objectives for Reference Tariffs and Reference
Taiff Policy in section 81 of the Code, and may in making its decison on an Access
Arrangement (or revisons to an Access Arrangement), if it condders it necessary having had
regard to the objectivesin section 8.1 of the Code:

(i) require an earlier or later Revisons Submisson Date and Revisons Commencement Date
than proposed by the Service Provider in its proposed Access Arrangement;

(i) require that specific mgor events be defined tha trigger an obligation on the Service
Provider to submit revisons prior to the Revisons Submisson Date.

Section 3.18 of the Code provides for an Access Arrangement Period to be of any length;
however, if the Access Arrangement Period is more than five years, the Relevant Regulator
must not approve the Access Arrangement without congdering whether mechanisms should
be included to address the risk of forecasts on which the terms of the Access Arrangement
were based and gpproved proving incorrect. These mechanisms may include:

(& requiring the Service Provider to submit revisons to the Access Arrangement prior to the
Revisons Submisson Date if certain events occur, for example:
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(i) if a Service Provider's profits derived from a Covered Pipeline are outsde a specified
range or if the vaue of Services reserved in contracts with Users are outdde a

specified range;

(if) if the type or mix of Services provided by means of a Covered Pipeine changes in a
certain way; or

(b) a Service Provider returning some or dl revenue or profits in excess of a certain anount
to Users, whether in the form of lower charges or some other form.

Where a mechaniam is included in an Access Arrangement pursuant to section 3.18(a), the
Rdevatt Regulator must investigate no less frequently than once every five years whether a
review event identified in the mechanism has occurred.

6.8.2 Access Arrangement Proposal

Section 3 of the Access Arrangement specifies that the Access Arrangement will come into
effect on the Effective Date. The term of the Access Arrangement is not explicitly stated
dthough provison is made in section 12 of the Access Arrangement for a Revisons
Submission Date of 31 October 2003, and a Revisons Commencement Date of 1May 2004.
The implied term of the Access Arrangement is gpproximately 4%4ears.

Provisons for review of the Access Arrangement, other than in respect of the Revisons
Submissons Date, are made in sections 12.2 and 12.3 of the Access Arrangement. These
provisons dlow for CMSto conduct areview of the access arrangement in the event of:

a pipeline extenson is undertaken which is subject to the Access Arrangement;

there is a materid or gSgnificant change in the market, economic, politicd or generd
regulatory conditions or circumgances from those which, a the Effective Date, are
forecast and assumed will exigt for the duration of the Access Arrangement;

there is a change in the provisons or adminigtration of any Act or other law, including the
Code or the Trade Practices Act (1974) (Cth), which necesstates a review of the Access
Arrangement;

any other event occurs which requires the Access Arrangement to be updated or amended
under any other provison of the Access Arrangement; or

if the proposed Commonweslth goods and services tax, when it is introduced, is different
from what was understood at the Effective Date.

6.8.3 Submissionsfrom Interested Parties

Office of Energy

CMS may conduct areview of the Access Arrangement if the goods and services tax, when it is introduced,
or its application or effect is different from what was understood at the Effective Date. Given the
significance and complexities of the GST, it may be more appropriate for a review and adjustment of

charges to be undertaken only with the prior agreement of the Regulator. The goods and services tax should
serve as an Access Arrangement review trigger event as provided for under the Code.
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Section 2.28 of the Code provides for the Service Provider to, a any time, submit to the
Regulator proposed revisons to the Access Arrangement. Revisons only come into effect
after approva by the Regulator. Consequently the requirements of the Code satisfy concerns
rased in the submisson in respect of a requirement for prior agreement of the Regulator with
revisons of the Access Arrangement.

Section 3.17 of the Code provides for the Regulator to require that specific mgor events be
defined that trigger an obligation on the Service Provider to submit revisons to the Access
Arrangement prior to the Revisons Submisson Date. This is not consdered necessary in
respect of the goods and sarvices tax given the relatively short duration of the Access
Arrangement and a low likelihood that any matters would arise in association with the goods
and services tax that would require revison of the Access Arrangement in the interests of
Usars. A gpecified trigger event is not necessary for CMS to propose revisons to the Access
Arrangement in order to raise Reference Tariffs to accommodate a goods and services tax.

6.8.4 Additional Considerations of the Regulator

In addition to providing for review of the Access Arrangement in accordance with the
requirements of the Code, the Access Arrangements provides for CMS to initiate a review a
other times in response to certan contingencies. The Regulator gave condderation to
whether this was consstent with the Code.

Sections 12.2 and 12.3 of the Access Arrangement provide for CMS to conduct a review of
the Access Arrangement, other than as required by the Review Submissons Date in response
to severd contingencies.  These contingencies were summarised in section 6.8.2 of this Draft
Decison.

Section 2.28 of the Code allows a Service Provider to propose revisons to an Access
Arrangement a any time with no redtrictions placed on the Service Provider as to the reasons
for proposng revisons. Thus the cortingencies listed in sections 12.2 and 12.3 of the Access
Arrangement are, for all practica purposes, just declaratory. CMS could propose revisons to
the Access Arrangement in response to any of these contingencies even if they were not
dated in the Access Arrangement. However, notwithstanding the ability of CMS to propose
revisons to the Access Arrangement, any proposed revisons are subject to assessment and
gpprova by the Regulator in accordance with provisions of Part 2 of the Code.

The Regulaor aso gave condderation to whether it was necessary for the Access
Arrangement to define specific mgor events that trigger an obligation on the Service
Provider to submit revisons prior to the Revisons Submisson Date, in accordance with
section 3.17 of the Code. In this regard, the Federal Government’s proposed changes to
company taxation are reevant. The proposed taxation reforms may reduce the taxation
ligbilites of CMS and consderation will need to be given to the resultant savings being
passed on in lower tariffs.

6.8.5 Acceptability of the Access Arrangement and Required Amendments

The Access Arrangement is consdered to meet the requirements of the Code in respect of
datiing a Review Date. However, the Regulator consders that provison should be made for
review of the Access Arrangement in the event of changes to company taxation as currently
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proposed by the Federa Government. Required amendments to the Access Arrangement are
asfollows.

Section 12 of the Access Arrangement should be amended to make provison for a review
of the Access Arrangement to be triggered by changes to company taxation arrangements,
including changes to the rate of corporate income tax.

6.9 OTHERM ATTERSINCLUDED IN THE ACCESS ARRANGEMENT

6.9.1 Access Code Requirements

Section 2.24 of the Code requires that an Access Arrangement contain the dements and
satisfy the principles set out in sections 3.1 to 3.20 of the Code. An Access Arrangement
may, however, address matters or provide information beyond the requirements of sections
3.1t0 3.20 of the Code.

The Regulator may not refuse to gpprove a proposed Access Arrangement solely for the
reason that the proposed Access Arrangement does not address a matter that sections 3.1 to
320 do not require an Access Arrangement to address. However, should an Access
Arrangement address matters in addition to the requirements of sections 3.1 to 3.20 of the
Code, then the Regulator has broad discretion to refuse to accept the Access Arrangement. In
asessing these matters, the Regulator took into account the factors listed in section 2.24 of
the Code:

(& the Service Provider's legitimae busness interets and invesment in the Covered
Fipding

(b) firm and binding contractua obligations of the Service Provider or other persons (or both)
dready using the Covered Pipeling;

(c) the operationad and technical requirements necessary for the safe and reliable operation of
the Covered Pipdine;

(d) the economicaly efficient operation of the Covered Pipdine;

(e) the public interest, including the public interet in having competition in markets
(whether or not in Audtrdia);

(f) theinterests of Users and Prospective Users, and

(9) any other matters that the Relevant Regulator considers are relevant.

6.9.2 Access Arrangement Proposal

The Access Arrangement addresses several matters outside the scope of sections 3.1 to 3.20
of the Code. These maters rdate principaly to requirements and procedures for the
lodgement of Access Requests and entering into a Service Agreement.

One of the additiona matters related to the charging of a Service Request Adminigtration Fee
for lodgement of an Access Request. The Regulator’'s condderations in regard to this
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proposed fee are documented in section8 of this Draft Decison. Condderations on other
matters are documented below.

6.9.3 Submissionsfrom Interested Parties
Access Request an | rrevocable Offer

Boral Energy

CMS propose to make an Access Request an irrevocable offer and to bind the prospective user to pay for
the services it has inquired about. This requirement is excessive, and is more onerous than normal

commercial practice and more onerous than the normal practice for transmission pipelinesin Australia. Itis
also peculiar and restrictive that an access request should be submitted under seal. Affixing the common
seal of an entity to a document accepts the terms of an agreement between the parties executing the
document, yet CM S suggest it is appropriate to affix the seal before any agreement has been reached. An
Access Request should be an inquiry and no binding relationship should exist until the parties execute the
Service Agreement.

Section 6.6 of the Access Arrangement provides for an Access Reguest to comprise an
irrevocable offer by the Prospective User to CMS for it to use and pay for gas transportation
services st out in the Access Request, subject only to any counter offer CMS may choose to
make. The datus of an Access Request as an irrevocable offer is not inconsstent with
section 54 of the Code, but is not explicitly contemplated by the Code. Whether it is
acceptable for an Access Request to be trested as an irrevocable offer is subject to an
assessment of reasonableness taking into account matters set out in section 2.24 of the Code,
in paticular the Service Provider’s legitimate business interests (section 2.24(a) of the Code)
and the interests of Users and Prospective Users (section 2.24(f) of the Code).

In assessing whether it is reasonable for an Access Request to comprise an irrevocable offer,
consderations of the Regulator were as follows.

An object of CMS in proposing that an Access Request be an irrevocable offer is to
reduce the likelihood of submisson of vexatious Access Requests, and to ensure that the
Service Provider has reasonable certainty that an Access Request comprises a bona fide
request for services prior to bearing the cost of investigations as to whether it is possble
to provide the requested service. However, sections 5.4 and 5.5 of the Code provide for
the Service Provider to require any Prospective User to meet reasonable costs of
investigations as to whether an Access Request can be met.  Consequently the argument
of CMS that an Access Request should comprise a forma offer so as to reduce the
likelihood of costs being imposed on CMS by vexatious Access Reguests is not
consdered vaid. Notwithganding this, an Access Request being an irrevocable offer
would be in the commercid interests of CMS by bringing forward the time of contractud
commitment of a Prospective User to use and pay for gas trangportation services.

For a Reference Service on which no condition is imposed by CMS, the Prospective User
has full knowledge of the Service characteridtics, the terms and conditions on which the
Sarvice will be supplied, and the tariff for the Service. Consequently, for a Reference
Service on which no condition is imposed by CMS, the datus of an Access Request as an
irrevocable offer is not conddered to expose the Prospective User to commercia
disadvantage.

In the event of CMS only being willing to provide a Sevice subject to specific
Conditions, the Access Request becomes an irrevocable offer from the last date for non
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acceptance of the last of those Conditions that occurs without the Prospective User having
notified CMS of non-acceptance of those Conditions. The requirement for actions to be
taken by the Prospective User to prevent becoming contractualy bound to use and pay for
gas trangportation services other than as set out in the originad Access Request is
congdered to be to the commercid disadvantage of a Prospective User.

The status of an Access Request as an irrevocable offer does not prevent a Potential User
from making inquiries about the avallability of Services prior to submitting an Access
Request, dbet nether the Access Arrangement nor the Generd Terms and Conditions
place CMS under any obligation to provide information to a Prospective User or enter
into negotiations with a Prospective User before an Access Request has been lodged.
Generd information on Spare Capacity, and hence on the potentid avalability of services
is, however, required to be made publicly available by CMS in accordance with
section 5.9 of the Code.

In view of these condderations, the Regulator condders that it is reasonable for an Access
Request to comprise an irrevocable offer only in respect of Access Requests in cases in which
no Condition is imposed by CMS on ddivery of the respective Reference Service. For
Access Requests where conditions are imposed by CMS, it is only considered reasonable that
an Access Reguest becomes an irrevocable offer on acceptance of any conditions by the
Prospective User, adbet a reasonable time limit for acceptance of conditions may be imposed
under the Access Arrangement.

Entering into a Service Agreement

Treasury

Provisions of the Access Arrangement and Terms and Conditions relating to mechanisms for entering into a
Service Agreement are convoluted and complex. The provisions should be simplified as far as practical to
make it clear to a Prospective User when an irrevocable contract for pipeline access comesinto being. The
Regulator should be satisfied that provisions for entering into a Service Agreement are internally consistent
and cover all contingencies. The Regulator should also analyse the circumstances where CMSis able to use
an “escape clause” to avoid entering into a contract and ensure that these are limited to clearly defined and
commercially realistic circumstances.

The provisgons for entering into a Service Agreement are described in sections 6 and 7 of the
Access Arrangement. Legal advice was obtained to assess whether these provisions are
unreasonably complex and unclear to a Prospective User in respect of when an irrevocable
contract for pipeline access comes into being. Advice was received to the effect that the
provisons are complex. However, the complexity of provisons for entering into a Service
Agreement is nat, in itsdlf, valid reason for requiring amendment of the Access Arrangemen.

Notwithstanding this, lega advice to the Regulator drew attention to an inconsistency
between sections 6.6 and 6.14 of the Access Arrangement in respect of entering into a
Service Agreement.  Section 6.6 of the Access Arrangement provides for an Access Request
to condtitute an irrevocable offer when:

(@ in the case where no condition has been imposed by CMS on the provison of a service,
from the date on which the Access Request was lodged or deemed to have been lodged;
or
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(b) in the case where one or more conditions has been imposed on the provison of a service,
from the las date for nonacceptance of any conditions that occurs without the
Progpective User having notified CM S of non-acceptance,

The consequence of Section 6.6 is that no action is required to be undertaken by CMS for an
Access Reguest to become an irrevocable offer.  This is incondgent with provisons of
section 6.14 of the Access Arrangement that provides for a Prospective User to withdraw an
Access Request a any time by notice in writing to CMS prior to CMS's acceptance of the
Access Requedt, or it being placed in a queue. There is an implication in section 6.14 of the
Access Arrangement that an Access Request becomes an irrevocable offer only when CMS
has provided notification of acceptance. This contradicts the provisons of section 6.6 of the
Access Arrangement.

I nformation Requirements on Prospective Users

Treasury

Section 6.8 of the Access Arrangement allows CMS to require a Prospective User to provide additional
information at its discretion in respect of an Access Request. CMS's ability to do so should be limited, in
order to overcome the possibility that CMS might unduly delay or even defeat an application by making
unreasonable demands for additional information. The Regulator should consider whether CMS should
only be able to require information that relates directly to a matter listed in sections 6.1, 6.2 or 6.4 of the
Access Arrangement; where it is reasonable to do so; and if CMS clearly describes what further information
isrequired.

Section 6.8 of the Access Arrangement provides for CMS to require a Prospective User to
submit additional information to that provided in an Access Request prior to CMS responding
to the Access Request in accordance with section 5.4 of the Code. Further, section 6.10 of
the Access Arrangement provides for CMS to igect an Access Request on the basis of CMS
not being reasonably saisfied with the provison of information by the Prospective User or
information not being provided by the Progpective User to CM S in the designated time.

The Regulator condders that sections 6.8 and 6.10 of the Access Arrangement provide
insufficient description of the additiond information requirements that may be imposed on a
Prospective User by CMS. The scope of additiond information able to be required by CMS
should be limited by ether reference to sections 6.1, 6.2 or 6.4 of the Access Arrangement,
that specify the information requirements for an Access Request, or by reference to the
Information Package that under section 5.1 of the Code must be established and maintained
by the Service Provider and which must describe the information the Service Provider
requires in order to consder an Access Request.

Refusal of Vexatious, Frivolous or Anti-Competitive Access Requests

Treasury

Section 6.13 allows CMS to reject outright an Access Request it considers anti-competitive. It is not clear
what criteria CMS might apply to reach this view. The Regulator may like to review whether this power
should be clarified or removed.

Section 6.13 of the Access Arrangement provides for CMS to refuse condderation of an
Access Request if CMS congders that the Access Request has been lodged for reasons which
are vexatious, frivolous or anti-competitive.
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Refusd by CMS to consider an Access Request is inconsgtent with the provisions of section
5.4 of the Code that require CM S to respond in one of three ways to an Access Request:

(@ confirming that Spare Cepacity exids to satisfy the request and specifying the charges
and terms and conditions upon which it will make the service available;

(b) advidng that Spare Capacity does not exist to satisfy the request;

(c) advisng that investigations are required to be undertaken prior to responding to the
request.

Lapse of Access Request

Treasury

Section 6.15 of the Access Arrangement provides for, among other things, that where CMS accepts an
Access Request Offer for a Reference Service but that conditions precedent have not been satisfied within
one month of CM S's notification of acceptance, or such extended period as may be agreed to by CMS, that
the Access Request is deemed to have lapsed. This is inappropriate because conditions precedent under
section 7.3 of the Access Arrangement could include matters that in the ordinary course of events would
take longer than one month to satisfy. An Access Request should be deemed to |apse only where thereis
clear evidence that the access seeker’ s proposal or behaviour is commercially untenable.

Section 7.3(b) of the Access Arrangement specifies conditions that, inter dia, may be
required by CMS to be satisfied ether as conditions precedent or conditions subsequent to
acceptance of an Access Arrangement by CMS.  These conditions include the occurrence of a
defined event induding inddlaion and commissoning of Enhanced Fedllities or third party
equipment, process facilities or infrastructure.  Such an event may reasonably teke grester
than one month to occur, and therefore result in lapse of an Access Request under provisons
of section 6.15 of the Access Arrangement. Whilst it is recognised that the intent of the
Access Arrangement is likdy to be for any such conditions to be imposed as a condition
subsequent to entry into a Service Agreement, this is not drictly provided for the current
wording of section 7.3 of the Access Arrangement.

6.9.4 Additional Consderations of the Regulator

The Regulator had no additiona concerns in respect of components of the Access
Arrangement that lie outside the scope of Section 3.1 to 3.20 other than have been addressed
above in regponse to public submissions.

6.9.5 Acceptability of the Access Arrangement and Required Amendments

The Access Arrangement is not considered to be reasonable in respect of severd matters that
relate to elements and principles other than those set out in sections 3.1 to 3.20 of the Code.

Required amendments to the Access Arrangement are as follows.

Section 6.6 of the Access Arrangement should be amended to provide for an Access
Reguest to comprise an irrevocable offer only where CMS imposes no conditions on
ddivery of the requested Service, or where the Prospective User indicates acceptance of
any Conditions imposed by CMS.
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Section 6.6 and/or section 6.14 of the Access Arrangement should be amended to remove
contradictory provisons relating to the time a which an Access Request becomes an
irrevocable offer.

Section 6.8 of the Access Arrangement should be amended to limit the scope of
additiond information able to be required by CMS to the information requirements listed
in respect of an Access Request in 6.1, 6.2 or 6.4 of the Access Arrangement, or to the
informetion requirements specified in the Information Package compiled and maintained
in accordance with section 5.1 of the Code.

Section 6.13 of the Access Arrangement should be deleted. This section provides for
CMS to refuse consderation of an Access Request if CMS condders that the Access
Reguest has been lodged for reasons which are vexatious, frivolous or anti-competitive.

Section 7.3 of the Access Arrangement should be amended to provide for defined events
such as induding inddlation and commissoning of Enhanced Facilities or third party
equipment, process facilities or infrastructure, to be required only as condition subsequent
to entering into a Service Agreement.
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7 REFERENCE TARIFFS

7.1 INTRODUCTION
Section 3.3 of the Code requires that an Access Arrangement indude a Reference Tariff for:
() at least one Service that islikely to be sought by a sgnificant part of the market; and

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

The principles used to determine Reference Taiffs are to be dated as a Reference Tariff
Policy. Both the Reference Taiff Policy and the Reference Tariffs should be designed with a
view to achieving the objectives set out in section 8.1 of the Code:

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

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

(d) not digtorting invesment decisons in Pipeline trangportation sysems or in upstream and
downstream indudtries,

(e) dfidency inthelevd and structure of the Reference Tariff; and

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

CMS has proposed Reference Tariffs for two Reference Searvices: the Frm Extended Service
and the Interruptible Extended Service. In accordance with the principles established by the
Code, CMS used a price path methodology for the determination of Reference Tariffs. With
this approach, a series of Reference Tariffs are determined in advance for the Access
Arrangement Period. The Reference Tariffs follow a path that is forecast to deliver a revenue
stream sufficient to cover projected costs of providing the services.

The Code provides a generd procedure for the application of the price path methodology to
the determination of Reference Tariffs. The stepsin this generd procedure are:

edimation of an Initid Capitd Base;
edimation of Capital Expenditure;
estimation of Operating Expenditure;
estimation of an gppropriate Rate of Return;

Specification of a Depreciation Schedule;
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determination of Total Revenue, a cost/revenue dlocation across services, and Reference
Taiffs and

specification of Incentive Mechaniams.

This chapter provides an assessment of compliance of the proposed Reference Tariffs with
the requirements of the Code. This is undertaken by examining the generad methodology
used by CMS in determining Reference Tariffs and individud parameters of the reated
financid andyss, teking into account the requirements of the Code and submissons from
interested parties.

7.2 METHODOLOGY USED TO DETERMINE REFERENCE TARIFFS

7.2.1 Access Code Requirements

Section 8.3 of the Code provides for the methodology for determination of Reference Tariffs
to be a the discretion of the Service Provider, subject to the Regulator being satisfied that the
methodology is conssent with the objectives contained in section 81 of the Code
Notwithstanding this, section 83 of the Code suggests that Reference Taiffs may be
determined by:

(8 a price path approach, whereby a series of Reference Tariffs are determined in advance
for the Access Arrangement Period to follow a path that is forecast to deliver a revenue
dream cdculated condgtently with the principles in section 8 of the Code, but is not
adjusted to account for subsequent events until the commencement of the next Access
Arrangement Period;

(b) a cost of service gpproach, whereby the Tariff is set on the basis of the anticipated costs
of providing the Reference Service and is adjusted continuoudy in light of actud
outcomes (such as sdes volumes and actua costs) to ensure that the Tariff recovers the
actua cods of providing the Service; or

(c) variations or combinations of these gpproaches.

7.2.2 Access Arrangement Proposal

CMS utilised a price path approach for the determination of Reference Tariffs.

7.2.3 Submissonsfrom Interested Parties

No submissons were recelved that addressed the choice of a price path approach by CMS for
the determination of Reference Tariffs,

7.2.4 Additional Considerations of the Regulator

The Regulator recognises that the Code provides a Service Provider with discretion in
determining the methodology used to determine Reference Tariffs, subject to the chosen
methodology being condgtent with the objectives of Section 8.1 of the Code. The adoption
by CMS of a price path methodology is consistent with these requirements.
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7.2.5 Acceptability of the Access Arrangement and Required Amendments

The Access Arrangement is consdered to meet the requirements of the Code in respect of the
generd methodology used for the cdculation of Reference Tariffs  This does not imply,
however, tha the methodology has been gpplied to the determination of Reference Tariffs
either gppropriately or with the required degree of technical rigour and substantiation. These
matters are addressed in the following sections of this chapter.

7.3 INITIAL CAPITAL BASE

7.3.1 Access Code Requirements

Sections 810 and 811 of the Code date the principles for establishing the Initid Capital
Base for an exiding Covered Pipdine when a Reference Taiff is fird proposed for a
Reference Service.  These principles apply to the Access Arrangement for the Parmdia
Pipdine.

Section 8.10 of the Code requires that a range of factors be consdered in establishing the
Initill Cepitd Base. These factors are described in more detail below, but relate generdly to
comparaive andyds of different vauation techniques and the reasonable expectaions of
interested parties.

Section 8.11 of the Code dates that the Initia Capita Base for Covered Pipelines that were in
exigence a& the commencement of the Code normaly should not fal outsde the range
bounded by the Depreciated Actud Cost (DAC)!' of pipdine assets and a Depreciated
Optimised Replacement Cost (DORC) for the assets.

7.3.2 Access Arrangement Proposal

CMS's determination of the Initid Capitd Base of the Pamedia PFipeine is described in
section 4.1 of the Access Arrangement Information.

CMS adopted a Depreciated Optimised Replacement Cost (DORC) methodology as the
primary bads for the determination of the Initid Capitd Base for the Parmelia Pipdine. The
arguments put forward for using this methodology were:

it provides appropriate economic sgnds as to the vaue of the services being provided
because it yidds prices condgtent with those that would be charged by an efficient new
entrant to the market;

it therefore condtitutes an attempt to replicate the outcomes of a competitive market;

M The term “Depreciated Actual Cost” is here given the meaning of section 8.10(a) of the Code as “the value
that would result from taking the actual capital cost of the Covered Pipeline and subtracting the accumulated
depreciation for those assets charged to Users (or thought to have been charged to Users) prior to the
commencement of the Code”.
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it avoids the problems associated with the application of different accounting standards
over time;

the optimisation process yidlds correctly szed assts, and
it avoids price shocks when assets are replaced.

CMS edimated the Optimised Replacement Cost (ORC) of the pipdine to be in the range
$170 million to $253million, etimaed as the sum of ORC of the man pipdine
($157 million to $240 million), the vaue of other capitd assets ($9 million), and the vaue of
working capitd ($4.27 million). The range of ORC vaues and a range of vaues for asst life
were gpplied as input parameters into a Monte Carlo smulation to determine a probabilistic
edimate of the DORC. The gmulation used triangular probability digtributions for
parameters of ORC and asset life, based around modt-likey vadues of $210 million for the
ORC (ranging from $170 million to $253 million) and 60 years for asset life (ranging from 42
to 80 years). The probabiligic estimate of the DORC was not provided in the Access
Arrangement, but was provided to the Regulator in response to a subsequent request for
information. The edimate indicded a most likdy DORC vdue of approximatdy
$114 million, with arange of estimates of gpproximately $60 million to $160 million.

7.3.3 Submissionsfrom Interested Parties
Use of the DORC Methodology for Determining the Capital Base

Office of Energy

As the Office of Energy considers that CM S has not adequately supported its tariff determination using the
DORC methodology nor provided sufficient information, it would seem that an alternative, more defensible
methodology, such as the Optimised Deprival Value, could be applied to derive an initial capital base value
for the Parmelia Pipeline. Given that in its area of operation the Parmelia Pipeline is expected to be over
the long term in direct competition with the Dampier to Bunbury Netural Gas Pipeline, the Optimised
Deprival Value may be a more meaningful asset base upon which to determine tariffs to provide an
outcome which would be competitive with those to be determined for the Dampier to Bunbury Natural Gas
Pipeline.

Although the use of the DORC methodology is well recognised by the Code and to be at or towards the
upper end of asset valuations to be considered by the Regulator, in this case the Optimised Deprival Vaue
methodology is more likely to provide better transparency, thus satisfying the requirements of section 2.6 of
the Code. Furthermore, the factors the Code requires to be considered in establishing the Initial Capital
Base include values that would result from applying other well recognised valuation methodologies. The
Optimised Deprival Value is considered by the Office of Energy to be one such methodology, and it is
suggested that the Regulator should seek an analysis from the proponent using this methodology and make
that analysis available to stakehol ders.

Treasury

While it is not unusual for owner submissions in respect of access arrangements to focus heavily on
presenting the Depreciated Optimised Replacement Cost (DORC) valuation of the capital in question, this
is significantly higher than the Depreciated Current Cost valuation in the case in question. As aresult the
potential for significant under-utilisation of the infrastructure from an economic perspective arises unless
the Reference Tariff is based upon alesser valuation than the DORC.

It is recognised that one of the considerations in respect of how the Reference Tariff is struck is the
avoidance of any sudden spikes in Reference Tariffs as new capacity comes on stream. In this instance,
however, there does appear to be a significant amount of unused capacity in the current infrastructure.
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Mobil

CMS has used the DORC methodology to determine an appropriate cost of capital from which to determine
the tariff. The $210 million cost estimate is unrealistic. An upper bound in determining the value of the
pipeline should have been the purchase price of the pipeline in 1997 which was believed to be of the order
of $130 million. As some of the assets purchased at that time have since been sold for a further $27
million, this suggests that the pipeline assets were worth in the order of $100 million. Thus CMS's
valuation of the pipelineisgrossly in excess of the open market valuation and therefore questionable.

Western Power

CMS has estimated that the Optimised Replacement Cost of the Parmelia pipeline is $210 million and has
based the calculation of the Reference Tariff on that figure. The pipeline has been in operation since 1971.
At the time of purchase in July 1997 the replacement value of the WAPET Perth Basin assets including the
pipeline was estimated a $130 million (see The West Australian May 1997). CMS subsequently sold part
of its Dongara asset to ARC Energy for an estimated $27 million (see The West Australian dated 7 May
1998). The on-sale is believed to include future benefits to CMS arising from additional hydrocarbon
recovery. Tovalue an asset at doubleits cost after two yearsisagross over estimate of the asset value.

The advantages and disadvantages of different vauation methodologies for determining the
Capitd Base, including the Optimised Deprivad Vaue and Purchase Price, are discussed
bdow under the heading “Additiond Congderations of the Regulator”. The Regulator
asessed the estimate of the DORC vaue proposed by CMS and considers that this estimate
is excessvely high. On the basis of engineering advice, the Regulator considers a reasonable
edimate of the DORC vaue of the Initid Capitd Base to be in the order of $65.8 million.
The Regulator also condgdered vauations of the pipeline based on Depreciated Actuad Cost
(DAC), Optimised Depriva Vaue and market vaue.

The Regulator congders that, in the context of the Access Arrangement for the Parmdia
Pipeline, neither DORC nor DAC vauaion methodologies are appropriate for vauation of
the Initid Capitd Base. The economic efficiency arguments put forward by CMS in support
of a DORC vduation of the Initid Capitd Base are not consdered of practica relevance in
the Stuation of the Parmelia Pipeline dueto:

i. the low likelihood that the assets would ever be duplicated or completely replaced, given
that augmentation of the Dampier to Bunbury Naturd Gas Pipdine would be a less costly
means of providing the same service potentid of the Parmdia Pipeling

ii. the low likelihood of price shocks arisng from asset replacement should tariffs be based
on an Initid Capitd Base vaue of less than the DORC;

ii. a DORC vdue of the Initid Capitd Base may provide CMS with a subgtantid windfal
revenue above the earnings from gas transportation that CMS may reasonably have
expected at the time of purchase of the pipeline; and

iv. depending upon future throughputs, a DORC vdue of the Initid Capitd Base may lead to
subgtantia increases in what the Regulator believes to be the current tariffs paid for gas
trangportation in the Parmdia Pipdine.

