NGC
1 27 JULY 2004
2 PRESENTATI ON BY NGC ( CONTI NUED)
3
4 [8.05 anj
5 CHAIR Ckay, good norning, |I'd like to begin the session for
6 today and welcone everyone to the third day of the
7 Conmerce Conmi ssion's conference on the Draft Report on
8 the gas pipeline inquiry.
9 Wen we finished yesterday we had not conpleted the
10 session with NGC and Professor Evans, so we'll continue
11 with that this norning, and I think we'll go straight into
12 it. I'"'m not going to repeat the prelimnary coments
13 because | believe everyone in the roomwas here yesterday,
14 so we'll proceed straight away, thank you very nuch.
15 PROF EVANS. Thank you. The next section will be presented by
16 Nat han Strong.
17 MR STRONG At this point we thought that it would be a
18 natural break for ne to take over from Lew, he's the big
19 picture nman and |I'mthe nunbers guy.
20 Just to foreshadow what [|I'm going to talk about;
21 firstly I'm going to address sone of the inpacts of
22 uncertainty on the estinmates of benefits and costs of
23 control. I'mgoing to |look at the basis for the nodel of
24 price control in the Comm ssion's draft recomendati on.
25 "Il look at the dynamic efficiency estimtes and then
26 "Il draw together in a summary table the quantification
27 of how the various reconmendations that we suggest cone
28 t oget her. "Il then describe a nodeling alternative
29 bef ore handing back to Lew, who will present the results
30 and concl usi ons.
31 The first point that I would like to make, it's a
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rat her obvious point | guess, but the nodel is used to
estimate the benefits and costs of control should reflect
the qualitative descriptions of the factual and
count erfactual . In your Draft Report you very clearly
suggested that the factual would consist of a one year
period over which the fine details of the price control
arrangenent would be determned, wth price contro

implemrented in 2006 for a five year period with a reset
in year 2011 with a further price path for five years. So
the nodel design in our opinion should reflect that.

What we know about price control is that Regulators
are unable to perfectly forecast the future, and so, even
t hough the objective of setting a price path is to equate
expected revenues with expected costs, it will inevitably
m sforecast the future, which is why regulatory periods
are generally restricted to a five year period, so the
prices can be recalibrated to the so-called efficient
| evel at regular intervals. There's obviously a trade-off
i nvol ved. The longer the period, the stronger the
incentives to inprove efficiency but, the shorter the
period, the nore that price cap regul ati on becones rate of
return.

W also know that, if the level of returns are
suppressed by |low business's hurdle rates for investnent
or that regulation truncates the expected returns, then
this will reduce the level of investnent and this is a
real concern with gas pipelines since there's significant
i nvest nent discretion.

What we observe with the Conmmi ssion's nodel is that it
doesn't recognise sonme of these key aspects of price
regul ati on. In fact, as | wll shortly denonstrate, the
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nodel of price setting is nmore akin to rate of return
regul ation where prices go up and down wth changes in
costs or demand. W also note that the nodel is
determnistic; it does not exam ne any uncertainty in sone
of the building bl ocks conponents such as operating costs,
the level of demand, capital expenditure and so forth.
And yet, risk is paranount.

We al so note that the Conmm ssion's nodel is internally
i nconsi stent . The draft recommendation states that the
pi pel i ne businesses will reduce investnent, but the node
does not actually reflect this. The capital expenditure
is held constant in the nodel regardless of the WACC and
regardl ess of the fact that mssing markets are assuned to
ener ge. W also note that there are a very narrow range
of quality effects of control where the nodel is based on
a voluntary adoption of interruptible tariffs, and in fact
there will be a wider range of quality effects.

So, if I turn to this slide, there's a nunber of
points that 1'd like to make. Wat this slide depicts is
the three revenue variables that appear in the
Conmi ssion's nodel of NGC distribution at the 75th WACC
percentile. What the top line shows is the counterfactua
revenues over the period 1997 to 2008 in nom nal ternms.
The bottom Iine shows the hypothetical efficient revenues
where returns are exactly equal to the WACC

The m ddle grey |ine shows the expected revenues after
maki ng an allowance for the fact that 20 percent of the
excess profits may not be renoved from price control. So
the first point that I would nmake is that the nodel, and I
guess | made this before, but the nodel appears to be