A DAC vduation methodology is not conddered gppropricte for vauation of the Initid
Capitd Base as the DAC vdue would most likely be less than the reasonable expectation of
CMS of the vadue of the pipeine assts a the time of purchase. For the Parmelia Pipeline the
DAC vdue is expected to be close to zero and would not reflect the capita investment made
by CMSin the pipdine in line with reasonable expectations of tariff levels and cash flows.
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The Regulator condders thet a more appropriate valuaion of the Initid Capitad Base would
be one that sought to reflect the reasonable expectations of CMS a the time of purchase of
the pipeline assets, as well as to the reasonable expectations of Users as to the implications of
the new regulatory regime. A lower bound for this vauation was assessed by the Regulator
as the vaue of the asset based on the net present vaue of cash flows from existing contracts
plus the vdue of working cepitd. This is equivdent to the Optimised Deprivd Vaue and
cdculated at $36.6 million. This vaue is subgtantidly less than the envisaged purchese vaue
of the regulated pipdine assets ($72 million). If throughput were assumed to exceed the
throughput under exiding contracts, then a higher Optimised Deprival Vdue for the pipdine
would result (with the DORC vadue the maximum vdue permitted under the Code).
However, if this additiond throughput did not eventuate, then (al ese congtant) Reference
Taiffs could rise dgnificantly from the commencement of the next Access Arrangement
Period. The trestment of this uncertainty associated with future throughput aong the
Parmelia Pipdline has been one of the centrd issues for the Regulator.

The Regulaor is unwilling to accept a vaudion for the pipeine that is predicated on
throughput assumptions in excess of current leveds unless CMS bears the risk that is
associged with this demand not materidisng. That is, the Regulator condders that if a
higher asset vadue than that supported by exiding tariffs and throughputs is sdlected, then
cusomers should not bear this risk.  Accordingly, the Initid Capitd Base should lie in the
range of the consarvative Optimised Deprival Vaue of $36.6 million and the DORC vaue of
$65.8 million, with the value dependent upon the dlocation of risk associated with future
demand.

Estimation of Optimised Replacement Cost

Office of Energy

In respect of the Optimised Replacement Cost estimate it is considered necessary for OfGAR to obtain
more information as to what assets have been included in the estimate (such as compressor stations), clarify
how the engineering determination of the Optimised Replacement Cost was undertaken, and obtain
independent verification of the methodology and reasonableness of the engineering estimate.

OffGAR should also obtain and review the details of the other capital assets and the working capital and be
satisfied with the reasonabl eness of the provisions for these assets. Projected capital expenditures should be
reconciled with the Optimised Replacement Cost estimate to ensure there is no double counting
(particularly in relation to the compressor stations).

In conddering the edtimates of ORC provided by CMS, the Regulator obtained technica
advice from Connel Wagner. This advice and comments on the vdidity of the estimated
Optimised Replacement Cost ae provided beow under the heading “Additiona
Condderations of the Regulator”. The Regulator condders that the ORC vaue derived by
CMS is unreasonably high, principdly as a result of caculating the ORC on the basis of a
large pipdine capacity and throughput thet is subgtantialy in excess of current throughput
and reasonable expectations of throughput over the Access Arrangement Period. In assessing
the ORC and DORC vdues of the Parmdia Pipdine, the Regulator consdered replacement
options based on a lower capacity (60 TYday) and derived an ORC vaue of $146 million and
acorresponding DORC value of $65 million.
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Estimation of Asset Life

Office of Energy

The Office of Energy considers that the asset life quoted in the Access Arrangement Information is merely
the technical life and no substantiation had been made as to the economic life of the pipeline. Thisis
particularly relevant in the context of the upstream, transport and downstream markets it faces, which are
argued as the risk factors in the return desired. Thisis also significant in the light of the statement in the
information document that “the total remaining volumes of gas and associated flow rates from currently
producing Perth Basin fields are insufficient to justify the construction of a new pipeline” and thus the
availability of gasthat could be transported from the Perth basin.

The economic asset life for establishing the Initial Capital Base of the existing pipeline is particularly
important where the asset is relatively old. The longer the asset life assumed the higher the Initial Capital
Base for the same level of depreciated life. For the particular tariff determination methodology (NPV) and
the rate of return used, the resultant tariffs would be higher with longer asset lives.

In conddering the edtimates of asset lives provided by CMS, the Regulator obtained
technical advice from Conndl Wagner. This advice and comments on the validity of the
esimated asset lives are provided below under the heading “Additional Consderations of the
Regulator”. The estimates provided by Connel Wagner are consstent with the estimates
provided by CMS for the main and laterd pipelines, but not for other pipdine fadlities,
SCADA and uitilities (15 years rather than 30 years estimated by CMS), and plant, machinery
and equipment (15 years rather than 10 years estimated by CMS).

In regard to economic life versus technicd life, a lack of information on the gas reserves of
the Peth Basn prevents the Regulaior from assessng when the pipeine may become
redundant through depletion of these reserves. However, the Regulator considers that there is
a reasonable prospect for continued use of the Parmelia Pipeline even if the Perth Basin gas
reserves are depleted.  This use may arise from trangport of gas from the Carnarvon Basin via
the Dampier to Bunbury Naurd Gas Pipdine to the locations currently serviced by the
Pamedlia Pipdine. Given this, the Regulator considers it reasonable to consider the asset life
of the pipdine in terms of technicd life.

Estimation of Depreciated Optimised Replacement Cost

Office of Energy

The depreciation of the Replacement Cost for the purpose of establishing the Initial Capital Base should be
verified by OfGAR. As indicated by CMS, a Monte Carlo Simulation was used in establishing the Initial
Capital Base and Residual Value of the pipeline. While the Optimised Replacement Cost value has been
shown, the resulting DORC value was not provided and would need to be verified. The parameters used for
the simulation particularly in relation to the probability distribution used also need to be verified.

Using a deterministic calculation and the typical values of Optimised Replacement Cost and asset life
(60 years) assumed by CMS, it would appear that the DORC value would be in the order of $112 million
(32/60*210M). Section 8.10 of the Code lists a number of factors that should be considered in establishing
the Initial Capital Base. The factors include the depreciated actual cost of the pipeline (section 8.10a) and
the price paid for any asset recently purchased by the Service Provider and the circumstances of that
purchase (section 8.10j). The assessment of the Initial Capital Base needs to be considered in the light of
what is understood to be CMS' effective purchase price for the pipeline of less than $93 million and any
goodwill that may have been paid. Thisfigureislikely to reflect the prognosis at that time of the pipeline's
market and risk into the future and thus the value of the pipeline. It is recognised that this needs to be
assessed on the basis of changed circumstances, if any. Neither the purchase price nor the actual historical
cost of the pipeline has been presented in the Access Information.

Draft Decision on the Parmelia Pipeline Access Arrangement Part B — 61
Part B — Supporting Information



Office of Energy

The Office of Energy considers that the Access Arrangement Information, including the additional
information provided by CMS on 22 June 1999 and 2 July 1999, does not allow third parties to understand
the significant tariff components of the Access Arrangement, with the information regarding the asset
valuation being particularly open to interpretation. This is due to inherent uncertainties associated with
calculating a representative value for the DORC, using a probabilistic rather than a deterministic
methodology, the use of the Monte Carlo Simulation which obscures the DORC calculation, and a general
lack of other key information.

AlintaGas

A high asset valuation contributes to avery high Reference Tariff.

In assessing the Access Arrangement, further information was requested and received from
CMS regarding the estimated DORC vaue. The probabilistic estimate of the DORC vaue
indicated a mogt likdy DORC vaue of gpproximately $114 million, with a range of estimates
of approximately $60 million to $160 million. The vdidity of this estimate was assessed by
the Regulator and the outcomes of this assessment are provided below under the heading
“Additionad Congderations of the Regulator”.

The Regulaor has no inprinciple concern with the use of a Monte Calo smulation
methodology to estimate a DORC vdue. However, this stochastic methodology is considered
to have little advantage over a deterministic methodology in cases such as with the CMS
determination of the DORC vaue where the probability distributions for input varidbles are
defined as cloe to symmetricd and the mogt-likdy vdue from the dochadtic caculdion is
closee to the vaue that would be derived from a determinisic cdculation usng the typica
vaues of input varidbles. As such, the dochastic methodology is consdered to add
complexity to the cdculations with no subgtantive benefit and with the disadvantage of
increeding the difficulty of persons in underganding the derivation of the Initid Capitd Base
Furthermore, regardless of the methodology used to caculate the DORC, the vaues of input
vaiables to the cdculation, including the probability didributions for variables in a stochastic
caculation, need to be adequately substantiated. The Regulator consders that probability
digtributions of variables were not adequately substantiated in the DORC cdculation by CMS
and were largely arbitrarily defined.

A further deficiency of the stochastic determination of the Initid Capitd Base is that CMS
has not nominated a unique vaue of the Initid Cepitd Base tha will form the basis for
vauing the Capitd Base in the future. The Code requires that the vaue derived for the Initia
Capitd Base be used to cdculate the vaue of the Capitd Base in the future, teking into
account depreciation, capitd expenditure and inflation. There is an implicit requirement that
the Initid Capita Base be specified asasinglefigure.

In assessing the DORC egstimate made by CMS, the Regulator verified the CMS cdculations
by both stochagtic and deterministic cdculaions udng the parameter vaues and probability
digributions provided by CMS in the Access Arrangement Information. The Regulator is
satisfied that the cadculations were reproducible for the given vadues of input variables.
However, the Regulator gave condderation to both the values of input variables to the DORC
cdculdion and the in-principle suitability of the DORC as a bags for edablishing the Initid
Capital Base. These condderations are described below and gave rise to a concluson that the
vaue of the Initid Capita Base should be substantialy lower than proposed by CMS.
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7.3.4 Additional Considerations of the Regulator

Asset Valuation And Economic Principles

The intent of the generd Reference Tariff objectives specified in section 8.1 of the Code is
achieved if economic efficiency of resource dlocation is a primary condderdtion in the
stting of Reference Taiffs.  Efficient tariffs or prices are those that provide sgnds that
motivate an efficient or wedth-maximisng alocation of resources to the provison of gas
transportation services, and more generdly in the economy. In broad terms, tariffs should be
aufficient to motivate a Service Provider to invest in assats and to provide transportation
services to an extent compatible with the vaue placed on those services by Usars. However,
tariffs should not be so high as to dlow a Service Provider to capture returns in excess of
those necessary to cover reasonable costs (including reasongble returns to investment) or to
motivate inefficient duplication of pipdine infragructure.

The amplest concept of efficient pricing is that of short-run margind-cost pricing where an
additiona unit of output is priced equa to the incrementa or margind costs of production.
In this Stuation, price motivates supply of additional units of a good or service as long as the
vaue placed on the additiond units of the good or service exceeds the vaue of any
dternative goods or services for which the resources may be utilised.

For production processes where inputs to production are entirdly or predominantly variable
with respect to the level of output, short-run margina cost pricing is approximately condstent
with efficdency in dtraction of resources to the production process over the longer term.
However, for production processes where inputs to production are predominantly fixed with
respect to the levd of output, margind cost pricing would not provide the producing firm
with sufficient revenue to meet the costs of these fixed inputs over the longer term. In
addition to covering margina coss of production, efficient prices must dso provide for a
return to longer term capital investment in the production process.

The consequence for the regulation of prices of a pipdine owner is that prices should be
aufficiently high to assure investors of adequate returns to capitd investment and thereby
motivate an adequate (ie. dynamicdly efficient) levd of invesment over the longer term.
This is despite the fact that in any short term period prices will typicaly exceed the margind
cogts of providing the relevant service.

In practice, the determination of efficient prices can be difficult. The smplest Stuaion for
determination of prices is with a new pipdine where prices mus be edablished a a
aufficiently high leve to motivate an initid leve of invetment. For an exiding pipdine,
edimation of efficient prices is more complex. As a lower bound, continued production of
pipdine services will require that prices be a least a a levd that provides a return to past
cepita investment that is sufficient to prevent the fixed inputs being diverted to dterndive
uses. As the vauaion of exiging assets under the Code is independent of the vauation of
new assts, it would in-principle be possble to vadue existing assets a scrgp vaue and not
affect the incentive for ongoing provison of the sarvice and for new invesment. However,
vauation of pipeine assets a scrap vaues would result in low returns to capitd that may
discourage new investment in pipelines. A more reasonable lower bound is to provide for
prices to provide a return to the initid invesment that would have been sufficient to motivate
that invesment a the time it occurred. This is the rationde for the lower bound vaue of the
Initiad Capitd Base in section 8.11 of the Code, amounting to a DAC vauation. As an upper
bound, prices should not be a a levd tha motivates excessve invesment in pipeines
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resulting in duplication of infragtructure and substantial under-utilisstion of cepacity. Prices
aso should not be s0 high that users would be better off if the existing assets were scrapped
and replaced with new assats.  This is the rationde for the upper bound vadue of the Initid
Capital Base in section 8.11 of the Code as the DORC.

An unambiguous economic determination of efficent prices must teke into account
requirements for future invesment in pipelines and the effects of current regulated prices on
the expectaions of investors in respect of returns to future investment. While, in principle,
the method that is usad to vaue existing assets won't affect future invesment, it is likey the
Regulator's decisons in reation to existing assets will influence expectations about how the
Regulator will exercise its discretionary powers in other aress in the future.  Accordingly, an
unduly hash trestment of exising assets may creste an expectaion that a Smilar sance may
be taken on other matters in the future after new investment has become "sunk” and so may
deter new invesment. Accordingly, the achievement of dynamic efficiency would gppear to
require the Regulator to take account of reasonable expectations of asset owners, and drive
for a decison that provides for a reasonable balance of interests between the Service Provider
and Users.

With uncertain knowledge of future invesment requirements and ingbility to precisdy mode
expectations and investment decisons, such an economic determination is not posshble.
Consequently, determination of an Initid Capitd Base is largely a matter of judgement. The
factors listed for consderation by the Regulator in section8.10 of the Code are intended to
serve as a guide to the Regulator in making this judgement, in addition to the more genera
principles for setting of Reference Tariffs st out in section 8.1 of the Code.

Factorsthat the Code Requiresto be Considered

The Code requires that the Regulator, in determining the Capitd Base, give condderation to
the factors set down in sections 8.10(a) to 8.10(k) of the Code. Discussion of these factors in
relaion to CMS s determination of the Capital Base is undertaken below.

(d) The vadue that would result from teking the actud capitd cogt of the Covered Pipdine
and subtracting the accumulated depreciation for those assets charged to Usars (or
thought to have been charged to Users) prior to the commencement of the Code (Code
section 8.10(a)).

The vaue tha would result from taking the actud capitd cost of the Covered Pipeine
and subtracting the accumulated depreciation for those assets charged to Users is, for the
purposes of this Draft Decison, referred to as a Depreciated Actua Cost (DAC). No
information was provided by CM S in respect of such avaueation of the Parmelia Fipeine.

A DAC vdue of the Parmdia Pipdine may be difficult to esimate given the long higtory
of the Pipdine, the change in ownership of the pipdine assets, and operation of the
pipdine in asociation with gas production and sdling activities of the previous pipeine
owner. Notwithstanding this, however, the Regulator expects the DAC vdue of the
Parmelia Pipeline to be close to zero. The pipeline was initidly condructed by a private
corporation in 1971 and operated under authority of a pipeline licence with a term of 21
years, ending in 1994. It is likdy tha the origind owners of the pipeine would have
fully depreciated the principd pipdine assets within the term of the origind licence,
reilting in a zero DAC vdue of these assdts a the current time.  Podtive DAC
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vauations may accrue to peripheral assets, however it is unlikey that the DAC vaduation
of these peripherd assets would be significant.

CMS has specified working cepitd to the vaue of $4.27 million to be incuded in the
Initia Capitd Base. Working capitd can be broadly defined as the funds employed by a
busness in overcoming current expenditure shortfdls plus the vaue of linepack, which is
the working stock of gas in the pipeline thet is owned by the Service Provider. For
regulatory purposes the exact gpproach in estimating working capita varies, however a
reasonable approach is to benchmark working capitd, minus the value of linepack, as a
proportion of annual operating expenditure. A comparison of working capital estimates
for different gas pipdinesin Audraiais provided below.

o _ Working Capital Operating Working Capital as
Pipeline Definition of Working  Estimate (exclusive Expenditure a Proportion of
Capital of linepack) Operating
Expenditure
cMms? Sum of financial reserves  $4.07m* $3.855m 105%
and initial pipeline
linepack inventory
AGLPE Not specified. $0.01m $0.7417m 1%
EAPL™ Financial reserves $0.767m $12.179m 6%
required to bridge the gap
between the time at which
expenditures are incurred
to provide service and the
time collections are
received for that service.
EPIC® Not specified. $0.82m $14.972m 5%
NT Gas™® Fundsrequired for day to  -$0.28m $6.723m -4%
day pipeline operation
equal to accounts payable
minus accounts receivable
plus taxation payable.
TPAY Not specified. $0.64m $20.72m 3%

* Adviceto the Regulator from Connell Wagner isthat the value of linepack in the Parmelia Pipeline would bein the
order of $200,000, even assuming the pipeline is operated at capacity (86 TJ/day).

12 parmelia Pipeline as per the current Access Arrangement.

13 AGL Pipelines Limited, Central West Pipeline Access Arrangement December 1998.

14 East Australian Pipeline Limited, Moombato Sydney Pipeline Access Arrangement May 1999.
15 Epic Energy Pty Limited, Moombato Adelaide Pipeline Access Arrangement April 1999

18 NT Gas Pty Ltd, Amadeus Basin to Darwin Pipeline Access Arrangement June 1999.

Y TPA, Victorian Gas Transmission Access Arrangement, ACCC Draft Decision May 1998.
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The working capitd specified by CMS is subgtantialy in excess of that proposed for other
pipelines both as an absolute figure and as a proportion of Operating Expenditure. Given
this, the working capitd estimate of CMS gppears excessive. On the bass of working
capitd edimaes for other pipdines, a reasonable estimate of the working capita
requirement for the Parmelia Pipeline is consdered to be $300,000 to fund day to day
pipeline operations and a maximum of $200,000 for linepack inventory, giving a totad of
$500,000.

Taking into congderation the smal DAC vaues tha may agoply to some assets of the
Parmedlia Pipdine and a working capitd vaue of $0.5million, a vauaion of the Initid
Capitd Base derived from a DAC vaue is conddered unlikely to exceed a few million
dollars. For the purposes of the current evduation of the Initid Capitd Base it will be
assumed to be close to zero.

(b) The vaue that would result from applying the Depreciated Optimised Replacement Cogt
methodology in vauing the Covered Pipeline (Code section 8.10(b)).

CMS used a probabilisic DORC esimate as the Capital Base for the determination of
Reference Taiffs The edimate indicated a most likdy DORC vaue of approximatdy
$114 million, with a range of edimates of approximaely $60 million to $160 million,
including the working capita estimate of $4.27 million.

A determinigtic estimate of the DORC vdue can be cdculated usng the parameters of
asst value and expected asset life provided by CMS. CMS edtimated the Optimised
Replacement Cogt of the pipeline to be in the range $170 million to $253 million, with an
assumed typicd vdue of $210million, and an average economic life of assets of 60
yeas. With the pipdine dready being 28 years old, CMS's expected remaining
economic life is 32 years. Using a draight line depreciation method, a deterministic
estimate of the DORC istherefore:

, 32 o
$210 million E=$112 million.

This edimate of the Initid Cepitd Base is cose to the mod-likdy Initid Cepitd Base
vdue derived by CMS using a Monte-Carlo smulation methodology ($114 million). The
difference is due to the probability digtributions for ORC and asst life being dightly
skewed towards higher values.

In order to further evduate CMS's edimate of a DORC vaue, technicd advice was
obtained from Connell Wagner on the parameter vaues used by CMS, in particular the
ORC. A preiminary review by Conndl Wagner indicated that the DORC may be in the
order of $78 million, derived from an ORC egtimate $146 million and depreciation over a
sngle economic ast life of 60 years, with a remaining asset life of 32 years. The DORC
eslimate was made under the following assumptions.

Fipeline design parameters of:

maximum throughput of 60 TJday;

— pipdine length of 416 km;

— Perth metropolitan load of 40 TJday;
— Pinjarraload of 20 TJday;
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— pipe congruction of X70 materid, externaly and internaly coated;

— compression designed to boost pressure from 7.4 MPg;

— compressor Sze adjusted to the nearest commercidly available unit; and

— two compressor units (100 percent redundancy) at each compressor station.

Application of current technology.

Application of dandard engineering practice to the optimisation of pipdine facilities
and Szes.

Induson of interes during congtruction but not lingpack vaue or native title codts,
the laiter based on an assumption of the Parmelia Pipdine occupying an exiging
right-of-way.

Application of a single economic asset life of 60 years for dl assets for the purposes
of depreciation.

Several design/configuration options were consdered in the determination of an ORC for
the pipeline with a range of pipeline szes, gas pressures, one or two maintenance bases,
and pressure reductions for the Perth to Pinjara section of the pipeline. All options
involved a “tdescopic’ pipdine condruction with a smdler diameter pipdine for the
Peth to Pinjarra section. ORC vaues for the options consdered ranged from $146 to
$162 million, with a corresponding range of DORC vaues from $78 to $86 million. The
leest-cost DORC option (DORC vaue of $78 million) was for a “high” pressure pipdine
with a maximum dlowable operating pressure of 15MPa and the following
configuration.

Terrinch diameter sed pipdine with 858 mm wadl thickness between Dongara and
Perth, and a six-inch dianger ded pipdine with 529 mmwall thickness between
Perth and Pinjarra.

Eight class 900 main line valves and four pig launcher and recaiver Stes.

Meter dations Smilar to exising assets except for differences associated with re-
rating at class 900 and meter accuracy improvements.

One unmanned compressor station comprising two 5,000 KW compressor units.

Two maintenance bases, one in Dongara to support operation of the compressor
gation and one in Perth to support pipeline maintenance.

A comparison of the derived ORC and DORC vaues with the vaues proposed by CMS is
asfollows.
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Valuation ($million)

Asset Group CMS Connell Wagner
Typical Value* Preliminary Estimate

Pipeline mainline 115 80
Laterals 7 8
Compression 14 17
Metering 16 4

Other pipelinefacilities SCADA and utilities 16 7
Property 0 3
EPCM**; land management; compensation 42 12

and contingency

Plant, machinery and equipment 1 2
Interest during construction 0 13
TOTAL ORC 210 146
DORC (remaining asset life of 32 years) 112 78

* Calculated by aproportional reduction of CMS's stated maximum asset values by the ratio of the maximum Capital
Base estimate to the typical Capital Base estimate (210/253)

** Engineering, procurement, construction and management

The Regulator was concerned that the above estimates of the DORC may be biased by the
assumption of an economic life of dl assets of 60 years. This value was not determined
as aweighted average across asset classes.

Edimates of asset lives for different classes of assets were provided by CMS in section
42.1 of the Access Arrangement Information. In conddering the estimates of asset lives
provided by CMS, the Regulator obtained technica advice from Conndl Wagner.
Advice was provided on reasonable expectations of asset lives for different asset classes,
based on an assumption of prudent monitoring and maintenance. The advice on asset
lives was not based on an extensve review of the Parmeia Pipdin€s desgn life or the
current pipeline condition.

The estimates of asset lives provided by CMS and Connel Wagner are shown below.
The edtimates provided by Connel Wagner are consgtent with the estimates provided by
CMS for the main and laterad pipelines, with the exception of higher asset lives of “other
pipeine facliies, SCADA and utilities’ (15 years rather than 10 years edtimated by
CMS), and a higher expected asset life for “plant, machinery and equipment” (15 years
rather than 10 years estimated by CMS).
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Assumed Asset Life (years)

Asset Class

CMS Connell Wagner
Main pipeline 70 70
Lateral pipelines 70 70
Compressor stations 30 30
M etering equipment 30 50
Other pipeline facilities, SCADA 10 15
& utilities
EPCM*; land management; 10 10
compensation and contingency
Plant, machinery and equipment 10 15

* Engineering, procurement, construction and management

In order to assess this potentid bias in DORC estimates arisng from the assumption of
aset life of 60 years across al assets, DORC vaues were re-estimated by cdculaing
DORC vdues individudly for different classes of assets, teking into account different
ast lives as edimated by Conndl Wagner, and then summing these vaues to obtain a
total DORC vdue. The assumed parameter vaues and resultant DORC vdues from this
cdculation are indicated as follows for both a deterministic estimate of the DORC using
ORC vdues derived by CMS, and using ORC values derived by Conndl Wagner.
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Optimised Replacement Cost DORC

Asset Class Total Residual
CMS Connell Economic Economic CMS Connell-
W agner Life Life Wagner
$million $million Years Years $million $million

Main pipeline 115 80 70 12 69 48
Lateral pipelines 7 8 70 12 4 4.8
Compressor stations 14 17 30 2 1 11
Metering equipment 16 4 50 22 7 18
Other pipeline 16 7 15 0 0 0
facilities, SCADA
& utilities
Property 0 3 70* 42 0 18
EPCM**; |and 42 12 10 0 0 0
management;
compensation and
contingency.
Plant, machinery 1 2 15 0 0 0
and equipment
Interest during 0 13 70* 12 0 7.8
construction
TOTAL 210 146 - - 81 65.3

* Property and interest during construction were assumed to be depreciated over the entire asset life of the
main pipeline
** Engineering, procurement, construction and management

The CMS edimate of the DORC includes a component of working capitd of
$4.27 million. Thus the Initid Capitd Base determined from the DORC vdue is the
same as above, equa to $81 million. Deriving an Initid Capitd Base from the DORC
vaue based on the Conndl Wagner ORC vdues requires adding the vaue of working
capital to the DORC value. CMS assumed a vaue of $4.27 million as working capitd.
However, as discussed above in relaion to a DAC vdue this vdue is consdered
unreasonably  high and a vadue of $0.5million consdered more appropriate.  Adding
$0.5 million of working cgpitd to this DORC vdues gives a vaduaion of the Initid
Capital Base of $65.8 million.

(c) The vdue tha would result from applying other wdl recognised asset vauation

methodologies in vauing the Covered Pipdine (Code section 8.10(c)).

The Regulator consdered two other assst vauaion methodologies in assessng the
proposed Capital Base vauation for the Parmelia Pipdine.

I. Optimised Deprivd Vdue the vdue of an asset to the owner cdculated in terms of
the loss that would be incurred by the owner if deprived of the asset. For the purposes
of this Draft Decison, the Optimised Deprivd Vaue is defined as the lesser of the
Optimised Replacement Cost of the asat and the vauation of the asset in terms of the
net present vdue of financid returns to the asset (on a cash flow bass). This
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definition is condgtent with Bonbright's “vadue to the owner” which is the lesser of
the current replacement cost (arguably the ORC vdue) and the income generating
capacity of the asset.'®

ii. Sdevaue the vauation of the asset implicit in an ams length sale of the asst.
Vauation of the Initid Capital Base by these two methodologiesis considered below.
Optimised Deprival Value

Cdculation of an Optimised Deprivd Vdue requires eimation of the net present vaue
of cash flows and therefore assumptions of tariffs for gas trangport. An estimate of the
net present value of the Parmdia Pipeine was consdered to be thet derived from cash
flows from exising gas transportation contracts. Information on gas trangportation and
revenues under existing contracts was provided by CMS in sections 6.2.2 and 7.5.4.5 of
the Access Arrangement Information.  Information provided by CMS to the Regulator
indicates a current average tariff for the Parmelia Pipeline of $0.55/GJ.

On the basis of the current average tariff, net present values of cash flows were estimated
for expected cash flows over a 42 year period, corresponding to the remaning life of the
man pipdine.  Fpdine throughput was assumed to be equd to throughputs under
exiding contracts for the fird five years and 30 TJday theresfter. Capitd expenditure
and operating expenditure were based on a breakdown of these expenditures provided to
the Regulator on a confidential bass by CMS, and adjusted to remove that expenditure
atributable to increases in pipdine throughput beyond the throughput attributable to
exiging contracts. These parameter values are summarised as follows.

Assumed Parameter Values

Parameter

Year 1 Year 2 Year 3 Year 4 Year 5 Years6to 32
Pipeline throughput 29.0TJday 29.6TJ/day 30.2TJ/day 30.2TJday 30.2TJday 30.2TJ/day
Capital expenditure $250,000 $250,000 $250,000 $250,000 $250,000 $250,000

Operating expenditure $2,657,000 $2,132,000 $1,869,000 $2,657,000 $2,657,000 $2,657,000

A discount rate of 8.3 percent was used, based on a reasonable value of the weighted
average cost of capita (as determined in section 7.6 of this Draft Decison). The derived
net present value was $36.1 million

This esimate is less than estimates of ORC vaues for the Parmdia Pipeine as caculated
by CMS and by Connell Wagner. Consequently the estimated Optimised Depriva Vaue
comprises the net present vaue of cash flows. The vauation of the Initid Capitd Base
based on the Optimised Deprivd Vdue is therefore the net present vaue plus the
operating capital (determined as $0.5 million). On this badss the resultant vauation of
the Initid Capitd Baseis $36.6 million.

18 Bonbright, J.C., 1937. The Valuation of Property, The Mitchie Company.
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An Optimised Deprivd Vaue methodology would ascribe a higher vaue to the Initid
Capitd Base if higher vaues were assgned to expectations of future tariffs and/or
pipdine throughputs. However, no substantiated projections of ether parameter were
provided to the Regulator by CMS and consequently could not be used to assign an
Optimised Deprivd Vdue to the Initid Capitd Base. In addition, if risng throughput
were taken into account when deriving the Initid Capitd Base but that increase in
throughput did not eventuate, then Reference Tariffs would rise dgnificantly from the
commencement of the next Access Arrangement Period over current leves.
Contemplation of a higher Initid Cepitad Base would need to take into account the spread
of risk between the Service Provider and Users of expected increases in throughput not
being redised. Thisisfurther discussed below.

Sale Value

The sde vaue of the Pamdia Pipdine can be ascertained from the sde prices of the
pipeine and associated assets when purchased by CMS from WAPET in 1997, corrected
for the subsequent sde by CMS of several assets, and for the vaue of non-regulated
assets that comprised part of the sdle. Sale prices of assets were not provided by CMS n
the Access Arrangement Information, nor were subsequently provided to the Regulator.
An edimate of the implicit purchase price of the pipeine was, however, derived from
informetion in the public domain and edimates of the value of certan non-regulated
asHs Thisegimation is outlined asfollows.

Market Transaction Value ($million)
CMS purchase of WAPET assets (1997) 130
CMS sale of Dongara gas fields (1988) (28)
Estimated value of non-regulated assets (gas gathering processing (30)

and storage facilities)

Estimated implicit purchase price of regulated assets 72

Adding working capitd ($0.5 million) to the edimated market vaue of the regulated
pipeline assets gives a vauation of $72.5 million.

(d) The advantages and disadvantages of each vduation methodology applied under
paragraphs (a), (b) and (c) (Code section 8.10(d)).

A summay of edimated vdues of the Initid Capitd Base usng different vaduation
methodologiesis as follows.

Draft Decision on the Parmelia Pipeline Access Arrangement Part B — 72
Part B — Supporting Information



Valuation M ethodology Initial Capital Base

CMS DORC valuation (typical value) $114 million
Deterministic DORC vauation using CMS's “most likely” parameter values $112 million
DORC valuation with asset life classes— CMS ORC value $31L million
DORC valuation with asset life classes— Connell Wagner ORC values $65.8 million
Optimised Deprival Value (existing contracts and average tariff of $0.58/GJ) $36.6 million
Implicit purchase price of regulated assets $72.5 million
DAC vauation Closeto zero

Advantages and Disadvantages of a DORC Valuation of the Initial Capital Base

There are four in-principle advantages of a DORC vduation of the Initid Capitd Base,
discussed asfollows.

Firgly, DORC vduations have been used for several other regulated pipeines and other
regulated infragructure in Audrdia Use of a DORC vauation would arguably be
cong stent with expectations of the gas transportation industry.

Secondly, a DORC vdudtion of the Initid Capita Base would result in tariffs that would
be the same as tariffs that would be charged by an efficient new entrant into the market.
Consequently tariffs based on a DORC vauation of the Cepitd Base arguably replicate
the tariff outcomes of a competitive market, and result in tariffs becoming established at
minimum sudainable leves over the long term.  Accordingly, tariffs based on an Initid
Capitd Base that is greater than the DORC vaue can be considered to include monopoly
rents. However, as the chegpest means of replacing the service potentid of the Parmdlia
Fipeine may not be replacement of the pipdine but rather augmentation of the Dampier
to Bunbury Naturd Gas Pipdine, the cost of this augmentation is arguably a more
gppropriate bass for a DORC vaue than the cost of replacing the Parmelia Fipeline.

Thirdly, if it is likdy thet the replacement of the assets will become necessary, then
basing tariffs on a DORC vauation reduces the likelihood of sudden increases in tariffs
when replacement is undertaken, resulting in greater tariff certainty and predictability for
Usars. However, this algument has little in-principle or practica judification. On an in-
principle levd, it is difficult to see how Users will be made better off by paying higher
tariffs in the present just to avoid a sudden increase in tariffs in the future, when they will
pay the same future tariffs in any case. In practice, it is unlikey that a gas pipdine and
asociated assets would be replaced in a dsingle event, or even in a closdy spaced
sequence of events. The different economic and technicd lives of various assets making
up a pipeine, and even various parts of the pipeine, would result in replacement being
underteken as multiple events over long periods, and replacement generaly subsumed
into activities of maintenance and upgrades. An initid setting of tariffs for an exising
pipdine with an Initid Capita Base less than a DORC vauaion may lead to a necessity
of radng tariffs over time, but sgnificant tariff shocks are unlikely.

Findly, a DORC edimate of the Initid Cgpita Base arguably would not result in taiffs
that are s0 high as to motivate inefficient duplication of pipeine asssts. However, this
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assumes that any provison of services by a second Service Provider would require
duplication of the asset. For the Parmdia Pipdine, additiona provison of services would
not necessarily involve duplication of the pipdine.  Augmentation of the Dampier to
Bunbury Natura Gas Pipeine and/or extenson of another pipdine network to customers
currently serviced by the Parmdia Pipdine may conditute inefficent asset invesment if
it iIs motivated by excessvely high tariffs for the Parmdia Pipdine and associaed high
gas charges.

The principa disadvantage of a DORC vduation of the Initid Capitd Base arises from
the current Stuation where the Parmedia Pipeine is operated a subgtantidly less than its
capacity.  As a consequence, unless there is a dgnificant increase in throughput, th a
DORC vduation of the Initid Cegpitd Base may lead to Reference Taiffs risng
ggnificantly from ther current levds  This would result in Users paying higher taiffs
than they reasonably could have expected under the new regulatory regime, and lead to
the Service Provider earning a greeter return than it reasonably could have expected to
result under the regulatory regime. As noted above, the Regulator consders that CMS
should not reasonably have expected an Initid Capitd Base of more than $36.6 million
(being the Optimised Depriva Vaue based on the throughputs in existing contracts) if
demand remained at current levels.

Ovedl, the merit of a DORC vdudtion of the Parmeia Pipdine is eroded by the low
likelihood that the pipeline would ever be replaced. While a DORC vduation may dill
comprise the maximum of the range of vaues tha may be assgned to the Initid Capita
Base of the Pamdia PFipdine this vaduation would not be judifigble if it resulted in
windfal returns to CMS above reasonable expectations, or imposes sgnificant risks on
Users.

Advantages and Disadvantages of a DAC Valuation of the Initial Capital Base

A DAC vduation of the Initid Capitd Base takes into account the actud construction
cost of the assets and depreciation of the asset to the present. In principle, a DAC
vauation is auditable, as it is based on actua records of past capitd expenditure and
revenues.

A DAC vdudion would be consgent with the observation that the Parmedia Fipeline is
an old pipeline that had a high rate of utilisstion prior to the congruction of the DBNGP
and 0 arguably has dready performed the service for which it was originaly constructed.
If the assst had aways ddivered a reasonable accounting rate of return (which is
conddered likdy for the Pamdia Pipdine), then a taiff based on the DAC vaduation
would provide a reasonable return on the origina investment of the Service Provider.

In the context of the Pameia Fipeine, the disadvantage of a DAC vaduation is that it
does not recognise the invesment of CMS in purchasing the pipeine asset.  Although the
DAC vdue for the Parmdia Pipeline is expected to be close to zero, the pipdine would
have been purchased a a price reflecting expectations of future profits able to be
generated from provison of gas trangportation services. Determination of tariffs on the
bass of a DAC vaudion of the Initid Cgpitd Base would therefore place a vaue on
CMS's investment that is less than CMS may reasonable have expected when the pipdine
was purchased.
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Advantages and Disadvantages of an Optimised Deprival Value Valuation of the Initial
Capital Base

The Optimised Deprivd Vdue is an edimae of the current value of an assat to the
owning busness. In a dtuation of a competitive market for both outputs and assets, the
Optimised Deprivd Vdue would equate to the market vaue of the asset and hence the net
present vaue of the asset in generating a future profit stream.  As the market vaue
represents the opportunity cost to the business of holding the asset, a reasonable rate of
return on the Initid Capitd Base vadued as the Optimised Deprivd Vadue compensates
the business for bearing this opportunity cos.

This argument for Optimised Deprivd Vaue as a vaudion of the Initid Capitd Base
bresks down in a dtuation of regulated tariffs. If the Optimised Deprivd Vdue is
determined as the net present vaue of expected future returns, then there is a circular
argument in an indudry of regulated tariffs. This arises where regulated tariffs guarantee
a reasonable rate of return to an Initid Capital Base valued as a net present vaue of future
returns, and the net present value of future returns depends on expected regulated tariffs.

Notwithgtanding this, in a gdtuation of regulated tariffs Optimised Depriva Vadue can be
used to derive a vaue that would be consgent with an assumption about future
trangportation revenue to the pipdine. Accordingly, this gpproach can be used to derive
the Initid Cgpitd Base that would be consstent with views about the reasonable
expectations of the asset owner, prior to this regulatory regime coming into effect, and
can dso be used to derive an Initid Capitd Base that would be consgtent with the
reasonable expectations of Users on the outcome of the pipdine being regulated under the
Code. It is recognised, however, that the reasonableness of this approach is dependent in
turn on the reasonableness of the assumptions that are made about the revenue and costs
of future gas transportation.

Advantages and Disadvantages of a Sale Price Valuation of the Initial Capital Base

The sde price of an asst in an arms length transaction would be based on expectations of
a future profit stream able to be derived from the asset. Given this, the sde price of an
asset might provide a more accurate view of the expectations of the purchaser at the time
of the sde of asst. Tha said, however, the sde price of a regulated asset might aso
reflect many other factors. For example it could reflect the expected benefits from being
able to outperform againg the benchmarks that are used to set regulated tariff's (and so
earn higher profits), or a view that the Regulator is likdy to use a higher rate of return to
st tariff's than the firm's estimate of its Cost of Capital, or it could reflect the vadue of the
synergies between regulated services and non-regulated activities. It is noted that the
regulated gas distribution companies recently were sold in Victoria for prices equa to
about twice the regulatory asset values of those businesses.

On the bass of informaion avalable to the Regulator, the vaue of the Initid Cepitd
Bae derived from the esimated implicit purchese price of the Parmeia PFipdine
($72.5 million) exceeded the vaue derived from the estimated net present vaue of the
pipdine cdculated on the bads of exiging contracts ($36.6 million). The margin of
estimated purchase price over the net present vaue may result from such matters as listed
above.
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Conclusions on Alternative Methodol ogies for Valuation of the Initial Capital Base

The discusson of advantages and disadvantages of different methodologies for vauing
the Initid Capitd Base of the Parmdia Pipdine indicate that there is no dngle vauation
methodology that stands out as an obvious choice.

A DORC vduation of the Initid Capitd Base has the in-principle advantages of being
congdent with the long-term efficient tariff levdls that would exis in a competitive
market and provide sgnds to potentid investors in pipdine assats tha regulated tariffs
will provide for adequate returns on cgpitd. A DORC vauation would aso be consstent
with regulatory precedent in Audtrdia However, as discussed above, these advantages
are conddered to be of less dgnificance in the dtuation of the Pamdia Pipdine. The
primary disadvantage of the DORC vduation is that, over the short to medium terms, it
may result in an asset vadue above the vdue that the pipdine owner could reasonably
have expected under the Code unless there is a dgnificant increase in throughput. A
DORC vaudtion may therefore result in higher costs to businesses using gas transported
through the pipdine (or impose sgnificant risk of higher cogts in the future).

A DAC vduation of the Initid Capitd Base, on the other hand, may not provide a Service
Provider that has purchased the pipeline asset with a vaue condstent with reasonable
expectations, paticularly for the Parmeia Pipdine where the DAC vaue is likdy to be
closeto zero.

The purchase price of the pipeine in an ams length transaction provides an indication of
the purchaser’'s expectaions of the net present vdue of cash flows from the asset. Any
purchase price, however, is likdy to recognise benefits that will arise under an incentive
regulation regime, as wel as benefits derived from synergies between the regulated
activities and other, non-regulated, activities of the Service Provider.

To determine the appropriate methodology for assgning a vdue to the Initid Capitd
Base for the Parmdia Pipeline, it is necessary to condder the different methodologies in
the specific context. Congigtent with the guidance provided by the Code, there is not
congdered to be any reason for vauing the Initiadl Capitad Base a greater than the DORC
value. Furthermore, the low likelihood of replacement of the pipeine and/or duplication
of the pipdine means tha the conventiondly measured DORC may dSgnificantly
overdate the upper-limit vauation suggested by economic theory. It is conddered that
the DAC vaue does not condtitute an gppropriate lower bound vaue for the Initid Capita
Base. By virtue of age and past depreciaion, the DAC vaue of the Parmelia Pipdine
would be close to zero. However, CMS purchased the pipdine at a cost estimated by the
regulator to be substantially greater than the DAC vdue. Given this, it is consdered
aopropriate that the lower bound on vauation of the Initid Capita Base be the Optimised
Deprivd Vaue of the assst based on the economic value current contracts for gas
trangportation assuming tha these contracts would continue for the remainder of the
economic life of the principd pipdine asssts.  This Optimised Deprivdl  Vaue is
considered to comprise a conservative assessment of reasonable expectations of the asset
vaue a the time of purchase.

The Regulator condgders that an Optimised Depriva Vadue methodology is appropriate
for vauing the Initid Capitd Base of the Parmdia Pipdine. As noted above, however,
the Optimised Deprivd Vaue for the pipdine depends upon the assumptions that are
made about future throughputs. While the Regulator condders that CMS should have the
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(e

opportunity to grow the market (and have this reflected in the Capitd Base), dbet this
rases the issues of who should bear the risk associated with this demand materidising. In
accordance with provisons of the Code, however, a DORC vaue ill comprises the
maximum vaue that may be ascribed to the Initid Capitd Base by an Optimised Depriva
Vdue methodology.

Lower and upper bounds on an acceptable value for the Initidl Capital Base are therefore
an Optimised Deprivd Vdue, cdculated from throughputs and tariffs of current
contracts, and a DORC vaue, respectivdy. On the bass of the information available to
the Regulator a the time of drafting of this Draft Decison, the permissble range of
vauesfor the Initial Capital Base is considered to be $36.6 million to $65.8 million.

International best practice of Pipdines in comparable dtuations and the impact on the

(f)

international competitiveness of enerqy consuming industries (Code section 8.10(e)).

The Regulator did not assess international best practice for the purposes of this Draft
Decison as no suitable and readily available benchmarks were identified and the cost of
developing such benchmarks was assessed as prohibitive.  The Regulator did, however,
note that DORC vauations of the Initid Capital Base have generdly been accepted by
regulatory agencies in the eastern states of Austraia®®

The basis on which Tariffs have been (or appeaxr to have been) st in the padt, the

economic depreciation of the Covered Pipeine, and the historica returns to the Sevice
Provider from the Covered Pipeline (Code section 8.10(f)).

CMS did not provide information to the Regulator in respect of the basis on which tariffs
have been determined in the past, or the hstoricd returns to either CMS or the previous
owner of the Pamdia Pipdine. As indicated esewhere in this section of the Draft
Decison, the Regulator requires CMS to provide additiond information before a find
vauation of the Initid Capitd Base will be approved. The required information relates to
CMS's reasonable expectations of the asset value of the Parmdia Pipdine a the time of
purchase. The higtorical bass for the sdting of tariffs may have had some bearing on
these expectations and thus pertinent to the Regulator’s condderation of the Initid Capita
Base.

As indicated above in discusson of a DAC vduation of the Initid Capitd Base it is
expected that the origind owners of the pipeine would have fully depreciated the
principd pipdine assets within the term of the origind licence, resulting in a zero DAC
vaue of the mgor assets a the current time.

19 Office of the Regulator General, Victoria, October 1998, Access Arrangements — Multinet Energy Pty Ltd &
Multinet (Assets) Pty Ltd, Westar (Gas) Pty Ltd & Westar (Assets) Pty Ltd, Stratus (Gas) Pty Ltd & Stratus
Networks (Assets) Pty Ltd, Draft Decision; ACCC, 1999. Draft Decision on the Access Arrangements by
Transmission Pipelines Australia Pty Ltd and Transmission Pipelines Australia (Assets) Pty Ltd for the Principal
Transmission System; Transmission Pipelines Australia Pty Ltd and Transmission Pipelines Australia (Assets)
Pty Ltd for the Western Transmission System; and by Victorian Energy Networks Corporation for the Principal
Transmission System.
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(0) The reassonable expectations of persons under the regulatory regime that applied to the
Pipdine prior to the commencement of the Code (Code section 8.10(q)).

CMS acquired an interest in the Parmeia Pipeline while it was regulated under the
Petroleum Pipelines Act 1969. However, CMS would have known of the intention to
introduce the Code at the time of purchase (1997), and would have had access to draft
versons of the Code were publicly available at the time. As a reault, it is not reasonable
to condder that the previous regulatory regime influenced the expectations of CMS in
respect of the value of the Parmdia Pipdine.

Even if ownership of the Parmelia Pipdine had not changed, the asset owner could not
reasonably have expected to raise tariffs above prevaling levels as a result of being
bought under the Code. The Optimised Depriva vaue of $36.6 million, based on
existing contracts, thus provides a conservative edimate of the vaue that would be
consistent with the reasonable expectations of the asset owner.

() The impact on the economicdly efficient utilisstion of gas resources (Code section
8.10(h)).

This section of the Code requires the Regulator to consder the effect of asset vauation
methodologies on the use of gas resources and in particular on whether the vauation
methodology is conggent with tariffs that will provide the price dgnds that ae
consgent with economic efficiency in the use of these resources. The Victorian Office
of the Regulator Generd has interpreted this requirement as a need to determine whether
the vduation methodology that is sdected is condstent with providing price sgnds
which give incentives for the development and use of the mogt efficient source of gas for
the rdevant market. That is, the asset vauatiion methodology and gas transportation
pricing regime should encourage the development and use of gas sources that minimise
the (f%\Nard looking) cost of gas exploration, extraction, trangportation and supply to end
user's.

Under this criterion, a DORC vauation may not be appropriate for the Parmeia Fipeline.
Taiffs aigng from a DORC vduation may cregte an incentive for augmentation of the
Dampier to Bunbury Naturd Gas Pipdine as demand rises rather than usng available
cgpacity on the Parmdia Pipdine. This would not result in the forward looking cost of
gas trangportation being minimised.

() The comparability with the cost sructure of new Pipdines that may compete with the
Pipdine in quesion (for exanple, a Pipdine tha may by-pass some or dl of the Pipdine
in guestion) (Code section 8.10(i)).

This criterion would generdly require that the vaue of the Initid Capitd Base not be s0
high as to result in Reference Taiffs tha motivate inefficent duplication of pipeine
infrastructure.  An upper bound on the Initid Capitad Base of a DORC vdue is congstent
with this requirement.

20 Office of the Regulator General, Victoria, May 1998. Access Arrangements — Multinet Energy Pty Ltd &
Multinet (Assets) Pty Ltd, Westar (Gas) Pty Ltd & Westar (Assets) Pty Ltd, Stratus (Gas) Pty Ltd & Stratus
Networks (Assets) Pty Ltd, Draft Decision, p65.
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(i) The price paid for any asset recently purchased by the Service Provider and the
circumstances of that purchase (Code section 8.10()).

As discussed above, the regulated assets of the Parmelia Pipeline were purchased by CMS
through an ams length transaction in 1997. The implicit price of the regulated pipdine
asts is etimated by the Regulator & $72 million.  As described above, it was assessed
by the Regulator that the purchase price is likdy to include the value of a number of
additiona matters that should not be included in the Initid Capital Base.

(k) Any other factors the Relevant Regulator considers rel evant (Code section 8.10(k)).

The Regulator did not consder that there were any additiond factors, not dready
discussed above, warranting condderation in respect of the bass for vauation of the
Initid Cepital Base,

Conclusion

The Regulator condgders that, in the context of the Access Arrangement for the Parmdia
Pipdine, nether DORC nor DAC vduaion methodologies necessarily provide an
appropriate means for vauing the Initid Cgpitd Base. The economic efficency arguments
put forward by CMS in support of a DORC vaduation of the Initid Capitd Base are not
consdered of practicd relevance in the Stuation of the Parmelia Pipeline due to:

i. thelow likdihood that the assets would ever be duplicated or completely replaced; and

ii. the low likdihood that a vaue of the Initid Capitd Base of less than the DORC would
result in price shocks to Users a atime of asset replacement.

A DORC methodology is, therefore, consdered ingppropriate for vauing the Initid Capita
Base of the Pamdia Pipdine. Notwithgtanding this, a DORC vdue should in this ingance
comprise the maximum vaue able to be ascribed to the Initid Capital Base by other vauation
methodol ogies.

A DAC vdudion methodology is not condgdered appropriate for vaduation of the Initid
Capitd Base due to it not reflecting the capitd invesment made by CMS in the pipdine in
line with reasonable expectations of tariff levels and future cash flows.

The Regulator condders that an Optimised Deprivd Vadue methodology is agppropriate for
vauing the Initid Cgpitd Base of the Pamdia Fipdine  Depending on assumptions of
future throughput, the vadue derived by this methodology may be equd to the DORC
vauaion at the maximum.

Lower and upper bounds on an acceptable vaue for the Initid Capital Base are an Optimised
Deprivd Vaue, caculated from throughputs and tariffs of current contracts, and a DORC
vaue, respectivey. On the badss of the information available to the Regulator at the time of
drafting of this Draft Decisgon, the acceptable range of vdues for the Initid Capitd Base is
considered to be $36.6 million to $65.8 million.

A difficulty with the Optimised Deprivd Vdue methodology is that the vduation of the
Initidl Capitd Base depends upon expectations of future costs and revenues in operaion of
the Parmdia Fipeine. It cannot be known with certainty a the time of establishing the Initid
Capital Base whether dtated expectations are accurate.  While a conservative estimate of an
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Optimised Deprivd Vaue based on exigting service contracts is more likely to be regarded as
reasonable, such a conservative estimate may aso be unduly harsh on the Service Provider in
not dlowing for an assat vaue associated with potentid market growth.  Furthermore, the
Code makes no provison to revise the Initid Capitd Base upwards if the initid vauaion
was ultimately to prove too conservative, thus pendisng the Service Provider. On the other
hand, a more lenient treatment of the Initid Capitad Base that takes into account expectations
of market growth may unreasonably pendise Users, through higher tariffs in the future, if the
demand expectations are not realised.

In nominaing a reasonable value for the Initid Capitd Base within the acceptable range, the
Regulator gave condderation to the interets of CMS and Usars, including CMS's
expectations of market growth for the pipdine. The Regulator consders that CMS should be
provided with the opportunity to rase demand, and have this reflected in the Capitd Base,
but that Users should not bear the risk associated with the incresse in demand not
materidisng. In baancing the interests of CMS and Users, the Regulator concluded that a
vaue of the Initid Cegpitd Base of gregter than the consarvative Optimised Depriva Vdue,
reflecting expectations of market growth, may be acceptable if:

a mechanism is put in place in the Access Arrangement that will see the Cepitd Base
reduced a the end of the Access Arrangement Period if expectations of market growth are
not realised; and

the higher vaue of the Initid Capitd Base does not give rise to Reference Tariffs above
the current average tariff for the Parmdia Pipeline.

A mechanism for reduction the Capitd Base a the end of the Access Arrangement Period if
market growth does not materidise is provided for in the Redundant Capitd provisons of the
sections 8.27 and 8.28 of the Code. These provisons alow for the Capital Base of a Covered
Pipdine to be reduced a the commencement of an Access Arrangement Period in response to
a decline in the volume of sdes of services provided by means of the Covered Pipdine. The
Regulator consders that the principle of Redundant Capita may be used to reduce the vaue
of the Capitd Base of the Parmelia Pipeline in the event that expectations of market growth
and incressed pipeine throughput, implicit in establishing the Initid Capitdl Base, ae not
reglised.

The Regulator's estimates of Reference Taiffs that would result from different vauations of
the Initid Capitd Base ae described in section7.8 of this Draft Decison.  An indicative
Reference Taiff of $0.57/GJ would arise from the maximum vaue of the Initid Capitd Base
($65.8 million) and dlowing for an increese in throughput to 60 T¥day by the end of the
Access Arrangement Period. The Regulator congders this tariff to be unacceptable as it is
gregter than the current average tariff for the Pipdine. To determine an acceptable vaue of
the Initid Cgpitd Base, the Regulator caculated the vaue that would return a Reference
Taiff of $0.55/GJ under the same assumptions of increesing throughput. This vaue of the
Initial Capital Baseis $62.5 million, induding $0.5 million for working capitdl.

The Regulator is therefore willing to accept a vaue of the Initid Capitd Base of
$62.5 million subject to:

i. CMS making a corresponding assumption of high growth in throughput (to 60 TJday
over the Access Arrangement Period) in the caculation of Reference Tariffs, and
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ii. CMS amending the Access Arrangement to include a Redundant Capital Policy that states
principles for reduction of the Capitd Base at the end of the Access Arrangement Period

if the assumed market growth does not materidise.

7.3.5 Acceptability of the Access Arrangement and Required Amendments

The Access Arrangement is consdered to not meet the requirements of the Code in respect of
vauation of the Initial Capitdl Base,

Required amendments to the Access Arrangement are as follows.

The vadue of the Initid Capitd Base used for the purposes of cdculating Reference
Taiffs should be dtered to a vadue of $62.5million, induding a working capitd
component of $0.5 million.

The Access Arrangement should be amended to include a Redundant Capital Policy that
provides for the Capita Base to be reduced at the end of the Access Arrangement Period

if the expectations of market growth are not realised.

7.4 CAPITAL EXPENDITURE

7.4.1 Access Code Requirements

Sections 8.15 to 8.21 of the Code provide for Capital Expenditure on a Covered Pipdine and
asociated regulated assets to be incorporated into the Cepitd Base of the Pipdine, and for
forecast Capitd Expenditure to be conddered in determination of Reference Tariffs. The
provisions of the Code dedling with Capitd Expenditure are asfollows.

8.15 New Facilities Invesment. The Capitd Base for a Covered Pipdine may be
increased from the commencement of a new Access Arrangement Period to recognise
additiond capitd costs incured in congructing New Facilities for the purpose of

providing Services.
8.16 The amount by which the Capitd Base may be increased is the amount of the actud
capital cost incurred (New Facilities Investment) provided that:

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

(b) one of the following conditions is satisfied:

() the Anticipated Incremental Revenue generated by the New Facility exceeds
the New Facilities Investment; or

(i) the Service Provider andlor Users satisfy the Relevant Regulator that the New
Facility has sysemrwide bendfits that, in the Reevant Regulator's opinion,
justify the gpprova of a higher Reference Tariff for al Users; or
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(i) the New Facility is necessyy to mantan the safety, integrity or Contracted
Capacity of Services.

817 For the purposes of administering section 8.16(a), the Redevant Regulator must
consder:

(&) whether the New Facility exhibits economies of scde or scope and the increments
in which Capacity can be added; and

(b) whether the lowest sustainable cost of ddivering Services over a reasongble time
frame may require the inddlation of a New Fadlity with Capacity sufficient to
meet forecast sales of Services over that time frame.

8.18 A Reference Tariff Policy may, a the discretion of the Service Provider, Sate that
the Service Provider will undertake New Facilities Investment that does not satisfy the
requirements of section 816. If the Service Provider incurs such New Facilities
Investment, the Cepitl Base may be increased by that pat of the New Facilities
Investment which does satisfy section 8.16 (the Recoverable Portion).

819 The Reference Taiff Policy may dso provide tha an amount in respect of the
balance of the New Facilities Investment may subsequently be added to the Capitd Base
if a any time the type and volume of services provided using the increase in Capacity
atributable to the New Fecility change such that any pat of the Speculative Investment
Fund (as defined below) would then satisfy the requirements of section 8.16. The amount
of the Speculative Invesment Fund a any timeis equd to:

(@ the difference between the New Facilities Investsment and the Recoverable Portion,
less any amount the Service Provider notifies the Reevant Regulator (at the time
the expenditure is incurred) that it has eected to recover through a Surcharge under
section 8.25 (Speculative Investment); plus

(b) an annud increase in that amount calculated on a compounded basis a a rate of
return gpproved by the Relevant Regulator which rate of return may, but need not,
be different from the rate of return implied in the Reference Tariff; less

(c) any pat of the Speculative Investment Fund previoudy added to the Capital Base
under this section 8.19.

820 Forecast Capitd Expenditure.  Congstent with the methodologies described in
sction 84, Reference Taiffs may be determined on the bads of New Fadlities
Investment that is forecast to occur within the Access Arrangement Period provided that
the New Facilities Investment is reasonably expected to pass the requirements in section
8.16 when the New Facilities Investment is forecast to occur.

821 If the Relevant Regulator agrees to Reference Tariffs being determined on the bass
of forecast New Facilities Invesment, this need not (at the discretion of the Relevant
Regulator) imply that such New Fadilities Invesment will meet the requirements of
Section 8.16 when the Relevant Regulator consgders revisons to an Access Arrangement
submitted by a Service Provider. However, the Relevant Regulator may, at its discretion,
agree (on written gpplication by the Service Provider) a the time a which the New
Facilities Investment takes place that it meets the requirements of section 8.16, the effect
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of which is to bind the Reevant Regulator's decison when the Reevant Regulator
congders revisons to an Access Arrangement submitted by the Service Provider. For the
purposes of public consultation, any such gpplication must be treated as if it were a
proposed revision to the Access Arrangement submitted under section 2.28.

822 For the purposes of cdculaing the Cepitd Base a the commencement of the
subsequent  Access Arrangement Period, ether the Reference Taiff Policy should
decribe or the Rdevant Regulator shdl determine when the Reevant Regulator
congders revisons to an Access Arrangement submitted by a Service Provider, how the
New Fecilities Investment is to be determined for the purposes of section 89. This
includes whether (and how) the Capitd Base a the commencement of the next Access
Arrangement Period should be adjusted if the actud New Fadlities Invesment is
different from the forecast New Facilities Investment (with this decison to be desgned to
best meet the objectivesin section 8.1).

8.23 Capitd Contributions. New Facilities Investment may aso be added to the Capita
Base when a User makes a Capital Contribution (as defined below) in respect of a New
Facility. Nothing in this Code prevents a User agreeing to pay the Service Provider a
Charge which exceeds the Charge that would apply under a Reference Taiff for a
Reference Service (or, in relation to another Service, under the Equivdent Taiff) in any
crcumgance incduding, without limitetion, if the excess is pad in respect of the funding
of aNew Facility (in which case the extra payment is a Capita Contribution).

8.24 Any expenditure on a New Facility in respect of which a Usr makes a Capitd
Contribution congitutes New Facilities Investment incurred by the Service Provider for
the purposes of this section 8. The User's obligations to the Service Provider and the
Service Provider's obligations to the User with respect to the Capita Contribution shal be
as agreed between the Service Provider and User.

8.25 Surcharges. As contemplated in section 8.19(a), unless precluded by the Service
Provider's ExtensongExpansons Policy, a Service Provider may eect by written notice
to the Relevant Regulator to recover dl or part of an amount that it would not recover at
the Prevaling Taiffs through a Surcharge (after commencement of the next Access
Arrangement Period, this amount is that amount that would otherwise conditute
Speculaive Investment). A Surcharge is a Charge in addition to the Charge that would
goply under a Reference Tariff for a Reference Service (or, in relaion to another Service,
under the Taiff that would be determined by the Arbitrator in arbitrating an access
dispute under section 6) that is levied on Users of Incrementad Capacity in order for the
Service Provider to recover some or dl of the cost of New Facilities Investment that can
not be recovered a the Prevaling Tariffs (and so cannot be included in the Capital Base
in subsequent Access Arrangement Periods). If the Relevant Regulator receives such a
written notice, it may approve the Surcharge, with an approva having the effect of
binding the Arbitrator in an access dispute under section 6. For the purposes of public
consultation, the notice shdl be treated as if it were a proposed revison to the Access
Arrangement submitted under section 2.28.

7.4.2 Access Arrangement Proposal

CMS's forecast of Capitd Expenditure over the term of the Access Arrangement is indicated
in section 4.3 of the Access Arrangement Information and summarised as follows.
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Year

2000 2001 2002 2003 2004

Forecast Capital Expenditure 375 335 0.75 155 0.85
($million)

The forecast Capita Expenditure was indicated in the Access Arrangement Information to be
for replacement of miscdlaneous capitd equipment, enhancements of peripherd assts,
utility systems and equipment. A further breakdown of capitd expenditure was provided to
the Regulator on a confidential bass.

7.4.3 Submissonsfrom Interested Parties

Submissons generdly made no specific comment on forecasts of Capitd Expenditure, but
rather suggested that the forecasts be subject to scrutiny by GfGAR. One additiond specific
comment was made in the submission from the Office of Energy, asfollows.

Office of Energy

If the capital expenditure is no scrutinised closely, not only from the perspective of the level of expenditure
but also in terms of required timing, it is possible that expenditures are projected to occur early in the
period, with the result of increasing the tariff. This is particularly relevant to expenditure that has some
degree of discretion and is dependent on projected new contracts.

In assessing the forecasts of Capitd Expenditure, the Regulator sought the advice of Connel
Wagner Pty Ltd. This advice is summarised below under “Additiond Congderations of the
Regulator”.  The principd concern of the Regulator in regard to the timing of Capitd
Expenditure was the assumption by CMS of the high pipeline throughput over the entire
Access Arrangement Period, with associated requirements for Capitd Expenditure on
compressor facilities;, SCADA and communications.  The projected pipdine throughputs are
consdered by the Regulator to be unreasonable given current throughputs, and consequently
both the throughput assumptions and forecast Capital Expenditure should be reduced.

7.4.4 Additional Consderations of the Regulator

The Regulator made an assessment of the forecast Capitd Expenditure on the basis of the
confidential breakdown of expenditure provided by CMS. The regulator had three concerns
with the forecast expenditure.

Firgly, forecast expenditure relating to compressor dations, some proportion of SCADA
upgrades and dectronic communications are linked to projected increases in  pipeline
throughput to 86 TJday over the entire period of the access arrangement, an increase of
approximately 187 percent over current throughput. The Regulator consders this projected
throughput to be unsubgtantiacted.  Consequently, Capital Expenditure to accommodate
CMS's projected throughput of 86 TJday within the Access Arrangement Period is
consdered to be inconsgtent with the requirements of section8.16(a) of the Code, that is, the
amount of Capitd Expenditure should not exceed the amount that would be invested by a
prudent Service Provider acting efficiently, in accordance with accepted good industry
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practice, and to achieve the lowest sustainable cost of delivering Services. In the absence of
any demondration that the throughput projections of CMS are reasonable, the Regulator
congders that a subgtantid part of projected Capitd Expenditure comprises Speculative
Investment within the meaning of section 8.19 of the Code, and thus should not be considered
as acurrent cost for the purposes of determining Reference Tariffs.

Secondly, the forecast Capitad Expenditure included expenditure on congtruction of new
laterds without the necessary judtification as required by the Code. The Regulator considers
tha CMS has not demondrated that the projected ceapitd expenditure sdatisfies the
requirements of section8.16(b) of the Code. That is, CMS has not demonstrated that at least
one of the following conditionsis satisfied for proposed lateras:

(i) the Anticipated Incrementa Revenue generated by the New Facility exceeds the New
Facilities Investment; or

(i) the Service Provider and/or Users satiSfy the Relevant Regulator that the New Fecility
has sysem-wide benefits tha, in the Relevant Regulator's opinion, judtify the gpprovd of
ahigher Reference Taiff for dl Users; or

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

The Regulator will require CMS to provide further judification for throughput projections
prior to approving the Access Arrangement. For the purposes of this Draft Decison, the
Regulator has contemplated either a throughput of around 30 TJday, condstent with exigting
contracts, or a maximum throughput of 60 TJday, dlowing for some market growth.
Forecasts of Capitd Expenditure were corrected for the reductions in throughput projections
to these levels, and for some expenditure on laterals for Non-Reference Services that would
be unlikely to meet the criteria of section 8.16(b) of the Code. These corrections result in the
following Capitd Expenditure projections for the period of the Access Arrangement.

Year
2000 2001 2002 2003 2004
Forecast Capital Expenditure 025 025 0.25 0.25 025
30T J/day throughput ($million)
Forecast Capital Expenditure 325 025 0.55 0.25 0.75

60T J/day throughput ($million)

Thirdly, the forecasts of Capitd Expenditure meke no provison for improvements in
productivity and efficiency over the Access Arrangement Period. The forecast Capitd
Expenditure includes a “basg” amount of $250,000 per annum, relating mainly to
miscellaneous capitd equipment.  This amount should be reduced annudly by a factor that
dlows for increases in productivity and efficiency, and provides incentives for such
productivity gains consstent with a CPI- X incentive mechanism.
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7.4.5 Acceptability of the Access Arrangement and Required Amendments

The Access Arrangement is consdered to not meet the requirements of the Code in respect of
forecadts of Capital Expenditure to be consdered in determination of Reference Tariffs.

Required amendments to the Access Arrangement are as follows.

Forecasts of Capitd Expenditure should be revised in accordance with reasonable
expectations of increesed pipdine throughput over the Access Arrangement Period.
Capitd Expenditure required to accommodate pipeine throughput in excess of a
reasonable expectation should be regarded as Speculative Investment within the meaning
of section 8.19 of the Code and for the purposes of congdering Capita Expenditure in the
determination of Reference Tariffs.

Expenditure on new laterd pipelines should be excluded from the forecasts of Capitd
Expenditure unless such expenditure is demondrated to satify conditions set out in
section 8.16(b) of the Code.

Forecast Capita Expenditure includes a “base’” amount of $250,000 per annum, relating
mainly to miscdlaneous capita equipment. This amount should be reduced annudly by a
factor that dlows for increases in productivity and efficiency, and provides incentives for
such productivity gains congstent with a CPI-X incentive mechanism.

7.5 OPERATING EXPENDITURE

7.5.1 Access Code Requirements

Section 8.36 of the Code defines Non Capitad Costs as the operaing, maintenance and other
cogtsincurred in the delivery of a Reference Service.

Section 8.37 of the Code provides for a Reference Tariff to recover al Non Capita Costs (or
forecast Non Capital Costs, as relevant) except for any such costs that would not be incurred
by a prudent Service Provider, acting efficiently, in accordance with accepted and good
industry practice, and to achieve the lowest sustainable cost of ddivering the Reference
Service.

For the purposes of this Draft Decison, Non Capitd Codts are referred to as Operating
Expenditure.

7.5.2 Access Arrangement Proposal

Forecast Operating Expenditure over the term of the Access Arrangement is indicated in
section 5 of the Access Arrangement Information. These cogts are divided into categories of:

fidd controllable expenditure, comprisng the Operating Expenditure related to routine
day to day operations;

maor expense job expenditure, comprisng the Operating Expenditure related to non
routine, intermittent, and/or specia one off activities, and
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marketing and overhead costs.

The projected Operating Expenditure is as follows.

Year

2000 2001 2002 2003 2004
Field controllable expenditure 2114 2231 2231 2231 2231
($million)
Major expensejob expenditure 1313 0.998 0.788 1523 1313
($million)
Marketing and over head costs 0429 0429 0429 0429 0429
($million)
Total Operating Expenditure 3.856 3.658 3448 4183 3973
($million)

Cogt items contributing to Operating Expenditure are liged in the Access Arrangement,
however no itemised breskdown of costs was provided. A further breakdown of costs was
provided to the Regulator by CM S on a confidentid bagis.

Operating Expenditure does not include costs of Sysem Use Gas. It is proposed under
section15 of the Genera Terms and Conditions that these costs are passed on directly to
Usars as a charge in addition to transport tariffs.  This matter is further discussed in
section 8.6 of this Draft Decision.

7.5.3 Submissonsfrom Interested Parties

No submissons were made on the matter of Operating Expenditure other than to suggest that
the forecasts of Operating Expenditure be subject to scrutiny by OffGAR.

7.5.4 Additional Considerations of the Regulator

The Regulator made an assessment of the forecast Operating Expenditure on the bass of the
confidentid breakdown of expenditure provided by CMS. The Regulator is satidfied that the
forecast Operating Cosis are reasonable with the exception of some cods (related to
additiond adminidrative and operationd daff and equipment overhaul) that are linked to the
high throughput projection of CMS for the Access Arrangement Period. CMS has assumed
pipdine throughput of 86 TJday over the entire period of the access arrangement, an increase
of approximately 187 percent over current throughput.  The Regulator consders this
projected throughput to be unsubstantiated.

The Regulator will require CMS to provide further judification for throughput projections
prior to approving the Access Arrangement. However, for the purposes of this Draft
Decison, the Regulator has contemplated either a throughput of around 30 TJday, consstent
with exiging contracts, or a maximum throughput of 60 TJday, dlowing for some market
growth. Correcting the forecasts of Operating Expenditure for the above matters gives the
following Operating Expenditure projections for the period of the Access Arrangement.
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Year

2000 2001 2002 2003 2004
30 TJ/day Throughput
Field controllable expenditure 1.365 1.365 1.365 1.365 1.365
($million)
Major expense job expenditure 1.292 0.767 0504 1.292 1.292
($million)
Marketing and overhead costs 0 0 0 0 0
($million)
Total Operating Expenditure 2657 2132 1.869 2657 2657
30 TJday throughput ($million)
60 TJ/day Throughput
Field controllable expenditure 1995 1.995 1.995 1.995 1.995
($million)
Major expense job expenditure 1313 0.788 0525 1313 1313
($million)
Marketing and overhead costs 0.429 0.429 0.429 0.429 0.429
($million)
Total Operating Expenditure 3.737 3212 2949 3.737 3.737

60 TJ/day throughput ($million)

The Regulator notes that, as with Cgpitd Expenditure, the forecast Operating Expenditure
makes no provison for improvements in productivity and efficiency over the Access
Arrangement Period. The forecast Operating Expenditure includes base amounts of fied
controllable expenditure and mgor expense job expenditure. These amounts should be
reduced annualy by a factor that alows for increases in productivity and efficiency, and
provides incentives for such productivity gains consstent with a CPI- X incentive mechanism.

7.5.5 Acceptability of the Access Arrangement and Required Amendments

The Access Arrangement is considered to not meet the requirements of the Code in respect of
forecadts of Operating Expenditure to be consdered in determination of Reference Tariffs.

Required amendments to the Access Arrangement are as follows.

Forecasts of Operating Expenditure should be revised in accordance with reasonable
expectations of increased pipeline throughput over the Access Arrangement Period.

The forecast Operating Expenditure includes base amounts of fidd controllable
expenditure and mgor expense job expenditure. These amounts should be reduced
annudly by a factor that alows for increases in productivity and efficiency, and provides
incentives for such productivity gains consstent with a CPI- X incentive mechaniam.
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7.6 RATEOFRETURN

7.6.1 Access Code Requirements

Sections 8.30 and 8.31 of the code state the principles for establishing the Rate of Return for
an exiging Covered Pipdine when a Reference Taiff is fird proposed for a Reference
Searvice. These principles apply to the current Access Arrangement for the Parmelia Pipeline.

Section 8.30 of the Code requires that the Rate of Return used in determining a Reference
Taiff should provide a return which is commensurate with prevaling conditions in the
market for funds and the risk involved in ddivering the Reference Sarvice (as reflected in the
terms and conditions on which the Reference Service is offered and any other risk associated
with delivering the Reference Service).

Section 8.31 dates that, by way of example, the Rate of Return may be set on the basis of a
weighted average of the return gpplicable to each source of funds (equity, debt and any other
relevant source of funds). Such returns may be determined on the bass d a well accepted
financid model, such as the Capitd Assst Pricing Model. In generd, the weighted average of
the return on funds should be cdculated by reference to a financing dructure that reflects
dandard industry structures for a going concern and best practicee.  However, other
approaches may be adopted where the Relevant Regulator is satisfied that to do so would be
consgtent with the objectives contained in section 8.1 of the Code, as listed in section 7.1 of
this Draft Decison.

Overdl, the Regulator is required to ensure tha the Rate of Return used in determining
Reference Tariffs should be a a levd tha would be sufficient to motivete the Service
Provider' s investment in the pipeline assats, but which is not unduly in excess of thislevel.

7.6.2 Access Arrangement Proposal

CMS utilised a net present vaue methodology for the determination of Totad Revenue and
Reference Tariffs and dlowed for by section8.4 of the Code and discussed in section 7.8 of
this Draft Decison. The Rate of Return enters the tariff calculation as a discount rate, set
equal to the Weighted Average Cost of Capital (WACC).

CMS's cdculation of the WACC is described in section7.4 of the Access Arrangement
Informeation.

Capital Asset Pricing Mode (CAPM) theory was used to derive a WACC vaue for the
Parmdia Pipdine. The WACC vdue was derived as a probabilistic estimate usng the Monte
Calo gmulation technique with triangular probability didributions for input variables
Parameters of the probability digtributions are indicated below. The probabilisic estimate of
the WACC (pre-tax, red) has a most likdy vaue of 16 percent, within a range of
approximately 10 to 23 percent. CMS did not use this probabilistic estimate of the WACC in
the dtochadtic caculation of Reference Tariffs but used a triangular probability distribution
with a mog likdy vaue of 16 percent, a minimum vaue of 135 percent and a maximum
vaue of 18.6 percent.
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Parametersof Triangular Probability Distributions

WACC Calculation Input Variable

Minimum Typical Maximum
Risk free rate (Nominal, %) 55 6.5 8.0
Inflation rate (%) 0 25 40
Implied Real Risk Free Rate (%) ** 14 39 80
Debt premium above risk freerate (%) 0.75 12 15
Debt to equity ratio 40:60 50:50 60:40
Dividend imputation factor (gamma) (%) 0 0 60
Asset betavalue 08 12 16
Market risk premium (%) 6.0 6.5 80

7.6.3 Submissonsfrom Interested Parties
Risk Free Rate and I nflation

Office of Energy (Nominal Risk Free Rate)

CMS propose that a proxy risk free rate should be determined somewhere between a risk free rate of 8.0
percent (as proposed in the recent Victorian Access Arrangements) and the 10 year bond rate of 5.51
percent (quoted as at 3 May 1999). On this basis and with comparative stability in interest rates predicted
in the medium term, a nominal risk free rate of 6.5 percent has been chosen as a typical value for the
determination of the WACC.

CMS has not effectively substantiated and established a principle for the risk free rate it proposes. It is
considered aceptable practice to use the point estimate of the ten year Commonwealth bond rate (in
accordance with the Capital Asset Pricing Model) or to use an average over a shorter period eg. 20 business
days as used recently by IPART and supported by OOE for Western Power’s 1998/99 electricity access
price redetermination. Recent spot rates have averaged around 5.9% for the month of May and the latest
spot rate at 8 June 1999 is6.16%. Thisindicates that the CM Srisk free rate may be alittle high.

Office of Energy (Inflation Forecast)

The inflation rate assumed by CMS of 2.5% differs from the recent Commonwealth Treasury forecast
contained in the budget of 2.25%. The maximum inflation assumption of 4% for the access period appears
to be high. Nonetheless, there is a need for OfGAR to consider the potential impact of GST either as part
of the determination or as an adjustment to inflation and the tariffs at the appropriate time.

The Regulator notes that where a redl WACC is used, the real risk free rate is the more
important input.

The Regulator’'s assessment of the red risk free rate proposed by CMS is summarised below
under “Additiond Condderations of the Regulaior”. On the bass of financid advice, the
Regulator consders that a red risk free rate of 3.7% and a nomind risk free rate of 6.3% are
reasonable, which imply an inflation forecast of 25%. These ae close to CMS typicd

21 The minimum value for the real risk free rate is obtained by taking the maximum value for the nominal risk
free rate with the minimum value for the inflation forecast.
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vaues of 3.9% for the red rik free rate, 6.5% for the nomind risk free rate, and inflation
forecast of 2.5%.

This real risk free rate was derived from the 20day average of 10 year capita-indexed
Commonwedth Government securities up to 22 September 1999, and the nomina risk free
rate was derived from the average of yields for 10 year nomind bonds over the same period
(smilar to the methodology suggested by the Office of Energy). The inflation forecast was
then teken as the difference between these rates (usng the Fisher trandformation). This
methodology for deriving the red and nomind risk free rates, and the inflation forecast, are
consgstent with the approach taken by the ACCC and IPART. The estimate of these rates
derived by this methodology will fluctuate depending upon the time of estimation.

Cost of Debt

Office of Energy

The debt premium above the risk free rate utilised by CMS of 1.2 percent is the same as that used in the
determination of the Victorian gas access arrangements by the ACCC and ORG. However, The Office of
Energy notes that CM S has not substantiated this figure from the perspective of the type of business it
currently undertakes in Western Australia, and in the context of its argument relating to its proposed typical
debt gearing and associated risk. OffGAR needsto undertake areview of the debt premium being proposed.

The Regulator’'s assessment of the debt margin proposed by CMS is summarised below under
“Additiond Condderations of the Regulator’. Fnancid advice obtaned by the Regulator
suggested that an appropriate cost of debt margin over the risk free rate could be as high as
2.0 to 25 percent, as opposed to the 1.2 percent proposed by CMS. The high values arose
from congderation of the risk exposure of CMS in respect of the Parmdia Pipdine in
paticular uncertainty over the life of gas resources in the Perth Basin.  This high debt margin
is, however, inconsgent with the margins used for other Access Arrangements that
determined debt premiums of 1.0 to 1.2 percent. The Regulator consders that although there
are arguably business risk factors particular to the Parmelia Pipdine, there are other factors
that would act to mitigate commercid risk for the Pamdia Pipdine. On this bass the
Regulator considers that the lower bound of the range of vaues for the debt margin proposed
by Macquarie (2.0 percent) is reasonable for the Parmelia Pipeline.

Asset Beta

Office of Energy

The Office of Energy considers that the typical asset beta of 1.2 assumed by CMS istoo high. This vaue
would mean a typical equity beta of 1.97%, implying a substantial commercial risk for the pipeline. Asa
comparison, this value is significantly higher than that used in the determination of the Victorian gas
transmission and distribution access arrangements and in past Western Australian gas transmission and
distribution access arrangements. OffGAR needs to review and assess this in greater detail and the factors
being argued as impacting on itsrisk. The significant risk being implied by the assumed asset beta does not
appear to be consistent with the following:

— the growth being experienced in and increased market opportunities resulting from full deregulation of
the gas market in Western Australia;

— thelikelihood of an interconnection with the AlintaGas distribution system and thus access to a greater
market for gas transported through the Parmelia without the need for additional capital investment;

— the current transport of gas through the Parmelia from the DBNGP (and thus Carnarvon Basin gas)
despite the difference in gas quality specifications between the two pipelines, which alleviates what
CM S asserts asalimited and risky upstream market that it faces,
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— thelonger term resolution of interconnection issues with the DBNGP particularly related to gas quality;
and

— CMS projection of the expected full utilisation of the pipeline over the access period.

All of the above point to a lower level of associated risk. This should be taken into consideration by
OffGAR.

The assumed asset beta and the resultant equity beta have the greatest impact on the calculated WACC
given its significant deviation from what has been used in other recent determinations. The Office of
Energy considers that the beta value should be brought down to alevel that is more consistent with values
that have been utilised for other regulatory determinationsin Western Australiaand Australia.

Western Power

The Beta factor used in the tariff calculation is too high for a regulated transmission pipeline with little
technical operational risk exposure. The UK utilities use a Beta of 0.9, the USA use around 0.5. CMS is
using 1.2 in the central case. Thisistoo high.

Treasury

CMS arrives at an asset beta of 1.6 by working out the weighted average beta estimates of selected
companies, as reported in the Centre for Research in Finance's Risk Measurement Service (December
1998). Treasury hasidentified two shortcomingsin the use of this beta:

— The betas quoted from the Risk Measurement Service (December 1998) are equity betas and are
therefore not directly comparable with asset betas. CMS' use of this average as an asset beta results in
a higher WACC than would otherwise be derived. If an equity beta of 1.6 is used, asis comparable
with those quoted by CM S which were derived from the Risk Measurement Service then the WACC
would be reduced by 1.8 percentage pointsto 14.2 per cent.

— The companies that CMS uses as a yardstick to calculate its beta value are all exploration or gas
extracting companies whose risk exposure would be considerably greater than that of the Parmelia
Pipeline for two reasons. Firstly, where a number of companies are extracting gas from a gas field, the
risk of supply to a company such as CMS which relies on the gas field as a whole will always be lower
than the risk faced by any one of the companies in its exploration of gas reserves. Secondly, the
Parmelia Pipeline transports gas from other sources including the Dampier Bunbury Natural Gas
Pipeline which is interconnected near the beginning of the Parmelia Pipeline. Therefore even if the
Dongara field did not in future provide sufficient gas for the Parmelia Pipeline, gas could be
transmitted from other sources.

If an equity beta of 1.2 is used, as used by the Australian Competition and Consumer Commission (ACCC)
in its Final Decision in the Access Arrangement for Transmission Pipelines Australia Pty Ltd, then the
WACC would be reduced by about 3.8 percentage points to about 12.2 per cent. It isrecommended that the
Regulator should consider developing appropriate comparisons with industries which have similar risk
exposure to the Parmelia Pipeline.

The Regulator’s assessment of the asset beta proposed by CMS is summarised below under
“Additiona Condderations of the Regulaior”. The Regulator consders that the asset beta
vaue used by CMS of 1.20 (which is re-levered into an equity beta of 1.58) is too high.
Financid advice obtained by the Regulator varioudy indicated that the asset beta should be
within ranges of about 0.50 to 0.70. On the bass of this advice, the Regulator consders an
gppropriate asset beta vadue for the Parmelia Fipeline to be 0.60, which has been re-levered to
an equity betaof 1.0.

Market Risk Premium

Office of Energy

The assumed typical market risk premium appear to be consistent with accepted industry values, though
higher than the regulatory decisions for the Victorian gas transmission and distribution access
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arrangements. OfGAR needs to be satisfied that there is indeed wide acceptance of 6.5% as argued by
CMS.

The Regulator's assessment of the market risk premium proposed by CMS is summarised
below under “Additional Consderations of the Regulator”. Financia advice to the Regulator
indicated an appropriate market risk premium to be in the range 6.0 to 7.0 percent, which is
conggtent with the vaue of 6.5 percent used by CMS. In view of some evidence for market
risk premium having fdlen in Audrdia and oversses, paticulaly in the United Kingdom
where regulators use ranges of about 34 percent, and the dtandards that have emerged
amongst other Audrdian regulators, the Regulator condders that the lower vaue of the range
(6 percent) isreasonable for the Parmelia Pipdine.

Debt to Assets (Gearing) Ratio

Office of Energy

The standard debt to equity ratio for this industry is considered to be 60:40. This is reflected by the
ACCC's determination for TPA and VENCorp. The Office of Energy notes that CMS's argument on the
linkage between the debt premium it adopts and its assumed gearing ratio has not been substantiated and
that this should be reviewed. The Office of Energy considers that the existing financial structure should not
impact on the WACC and that the standard debt to equity ratio for thisindustry of 60:40 should be adopted.

Treasury

The WACC formulation is sensitive to the debt equity ratio assumptions used. Treasury notesthat the CMS
model assumes an expected debt to equity ratio of 50 per cent. This is lower than the 60 per cent debt
equity ratio normally used in deriving WACC in other gas access regimes. The lower debt equity ratio
increases the WACC estimate. It is suggested that a debt equity ratio of at |east 60 per cent be assumed in
line with other studies. This change would reduce the WACC by more than 0.5 percentage points.

The Regulator's assessment of the gearing ratio proposed by CMS is summarised below
under “Additiond Condderations of the Regulator”. The Regulator condders that the
requirements of the Code to consder standard financing structures for the industry should be
the principal condderation in determining the WACC. On this bass, an assumed gearing
leve of 60 percent is consdered reasonable for the Parmdia Pipdine.

Dividend I mputation (Gamma) Factor

Office of Energy

CMS has argued that a gamma value of zero is appropriate for the determination of the WACC as (i) the
parent company of CMS is a foreign investor and it does not benefit from dividend imputation; and (ii) the
effects of dividend imputation will be factored into the market risk premium in an efficient market. In
determining whether or not dividend imputation should be included in calculation of the WACC value,
OffGAR should note that section 8.31 of the Code requires that “in general, the weighted average of the
return on funds should be calculated by reference to a financing structure that reflects standard industry
structures for agoing concern and best practice.” Standard industry structure under Australian and Western
Australian Conditions may be considered to involve companies making use of imputation credits and
incorporating of dividend imputation in the determination of a WACC. Further, the inclusion of dividend
imputation is the standard industry practice in the regulated electricity industry in Western Australia
(regardless of government or private ownership), has been recommended for past gas distribution access
arrangements in Western Australia, and is consistent with the ACCC’s recent determination for the
Victorian gas transmission access arrangements. The Office of Energy considers that an appropriate value
for the gamma factor is 0.5, based on dividend imputation that has been applied in the cases noted above.
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Treasury

It would appear that the taxation imputation parameter has been set at zero, notwithstanding the high value
of 0.6 being reported in the table on page 51 of the Access Arrangement Information which outlines the
assumptions used in the Monte Carlo simulation.

CMS argue that the value of this parameter should be set at zero because of the foreign ownership of the
pipeline. Treasury questions this position, as the appropriate treatment for accounting for taxation in such
instances involves many other significant tax related matters not addressed in the argumentation. These
could include the impact of foreign tax credit arrangements and the taxation and investment position of the
overseas owner in the owner's home country.

Furthermore, allowing variations in methodology applied in determining a Reference Tariff to recognise
owner-specific matters of this type would bring about the possibility of arbitrage through sale to an
Australian owner. These matters have been raised by the ACCC in other similar situations, where it takes
the view that modelling should be consistent with an (average) Australian owner assumption and that the
imputation parameter should therefore be set towards the high end. In its Final Decision in the Access
Arrangement for Transmission Pipelines Australia Pty Ltd the ACCC set the imputation parameter at 0.5.

If the imputation parameter was set at 0.5 this would reduce the WACC estimate by 2.4 percentage points
compared with that based upon a zero value for the parameter.

The Regulator's assessment of the gamma value proposed by CMS is summarised below
under “Additiona Consderations of the Regulator”. The principal congderation in respect
of the gamma vaue was the requirement of section8.31 of the Code that requires the rate of
return to reflect standard industry structure, teken to conditute Audtradian ownership and
avalability of dividend imputation. In view of this a gamma vaue of 0.5 is congdered to be
ressonable for the Parmelia Fipdine.

WACC Calculation

Office of Energy

In the light of the probabilistic calculation of WACC, the basis for the assumed minimum and maximum
WACC for the purposes of calculation of Reference Tariffsis not made clear in the information document.

Western Power

The use of the Monte Carlo methodology is arguably incorrect. Thisis most commonly used where thereis
areasonably wide range of plausible factors affecting the business and there are many such factors. Neither
of these conditions apply to the gas pipeline industry. The costs are well known, the market condition is
well understood and the technical side would be almost a certainty. Therefore Monte Carlo is not

appropriate. Thishasin part led to the very high WACC of 16%.

North West Shelf Gas

The probabilistic methodology used in the determination of the Weighted Average Cost of Capital (WACC)
is sensitive to the probabilities assigned to each of the minimum, typical and maximum values for each
variable. These probabilities are not disclosed in the AAI and cannot therefore be examined to see if they
are reasonable. In NWSG's view all the assumptions made in the calculation of the rate of return and the
resulting tariff must be transparent.

The Regulaor has no in-principle concern with the use of a dochadtic rather than
deterministic methodology for determination of a WACC vaue. However, whaever the
methodology used to determine the WACC, the vaues of input varidbles, incuding the
probability didributions pertaning to each input varidble in a sochadic determinaion, must
be adequatdly substantiated.
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In undertaking a stochadtic cdculation of the WACC vdue, the probability digtributions of
input varidbles were assumed triangular.  For such digtributions, the probabilities of the
nominged minmum and maximum vaues ae zero, and probabilities of al intermediate
vaues implicitly defined such that the area under each probability digtribution is equd to one.
CMS indicted the maximum, minimum and mog-likdy vdues of input vaidbles in
section7.45.7 of the Access Arrangement Information, and thus defined the probability
digributions of these input varidbles. However, the Regulator consgders that inadequate
judtification was provided for sdection of triangular probability digributions for these
variables, and for the specification of minimum and maximum values of esch vaiable In the
absence of such judification, the probability digtributions appear to have been ahitrarily
defined.

The use of a stochagtic methodology for determination of the WACC would not in itsdf
result in a higher WACC edimate.  However, for two of the input variables to the WACC
cdculaion — the risk free rate and the market risk premium — the triangular probability
digributions were skewed towards higher vaues. This would contribute to a Stuation where
the mogt-likdy WACC vdue from the sochastic determination is grester than the WACC
vaue cdculaed determinigicdly from the mod-likdy vaues of the input variables. This
was indeed the case, as discussed below under “Additiona Considerations of the Regulator”.

Rate of Return

Western Power

The rate of return is too high. The Australian regulated rate of return for long life low risk energy
infrastructure is around 7.5%. CMS claim unconvincingly that there are special factors that apply in WA
that make use of the east coast regulated rate of return unrealistic.

Treasury

By contrast to CMS' proposed WACC of 16 per cent, the Office of the Regulator General (ORG) in
Victoria has determined that an appropriate ea pre-tax WACC is 7.75 per cent for some Victorian gas
pipelines. In New South Wales there is currently debate about where it should be in the range 7.25 to 7.75
per cent. The generally accepted estimate of the pre-tax WACC is therefore around half that estimated by
CMS.

The CMS proposal does not explain why its WACC is so much higher than that in Victoria, but comments
that there is no single correct way of calculating WACC, and that the different circumstances of Victoria
make comparison meaningless. Given the substantial difference, clear identification of why the WACC for
this pipeline is higher than that generally considered reasonable would appear necessary.

North West Shelf Gas

The proposed rate of return of 16.0 % is considerably higher than the 7.75% determined by the ACCC to be
applicable to onshore transmission pipelines in Victoria. The high rate of return proposed for the Parmelia
Pipelineis, in our analysis, the main reason for the inappropriately high tariff proposed.

In assessng the WACC determination of CMS, the Regulator obtained financia advice that
varioudy indicated plausble ranges for the WACC vaue to be 7.6 to 8.3 percent and 7.6 to
9.5 percent. Through a review of reasonable values of input varigbles to the WACC
cdculation, the Regulator considers that a reasonable value for the WACC is 8.3 percent.

Draft Decision on the Parmelia Pipeline Access Arrangement Part B — 95
Part B — Supporting Information



7.6.4 Additional Considerations of the Regulator

In assessing the derivation of the WACC by CMS, the Regulator obtaned advice from
Macquarie Bank Limited (Macquarie) and the Allen Consulting Group (ACG). This advice
comprised:

a review of the methodologies employed by CMS and the reasonableness of the values
adopted for specific varidbles, and suggestion of dterndive vaues of variables where
appropriate; and

re-cdculaion of the cost of capitd applicable to the Parmelia Pipdine based on vaues of
input variables determined to be appropriate.

On the basis of the advice provided by Macquarie and ACG, the Regulator drew conclusions
on appropriate vaues of input variables and the value of the WACC.

The advice provided to the Regulator and the Regulator's assessment of the WACC is
summarised asfollows.

Calculation Methodology

Use by CMS of CAPM theory to derive a WACC is conagtent with guidelines provided in
section 8.31 of the Code, and is consdered to be consstent with the methodology used for
determining a WACC for other pipeline Access Arrangementsin Audtrdia.

CAPM Framework for WACC Determination

The classca CAPM uses the following formulato estimate the after-tax cost of equity:

k, = (rf +(rm ’ b))

where

ke = after-tax cost of equity

ri = the nomina risk free rate

rm = the Austraian market risk premium (of equities over therisk free rate)
b = the systematic risk of equity.

Under the CAPM framework, the nominal post-tax WACC is derived by:

b)) e
WACC =k, — 77— T tKk, (1- tc)

1-t(t-g) V
where
kq = nomind pre-tax debt rate
tc= corporate tax rate
D = market vaue of interest bearing debt
E = the market vaue of equity
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V =the market vdue of theentity V=D + E
g = franking credit utilisation.

Valuesfor Input Variables

A comparison of vaues of input variables to the WACC cdculation used by CMS with
vaues consdered reasonable by Macquarie and AGC is provided as follows. Discusson on
vaues of particular variablesis provided below.

Values

WACC Calculation I nput - -
Variable CMSTypical Value Macquarie ACG

Proposed Value Proposed Value
Real risk freerate (%) 39 38 3.6
Nominal risk free rate (%) 6.5 6.351 64
Inflation rate (%) 250 250 27
Cost of debt margin over the 120 2.00t0 250 120
nominal risk freerate (%)
Gearing (debt to equity ratio) (%) 50 50 60
Corporate tax rate (%) 36 36 36
Dividend imputation factor 0.00 04t00.5 0.50
(gamma)
Asset beta 120 056072 0.60
Equity beta 158 0.80t0 1.00 120
Market risk premium (%) 6.50 6.0t07.0 6.0
Inflation rate (%) 250 250 26
Cost of Debt

The total cost of debt for a given entity or project is the prevaling risk free rate plus an
aopropriate margin reflecting the premium which would be payable by tha entity or project
to secure funding.

Risk freerate

The rik free rates (rel and nomina) are best determined with reference to the yield on
government bonds (indexed-linked bonds for red rates, and nominad bonds for nomina
rates). The ACCC has proposed that the forecast inflation rate be determined either as the
difference in the nomind bond rate and inflation-indexed bond rates, and deduced for the
term corresponding to the duraion of the regulatory period, or dternativey officia inflation

22 Macquarie stated arange for the equity beta and for the cost of debt. Theimplied range for the asset betawas
calculated by OffGAR using the de-levering methodol ogy described in the text.
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forecasts® IPART consstently has used to yied on nomind bonds to estimate the nomind
risk free rate, the yield on index linked bonds to estimate the red risk free rate, and has
derived the inflation forecast as the difference between these rates (usng the Fisher
transformation).

CMS suggested that the risk free rate is represented by a government bond with term equa to
the pipdine project life. This pogtion is contrary to a postion adopted by the ACCC in its
Draft Statement of Principles for the Regulation of Transmission Revenues (27 May 1999)
which proposed use of a 40 day moving average of the “on the day” five year government
bond rate. Other regulators (IPART and ORG) have used the yield on 10-year bonds as the
risk free rate (as has the ACCC in other decisions), and a 20-day average appears to have
more precedent at this time (IPART has used 20day averages consgtently). CMS, whilgt
discussng the merits of various risk free rates proposed by other access arrangements, and
acknowledging that the 10 year bond rate a the time of drafting the Access Arrangement (3
May 1999) was 5.51 percent, gppears to have assumed a nominal risk free rate of 6.5 percent
without subgtantiation.

Macquarie adopted an approach of averaging the 10 year rate on nomind Commonwedth
Government bonds over the past 20 days and gpplied this averaging caculation to arrive a a
nomind risk free rate of 6.351 percent. Macquarie advised as of the 22 September 1999, the
benchmark 2010 index linked bond was trading a 3.74 percent red rate and the current
10 year government bond futures contract trading at 6.57 percent, indicating the market is
currently pricing average inflation assumptions looking forward 10 years at 2.83 percent.
This is conagent with the Reserve Bank of Audrdias long term target for inflation of 2.0 to
3.0pecet. In view of these in indicators, Macquarie consdered an inflation rate of
2.5 percent to be appropriate for the WACC calculation.

ACG used a 20day average of the yidd to maturity on 10-year nomind Commonwedth
Government bonds (up © 3 September 1999) to arive a its esdimate of the nomind risk free
rate of 6.37 percent. ACG used the 20 day average of 10 year indexed linked bonds over the
same period to derive its edtimate of the red risk free rate of 3.57 percent, which implied an
inflation forecast of 2.70 percent.

Cost of debt margin

The cogt of debt margin will vary with the credit rating and level of gearing of the company,
and the willingness of lenders to supply funds to the project a the time the funds are raised.
CMS chose 1.20 percent as the premium above risk free rae. This is consgent with

2 ACCC, 1999, Draft Statement of Principles for the Regulation of Transmission Revenues.
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regulatory decisons on Access Arrangements made by the ACCC?*, IPART® and the
Victorian Office of the Regulator General®® that accepted debt margins of 1.0 to 1.2 percent.

Macquarie consdered that a higher premium over the risk free rate may be appropriate for
the Parmelia Pipeine due to specific risk factors as identified by CMS in the Access

Arrangement, including:

the Dampier to Bunbury Naurd Gas Pipdine is a direct competitor in the ges
transmisson market;

the AlintaGas digribution network is a direct competitor in the Perth area gas ddivery
market;

the Pamelia Pipdine holds a smdl fraction of market share in both the gas transmisson
and gas deivery makets, the Parmdia Pipdine is incgpable of competing with the
Dampier to Bunbury Naturd Gas Pipeline because of itsrelaively smdl capacity; and

the currently producing gas fields in the Perth Baan which supply the Parmdia Pipdine
arein decline.

In view of these risks, Macquarie consdered an gppropriate cost of debt margin to be in the
order of 2.0to 2.5 percent. This margin was derived from the following assumptions:

25 bp for the typicd margin between the 10 year Commonwedth Government bond rate
and a“bank” rate againgt which credit margins would be levied;

150 to 200 bp for the credit margin on debt funding the Pipdine given the risks discussed
above; and

25 bp margin for swap costs.

ACG usaed CMS typicd vaue for the debt margin. It aso noted that, under the approach to
‘re-levering’ proxy assst betas described elsewhere in this Draft Decison, changes in the
assumed debt margin have a minima impact on the estimated WACC for a given proxy asset
beta.

The cost of debt margin estimated by Macquarie is inconsgtent with the margins used for
other Access Arrangements, as indicated above. The Regulator considers that adthough there
are arguably business risk factors particular to the Parmeia Pipeline, there are other factors
that would act to mitigate commercid risk for the Pamdia Pipdine These incude the

24 ACCC, 1998. Draft Decision on the Access Arrangements by Transmission Pipelines Australia Pty Ltd and
Transmission Pipelines Australia (Assets) Pty Ltd for the Principal Transmission System, Transmission
Pipelines Australia Pty Ltd and Transmission Pipelines Australia (Assets) Pty Ltd for the Western Transmission
System, and by Victorian Energy Networks Corporation for the Principal Transmission System.

% |PART, 1999, Draft Decision Albury Gas Company Limited.

2 Office of the Regulator General, Victoria, May 1998. Access Arrangements — Multinet Energy Pty Ltd &
Multinet (Assets) Pty Ltd, Westar (Gas) Pty Ltd & Westar (Assets) Pty Ltd, Stratus (Gas) Pty Ltd & Stratus
Networks (Assets) Pty Ltd.
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access of the Parmelia Pipeline to locations in the Perth metropolitan area not serviced by the
Dampier to Bunbury Naturd Gas Pipdine, and dements of a ceptive market for the Parmelia
Fipdine in Perth Basin gas producers. On this bass, the Regulator consders that the lower
bound of the range of vaues for the debt margin proposed by Macquarie (2.0 percent) is
reasonable for the Parmeia Pipeline.

Capital Sructure

CMS dected to utilise a debt to equity ratio of 50:50. This was based on the gearing of
CMS's parent company (52 percent), adjusted downwards to reflect the riskier nature of the
Pamelia Fipdine rddive to other utilities in the group. This gearing levd is contrary to
recent reviews of gearing levels in recent decisons on regulated infrastructure in the Eagtern
States that proposed gearing levels of 60 percent as appropriate?’ Adoption of a smilar
gearing level would be conggent with the requirements of section 831 of the Code that
requires that the weighted average return of funds should be cdculated by reference to a
financing structure that reflects standard industry structures.

Due to the ggnificant risks facing the Pamdia Fipedine (as indicated above), Macquarie
conddered that only a lower levd of gearing would be sustaindble by the cash flows
generated by the Parmelia Pipdine. As such Macquarie considered a 50 percent gearing leve
to be gppropriate in the calculation of the WACC.

The Regulator condders that the requirements of the Code to consder standard financing
dructures for the industry should be the principa consideration in determining the WACC.
Consequently, despite the advice from Macquarie, an assumed gearing level of 60 percent is
consdered reasonable for the Parmdia Pipdine.

Taxation Rate
CMS used the statutory company tax rate of 36 percent in the WACC determination.

There has been some recent conjecture, most notably by the ACCC?, that an effective tax
rate, which adjusts the statutory &x rate to reflect the excess of tax depreciation of assets over
economic depreciation, should be used in the CAPM framework. However, this approach
atracted widespread criticism on the bass that it would be difficult to integrate the effective
tax rate into a Ingle-period CAPM, particularly where the lives of the assets ranged from 30
to 50 years. The ACCC acknowledged these difficulties and reverted to using the satutory
rate.

27 ACCC, 1998. Final Decision on the Access Arrangements by Transmission Pipelines Australia Pty Ltd and
Transmission Pipelines Australia (Assets) Pty Ltd for the Principal Transmission System, Transmission
Pipelines Australia Pty Ltd and Transmission Pipelines Australia (Assets) Pty Ltd for the Western Transmission
System, and by Victorian Energy Networks Corporation for the Principal Transmission System; IPART, 1999,
Draft Decision Albury Gas Company Limited.

28 ACCC, 1998. Final Decision on the Access Arrangements by Transmission Pipelines Australia Pty Ltd and
Transmission Pipelines Australia (Assets) Pty Ltd for the Principal Transmission System, Transmission
Pipelines Australia Pty Ltd and Transmission Pipelines Australia (Assets) Pty Ltd for the Western Transmission
System, and by Victorian Energy Networks Corporation for the Principal Transmission System; IPART, 1999,
Draft Decision Albury Gas Company Limited.
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In the absence of any definitive studies demondrating the accuracy of using an effective rae
of tax in the CAPM, Macquarie consdered the statutory rate of 36 percent to be appropriate.
The Regulator concurs with this assessment.

Dividend Imputation (Gamma) Factor

CMS used a gamma value of zero on the bass that its parent @mpany is a nonresdent for
Audrdian tax purposes and as such does not benefit from the dividend imputation system.
CMS further argued that the effects of dividend imputation are factored into the market risk
premium.

Comments on the arguments put forward by CM S for agamma vaue of zero are asfollows.

Section 8.31 of the Code requires the evauation of the cost of capita to be in accordance
with industry standards. On the bads that a foreign ownership structure is not necessarily
reflecive of dandard industry structures, the Code suggests it should not be a
congderation in determining an appropriate gamma vaue to be used. This treatment dso
acts to prevent the anomalous Stuation of Users paying higher prices because a piece of
infrastructure is owned by aforeign entity.

It is not accurate to adjust the gamma value to reflect the possbility of foregn ownership
without modifying other parameters such as gearing, perceived beta vaues and the
effective tax rate on the same bass dl of which may to some extent depend on the
domicile of ownership. It is on this bags that the ACCC argued in its Draft Statement of
Principles for the Regulation of Transmission Revenues that it should be assumed that the
operator of any regulated busness is Audrdian owned with the WACC-reated
parameters determined accordingly.

The concept of imputation benefits being inherent in the market risk premium has been
considered by the ACCC?*® The ACCC acknowledged that market risk premiums are
likdy to have fdlen following the introduction of dividend imputation and, for this
reason, a “partialy grossed-up” premium is gpproprigte in a WACC determination.
Accordingly, provided the market risk premium is adjusted in the determination to reflect
the benefit of imputation, the gamma vaue should not be zero. (Further discusson on the
market risk premium is provided below.)

There is an argument that the assumption for the gamma vaue should reflect the market-
wide equilibrium vaue of franking credits and not be affected by the identity of the
invesor. The reasoning for this is as follows If a foreign investor cannot use franking
credits — and 0 has a high cost of capitd — then it would place a low market vaue on any
traded asset (eg. a share). If an Audraian investor can use franking credits — and thus has
a low cost of cgpitd — then it would place a higher market vaue on that share. In a
competitive capita market, the foreign investor should sdl its shares to the Audrdian
investor leading to a market equilibrium where the vadue of dl shares — and the rate of

29 ACCC, 1999, Draft Statement of Principles for the Regulation of Transmission Revenues; ACCC, 1998, Final
Decision on the Access Arrangements by Transmission Pipelines Australia Pty Ltd and Transmission Pipelines
Australia (Assets) Pty Ltd for the Principal Transmission System, Transmission Pipelines Australia Pty Ltd and
Transmission Pipelines Australia (Assets) Ry Ltd for the Western Transmission System, and by Victorian
Energy Networks Corporation for the Principal Transmission System.
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return on the market vaue of those shares — reflects the market vaue of the franking
credits. Hence usng a gamma assumption that depends upon the identity of the investor
isinconggent with the likely outcome of competitive capitd markets.

The ACCC assumed a gamma vaue of 0.5 in its find decison for the Victorian Gas Access
Arrangements®, as it reflected (i) a dividend payout ratio of less than 100 percent; (ii) the
deferral of tax (through accelerated depreciation) causng the deferrd of imputation credits,
and (iii) other tax concessons not consdered. Macquarie considered an appropriate gamma
vaue for the Parmelia Pipdine to be in the range 04 to 05, and ACG consdered an
appropriate vaue to be 0.5. The Regulator consders a value of 0.5 to be reasonable for the
ParmeliaPipdine.

Cost of Equity

The cost of equity is determined with reference to the risk free rate of return (as discussed
above), the beta vaue of the firm’'s equity, and the market risk premium.

Asset beta

The beta vdue of the firms equity atempts to identify and measure the systematic risk of the
gdock of the firm. That is, the beta vaue is a measure of the co-variance of the returns on a
particular stock to those of the market as awhole.

As equity betas are affected by the levd of financid risk borne by equity holders, (gearing) it
is common practice for regulators to sdlect a proxy asset beta for the regulated activity, and
then to re-lever this for the assumed capital dructure to derive an equity beta. Proxy asset
beta's can be derived by observing the equity betas for comparable firms that are traded on
the stock exchange, and then de-levering the observed equity beta according to the capitd
dructure of the entity. The converson methodology that has been de-lever and re-lever
equity and asset betasis as follows>?

b =b.—+b,—
Vv V

Debt Margin
and b, = I
Market Risk Premium
where
be = equity beta
b, = asset beta

30 ACCC, 1998, Final Decision on the Access Arrangements by Transmission Pipelines Australia Pty Ltd and
Transmission Pipelines Australia (Assets) Pty Ltd for the Principal Transmission System, Transmission
Pipelines Australia Pty Ltd and Transmission Pipelines Australia (Assets) Pty Ltd for the Western Transmission
System, and by Victorian Energy Networks Corporation for the Principal Transmission System.

31 This methodology for levering betas and deriving debt betas is described in Brealey, R.A. and Myers, S.C.,
1996. Principles of Corporate Finance 5" ed., New York: McGraw Hill, and is also strongly advocated by
Professor Robert Officer, aleading finance expert in Australia.
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by = debt beta

D = market vaue of interest bearing debt

E = the market vaue of equity

V = the market vaue of theentity V=D + E.

An important implication of this levering methodology is that the estimated asset beta for an
activity will depend upon the risk borne by both equity and debt providers (as reflected in the
edimated equity and debt betas). Equally, once a proxy asset beta is derived for an activity,
the rdlevant equity beta will depend upon the level of risk that is expected to be borne by the
debt providers (as reflected in the assumed cost of debt).

Beta data for stocks listed on the Audrdian Stock Exchange are caculated by the Audraian
Graduate School of Management, Universty of NSW, and published under the name Risk
Measurement Service. However, as the edtimation of betas requires firms to be listed, a
proxy beta must be used if the rdevant activity is not separately listed. This is the case for
CMS Parmelia Pipdine.

Asst betas for comparable listed companies and regulated infrastructure are indicated as
follows.

Entity Asset Beta Equity Beta
Companies

CMS Energy Corporation (diversified gas and energy company, USA, - 0.39
parent company of CMS)

AGL Austraia (diversified gas and energy company, Australia) 0.68 09
Envestra (gas network operators) - 053
Duke Energy (diversified gas and energy company, USA) - 041
Values Imputed for Regulated Infrastructure

Victorian Gas Transmission®? 055 12
Great Southern Energy 04-05 09-11
Albury Gas Company*® 04-05 09to 11
AGL Central West Pipeline 0.6 148
NSW and ACT Transmission Network®* 04 0.93

32 ACCC, 1998, Final Decision on the Access Arrangements by Transmission Pipelines Australia Pty Ltd and
Transmission Pipelines Australia (Assets) Pty Ltd for the Principal Transmission System, Transmission
Pipelines Australia Pty Ltd and Transmission Pipelines Australia (Assets) Pty Ltd for the Western Transmission
System, and by Victorian Energy Networks Corporation for the Principal Transmission System.

33 |PART, 1999, Draft Decision Albury Gas Company Limited.

34 ACCC, 1999, Draft Decision on the Access Arrangement for the Moombato Sydney Gas Pipeline.
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CMS proposed an asset beta value for the Parmelia Pipeline of 1.20, corresponding to an
equity beta of 1.58. This number appears to have been sdected by CMS as the mid-point
between CMS's view of the assat beta of the Audraian Gas Light Company (AGL) of 0.8
and the average vaues of a number of ol and gas exploration and production companies
(1.60). CMS's rationde for usng the latter as the upper range of its own beta is that the
Parmelia Pipeline is dependent on the continued success of the upstiream inputs.

AGL was chosen by CMS as a comparable entity as it is the only company currently listed on
the Audrdian Stock Exchange with a primary busness activity of gas transmisson via
pipdine (the Goldfidds Gas Pipdine, in which CMS is ds0 an investor). CMS argues for a
higher beta than AGL’s 0.8 on the bads that AGL is adso involved in gas and eectricity
digribution and retall businesses, and this diversfied portfolio has reduced the company’'s
risk profilee. However, advice from Macquarie was that the beta caculated by the Risk
Measurement Service for AGL would not reflect any effects from divergfication given thet
betas reflect only the risk that cannot be diversfied. Moreover, as reflected in the above
table, the beta of 0.8 for AGL reflects its equity beta, not its asset beta (smilar for the quoted
betas for oil producers). OfGAR's estimate of AGL's asset beta is about 0.64.%° It is noted
that this beta is likdy to overdate the beta for AGL’s gas trangportation activities given that
AGL deives subgantiad revenue from gas and dectricity retaling, as wdl as other
non-transport activities .

The ACCC, in its find decison for the Victorian Gas Network®’, concluded that an
gopropriate asset beta for that transmisson infrastructure would be 0.55. However, in
determining this beta, the ACCC contemplated the reative riskiness of the regulatory regime
in which the network operates and its effect on the beta, and cited this as the reason for
increasing the asset beta from 0.45 nominated in its Draft Decison. This approach, which
took account of nonsystematic risk factors, gppears incondastent with the Draft Statement of
Principles subsequently released by the ACCC, which suggests that “consstency with the
WACC/CAPM framework requires that specific risks be factored into projected cash flows
and not the cost of capita”.

Macquarie consdered that an appropriate equity beta for CMS would be in the range 0.8 to
1.0, and that the range for the cost of debt is Zg)er cent to 2.5 per cent, implying a range for
the asset beta of between about 0.55 and 0.7.3® ACG used an asset beta of 0.6 based on
Macquarie' s analyss, and the upper-end of the range of asset betas that have been adopted by

35 This is based on an assumed debt margin of 1.2% (debt beta of 0.20), and an assumed debt/assets ratio of
26%.

38 This observation was made by Professor Parry, Chairman of IPART, in a discussion of estimates of AGL'’s
asset beta at the ACCC/ORG WACC forum on 3July 1998 (page 59 of the transcript of proceedings, which is
available on the web-sites of the ORG and ACCC).

37 ACCC, 1998, Final Decision on the Access Arrangements by Transmission Pipelines Australia Pty Ltd and
Transmission Pipelines Australia (Assets) Pty Ltd for the Principal Transmission System, Transmission
Pipelines Australia Pty Ltd and Transmission Pipelines Australia (Assets) Pty Ltd for the Western Transmission
System, and by Victorian Energy Networks Corporation for the Principal Transmission System.

% The implied range for the asset beta has been calculated by OfFGAR from Macquari€’s inputs using the
levering equation described above.
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regulators in Audrdia to date. The average asset beta for the Audrdian companies listed
above is about 0.50.

The Regulator congders that an asset beta of 0.6 for the Parmelia Pipdine is reasonable. This
is higher than the asset betas adopted for the Victorian gas businesses but is condggtent with
the ACCC’ s recent Draft Decision onthe AGL Centra West Pipdine.

Market risk premium

The market risk premium reflects the excess of return achieved by the market as a whole over
the risk free return. CMS proposed a market risk premium of 6.5 percent on the kess that
this va ue has wide acceptance in the Audtralian finance indusiry.

Whils some recent dudies indicate tha lower vaues may be more agppropriate, citing
aguments such as the dable inflationary period now prevaling and the effect of the
imputetion sysem in lowering market risk premiums, other commentators believe the
observed market risk premium of the past decade is gill the most accurate long term
forecast®™. On this bass, Macquarie took the view that the market risk premium should be in
therange 6.0to 7.0.

ACG advised that there is evidence that the market risk premium has fdlen in Audrdia and
oversess, paticularly in the United Kingdom where regulators use ranges of about 3—
4 percent, and that the weight of regulatory precedent in Australia supports a vaue that does
not exceed 6 percent. IPART and the ACCC have used 5.5 percent in their most recent
decisons.  On this bads, the Regulaior consders tha the lower vadue of the range
recommended by Macquarie (Sx percent) is reasonable for the Parmelia Pipdline.

WACC Determination

Macquarie caculated the nomind cost of equity, the nomind pos—tax WACC, and the red
pretax WACC using determinigtic caculations based on the CMS's typicd vaues of
varidbles, and vaues of variables regarded by Macquarie as reasonable for the circumstances
of CMS and the Parmdlia Pipeline operations. The red pre-tax WACC was caculated by
two methods — the market practice transformation method (tax firdt, inflation second) and the
corrected reverse tansformation method (inflation firdt, tax second). Macquarie advised that
neither of the transformation methodologies when used in isolation will produce an accurate
result under any modd incorporating debt, equity and taxation. However, the methodologes
specify a suitable range within which the red pre-tax WACC could fall.

The reaults of the Macquarie determination of WACC vaues are asfollows.

39 Hathaway, N., 1999. Market Risk Premia.
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Deter ministic Deterministic Calculation from

WACC Parameter CMS Stochastic Calculation from CM S Macquarie Values of Input
Calculation Typical Valuesof Input Variables
Variables -
Low* High*

Nominal cost of - 16.79 10.72 11.82
equity (%)
Nominal post tax - 10.90 6.8 7.60
WACC (%)
Real pre—tax WACC - 141 83 1020

by market practice
transformation (%)

Real pre—tax WACC - 127 6.9 8.80
by reverse

transformation (%)

Redl pre-tax WACC 16 1343 7.6 95
midpoint (%)

* The low values were calculated using the low value of the equity beta, the low value of the cost of debt, the low
market risk premium and the high value of the dividend imputation gamma, as estimated by Macquarie. The

high values were cal culated using the high value of the equity beta, the high value of the cost of debt, the high
market risk premium and the low value of the dividend imputation gamma.

Macquarie arrived a a find consderation on a rea pre-tax WACC vaue for the Pamdia
Pipeline of 7.6% to 9.5%. The boundaries of this range are derived from the adoption of both
market practice and reverse transformation methodologies. Macquarie considered this to be
the most appropriate approach to adopt in the circumstances, but reiterated the view that
neither methodology, ether in isolation or combined, will produce an accurate pre-tax
WACC. Depending on the effective tax rate of CMS, which incorporates accelerated
depreciation rates and inflationary expectations, the red pre-tax WACC may fdl a any point
within this range, and may in very limited circumstances fal outside the range.

ACG advised that both of the transformations used to derive a pre-tax WACC are estimates
and involve imprecise assumptions about the cost of tax. ACG aqgued tha in the
circumgtances of the Parmeia Pipeine, the market practice transformation may be more
gppropriate.  The reason that ACG has given is that the Parmdia Pipdine is over 20 years old
and taxation depreciation alowances associated with the regulated assets have probably been
largely exhausted. Accordingly, the Service Provider would be expected to have a high
effective tax rate. Usng the market practice transformation, and the values of input variables
consdered reasonable by ACG, ACG edtimated a reasonable red pre-tax WACC to be in a
range with a midpoint of around 8.3 percent.

On the basis of advice from Macquarie and ACG, the Regulator consders that the following
vaues of input variables to the WACC cdculation are reasonable for the Parmelia Fipeline.
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WACC Calculation Input Value

Variable

Redl risk free rate (%) 37
Nominal risk free rate (%) 6.3
Inflation forecast (%) 25
Cost of debt margin over the 20
nominal risk free rate (%)

Gearing (debt to equity ratio) (%) 60
Corporate tax rate (%) 36
Dividend imputation factor 50
(gamma)

Asset beta 0.6
Equity beta 10
Market risk premium (%) 6.0

Using a market practice transformation, the WACC cdculated from these vaues of input
variables is 8.3 percent (pre-tax, red). This equates to a nominal pogt-tax cost of equity of
12.3 percent. The Regulator considers these values to be for the Parmelia Pipdine.

7.6.5 Acceptability of the Access Arrangement and Required Amendments

The Access Arrangement is consdered to not meet the requirements of the Code in respect of
edablishing the Rate of Return.

Required amendments to the Access Arrangement are as follows.

The WACC edimate used to specify a Rate of Return should be amended to more
accuratdly reflect current  financid-market  parameters. Any vaiaton from the
Regulator’'s assessment of an appropriate WACC of 8.3 percent (pre-tax, red) would
need to be judtified to the satisfaction of the Reguletor.

7.7 DEPRECIATION SCHEDULE

7.7.1 Access Code Requirements

Sections 8.32 to 8.34 of the Code specify rules for depreciation of assets that from part of the
Capita Base, for the purposes of determining a Reference Tariff.

Section 8.32 defines a Depreciation Schedule as the set of depreciation schedules (one of
which may correspond to each asset or group of assets that form part of the Covered Pipdine)
that is the basis upon which the assets that form part of the Capitd Base are to be depreciated
for the purposes of determining a Reference Tariff (the Depreciation Schedule).
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Section 8.33 requires that the Depreciation Schedule be designed:

(@) 0 as to result in the Reference Taiff changing over time in a manner that is conggent
with the efficient growth of the market for the Services provided by the pipeine (and
which may involve a substantid portion of the depreciation taking place in future periods,
paticularly where the cdculation of the Reference Taiffs has assumed sgnificant market
growth and the pipeine has been sized accordingly);

(b) so that each asset or group of assets that form part of the Covered Pipdine is depreciated
over the economic life of that asset or group of assets,

(c) so that, to the maximum extent thet is reasonable, the depreciation schedule for each asset
or group of assats that form part of the Covered Pipdine is adjusted over the life of that
asset or group of assets to reflect changes in the expected economic life of that asset or
group of assets; and

(d) subject to provisons for capitd redundancy in section 8.27 of the Code, so that an asset is
depreciated only once (that is, 0 that the sum of the Depreciation that is attributable to
any asset or group of assats over the life of those assets is equivalent to the vadue of that
asset or group of assets at the time at which the value of that asset or group of assets was
fird included in the Capital Base).

Section 834 provides for the gpplication of depreciation principles in the determination of
Totd Revenue using IRR or NPV methodologies. If the IRR or NPV methodology is used,
then the notional depreciation over the Access Arrangement Period for each asset or group of
assts that form part of the Covered Pipdineis:

(@ for an asset that was in exigence a the commencement of the Access Arrangement
Period, the difference between the vaue of that asset in the Capitdl Base a the
commencement of the Access Arrangement Period and the vaue of that asset that is
reflected in the Resdud Vaue; and

(b) for a New Facility ingaled during the Access Arrangement Period, the difference
between the actual cost or forecast cost of the Facility (whichever is rdevant) and the
vaue of that asset that is reflected in the Residua Vaue,

and, to comply with section 8.33:

(c) the Resdud Vaue of the Covered Fipeline should reflect notional depreciation that meets
the principles of section 8.33; and

(d) the Reference Tariff should change over the Access Arrangement Period in a manner that
is conggent with the efficient growth of the market for the services provided by the
Fipeine (and which may involve a subgtantia portion of the depreciaion taking place
towards the end of the Access Arrangement Period, particularly where the calculation of
the Reference Tariffs has assumed sgnificant market growth and the Pipeline has been
szed accordingly).
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7.7.2 Access Arrangement Proposal

The methodology for depreciation of the Capitd Base is described in section7.5.4.7 of the
Access Arrangement Information.  This methodology involves annua cdculation of the value
of the Capitd Base by depreciating the Initid Capitd Base by the draight line method and
adding the vaue of Cepitd Expenditure over the same period. The Capitd Base is dso
adiuged annudly for inflation by a consumer price index (CPl) escdator calculated from the
Consumer Price Index (All Groups for Perth, Western Audrdia) as published for each
quarter by the Australian Bureau of Statigtics.

For the purposes of depreciaion, CMS assumed a single triangular probability digribution
for the economic life for al assets making up the pipeine.  This did not reflect a weighted
average aset life across asset classes, but rather was an “approximate” value selected by
CMS.

As the Initid Capitd Base and asset life were both specified by CMS as probabilistic
edimates, the resdua Capitd Base a the end of the Access Arrangement Period was aso
determined as a probabiligtic estimate.

7.7.3 Submissonsfrom Interested Parties

No submissions were made on the matter of asset depreciation.

7.7.4 Additional Condgderations of the Regulator

In assessng the proposed methodology for depreciation of the Capitd Base, the Regulator
considered two matters:

the proposal to depreciate assets by the straight line method; and

the proposa to depreciate assets based on an assumption of a sngle vaue for the
remaning life of dl assets making up the pipdine.

Straight Line Depreciation

The proposd of CMS to depreciate the Capitd Base by the straight line method is congstent
with depreciation methodologies proposed for other Access Arrangements in Austrdia®
However, for the Pamdia PFipdine the methodology is potentidly inconsstent with
section 8.33(a) of the Code that requires a depreciation schedule to be designed so as to result
in the Reference Taiff changing over time in a manner thet is conagent with the efficient
growth of the market for the Services provided by the Pipeline. CMS's proposed vaue of the
Initiadl Capital Base was based on expectations of subgtantial growth in the market for gas

40 ACCC, 1998, Final Decision on the Access Arrangements by Transmission Pipelines Australia Pty Ltd and
Transmission Pipelines Australia (Assets) Pty Ltd for the Principal Transmission System, Transmission
Pipelines Australia Pty Ltd and Transmission Pipelines Australia (Assets) Pty Ltd for the Western Transmission
System, and by Victorian Energy Networks Corporation for the Principal Transmission System. Office of the
Regulator General, Victoria, October 1998. Access Arrangements — Multinet Energy Pty Ltd & Multinet
(Assets) Pty Ltd, Westar (Gas) Pty Ltd & Westar (Assets) Pty Ltd, Stratus (Gas) Pty Ltd & Stratus Networks
(Assets) Pty Ltd.
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transportation in the Parmelia Pipdine. These expectations led to CMS proposing a vaue for
the Initid Cepitd Base that was derived from an ORC vadue that assumed a pipeline capacity
subgtantidly in excess of current throughput.  Furthermore, information avalable to the
Regulator suggests that the implicit purchase price of the regulated assets included a
subgtantiad  speculative component based expectations of future increases in the quantity of
gas trangported.

As indicated in section7.3 of this Draft Decison, the Regulator is prepared to accept a
vauation of the Initid Capitd Base tha recognises some asset vaue associated with
expectations of market growth. However, if the vaue ultimately assgned to the Initial
Capitd Base includes a component atributable to expectations of future growth in the market
for gas trangportation, then condggtency with the principles of section8.33 of the Code would
require that the depreciation schedule provide for this component of the Capita Base to be
depreciated only a some future time when the expectations of market growth are redised.
For this reason, the Regulator considers that depreciation of that pat of the vaue of the
Initid Capita Base that is in excess of the vaue atributable to existing contracts should be
depreciated only as the expectations of market growth are realised.

Economic Lives of Assets

CMS propose to depreciate the Capital Base under the assumption of a single vaue for the
economic life and remaining life for al assats making up the pipdine.  This is inconagtent
with the requirement of section 8.33(b) of the Code that requires each asset or group of assets
that form part of the pipeline to be depreciated over the economic life of that asset or group of
asets. The Regulator consdered depreciation of groups of assets with different economic-
lives in assessng DORC vdues for the pipdine in section7.3 of this Draft Decison. A
depreciation schedule taking into account different economic lives was found to adter DORC
vaues by approximatdy 10 percent over the vaues obtaned usng the uniform asset life of
60 years proposed by CMS.

In condgdering vaudion of the Initid Capitd Base (section7.3 of this Draft Decison), the
Regulator concluded that valuation should be based upon reasonable expectations of CMS of
the economic vaue of the pipeine assets at the time the assets were purchased, rather than a
cog figure such as a DORC vaue. With an economic-vadue methodology for vauing the
Intid Cepitd Base, the vaue is not associated with particular assets but rather with the vaue
of contracts for gas trangportation. Consequently, the Regulator condders that an Initid
Capitd Base valued in this way should be depreciated over the remaining life of the principd
pipeline assets rather than the economic lives of individua assets or groups of asses.
Notwithstanding this, however, new capital expenditure should be depreciated according to
the economic lives of the new assets.

7.7.5 Acceptability of the Access Arrangement and Required Amendments

The Access Arrangement is consdered to not meet the requirements of the Code in respect of
the Depreciation Schedule.

Required amendments to the Access Arrangement are as follows.

The Depreciation Schedule should be dtered such that the part of the vaue of the Initid
Capitd Base that is in excess of the vdue attributable to existing contracts is depreciated
only as the expectations of market growth are redlised.

Draft Decision on the Parmelia Pipeline Access Arrangement Part B — 110
Part B — Supporting Information



The methodology for depreciation of new Capitd Expenditure should be dtered to give
greater recognition to different economic lives for the various assets or groups of assets.

7.8 TOTAL REVENUE, COST/REVENUE ALLOCATION AND REFERENCE TARIFFS

7.8.1 Access Code Requirements
The Code addresses the determination of Reference Tariffs in terms of two principd steps.

determination of an amount of Totad Revenue required to cover dl cods associated with
providing gas transportation services, including depreciation and areturn on capitd;

dlocation of the Totad Revenue across services, including both Reference and Non
Reference Services, and determination of the Reference Taiffs that will return the share
of Total Revenue dlocated to Reference Services.

CMS did not document each of these steps separately. Instead, the steps were subsumed in a
stochastic model used to determine Reference Tariffs. In view of this gpproach, the steps are
congdered jointly in this section of the Draft Decison.

The requirements of the Code in respect of each sep in the determination of Reference
Tariffs are described below.

Total Revenue

Sections 8.4 and 8.5 of the Code require that the revenue to be generated from the sales (or
forecast sdes) of dl Services over the Access Arrangement Period (the Total Revenue) be
determined, or be able to be expressed in terms of, one of three methodologies.

Codt of Service the Totd Revenue is equa to the cost of providing al Services (some of
which may be the forecast of such cogts), and with this cost to be caculated on the basis
of:

(@ a return (Rate of Return) on the vaue of the cepitd assets that form the Covered
Pipeline (Capitd Base);

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

(c) the operating, maintenance and other non-capitd costs incurred in providing dl
Services provided by the Covered Pipeline (NonCapital Costs).

Internd Rate of Return (IRR): the Totd Revenue will provide a forecast IRR for the
Covered Pipeline that is conastent with the principles in sections 8.30 and 831 of the
Code. The IRR should be caculated on the basis of a forecast of dl costs to be incurred
in providing such Services (induding capitd coss) during the Access Arrangement
Period. The initid vadue of the Covered Pipdine in the IRR cdculation is to be given by
the Cepitd Base a the commencement of the Access Arrangement Period and the
assumed resdud vaue of the Covered Pipdine a the end of the Access Arrangement
Period (Resdud Vdue) should be cdculated consgently with the principles in section 8
of the Code.
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Net Present Vadue (NPV): the Total Revenue will provide a forecast NPV for the Covered
Pipdine equd to zero. The NPV should be cdculated on the bass of a forecast of dl
codis to be incurred in providing such Services (including capitd costs) during the Access
Arrangement Period, and using a discount rate that would provide the Service Provider
with areturn consgstent with the principles in sections 8.30 and 8.31 of the Code.

The initid vadue of the Covered Fipdine in the NPV cdculdion is to be given by the
Capitd Base a the commencement of the Access Arrangement Period and the assumed
Reddud Vdue a the end of the Access Arrangement Period should be caculated
congstently with the principles in section 8 of the Code.

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

Section 8.6 of the Code recognises that, in view of the manner in which the Rate of Return,
Capital Base, Depreciation Schedule and Non Capitd Costs may be determined (in each case
involving various discretions), it is possble that a range of vaues may be attributed to the
Totd Revenue determined usng the above methodologies. In order to determine an
aopropriate vdue within this range the Regulator may have regard to any financid and
operational performance indicators it condders relevant in order to determine the leve of
cogts within the range of feasble outcomes under section 84 of the Code that is most
congstent with the dojectives contained in section 8.1 of the Code. Section 8.7 of the Code
requires that, if the Relevant Regulator has conddered financid and operationa performance
indicators for the purposes of section 8.6 of the Code, it must identify the indicators and
provide an explanation of how they have been taken into account.

Cost/Revenue Allocation

In determining Reference Tariffs, a Service provider must determine (explicitly or implicitly)
the cogts or share of cods of pipdine operation that will be recovered from revenues from
Reference Services and other sarvices Rules for the alocation of costsrevenues between
services are provided in sections 8.38 to 8.43 of the Code.

Section 8.38 of the Code requires that Reference Tariffs should be desgned to only recover
that portion of Tota Revenue which includes:

(@ dl of the Totd Revenue tha reflects costs incurred (including capitd codts) that are
directly attributable to the Reference Service; and

(b) a share of the Totd Revenue that reflects costs incurred (including capitd costs) that are
attributable to providing the Reference Sarvice jointly with other Services, with this share
to be determined in accordance with a methodology that meets the objectives in section
8.1 or the Code and is otherwise fair and reasonable.

Section 8.39 of the Code provides for the Regulator to require a different methodology to be
used for cost/revenue dlocation than may have been proposed by a Service Provider in an
Access Arrangement pursuant to section 38 of the Code, however if such a requiremen is
proposed, the Regulator must provide a detaled explanation of the methodology that is
required to be used.
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Section 840 of the Code addresses the alocation of CostsRevenue between reference
Services and Rebatable Services, defined in the Code as a Service where:

(@ there is subgtantiad uncertainty regarding expected future revenue from sdes of that
Service due to the nature of the Sarvice and/or the market for that Service and

(b) the nature of the Service and the market for that Service is subgtantidly different to any
Reference Service and the market for that Reference Service,

If a Reference Service is provided jointly with a Rebatable Service, then dl or pat of the
Tota Revenue that would have been recovered from the Rebatable Service under section 8.38
of the Code (if that Service was a Reference Service) may be recovered from the Reference
Service provided that an appropriate portion of any revenue redised from sdes of any such
Rebatable Service is rebated to Users of the Reference Service (either through a reduction in
the Reference Tariff or through a direct rebate to the rdevant User or Users). The sructure
of such arebate mechanism should be determined having regard to the following objectives:

(& providing the Service Provider with an incentive to promote the efficient use of Capacity,
including through the sdle of Rebatable Services, and

(b) Users of the Reference Service sharing in the gains from additiond sdes of Services,
induding from sdes of Rebatable Services.

Section 8.41 provides a Service Provider with discretion to adopt alternative gpproaches to
cost/revenue dlocation subject to any gpproach adopted having subgtantidly the same effect
as the approach outlined in section 8.38 and 8.40 of the Code.

Section 842 reates to the dlocation of costsrevenue between Users and requires that,
subject to provisons for prudent discounts in section 843 of the Code, Reference Tariffs be
designed such that the proportion of Tota Revenue recovered from a actuad or forecast sdes
of a reference Service to a particular User of that Service is condgtent with the principles
described in section 8.38 of the Code.

Section 843 of the Code provides for a Service Provider to give prudent discounts on
Reference Taiffs or Equivdent Taiffs for Non Reference Services in  particular
crcumstances. A User recelving a discount would be paying a proportion of Tota revenue
that is less than proportion that would be paid by the User under the principles of sections
8.38 and 8.40 of the Code. Section 8.43 of the Code provides for such a discount to be given
toaUser if:

(& the nature of the market in which a User or Prospective User of a Reference Service or
some other Service operates, or the price of dternaive fuels avalable to such a User or
Prospective User, is such that the Service, if priced at the nearest Reference Taiff (or, if
the Service is not a Reference Service, a the Equivaent Tariff) would not be used by that
User or Prospective User; and

(b) a Reference Taiff (or Equivdent Tariff) caculated without regard to revenues from that
Usr or Prospective User would be greater than the Reference Tariff (or Equivaent
Taiff) if cdculated having regard to revenues receved from that User or Prospective
User on the basis that it is served at a price less than the Reference Tariff (or Equivalent
Tariff).
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The proportion of Tota Revenue that comprises the Discount may be recovered from other
users of the Reference Service or some other Service or Services a manner that the Regulator
issatisfied isfar and reasonable.

7.8.2 Access Arrangement Proposal

CMS utilised a net present vdue methodology for the determination of Totd Revenue
(Access Arrangement Information, section 7.2). The determination d Total Revenue was not
decribed or dated in the Access Arrangement or Access Arrangement Information, but
rather was subsumed into the caculation of Reference Taiffs that return a net present vaue
equal to zero.

The alocation of costsrevenue across Services and Users was not explicitly described by
CMS in documentation relating to the determination of Reference Tariffs. Neverthdess, an
dlocation of cogts/revenue across sarvices is implicit in the tariff determination. In assessing
CMS's taiff determingtion, the Regulator interpreted the general procedure for alocating
Totd revenue and determining Reference Tariffs to be asfollows.

An edimate was made of tota pipdine capacity and a divison of this capacity into
cagpacity available for the provison of firm sarvices (firm capacity) and capecity available
for the provison of interruptible services (interruptible cepacity). CMS used a
probabiligic edimate of totd pipeline cgpacity as a triangular probability distribution
with a minimum vdue of 80TJday, a typicd vaue of 86 TJday and a maximum
capacity of 91TJday. This was assumed to be divided into firm and interruptible
capacity in proportions of 74 percent and 26 percent respectively.

An assumption was made that dl services provided under exiding cgpacity utilise firm
capacity with a load factor of 100 percent. The projected annud throughputs for services
under exigting contracts over the Access Arrangement Period were subtracted from the
firm cgpacity of the pipdine to derive a resdud firm capacity adle to be utilised for
additional services. Projected annua throughputs for existing contracts are indicated in
section 6.2.2 of the Access Arrangement Information as 29.0 TJday in 1999, 29.6 TJday
in 2000, and 30.2 TJday in 2001 to 2003.

An assumption was made that dl resdud firm capacity and interruptible capacity would
be utilised for the provison of the Firm Extended Service and the Interruptible Extended
Service, respectively, with aload factor of 90 percent.

As the load factor for the Firm Extended Service and Interruptible Extended Service is
less than 100 percent, there is resduad capacity available for provison of Spot Services.
An assumption was made of Reference Spot Services being provided with a probabilistic
edimate of throughput as a triangular didribution with a minimum vaue of 0 TJday, a
typicd vadue of 5 TYday and amaximum vaue of 15 TJday.

The Tota Revenue for the pipeline was specified as being returned through:

— revenue from savices provided under exiging contracts, as  specified in
section 7.5.4.5 of the Access Arrangement Information;

— revenue from Spot Reference Services determined as the throughput of Spot Services
multiplied by a taiff gpecified as an exogenous random varidble with a triangular
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probability digtribution with minimum vaue $0.15/GJ, typicd vaue of $0.25/GJ and
maximum vaue of $0.50/GJ;

— revenue from a resarvaion component of Reference Tariffs for Frm Extended
Service and Interruptible Extended Service, levied againg dl resdud firm capecity
and dl interruptible capacity of the pipdine and

— revenue from a commodity component of Reference Tariffs for Frm Extended
Service and Interruptible Extended Service, levied againg throughput for these
services assuming the 90 percent load factor.

The reativities of Reference Tariffs for Firm Extended Service and Interruptible
Extended Service, and the reservation and commodity components of these tariffs, were
specified as—

Reservation Charge Commodity Charge Total Tariff
Firm Extended Service (0.8)x (0.2)x X
Interruptible Extended Service (0.8)(0.9)x (0.2)(0.9)x (0.9)x

A “god seeking” dgorithm was used to determine a vaue for the Reference Taiff for the
Firm Extended Service (x in the table above), and hence for other Reference Tariffs for
extended Reference Services, that for a given st of input variable vaues determines a
Totd Revenue that returns a net present vaue of the Pipdine over the Access
Arrangement Period of zero with a discount rate equad to the WACC. This was
underteken as a Monte Carlo smulation with the probabilistic estimates of input variables
gpecified in section 7.54.10 of the Access Arrangement Information and summarised as
follows.

Parametersof Triangular Probability Distributions

Input Variable Minimum Value Typical Value Maximum Value
Total pipeline capacity (TJ/day) 80 86 91
Tota firm pipeline capacity (TJ/day) 60 64 68
Spot services throughput (TJ/day) 0 5 15
Spot services tariff ($/GJ) 015 025 0.50
Capital expenditure (percent of projected) 75 100 125
Operating expenditure (percent of projected) 75 100 125
Pipeline optimised replacement cost ($m) 170 210 253
Lifeof all assets (years) 42 60 80
Weighted average cost of capital (percent) 135 16.0 186
Inflation rate (percent) 0 25 4
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The Monte Calo gmulaion methodology returned a probabilistic etimate of the
Reference Taiff for the Firm Extended Service (and hence the Reference Taiff for the
Interruptible Extended Service and the reservation and commodity components of these
tariffs) that will return a net present vadue of the pipeline equd to zero. The probabilistic
edimate of the Reference Taiff for the Firm Extended Service was characterised by a
mean of $0.83/GJ with a range of approximately $0.50/GJ to $1.30/GJ. CMS selected the
mean vaue as the Reference Taiff for the Firm Extended Service, and hence st the
Reference Tariffs and commodity and reservation components of these tariffs as follows.

Reservation Commaodity Total Tariff
Charge Charge
Firm Extended Service $0.664/GJ $0.166/GJ $0.83/GJ
Interruptible Extended Service $0.5976/GJ $0.1494/GJ $0.747/GJ

CMS propose that the Reference Tariffs be inflated quarterly by a CPl Escdator cdculated
from the formula

_(epry., - cP1,)
N CPI

0

CPI

where  CPly is the CPl for the quarter commencing Sx months prior to the commencement
of quarter N;

CPlp is the number 119.8, being the CPl for the quarter commencing on 1 January
1999; and

quarter N isthe quarter for which the CPl escalator is being gpplied.
The CPI proposed to be used by CMS in cdculaion of the CPl escalator is the al groups CPI
for Peth, Western Audradia as published for each quater by the Audrdian Bureau of
Statigtics.
7.8.3 Submissionsfrom Interested Parties

Submissons from interested paties reaing to the cdculaion of Reference Taiffs are
summarised below under the following subheadings.

Totd Revenue
Cost/Revenue Allocation
Taiff Cdculation

Spot Services and Tariffs
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Proposed Reference Tariffs
Taxiff Inflation
Total Revenue

No submissons were received that addressed the choice of a NPV methodology for the
determination of Tota Revenue. A submisson from the Office of Energy did, however,
make comment on the caculation of NPV implicit in the tariff cadculaion, summarised as
follows.

Office of Energy

It is necessary for OfGAR to verify the NPV financial modelling and the application of the Monte Carlo
simulation to ensure that it has been applied correctly. OfGAR needs to review and ascertain the integrity
of the Monte Carlo smulation modelling and clarify and assess the reasonabl eness of the assumptions.

The Regulator was not provided full documentation for the cdculaions undertaken by CMS
to determine totd revenue and taiffs.  Usng information provided in the Access
Arrangement Information and with verba advice from CMS, the Regulator undertook
determinigtic and gtochadtic cdculations of Reference Tariffs udng the same vadues of input
variables and generd methodology as CMS. On the basis of the results of these caculations,
the Regulator is sdidfied that the tariff cdculations of CMS ae closdy reproducible.
Notwithstanding this, however, the Regulator had several concerns as to the methodology for
determination of Reference Tariffs and the vaues of input variables These concerns are
discussed further in the remainder of this section of the Draft Decision.

Cost/Revenue Allocation

Office of Energy

CMS argues that the Parmelia Pipeline offers gas transport services on a non-discriminatory basis. The
philosophy of non-discrimination is paying the same tariff for the same type of service, where this tariff
reflects costs incurred in providing a particular service consistent with the requirements of section 8.38 of
the Code. The alocation by CMS of costs to all types of contract, particularly in respect of existing
contracts and Reference Services, should be examined by OffGAR to determine whether the cost allocation
and tariffs are fair and reasonabl e and consistent with section 8.38 of the Code.

It appears from the description of the tariff determination that the revenue obtained from existing contracts
has been utilised in the NPV calculation to determine the revenue (and thus the tariffs) to be recovered from
the reference services, rather than using the existing contracted quantities and determining an average tariff.
Given that the average transport charge to existing contracts is about $0.64/GJ (calculated from throughput
and revenue presented in the access information) compared to the calculated tariff for reference services of
$0.83/GJ, it would appear that reference services have borne a larger proportion of the costs in the NPV

calculation. Though it is recognised that additional capital costs could be imposed by expanding its
business, whether the calculated tariffs reflect costs imposed by the reference services would need to be
ascertained.

If indeed the tariff determination was undertaken on the understanding above and on the basis of OffGAR’s
review of the cost allocation, OfGAR would have to ascertain whether discounts have effectively been
given to existing contracts and consider whether these are prudent discounts for purposes of the Code and
are to be passed on to other Users.

Mobil

The methodology adopted by CMS for arriving at a tariff makes no mention of existing tariffs other than
they are confidential (Access Arrangement Information p.35). One would find it hard to believe that the
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tariffs for existing customers resemble those proposed. Does this imply a favourable tariff for pre-existing
customers but a punitive tariff for those who contract post 1999? Thisleadsto an inequitable situation.

The tariff caculation undertaken by CMS implicitly dlocated costs/revenue between services
provided under existing contracts and Reference Services that are assumed to comprise dl
additiond sarvices provided through the Parmeia Pipdine. The principa decisons in the
alocation of costsrevenue were:

the dlocation of cogtsrevenue to services provided under existing contracts according to
the projected revenue that will be returned from these sarvices under the terms of the
contract;

the dlocation of costsrevenue to spot services according to projected revenue from these
services with estimated throughputs and tariffs;

dl additiona costsrevenueis dlocated to reference sarvices, and

a dightly higher proportion of costrevenue is dlocated to Firm Extended Services than
to Interruptible Extended Services, implicit in the 10percent lower tariff for the
Interruptible Extended Service.

The dlocation of costs'revenue proposed by CMS is incongstent with principles set out in
sections 8.38 and 8.43 of the Code. Section 8.38 of the Code requires that costs/revenue be
alocated to services according to the costs directly attributable to the provison of te service
and a reasonable share of the joint costs of providing dl services. In the absence of any
evidence that unit cods differ between services provided by CMS, costsrevenue should be
alocated across dl services according to proportions of throughput or capacity used for the
provison of each type of sarvicee For the purposes of determining Reference Taiffs, this
dlocation of codsrevenue is equivdent to an assumption that al Usars, including Users
under exigting contracts, are paying the Reference Tariffs.

In the determination of Reference Tariffs CMS mus address the dlocation of costsrevenue
between Reference Services and services provided under existing contracts.

Under the principles for cost dlocation st out in section 8.38 of the Code, the alocation of
codtsrevenue to services provided under existing contracts should be independent of the
revenues returned from these sarvices under the terms of the contracts.  This implies that if
the tariffs esablished in the exiging contracts are not sufficient to meet the codts directly
attributable to provison of the rdevant services and a reasonable share of the joint cogts of al
savices, then the Service Provider must cary the loss from providing the services. The
ghotfdl in reverue canot be recouped from higher tariffs for Reference Services
Conversdy, if the tariffs established in the exiing contracts are more than sufficient to meet
the cods directly attributable to provison of the redevant services and a reasonable share of
the joint costs of al sarvices, then the Service Provider may retain the surplus revenue. The
setting of Reference Tariffs need not recognise the generation of this surplus.

Section8.43 of the Code provides for a Service Provider to offer discounts for particular
sarvices in certain circumstances, that is, to set a Taiff for a service that is less than adequate
to cover the cods directly atributable to the provison of the service and a reasonable share of
the joint costs of providing dl sarvices The principles of section8.43 have potentia
goplication to the proposd by CMS to establish a lower tariff for the Interruptible Extended
Service than for the Firm Extended Service. The proposed 10 percent lower tariff for the
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Interruptible Extended Service has not been judtified by CMS and appears arbitrary. In
accordance with provisons of sections 8.38 and 843 the Code, the lower tariff must be
judtified by ether lower cods attributable to the Interruptible Extended Service than for the
FHrm Extended Service, or for the lower tariff to conditute a prudent discount within the
meaning of section 843 of the Code. Notwithgtanding this, the Regulator condders tha the
dlocaion of cogsrevenue across exising Firm and Interruptible Services is something of a
mute issue while the Parmelia Pipeline is being utilised a subgstantialy below capacity, as is
likey for the Access Arrangement Period. In this dtuation it is likey that al services would
be provided as firm services.

Tariff Calculation

CMS

CMS engaged a consultant, Professor Lou Caccetta, Head of School of Mathematics and Statistics at Curtin
University, to provide independent expert evaluation of the applicability of Monte Carlo simulation to the
determination of Reference Tariffs. In summary, the conclusions of the evaluation were that:

— stochastic methods, and the Monte Carlo method in particular, are applicable to the determination of
Reference Tariffs;

— deterministic methods are applicable when the values of input variables are known with a high degree
of certainty and when the values of input variables do not change over time;

— the use of Triangular input distributions to characterise the ranges assigned to input variables is
commonly used and well accepted, but the use of Beta distributions would constitute an improvement;

— Latin Hypercube sampling (as used in the Monte Carlo method employed) is appropriate;
— the number of iterations (10,000) used in the Monte Carlo method employed is appropriate;

— the Monte Carlo method used does not address dependencies between input variables, and
consideration of these would constitute an improvement.

As indicated above in rdation to discussons of the Initid Cegpitd Base and the Rate of
Return, the Regulator has no in-principle difficulty with the use of a stochastic methodology
such as the Monte Carlo technique. However, this stochastic methodology is considered to
have little advantage over a determinigic methodology in cases such as with the CMS
determination of Reference Taiffs.  Furthermore, regardless of the methodology used to
cdculate the DORC, the vaues of input varigbles to the caculation, including the probability
digributions for variables in a stochastic caculation, need to be adequatdy substantiated. A
greater degree of subgtantiation is required in specification of a probability digribution for a
vaiable in a dochastic methodology, as opposed to a sngle mods-likdy vaue in a
determinigic  methodology. The Regulator condders that probability digtributions of
variables were not adequately substantiated in the tariff calculation by CMS,

Spot Services and Tariffs

Office of Energy

The basis of the assumed spot capacity tariffs has not been specified and how spot capacity istreated in the
simulation, i.e. the interplay between available capacity, existing contracts, extended reference services and
spot reference services needsto be reviewed and understood.

Draft Decision on the Parmelia Pipeline Access Arrangement Part B — 119
Part B — Supporting Information



Western Power

The spot transport tariff has been proposed to be set by competitive bidding process. But the spot priceis
subject to a floor price set daily by CMS. This floor price is the minimum any User may pay for Spot
Services and can be set artificialy high by CMS.

Rational economics should result in spot tariffs being set at marginal rates. This is not happening in the
Western Australian gas transportation market. CMS appear to be seeking to maintain this monopolistic
approach.

The Regulator condders that it is both economicdly efficent and in the best interets of
Usars and gas consumers for CMS to offer Spot Services utilisng reserved but unused
pipeline capacity that becomes avalable on a day-to-day bass. The provison of Spot
Services potentidly increases the quantity of gas transportation cagpacity avalable to Usars, at
a lower cost and with grester contractud flexibility than for extended servicess The
Regulator aso congders it reasonable that the tariffs for spot services be determined by a bid
sysem and, subject to Spot Services comprising a relatively smdl proportion of tota pipdine
throughput, the revenues from these services not necessarily contributing to the fixed costs of
Fipeline Operation.

Notwithstanding the above, the Regulator condders thaa CMS has not adequatey
subgtantiated ether the forecasts of quantity of Spot Services provided or the tariffs
established for these servicess CMS's probabilistic estimate of the quantity of Spot Services
is skewed towards provison of between 5 and 15TJday over the Access Arrangement
Period which gppears to be an optimidicaly high estimate, equivdent to goproximately 17 to
50 percent of throughput for services provided under existing contracts. The tariffs for Spot
Services are likewise unsubstantiated.

In regard to the setting of tariffs for Spot Services, the Regulator regards the setting of tariffs
a margina rates to be condgtent with commercia incentives of CMS regardless of the leve
of market power hedd by CMS. In the absence of any information to the contrary, the
Regulator considers it appropriate for the Spot Service tariffs to be determined by the bidding
procedure proposed by CMS.

Although CMS has not provided judtification for levels of Spot Services and the tariffs for
these services, the Regulator considers that it is gppropriate for CMS to not be congtrained in
the development of this market and to face incentives to do s0. These arrangements should
foster the devdopment of a spot market for pipeline capacity in Western Audrdia and
ultimately the efficdency of gas trangportation.  Consequently the Regulator consders it
gopropricte to neither impose redrictions on the setting of tariffs for Spot Services, nor to
include revenues gained from these sarvices in the determination of Reference Taiffs for the
Firm Extended and Interruptible Extended Services.

Proposed Reference Tariffs

Western Power

The proposed postage stamp tariff is anti-competitive and discriminatory. It offers no discount for Users
transporting gas less than the full 416 km of the pipeline.

CMS's competitor along a parallel pipeline has gructured a tariff for distance related gas transport. The
rate set from 1 January 2000 on the parallel pipelineisasfollows:
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Reservation Charge $0.000520/GIkm
Commodity Charge $0.000194/GIkm
TOTAL $0.000714/GJIkm

This tariff is set on a pipeline that is 1400 km long with nine compressor stations. The Parmelia pipeline
operates using one compressor station.

If this tariff structure was applied to the Parmelia pipeline the tariff applicable to the total 416 km of the
Parmelia pipeline would be:

Reservation Charge $0.216320/GJ
Commaodity Charge $0.080704/GJ
TOTAL $0.297024/GJ
Mobil

If one examines the central tenet of the Access Arrangement being “Will the tariff unreasonably discourage
downstream uses or consumers of gas?” The answer has to be yes. The alternative pipeline, the DBNGP
transports gas at a distance related tariff in 1999 (described by Regulation 35.4 of the Dampier to Bunbury
Pipeline Regulations 1998), of:

Reservation Charge  $0.0005881/GJkm
Commodity Charge  $0.0001944/GJkm

If one were then to calculate what tariff would then apply for a competitive tariff by the DBNGP for the
length of the Parmelia pipeline (416 km) one would find the tariffs to be:

Reservation Charge for 416 km $0.2446/GJ
Commodity Charge for 416 km $0.08087/GJ

Or atotal of $0.32/GJwhich isless than half of what is being proposed. Is CMS providing any competition
to the operators of the DBNGP? Arguably not. It is therefore important for the Regulator to ensure that
some level of competition can be created. If CMS were to offer a competitive tariff with the DBNGP it is
plausible that the Parmelia pipeline would be used up to capacity. Indeed it is conceivable that the operator
of the DBNGP would even examine the option of using the Parmelia pipeline rather than further investing
in the DBNGP south of compressor station 8. However, with the tariff that CM S are suggesting none of the
above will happen.

Maximum tariffs for gas trangportation in the Dampier to Bunbury Naurd Gas PFipdine are
etablished by Section 35 of the Dampier to Bunbury Pipeline Regulations 1998.
Section 35(4) of the Regulations provides part-haul tariffs to apply to gas trangportation over
a section of the pipeine thet is less than the length of the full pipdine. The part-haul tariff is
determined as a reduction in the maximum tariffs in proportion to the fraction of the tota
length of the pipeline over which the gas is being trangported. The part-haul taiff is only
goplicable, however, to gas transportation where the outlet point from the pipeine is located
north of a point in the goproximate vicinity of Gingin (compressor gation 9 of the Dampier to
Bunbury Naturd Gas Pipdine). Thus the part-haul tariff would not be compulsorily available
to, for example, a Perth Basin gas producer transporting gas to the Perth metropolitan area
through the Dampier to Bunbury Natural Gas Pipdine.

Regardless of the above, the equivdent part-haul tariff does not necessarily provide a bass
for assessing the Reference Tariffs proposed by CMS. The transportation of gas through a
pipeline involves some costs that are independent of the distance the gas is transported, thus,
dl other things being equa, a reasondble tariffs would be expected to decline less than
proportionately with pipdine length. Furthermore, the costs of the Service Provider depend
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upon factors specific to the particular business and infragtructure including the vaue of the
capital base, the nature of services provided and characteristics of the business of the Service
Provider. Reference tariffs should be determined to reflect these factors and hence tariffs are
not directly comparable between pipelines. The Regulator has considered the reasonableness
of the Reference Tariffs on the basis of such factors, as discussed below.

AlintaGas

A high asset valuation, high WACC and full escalation with CPI result in a very high Reference Tariff,
resulting in no User being likely to contract to transport gas under the Reference Service. To the extent that
Users continue to transport gas through the Parmelia Pipeline, they are likely to negotiate a Non-Reference
Service at alower price. The Reference Service could not reasonably be described as “one that is likely to
be sought by a significant part of the market”, as stipulated by clause 3.2(a)(i) of the Code.

The requirement of section 3.2(a) of the Code for a reference Service to be specified as “one
thet is likely to be sought by a dgnificant part of the market” relates only to the naure of the
sarvice and not to the Reference Tariff specified for that service. The Regulator assessed the
adequacy of specification of Reference Services in accordance with this requirement. The
results of this assessment are documented in section6.2 of this Draft Decison. Reference
Taiffs ae determined on the basis of the reasonable costs incurred in provison of the
rdevant Reference Sarvices. The Regulator's assessment of the Reference Tariffs proposed
by CMSis documented elsawherein this chapter of the Draft Decision.

North West Shelf Gas

NWSG contend that the charges outlined in the proposed AA appear to be excessive and inappropriate. The
main reason for the high tariff appears to be the high rate of return calculated for this pipeline.

Schedule 1 of the Access Arrangement shows a tariff of A$0.83 per GJ for Firm Extended Service and
A$0.747 per GJ for Interruptible Extended Service. These tariff levels appear to be considerably higher
than the average expected tariffs which from our calculations appear to be from A$0.583 to A$0.575 for the
years 1999 to 2003 (calculated using the revenue for existing contracts on page 60 of the AAl and the
existing contracts utilised capacity on page 38 of the AAI). Our information is that current tariff levels are
actually lower than this.

That the proposed standard transportation tariff is so much higher than the tariffs currently being charged is
inappropriatein our view and islikely to inhibit access by those parties who need access.

Although the Access Arrangement Information explains that parties would be free to negotiate access to
transportation services at terms better than those in the proposed Access Arrangement, this assumes that the
prospective user is able to negotiate a competitive tariff. Having such a large premium above market rates
accepted by the Gas Access Regulator for the standard reference service provides an unrealistically high
benchmark and is not conducive to competition, economic efficiency or market growth. Indeed such a high
standard tariff will inhibit access for those parties whose transport requirements are small or incremental
(the most likely users of a standard tariff) and who therefore lack bargaining power. The higher than
market rate standard tariff proposed would mean that such prospective users would be at a significant
competitive disadvantage compared to those who enjoyed the current tariff.

The Regulator congders that the Reference Tariffs proposed by CMS may be unreasonably
high as a result of factors including high vaues assgned by CMS to the Initid Gyita Base,
the Rate of Return, Cepitd Expenditure and Operating Expenditure, and an ingppropriate
dlocation of costsrevenue across sarvices. While the Regulator will make a request of CMS
to provide additiona information on the tariff determination prior to making a Find Decison
on the Reference Tariffs, the Regulator did undertake a cdculation of Reference Tariffs based
on vaues of input varigbles conddered to be reasonable in light of information currently
avalable  This cdculation is described below under “Additiond Congderations of the
Regulator”.
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Tariff Inflation

Western Power

Reference Tariffs have been proposed to be escalated quarterly by CPI. The proposal states that forecast
Capital and Operating costs have been based on annual estimates. Some of these costs are not subject to
CPl adjustments. An example is the cost of spares. On the paralel pipeline annua adjustments to
operating costs are made to 75% of actual labour and materials. Western Power considers that operating
costs should be escalated annually and not on more than 75% of actual costs.

CMS has proposed that the Reservation Charge proportion of the tariff should be escalated by CPI. The
reservation proportion of the tariff represents the return for the capital invested in the pipeline. The
proposed tariff has been prepared on the basis of the Optimised Replacement Cost for the pipeline. This
estimates a future cost for replacement of the pipeline. To then escalate that future estimate by CPI is
claiming a double charge for capital.

Office of Energy

It is not clear whether the NPV analysis was undertaken on areal or nominal basis. Consistency in the
treatment of input variables from this perspective would have to be ascertained.

The Regulator's evduation of the tariff caculations undertaken by CMS indicated that the
net present value caculation was undertaken on a red bass  With the exception of the
Capital Base, input variables were assgned red vaues. CMS propose to accommodate
inflaion by annud inflation of the Reference Tariffs by the consumer price index (CPI). The
Regulator has two concerns with this handling of inflation.

Firdly, in inflating the Capitd Base on an annud bads, both the return on capitd (the rate of
return component) and the return of capitad (depreciation) will be increased to accommodate
inflation. It is reasonable as it provides for the value of the returns to investors to be
maintaned in red teems. However, in dso providing for the inflation of Reference Taiffs,
CMS ae undertaking a second correction for the effects of inflation on the red vaue of
returns on capital and returns to capitd. The Regulator consders this to be ingppropriate.
Congdent treetment of inflation in the tariff caculation requires that dl input varigbles to the
cash flow modd should be specified in ether red or nomind terms.

Secondly, the inflation adjustments used by CMS has used an adjusment factor of the CPI.

This does not recognise the likelihood that productivity gans may result in CMS's costs
risng by a factor less then inflation and fals to accommodate any incentive mechanism for
CMS to seek such productivity gains, as may be the case with, for example, use of a CPI-X
framework for accommodating inflation.  This meatter is further discussed in reation to
incentive structures in section 7.9 of this Draft Decision.

In addition to the above concerns, the Regulator consders the CPI datistic to be used by
CMS in calculation of a CPl escalator is inappropriate. CMS propose to calculate the CPI
ecalaor from the al groups CPI for Perth, Western Audtrdia as published for each quarter
by the Audrdian Bureau of Statiics. For consstency with regulatory practice in Audrdia,
the Regulator prefers a wider measure of inflation to be used such as the eight capitd city,
dl-groups CPI measure as produced by the Australian Bureau of Statistics.**

41 ACCC, 1999. Draft Statement of Principles for the Regulation of Transmission Revenues.
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7.8.4 Additional Considerations of the Regulator

In assessing the Reference Tariffs proposed by CMS, the Regulator undertook two
evauations:

a verificaion of Reference Taiff cadculations undertaken by CMS using both a stochastic
methodology and a determinigtic caculation;

cdculation of Reference Taiffs usng vadues of input vaiadles, an dlocation of
costs/revenues across services, and a depreciation schedule consdered by the Regulator
to be reasonable on the basis of information provided to the Regulator by CMS.

The results of these evauations are described below.
Verification of the CMS Reference Tariff Calculation

CMS did not provide the Regulator with a copy of the stochastic modd used to caculate
Reference Taiffs. In order to verify the caculations, the Regulator constructed a new mode
based on the information provided in the Access Arrangement Information and verba advice
from CMS. This modd utilised Excd and @Risk software for a Monte Carlo smulation, as
underteken by CMS, and the vaues or probability digtributions of input variables indicated in
section7.54.10 of the Access Arrangement Information.  Additiondly, the tariff was
determined by a determinigic caculation usng the typicd vaues of input variables as
goecified by CMS.  The following egimates of the Reference Taiff for the Firm Extended
Service were derived from this moddling.

Egtimated Tariff for Firm Extended Service
CMS Stochastic Model Regulator’ s Stochastic M odel Regulator’s Deterministic Model*

$0.83/GJ $0.86/TJ $0.85

* The deterministic model utilised the typical values of input variables indicated in section 7.5.6.10 of the
Access Arrangement.

On the bass of these cdculdions, the Regulator is satisfied that the moddling results of CMS
are reproducible.  The discrepancies in the tariffs determined by CMS and the Regulator are
considered to be due to rounding errors and differencesin model structure,

Re-Calculation of Reference Tariffs

In asessing the tariff determination proposed in the Access Arrangement, the Regulator
re-cdculated the Reference Tariffs based on changes to the cdculation methodology and the
vaues of input vaiadbles discussed in this chepter of the Draft Decidon.  Insufficient
information was provided by CMS for the Regulator to be fully satisfied as to vaues assigned
to the input varidbles and various aspects of the tariff cdculaion methodology. The
Regulator’'s re-cdculation of tariffs provides an indication of the gpproximate magnitude of
tariffs that could be consdered reasonable on the basis of the information currently made
available by CMSin the Access Arrangement and on a confidential badis to the Regulator.

Draft Decision on the Parmelia Pipeline Access Arrangement Part B — 124
Part B — Supporting Information



As indicated earlier in this chapter of the Draft Decison, the Regulaior condders that an
gopropricte methodology for determining the Initid Capitd Base of the Parmeia PFipdine
was an Optimised Deprivd Vaue. The vaue ascribed to the pipeline by this methodology
does, however, depend upon future expectations and projections of throughput and tariffs.

In the re-cdculation of reference tariffs the Regulator contemplated two scenarios of
throughput and vauation of the Initid Capitad Base:

i. an Initid Cagpitad Base of $36.6 million and a throughput over the Access Arrangement
Period of around 30 TJday; and

i an Initid Capitd Base of $65.8 million (ie. the upper bound on the Initid Cepitd Base as
st equa to a DORC vdue for a 60 T¥day pipeline) and an increasing throughput over
the Access Arrangement Period from 40T Jday in 2000 to 60 TJday in 2004.

Differences in methodology and values of input varidbles between CMS's tariff caculation
and the Regulator’ s re-cdculation are summarised in the table below.

M odel Draft Decision
Parameter Section CM S Proposal Regulator’s Estimate
Reference
Initial Capital 7.3 $114 million (typical value) $36.6 million (based on economic value
Base of current contracts)
$65.8 million (based on aDORC
valuation)
Capital_ 74 2000 2001 2002 2003 2004 | 2000 2001 2002 2003 2004
Expenditure
($million) 375 335 075 155 085 | 30TJ/day throughput
025 025 025 025 025
60 TJ/day throughput
325 025 055 025 075
Operating 75 2000 2001 2002 2003 2004 | 2000 2001 2002 2003 2004
Expenditure
($million) 3.855 3.658 3448 4.183 3.973 | 30 TJ/day throughput
2657 2132 1869 2.657 2657
60 TJ/day throughput
3737 3212 2949 3737 3737
Rate of 7.6 Triangular probability distribution of: | 8.3%
Return 13.5% minimum
16.0 % typical
18.6% maximum.
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M odel Draft Decision
Par ameter Section CMS Proposal Regulator’s Estimate
Reference
Depreciation 7.7 Straight line depreciation of the Initial | For the Initial Capital Base of
Capital Base and Capital Expenditure | $36.6 million straight line depreciation
over asingle value of asset lifefor all | of the Initial Capital Base over a
assets. Asset life assigned a triangular | remaining asset life for principal pipeline
probability distribution of: assets of 42 years.
42 years minimum . )
60 years typical For theinitial Capital Base of
80 years maximum. $65.8 million, straight-line depreciation
This corresponds to aremaining asset | Of $36.6 million over 42 years, and
life for the Initial Capital Base of: addition of incremental amountsto the
14 years minimum depreciable Capital Base in each year as
32 yearstypical throughput is projected to increase.
52 years maximum. Straight line depreciation of Capital
Expenditure over the expected life of the
particul ar assets purchased.
No depreciation of working capital.
Spot Services 7.8 Calculated stochastically from Not considered in the Reference Tariff
Revenue probabilistic estimates of spot services | determination.
throughput and tariffs.
Total 7.8 Net present value cal culation. Net present value calculation.
Revenue
Pipeline 7.8 Pipeline assumed to be utilised at All throughput allocated to Firm
Utilisation capacity (typical value of 86 TJ/day). | Extended Services as follows.
and Reference Services utilise all capacity
Throughput not utilised for services under existing | 30 TJ/day throughput (TJ/day)
contracts, with allocation between firm
and interruptible servicesin proportions 2000 2001 2002 2003 2004
of 74 p(?rcent and 26 percent 200 296 302 302 302
respectively.
Maximum 60 TJ/day throughput (TJ/day)
2000 2001 2002 2003 2004
400 450 500 550 600
Cost/Revenue 7.8 Allocation of costs/revenueto services | Allocation of costs/revenue equally
Allocation provided under existing contracts across all units of throughput under

according to the projected revenue that
will be returned from these services

under the terms of the contract.

Allocation of costs/revenue to spot
services according to projected revenue
from these services with estimated
throughputs and tariffs.

All additional costs/revenueisallocated
to reference services.

A slightly higher proportion of
costs/revenueis allocated to Firm
Extended Services than to Interruptible
Extended Services, implicit in the

10 percent lower tariff for the
Interruptible Extended Service.

existing contracts and the Firm Extended
Reference Service.
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M odel Draft Decision
Par ameter Section CMS Proposal Regulator’s Estimate
Reference
Allowance 7.8 Annual inflation of the undepreciated | No inflation of the Capital Base in the
for Inflation component of the Capital Base. Access Arrangement Period.
Inflation.

Tariff 7.8 Stochastic calculation (Monte Carlo | Deterministic calculation.

Calculation simulation)

Methodol ogy

Indicative - $0.83/GJ $0.58/GJ (Initial Capital Base of

Total Tariff $36.6 million and throughput

for Firm of about 30 TJ/day)

Extended

Service $0.57/GJ (Initial Capital Base of
$65.8 million and throughput
increasing to 60 TJ/day)

An Initid Capitd Base of $36.6 million, based on projections of future throughput of around
30 TJday, resulted in an indicative taiff of $0.58/GJ** The taiff cdculaion for the Initid
Capital base of $65.8 million and throughput incressng to 60 TJday over the Access
Arrangement Period returned a tariff of $0.57/GJ.

The Regulator condders that CMS should be provided with the opportunity to expand the
market for services on the Parmedia Pipdine and have this reflected in the Capitd Base,
subject to, inter alia, the higher vadue of the Initid Capitd Base not giving rise to Reference
Taiffs above the current average tariff for the Pamdia Pipdine. On the bass of the Initid
Capitd Base of $625 million and the increase in throughput to 60 TJd, the Regulator
cdculated a Reference Tariff of $0.55/GJ over the Access Arrangement Period.

The Regulator therefore condders a reasonable indicative Reference Tariff for the Pamdia
Pipdine to be $0.55/GJ. The breskdown of this indicative tariff into reservation and
commodity charges for the Firm Extended Service and Interruptible Extended Service is as
follows.

Regulator’s Estimated Tariff: Initial Capital Base of $62.5 million

Reservation Charge  Commodity Charge Total Tariff
Firm Extended Service $0.44/GJ $0.11/GJ $0.55/GJ
Interruptible Extended Service $0.40/GJ $0.10/GJ $0.50/GJ

*2 The tariff calculated for the Initidl Capital Base Value of $36.6 million is higher than the tariff value of
$0.55/GJ that was used to calculate the value of the Initial Capital Base. This difference is due to a distortion
inherent in the financial nodel used for calculating the tariff. This distortion arises from calculation of a tariff
for the five year Access Arrangement Period, rather than the 42 year period considered in calculation of the
Initial Capital Base value.
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The edimated tariffs do not currently incorporate the changes to Capitd Expenditure and
Operating Experditure that the Regulator concluded were necessary to include a CPI-X
incentive mechanim in the Reference Tariff Policy. When this is undertaken, it is envisaged
that the indicative tariff would be margindly lower than indicated above.

This taiff of $0.55/GJ (minus a correction arisng from implementation of a CPI-X Incentive
Mechanism) is consdered to represent a reasonable balance of interests between the Service
Provider and Users for the following reasons.

The tariff is cdose to that which would have been derived from a DORC vduation of the
pipeline, and therefore consgtent with agpproaches of other Audrdian regulators to the
sdting of tariffs.  The Initid Cepitd Base of $62.5 million determined by the Regulator to
be acceptable for the Parmelia Pipeline is equa to 95 percent of the DORC vauation.

With incorporation of a CPI-X incentive mechanism into the Access Arrangement, tariffs
will be lower than otherwise would be the case.

A taiff of margindly less than $0.55/GJ is condgtent with the reasonable expectations of
Usersthat regulation will provide for an overdl reduction in tariffs.

7.8.5 Acceptability of the Access Arrangement and Required Amendments

The Access Arrangement is considered to not meet the requirements of the Code in respect of
the determination of Reference Tariffs,

Required amendments to the Access Arrangement are as follows.

Assumptions of pipdine throughput should be amended to provide for a maximum
throughput of 60 TJday by the end of the Access Arrangement Period.

Costs/revenue should be dlocated across al services in proportion to forecasts of pipdine
capacity to be used for the provison of each type of servicee For the purposes of
determining Reference Tariffs, this dlocation of codsrevenue is equivdent to an
assumption that dl Users, including Users under existing contracts, are paying the
Reference Tariffs.

The proposed 10 percent lower tariff for the Interruptible Extended Service should be
judtified by ether lower cogts atributable to the Interruptible Extended Service than for
the Firm Extended Service, or by the lower tariff condituting a prudent discount within
the meaning of section 8.43 of the Code.

The taiff cdculaion should be revised to ensure consgent trestment of inflation. In
particular, the vaue of the Capitd Base should be treated in red terms condgtent with the
trestment of other input variables to the tariff calculation.

Inflation adjustments of tariffs should be based the eight cepitd city, dl-groups CPI
measure as published by the Austrdian Bureau of Statitics.
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7.9 INCENTIVE M ECHANISM

7.9.1 Access Code Requirements

Section 844 of the Code dates that a Reference Tariff Policy should, wherever the Relevant
Regulator considers appropriate, contain a mechanism tha permits the Service Provider to
retan dl, or a share of, any returns to the Service Provider from the sde of a Reference
Service during an Access Arrangement Period that exceeds the level of returns expected at
the beginning of the Access Arrangement Period (an Incentive Mechaniam), particularly
where the additional returns are attributable (at leest in part) to the efforts of the Service
Provider. Such additiond returns may result, amongst other things, from lower Non Capita
Costs or greater sales of Servicesthan forecast.

Section 845 of the Code provides that an Incentive Mechanism may include (but is not
limited to) the following:

(& specifying the Reference Taiff that will goply during each year of the Access
Arrangement Period based on forecasts of dl relevant variables (and which may assume
that the Service Provider can achieve defined efficiency gains) regardiess of the redised
values for those variables;

(b) specifying a target for revenue from the sde of al Services provided by means of the
Covered Pipeine, and specifying that a certain proportion of any revenue received in
excess of that target shal be retained by the Service Provider and that the remainder must
be usad to reduce the Tariffs for al Services provided by means of the Covered Pipdine
(or to provide arebate to Users of the Covered Pipeline); and

(c) a rebate mechanism for Rebatable Services pursuant to section 8.40 of the Code that
provides for less than a full rebate of revenues from the Rebatable Services to the Users
of the Reference Service.

Section 8.46 of the Code dates that an Incentive Mechanism should be designed with a view
to achieving the following objectives

(& to provide the Service Provider with an incentive to increase the volume of sdes of dl
Sarvices, but to avoid providing an atificid incentive to favour the sde of one Service
over another;

(b) to provide the Service Provider with an incentive to minimise the overdl codts
atributable to providing those Services, consstent with the safe and reliable provison of
such Services,

(c) to provide the Service Provider with an incentive to develop new Services in response to
the needs of the market for Services,

(d) to provide the Service Provider with an incentive to undertake only prudent New
Fecilities Invesment and to incur only prudent Non Capital Costs, and for this incentive
to be taken into account when determining the prudence of New Facilities Investment and
Non Capital Costs for the purposes of sections 8.16 and 8.37 of the Code; and
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(e) to ensure that Users and Prospective Users gain from increased efficiency, innovation and
volume of sdes (but not necessrily in the Access Arrangement Period during which such
increased efficiency, innovation or volume of sales occur).

7.9.2 Access Arrangement Proposal

CMS addressed Incentive Mechanisms in section 7.6 of the Access Arrangement
Information. CMS proposed that the price path approach adopted in the determination of
Totd Revenue provides an incentive to seek efficiency improvements and reduce costs
through dlowing CMS to maintan Reference Taiffs a the predetermined level and capture
any benefits from the cost reductions. CMS does not propose any sharing of benefits with
Users during the Access Arrangement Period.

7.9.3 Submissionsfrom Interested Parties

Office of Energy

CMS argues that the approach taken in the determination of tariffs for Reference Services is based on a
"price path" philosophy (section 8.3(a) of the Code) that provides an incentive structure through prospects
of greater profits if costs are reduced below levels anticipated in the determination of Reference Tariffs.

Only avery detailed review and assessment of the parameters used in the tariff determination would reveal

whether there is indeed a reasonable level of incentive for performance improvement in the assumed tariff
path.

The Regulator concurs with CMS that the price path gpproach does, in-principle, provide an
incentive for a Service Provider to seek efficiency gains and cost reductions.  Service
Agreements for Reference Services would incorporate tariffs set at pre-determined levels
over the Access Arrangement Period. However, cost savings achieved in the provison of the
sarvices within the Access Arrangement Period would be fully ceptured by CMS.  The
capturing of cost savings is consstent with the principles for an Incentive Mechanism st out
in sections 844 and 8.45(a) of the Code. However, the incentives implicit in a price path
gpproach do not meet the requirements of section8.46(e) of the Code due to the absence of
information on the transfer of some portion of cost savings to Usars, such as through a
reduction in tariffs in the subsequent Access Arrangement Period.

7.9.4 Additional Condderations of the Regulator

The Regulator requires tha CMS indude an incentive mechaniam in the Reference Tariff
Policy that addresses the objectives set out in section 846 of the Code. The Incentive
Mechanism may provide for sharing the benefits of efficiency gans and cost savings with
users dther within the Access Arrangement Period or in Access Arrangement Periods
subsequent to the Period in which the efficiency gains were made, or both. The two timing
options for sharing of the benefits of efficiency gains are discussed below.

Benefit Sharing Within the Access Arrangement Period

In the specification of Reference Tariffss CMS has accommodated expectations of inflation
over the Access Arrangement Period by proposing to inflate Reference Tariffs by the
Consumer Price Index. This dlows tariffs and revenues to be mantaned in red terms
despite price variaionsin busnessinputs.
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The generd regulatory gpproach to dlowing for inflation is to use a measure of economy-
wide inflation, such as the eght cepitd city, dl-groups CPl measure as published by the
Augtrdian Bureau of Statistics®®  However, such a measure of inflation does not recognise
that input price variaions in a particular industry may not change a the same rate as prices in
the wider economy, and tha productivity may result in increases in codts to a busness
increasing at a ete less than a pogtive rate of inflation in the wider economy. On this bass,
a “CPI-X" gpproach to accommodating inflation is commonly adopted in regulatory regimes.

“X” is some podtive number that reduces the inflation factor to less than the CPl and takes
into account the potentid efficiency gains able to be made by a Service Provider than would
result in codts risng a a rate less than the economy-wide rate of inflation. The X factor both
prevents the Service Provider meking windfdl gains from inflation of revenues & a rate
greater than inflation of costs, and creates an incentive for the Service Provider to make
efficiency improvements over time & arate at least equd to X.

The ACCC has recommended that a CPI-X regulatory structure involve te inflation of tariffs
(and/or revenues) according to the formula:

& CPI_-CPI_,0,
Tn:81+ :

g X)) T

where T is the tariff and n designates the time period.**

The Regulator condders that CMS should amend the Reference Taiff Policy to
accommodate a CPI-X framework in inflation adjusments of Reference Tariffs.

The ACCC has recommended that the X factor be determined with a view to capturing
efficiency gains and, under revenue cgp regulaion, to establish a smooth path of revenues
and tariffs from the first year of a regulatory period to the expected revenues and tariffs in the
first year of the next regulatory period. As CMS has proposed a levdised tariff over the
Access Arrangement Period, efficiency gains are the only matter of rdevance in sdting the
vdue of X. Effidency gans aisng from expected growth in pipdine throughput and
resultant economies of scade have been incorporated into the determination of Reference
Taiffs.  Efficdency gains in Cgpitd Expenditure and Operating Expenditure have nat,
however, been addressed. As indicated in sections 74 and 7.5 of this Draft Decison,
projections of Capitd Expenditure and Operating Expenditure should be amended to
accommodate efficiency gains.  Subject to the efficiency gains being incorporated into the
tariff determination, it is acceptable for inflation adjustments of Reference Taiffs to be made
usng an “unadjusted” CPl factor. However, the section of the Access Arrangement
describing Incentive Mechanisms should be amended to indicate the X factor that is implicit
in the Reference Tariff determination.

Benefit Sharing Across Access Arrangement Periods

The process for review of an Access Arrangement implicitly provides for Users to benefit
from efficiency gains made in a previous Access Arrangement Period in 0 far as revison of

43 ACCC, 1999. Draft Statement of Principles for the Regulation of Transmission Revenues.

44 ACCC, 1999. Draft Statement of Principles for the Regulation of Transmission Revenues.
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Access Arrangement involves the determination of Totd Revenue on the basis of forecasts of
efficient capitd and operating costs for the ensuing Access Arrangement Period.  However,
this may discourage a Service Provider from meking efficiency improvements, particularly
toward the end of an Access Arrangement Period. To counter this disincentive for efficiency
improvements, an Incentive Mechanism may dlow for a Service Provider to accrue ongoing
bendfits from efficiency improvements made in a previous Access Arrangement Period. The
Regulator congders that principles established by the Victorian Office of the Regulaor
Genera® provide generd guidance as to how this may occur. These principles are as
follows.

The default pogtion is that Reference Tariffs will fdl a the commencement of the next
Access Arrangement Period to a level consgtent with the recovery of the efficient cogts
that are attributable to the rlevant Access Arrangement Period.

If the Service Provider can demondrate that it has undertaken an action that has reduced
the cost of providing Services, then the Regulator may increese Totd Revenue for the
subsequent Access Arrangement Period (and possibly aso for future Access Arrangement
Periods) to provide the Service provider with pat or dl of the benefit from the cost
reduction.

In determining the extent of the benefit that should be alocated to the Service Provider, it
IS appropriate to take account of:

— the extent to which the Service Provider has dready benefited from the cost reduction
asaresult of the within-period reduction in costs of providing Services,

— whether the cost reduction resulted in the Service Provider “catching up” to
comparable businesses (in which case a smdler share of the benefit may be judtified)
or dternaively represents an innovation that places the Service Provider ahead of
comparable firms (in which case alarger share of the benefits may be judtified).

The Regulaior will condder these generd principles in future revisons of the Access
Arrangement. No amendments to the Access Arrangement are consdered necessary at the
current time in respect of benefit sharing across Access Arrangement periods.

7.9.5 Acceptability of the Access Arrangement and Required Amendments

The Access Arrangement is consdered to not meet the requirements of the Code in respect of
an Incentive Mechaniam.,

Required amendments to the Access Arrangement are as follows.

The Incentive Mechanism should be amended to provide for sharing the benefits of
efficiency gains and cogt savings with Users either within the Access Arrangement Period
or in Access Arrangement Periods subsequent to the Period in which the efficiency gains
were made, or both. In specifying the Incentive Mechanism, CMS should outline an

> Office of the Regulator General, Victoria, May 1998. Access Arrangements — Multinet Energy Pty Ltd &
Multinet (Assets) Pty Ltd, Westar (Gas) Pty Ltd & Westar (Assets) Pty Ltd, Stratus (Gas) Pty Ltd & Stratus
Networks (Assets) Pty Ltd.
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acceptable CPI-X framework for accommodating inflation and effidency gans in the
determination of Reference Tariffs.
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8 FEESAND CHARGES

8.1 INTRODUCTION

The Access Arrangement provides for CMS to levy a range of fees and charges on Users and
Prospective Usars of services provided in respect of the Pamdia Pipdine. These fees and
charges comprise;

a Service Request Adminigration Fee levied on Progpective Users for lodgement of an
Access Request;

Quantity Variation Charges, levied on Users in certain circumstances where quantities of
gas recaived a a Receipt Point and delivered to a Delivery Point differ for the quantities
gpecified in the rdlevant Service Agreement and/or nominations by the User;

charges levied on Users to recoup costs incurred by CMS for unaccounted for gas and
system use gas, and

charges levied on Usersto recoup costs arising from Statutory Charges incurred by CMS.

These fees and charges comprise a pecuniary impost on Usars and Progpective Users in
addition to service tariffs. For this reason, the Regulator considered that an assessment of
fees and charges was necessary in evauating the Access Arrangement.  Furthermore, meatters
reating to fees and charges were rased in severd public submissons on the Access
Arrangement and the Regulator is obliged to congder these submissions.

8.2 ACCESSCODE REQUIREMENTS

The Code does not address the levying of fees and charges by a Service Provider on Users or
Prospective Users other than through Reference Tariffs. Sections 3.1 to 3.20 of the Code,
that outline the required scope of an Access Arrangement, do not explicitly require fees and
charges to be specified. However, to the extent that fees and charges comprise part of the
Terms and Conditions for provison of Reference Services, such matters may fdl within the
scope of Section 3.6 of the Code that requires an Access Arrangement to include the terms
and conditions on which the Service Provider will supply each Reference Service.

In consdering the fees and charges arisng in respect of a Service Agreement for a Reference
Sarvice, the Regulator gave attention to the requirements of section3.6 of the Code that
requires that the terms and conditions for provison of Reference Services mug, in the
Regulator’'s opinion, be reasonable. In respect of any fees and charges levied otherwise than
under a Service Agreement for a Reference Service, the Regulator considered matters set out
in section 2.24 of the Code, viz:

(@ the Service Provider's legitimae budness interets and investment in the Covered
Pipding

(b) firm and bnding contractua obligations of the Service Provider or other persons (or both)
dready using the Covered Pipdine;
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(c) the operationad and technica requirements necessary for the safe and reliable operation of
the Covered Pipding;

(d) the economically efficient operation of the Covered Pipdine;

(e) the public interest, including the public interet in having compsetition in markets
(whether or not in Augtrdia);

(f) theinterests of Users and Prospective Users, and

(9) any other matters that the Relevant Regulator considers are relevant.

8.3 SERVICE REQUEST ADMINISTRATION FEE

8.3.1 Access Arrangement Proposal

Sections 6.1 and 6.16 of the Access Arrangement provide for CMS to charge a fee of $10,000
for lodgement of an Access Request by a Prospective User with CMS. This Service Request
Adminigration Fee is non-refundable except for (i) a the discretion of CMS; or (i) where the
Prospective User is notified that no queue exists for the service requested and CMS and the
Progpective User do not enter into a Service Agreement.  The judtification provided by CMS
for the fee is (i) to indicate a Progpective User’s bona fides in lodging an Access Request; and
(i) to defray CMSs costs and expenses in recelving, reviewing, processng and
adminigering the Access Request. No judification is provided by CMS for the vaue of the
fee.

8.3.2 Submissionsfrom Interested Parties

North West Shelf Gas

The A$10,000 application fee required to be paid when requesting access to transportation services is
considerable and will inhibit or restrict access to those users who have alarge gas demand. The application
fee should be justified on the cost of processing the application and maintaining the queue. It should not be
an artificial barrier to accessing transport services.

In assessng whether the charging of the Service Request Adminidration Fee is a reasonable
practice on the part of CMS, the Regulator consdered whether this fee reflects, or is likely to
reflect, costs reasonably incurred by CM S in processing an Access Request.

Should CMS have to undertake investigations for the purposes of ascertaining whether an
Access Request can be met, provison exists under section 5.5 of the Code and section 6.1(e)
of the Access Arrangement for the reasonable costs of such investigations to be met by the
Progpective User.  As such, the Regulator considers that the proposed Service Request
Adminigration Fee is not judtified on the bass of recovery of reasonable costs incurred by
CMS in the processing of an Access request.

8.3.3 Other Consderations of the Regulator

In assessng whether the charging of the Service Request Adminidration Fee is a reasonable
practice on the part of CMS, the Regulator considered two matters.
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i. Whether the fee reflects, or is likely to reflect, costs reasonably incured by CMS in
processing an Access Request.

ii. The practice of other Service Providersin respect of smilar fees.

The matter of whether the fee reflects costs reasonably incurred by CMS in processing an
Access Request was addressed above in response to a public submisson with the concluson
that cogts provide no judtification for the fee.

A summary of fee arrangements proposed or in place for lodgement of Access Requests with
other Service Providersis summarised as follows from Access Arrangement documentation.

Service Provider Access Fee Arrangements

Epic Energy — Moombato Adelaide Pipeline System Proposed non-refundable application fee of $5000 to
be paid to the Service Provider on the day that a
Request for Serviceislodged

Envestra Limited GasHaulage Servicestothe Mildura  None.
Network

East Australian Pipeline Limited— Moombato Sydney  None.

Pipeline System

N.T. Gas Pty. Limited— Amadeus Basin to Darwin None.
Pipeline

AGL Pipelines (NSW) Pty Limited— Central West None.
Pipeline

The Regulator identified only one Service Provider (Epic Energy — Moomba to Addaide
Fipdine System) that proposes to levy a fee resembling Service Regquest Adminigiration Fee
proposed by CMS, with the vaue of the fee being half that proposed by CMS. On this kesis,
the Regulator congders that a Service Request Adminidration Fee is not a common practice
in the gas transmission indudtry.

In view of the lack of judification for levying of a Service Request Adminigration Fee on the
bass of recovery of reasonable costs or common industry practice, the Regulator considers
that the fee is unreasonable and contrary to the interests of the Users and Prospective Users of
the Pipdine.

8.3.4 Acceptability of the Access Arrangement and Required Amendments

The Access Arrangement is not consdered to be reasonable in respect of the proposed
Service Request Adminigtration Fee.
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Required amendments to the Access Arrangement are as follows.

Sections 6.1 and 6.16 of the Access Arrangement should be deleted to remove provision
for lodgement of an Access Request to be conditiona on payment of a Service Request
Adminigration Fee.

8.4 STATUTORY CHARGES

8.4.1 Access Arrangement Proposal

Section 14.2(c) of the Generd Terms and Conditions requires Users to pay to CMS an
amount equa to datutory charges such as financid inditutions duty which CMS is liddle to

pay.

8.4.2 Submissonsfrom Interested Parties

No submissions were made on the matter of charges being levied on Users to recover costs
incurred by CM S through statutory charges.

8.4.3 Additional Consderations of the Regulator

The Regulator condders that datutory charges such as financid inditutions duty should be
regarded as a normal business cost and incorporated into estimates of Operating Expenditure
for the purposes of determining tariffs and, in generd, there is no commercid judtification for
passing these cods on to Users as a charge in addition to service tariffs.  However, the
Regulator accepts representation from CMS that the separate recovery of Statutory charges is
an edtablished practice in their current business.  Consequently the Regulator will not require
amendments to the Access Arrangement.

8.4.4 Acceptability of the Access Arrangement and Required Amendments

The Access Arrangement is conddered to be acceptable in respect of the proposal to recoup
costs of statutory charges from Users as an additional charge to Reference Tariffs.

8.5 QUANTITY VARIATION CHARGES

8.5.1 Access Arrangement Proposal

Section 10 of the Genera Terms and Conditions provides for CMS to levy charges (Quantity
Variaion Charges) on Users in certain circumstances where Users do not manage the receipt
of gas into the pipeine and/or the deivery of gas from the pipdine in accordance with
relevant conditions of Service Agreements and/or Users dally nominations of intended gas
trangportation. CMS dates that the purpose of Quantity Variation Charges is to provide a
disncentive to Users to not utilise the Parmelia Pipdine in the manner intended, and thereby
avoid operational disturbances and disadvantage to other pipeline Users.
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Section 10 of the Generd Terms and Conditions provides for CMS to levy Quantity Variation
Charges in respect of severd circumstances. The circumgtances and the formulae for
cdculation of Quantity Variaion Charges are defined in schedule 2 of the Genera Terms and
Conditions, and summarised as follows.

Cumulative Gas Imbdance—an aithmetic sum of daly gas imbdances which ae
cdculated as the difference in the quantity of gas received into the pipeline and the
quantity of gas ddivered from the pipeine for individud Gas Days. A Cumulative Gas
Imbaance Charge may be levied if the Cumulaive Gas Imbdance fdls outsde of a
gpecified tolerance.  The Cumulative Gas Imbalance Charge is determined as a multiple
of the tariff for the service under which gas trangportation occurs, in accordance with a
formula that takes into account the magnitude of the Cumulative Gas Imbdance reative
to the MDQ of the User. The Cumulative Gas Imbadance Charge per unit of the
Cumulative Gas Imbaance is an increasing function of the Cumulative Gas Imbaance.

Daly Overun—an excess of the quantity of gas received or ddivered into or from the
pipeline for a paticular Gas Day over the quantity nominated to be received or delivered
on that Gas Day. A Daly Overrun Charge may be levied if the Daly Overrun exceeds a
gpecified tolerance.  The Dally Overrun Charge is determined as a multiple of the tariff
for the sarvice under which gas trangportation occurs, in accordance with a formula that
takes into account the nagnitude of the Daly Overrun relaive to the receipt or ddivery
quantity nominated by the User. The Daly Overrun Charge per unit of the Daily Overrun
isan increasing function of the Daily Overrun.

Daly Underrun—a deficit of the quantity of gas recelved or ddivered into or from the
pipdine for a particular Gas Day under the quantity nominated to be received or ddivered
on tha Gas Day. A Daly Underrun Charge is determined on the same basis as the Daly
Overrun Charge.

Hourly Overrun—an excess of the maximum quantity of gas received or ddivered into or
from the pipeline for any hour of a Gas Day over the maximum hourly quantity permitted
for paticular Receipt Points or Ddivery Points in accordance with a Usar’'s nomination
for that Gas Day. An Hourly Overrun Charge may be levied if the Hourly Overrun
exceeds a specified tolerance.  The Hourly Overrun Charge is determined as a multiple of
the tariff for the service under which gas transportation occurs, in accordance with a
formula that takes into account the magnitude of the Hourly Overrun redive to the
maximum hourly quantity determined for a the rdevant Usr and the rdlevant Receipt
Point or Deivery Point. The Hourly Overrun Charge per unit of the Hourly Overrun is an
increasing function of the Hourly Overrun.

Maximum How Rate Overrun—an excess of the peak flow rate of gas a a Receipt Point
or Ddivery Point for a paticular hour over the specified maximum flow rae for the
Recapt Point or Ddivery Point. A Maximum Fow Rate Overrun Charge may be levied
for any Maximum Flow Rate Overun. The Maximum Fow Rate Overrun Charge is
determined as a multiple of the taiff for the service under which gas transportation
occurs, in accordance with a formula that takes into account the magnitude of the
Maximum How Rate Overun reative to the maximum flow rate for the rdevant User
and the rdevant Receipt Point or Ddivery Point. The Maximum How Rate Overrun
Charge per unit of the Maximum How Rate Overrun is an increasing function of the
Maximum How Rate Overrun.
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8.5.2 Submissonsfrom Interested Parties
Application of Quantity Variation Charges

AlintaGas

AlintaGas is concerned that some quantity variation charges (such as the Daily Overrun Charge) are based
on exceeding a User’s daily nominated quantity and not, as would be more appropriate, exceeding a User’s
MDQ. The result is that circumstances can arise where a User will pay twice for the use of reserved
capacity. Why should a User be forced to pay a penalty for exceeding its nominated quantity when the
amount of gas taken is less than its MDQ? The User, after all, is already required to pay a Reservation
Charge, whether or not it uses its full contractual entitlement. As a matter of principle, a User should be
able to receive gas without penalty at a delivery point up to the User’s MDQ, regardless of the quantity
nominated. To the extent the pipeline operator wishes to sell spare capacity which isreserved (and paid for)
but for which no nomination has been received, it should do so on an interruptible basis.

In assessing the reasonableness of Quantity Variation Charges proposed by CMS for the
Pamdia Pipdine the Regulator examined Quantity Variation Charges for severd other
Audrdian gas trangmisson pipdiness a summay of which is provided below under
“Additiona Consderations of the Regulator”. On the bads of this examination, the
Regulator congders that it is common industry practice for Service Providers to make
provison to gpply Quantity Variaion Charges in respect of discrepancies between a User’s
nominated and redised receipts or ddiveries of gas. As such, the Regulator consders the
proposa by CM S to agpply Quantity Variation Charges on asimilar basis to be reasonable.

AlintaGas

The Access Arrangement Information does not provide sufficient information for AlintaGas Trading to
form aview asto whether the tolerances for the application of quantity variation charges are reasonable.

CMS has provided for Quantity Variation Charges to be applied when Quantity Variations
exceed gpecified tolerances. These tolerances are specified in schedule 2 of the Generd
Terms and Conditions as follows.

Quantity Variation Specified Tolerance before Quantity Variation
Chargesmay be Applied

Cumulative Gas Imbalance The lesser of 8percent of the MDQ for the relevant
service, or 1 TJ.

Daily Overrun or Daily Underrun The lesser of 8percent of the nominated gas quantity
for the relevant service and the relevant Gas Day, or
1TJ

Hourly Overrun The lesser of 8percent of the MHQ for the relevant

serviceor 0.05 TJ.

Maximum Flow Rate Overrun No tolerance.

In assessing the reasonableness of tolerance limits proposed by CMS for the Parmdia
Fipeine, the Regulaor examined tolerance limits for severd other Audrdian gas
tranamisson pipelines. Tolerance limits provided or proposed under Access Arrangements
for other pipelines are asfollows.
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ServiceProvider and
Pipeline

Tolerance Limit on Gas | mbalances

AGL Pipelines (NSW) Pty
Limited Central West
Pipeling®®

N.T. Gas Pty Limited

Amadeus Basin to Darwin
Pipeline®’

East Australian Pipeline
Limited Moombato
Sydney Pipeline*®

EPIC Energy South
Australia Pty Ltd—
Moombato Adelaide
Pipeline*®

No specified limit, but stating that AGL P may take action if theimbalanceis
likely to jeopardise the ability of AGLP to comply with the requirements of any
Service Agreement or to operate the Pipeline properly.

No specified limit, but stating that AGLP may take action if theimbalanceis
likely to jeopardise the ability of AGLP to comply with the requirements of any
Service Agreement or to operate the Pipeline properly.

10 percent of the User’'s MDQ for daily imbalance and 2% and 0.5% of the MDQ
for the cumulative imbalance over weekly and monthly periods respectively.

8 percent of nominated daily quantitiesin assessing daily imbalances.

Although CMS has specified explicit tolerance limits in terms of gas quantities rather than
dlowing for effects on pipeline operation, the specified tolerances conform with tolerances
goecified for a leest two other gas transmisson pipdines in Audrdia and are therefore
regarded by the Regulator as consgtent with common industry practice and, on this bads,

reasonable.

Rates of Quantity Variation Charges

AlintaGas

The Access Arrangement Information does not provide sufficient information for AlintaGas Trading to
form aview as to whether the tolerances for the application of quantity variation charges and the quantum
of the penalty charges are fair and reasonable.

Boral Energy

Boral accepts the intention of CMS to use a sliding factor based on the degree of error in the calculation of
guantity variation charges. However, the value attributed to PRM_GI, PRM_DO, PRM_DU, PRM_HO and
PRM_MFRO of 40 would appear high, and will have the effect of imposing very high quantity variation
charges.

North West Shelf Gas

The charges that are proposed in Schedule 2 of the Access Arrangement relating to imbalance charges
appear to be excessive. Whilst the ‘operating margin’ of 8% is in line with industry practice the sliding
scale of charges appears to be unnecessarily punitive. For example, in a case where a User (with an MDQ
of 5 TJ) is unable to accept any deliveries from the pipeline on a particular day but the producer delivers the
full daily nomination of say 5 TJ to the pipeline, then the penalty charges would be more than A$140,000 or

% Access Arrangement submitted to the ACCC 31 December 1998.

7 Access Arrangement submitted to the ACCC 25 June 1999.

“8 Access Arrangement submitted to the ACCC 5 May 1999.

49 Access Arrangement submitted to the ACCC 1 April 1999.
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amost 34 times the full standard tariff (reservation plus commodity charges) applied to the full nomination.
Such large charges are not reflective of the actual costs (increased administration and compressor fuel) that
may result from such a variation. Indeed such a5 TJ variation is stated (page 36 of Access Arrangement
Information) to be within the operational capacity of the Parmelia pipeline.

The Hourly Overrun and Maximum Flow Rate Overrun charges proposed appear to be similarly punitive
and do not reflect the redlity of the impact of such events on a pipeline which is (for the moment)
essentialy in free flow from the Dongara plant.

The proposed Quantity Variations and Charges could allow the pipeline operator to extract an apparently
unfair rent from Users as a result of occasional upsets in the Users' (or producers) daily operations. The
imbalance charges are likely to be economically inefficient, as they would also cause Usa's to dedicate
resources to manage their nominations within the tolerances; resources which could be focused elsewhere in
more productive areas.

In assessing the reasonableness of Quantity Variation Charges proposed by CMS for the
Pamdia Pipdine, the Regulator examined Quantity Variation Charges for severd other
Audrdian gas trangmisson pipdines, a summay of which is provided bdow under
“Additiond Congderations of the Regulator”. The rates of Quantity Variation Charges able
to be applied by CMS are subgtantidly in excess of the rates provided for in Access
Arrangements for other pipeines. CMS has not provided judtification for the differences
from common industry practice and in view of this the Regulaor consders the proposed
Quantity Variation Charges to be unreasonable.

8.5.3 Additional Considerations of the Regulator

In assessing the reasonableness of the quantity variation charges proposed by CMS, the
Regulator gave condderation to common practice of the gas transportation industry in respect
of such charges. Provison of Access Arrangements for several other Service Providers were
used as indicators of common industry practice and are summarised as follows.

Quantity Variation Char ges of Gas Transportation Service Providers

Service Provider and Provision for Quantity Variation Charges Quantity Variation
Pipeline Charge

AGL Pipelines(NSW) Pty  Imbalance Charge
Limited Central West

Pipeline® A User has aone month grace period to correct agas Imbalance rate not
imbalance accrued in a previous month. After the grace specified in the
period, the Service Provider may alter gas receipts and Access Arrangement.

deliveriesto correct theimbalance. If an imbalance still
remains, the Service Provider may charge the User an
imbalance charge calculated my multiplying the
imbalance by an imbalance rate and, in the case of an
imbalance shortfall, purchase gas at the relevant Receipt
Point and charge the User the price paid for that gas.

%0 Access Arrangement submitted to the ACCC 31 December 1998.
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Service Provider and
Pipeline

Provision for Quantity Variation Charges

Quantity Variation
Charge

Daily Variance Charge

A daily variance charge may be levied on aUser if there
is a daly variance of more than 10 percent of the

Daily variancerate
not specified in the

Delivery Point MDQ or Receipt Point MDQ for more  Access Arrangement.
than 4 daysin amonth or 24 daysin a contract year.

N.T. Gas Pty Limited Imbalance Charge

Amadeus Basin to Darwin )

Pipdline® A User has aone month grace period to correct agas 250 percent of

imbalance accrued in aprevious month. After the grace
period, the Service Provider may alter gas receipts and
deliveriesto correct theimbalance. If animbalance still
remains, the Service Provider may charge the User an
imbalance charge calculated my multiplying the
imbalance by an imbalance rate and, in the case of an
imbalance shortfall, purchase gas at the relevant Receipt
Point and charge the User the price paid for that gas.

Daily Variance Charge

A daily variance charge may be levied on a User if there
is a daily variance of more than 10 percent of the
Delivery Point MDQ or Receipt Point MDQ for more
than 4 daysin amonth or 24 daysin a contract year.

relevant service tariff.

120 percent of
relevant service tariff.

East Australian Pipeline
Limited Moombato
Sydney Pipeline®?

Imbalance Charge

If the User, after notice from EAPL to overcome an
imbalance, does not rectify the imbalance, and EAPL is
unable to cease receipt from or delivery to the User to
overcome the imbalance, then EAPL may impose
balancing charges on the User

Daily Overrun Charge

If a User exceeds its MDQ, or the quantity of gas
accepted by EAPL as an authorised overrun is exceeded,
then the excess quantity of gas will be treated as an
unauthorised overrun for which the User will be required
to pay an “unauthorised overrun charge’. If because of a
User’s unauthorised overrun EAPL is unable to comply
with obligations to transport Gas for other Users, then
the User will be liable for any loss, cost or damage
EAPL may incur, including consequential l0ss.

51 Access Arrangement submitted to the ACCC 25 June 1999.

52 Access Arrangement submitted to the ACCC 5 May 1999.

150% of cost to EAPL
of the quantity of gas
required to restore the
User Inventory to zero
plus service fee of
$2000.

350 percent of
relevant capacity tariff
and 100 percent of
relevant throughput
tariff for unauthorised
overrun.
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Service Provider and Provision for Quantity Variation Charges Quantity Variation

Pipeline Charge

EPIC Energy South Daily Imbalance

Australia Pty Ltd— o .
Moomba to Adelaide If, on aDay, actual deliveries differ by more than 8% Excessimbalance
Pipeline®® from actual receipts (less aretention allowance plus an chargerateis

imbalance correction quantity), then the amount of that $0.30/GJ.
difference will be the excessimbalance, and an excess

imbalance charge will be payable by the User. The

excess imbalance charge will be calculated by

multiplying the number of GJ's of excessimbalance by

the excess imbal ance charge rate.

The schedule of Quantity Variation Charges proposed by CMS for the Parmdia Pipeine
differ subgtantidly from the charges provided for in other pipeine Access Arrangements in
severa respects, asfollows.

From the Access Arrangements reviewed in respect of quantity variaion charges,
common practice in the industry appears to be for such charges to gpply in two generd
circumstances:

— daly imbaances or dally overruns, and
— monthly or longer term imbaances.

In addition to the above circumgtances, CMS provide for quantity variation charges to
apply to Hourly Overruns and Maximum Flow Rate Overruns.

The Access Arrangements reviewed in respect of quantity variaion charges provide
explicitly for grace periods in which a User may correct gas imbdances before quantity
vaidaion chages will goply. Although the Generd Terms and Conditions for the
Parmdia Pipdine dlow for CMS to exercise discretion in the gpplication of Quantity
Variation Charges, there is no explicit provison made for grace periods.

The Access Arrangements reviewed in respect of quantity variation charges provide for
charges to be levied a a constant rate per unit of imbaance. The rate is typicaly a
multiple of the reevant service taiff, ranging between 100 and 350 percent of the
rdlevant sarvice tariff. CMS propose to levy charges a an increasing rate per unit of
imbaance, with the rate being a function of the sze of the imbaance redive to the scae
of the sarvice provided to the User.  This results in the charge rates of CMS being
subgtantidly higher than would be applied by other Service Providers where the
magnitude of the imbaance is more than about 20 percent of the benchmark quantity
from which the imbaance is cdculated. For example, the dally overrun or underrun
charge rates tha may agpply to an hypotheticd User of the Parmeia Pipeine with an
MDQ of 5TJday, a nominated throughput of 5TJ for a particular Gas Day, and overruns
or underruns of 0.5, 1.0, 2.5 or 5.0 TJ are asfollows for that Gas Day.

53 Access Arrangement submitted to the ACCC 1 April 1999.
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Overrun or Underrun for a Gas Day Overrun or Underrun Charge Rate

(TJ) (per GJ of overrun or underrun)
05 0.8" (Reservation Tariff + Consumption Tariff)
10 48" (Reservation Tariff + Consumption Tariff)
25 168" (Reservation Tariff + Consumption Tariff)
50 36.8" (Reservation Tariff + Consumption Tariff)

In this example, the charge rate per unit of overrun or underrun vary from 480 percent to
3680 percent of the rdevant service tariff for overruns or underruns in excess of
20 percent of the Usar's nominated throughput for the Gas Day. These rates are
ubgtantidly greater than for the other pipdines discussed above, which had charge rates
of 100 to 300 percent of the rlevant service tariff.

The Regulator condders that the provisons in the Access Arrangement for Quantity
Vaiaion Charges are subgtantidly more onerous than is common practice for the indudry.
CMS has not provided judtification for the departure from common industry practice and in
view of this the Regulator condders the proposed Quantity Variation Charges to be
unreasonable.

8.5.4 Acceptability of the Access Arrangement and Required Amendments

The Access Arrangement is not consdered to be reasonable in respect of the proposed
Quantity Variaion Charges.

Required amendments to the Access Arrangement are as follows.

Section 10 and schedule 2 of the Genera Terms and Conditions should be amended to
remove provison for CMS to apply Quantity Variation Charges in respect of Hourly
Overruns and Maximum Flow Rate Overruns.

Section 10 and schedule 2 of the General Terms and Conditions should be amended to
provide Users with a grace period to correct gas imbaances before quantity variation
charges may be gpplied in respect of the imbaances.

Section 10 and Schedule 2 of the General Terms and Conditions should be amended to
provide for maximum rates of Quantity Variation Charges to be no more than 350 percent
of the service tariff for the rdlevant service per GJ of the quantity variation.
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8.6 CHARGESFOR UNACCOUNTED FOR GASAND SYSTEM USE GAS

8.6.1 Access Arrangement Proposal

Section15 of the Generd Terms and Conditions provides for CMS to charge users for
Sysdem Use Gas as an additiona charge to transport tariffs.  Section 15.3 of the Generd
Terms and Conditions provides for the System Use Gas Charge to be determined on the basis
of gas prices reasonably nominated by CM S, which may vary from timeto time.

8.6.2 Submissionsfrom Interested Parties

Western Power

The User isliable for payments to CMS for System Use Gas (User Fuel Gas and User Spent Gas) at a tariff
determined solely by CM S and may be significantly higher than the Reference Tariff. It represents another
hidden charge which adds to the total transport costs.

The User pays for User Spent Gas (gas lost, vented, unaccounted) on a proportion basis of User gasto total
throughput. Thus CMS is compensated for any losses — this may be a disincentive for them to repair leaks
and losses as they are always compensated. Users should not be expected to pay for Gas which is not
measured (unaccounted).

In consdering the reasonableness of CMS's proposa to charge Users for System Use Gas,
the Regulator examined relevant practices in other gas trangmisson pipdines. A summary of
practices in other pipelinesis asfollows.

Service Provider and Pipeline Arrangementsfor Provision of System Use Gas
AGL Pipelines (NSW) Pty Limited— Central West User supplies a proportional share of System Use Gas
Pipeline to the pipeline at its own cost.

East Australian Pipeline Limited— Moombato Sydney  User supplies a proportional share of System Use Gas
Pipeline to the pipeline at its own cost, or Service Provider
provides System Use Gas and charges the User.

EPIC Energy South Australia Pty Ltd— Moomba to User supplies a proportional share of System Use Gas
Adelaide Pipeline to the pipeline at its own cost.

Goldfields Gas Transmission P/L — Goldfields gas Service Provider provides System Use Gas and
Transmission Pipeline chargesthe User.

Practices for provison of Sysem Use Gas vary between pipelines, however both provison
by the User and provison by the Service Provider a the cost of the User are common
industry practice. The proposal by CMS to purchase System Use Gas and pass the cost on to
users as a Sysem Use Gas Charge is condgtent with common industry practice and is
therefore consdered reasonable.  Notwithstanding this, the Regulator consders that a cost
reference or benchmark for Sysem Use Gas Charges should be provided rather than having
these charges determined fully at the discretion of CMS.

In regard to unaccounted for losses of gas from the pipeline, the Regulator considers that for
a high-pressure transmission pipeline, the Service Provider faces aufficient incentive to
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minimise these losses through the need to maintain structurd and operationd integrity of the
pipeline and compliance with hedth and safety regulations and environmenta regulations.

8.6.3 Additional Considerations of the Regulator

The Regulator had no concerns with proposas for System Use Gas Charges other than that
which has been addressed above in relation to public submissions.

8.6.4 Acceptability of the Access Arrangement and Required Amendments

The Access Arrangement is not consdered to be reasonable in respect of the proposed
System Use Gas Charges.

Required amendments to the Access Arrangement are as follows.

Section 15 of the Genera Terms and Conditions should be amended to establish a
reasonable benchmark for determining costs passed on to Users as a System Use Gas
Charge.
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9 OTHER ISSUESRAISED IN PUBLIC SUBMISSIONS

The Regulator has responded to public submissons in the sections of the Draft Decison that
relate to the specific matters raised in the submissons.  All matters raised in the submissons
have been addressed in this manner with the exception of the following submisson rdating to
safety in operation of the pipeline.

Combustion Air Pty Ltd

The Access Arrangement is deficient in failing to provide information on safety requirements and the
mutual obligations of a gas supplier and the industry using the gas. The lack of reference to safety is
inconsistent with the requirements of section 8.1(c) of the Code that requires a Reference Tariff and

Reference Tariff Policy to be designed with a view to ensuring the safe and reliable operation of the
pipeline.

The past decision of the Victorian Office of the Regulator General to increase an asset beta value from that
proposed in an Access Arrangement indicates a misunderstanding of gas safety as being adiversifiable risk.

The intent of section 8.1(c) of the Code dates that a Reference Tariff and Reference Tariff
Policy should be desgned with a view to ensuring the safe and reliable operation of the
pipdine. The Regulaior has interpreted this section of the Code as requiring that the
Reference Tariffs make adequate provison for Capitd Expenditure, Operating Expenditure
and Incentive Mechaniams that are conggent with management of the pipdine in a manner
that meets gppropriste safety standards.  In assessng the Reference Tariffs proposed by
CMS, the Regulator sought independent technicd advice on levels of Capitad Expenditure
and Operating Expenditure that could reasonably be regarded as necessary for operation of
the Pamdia PRpdine incuding any invesment or activities necessty to mest safety
gandards. On the bass of the advice obtained, the Regulator is satisfied that the eements of
this Draft Decison in respect of Reference Tariffs adequately account for safety matters.

The matters of “rik” conddered in determination of asset beta values relae to commercia
and financid risks of the Parmelia Fipeine project. Although the factors affecting such risk
may indirectly include operational matters such as safety issues and associated potentia
lidbilittes, asst betas ae determined on the bads of aggregate financid measures.
Divergfidble risk does not relate to matters such as safety, but rather relates to commercid
risks to a business that may be reduced by prudent busness management that would include
diversfication of activities and invetments, and a consequent reduction in financia exposure
to such factors as market downturns.
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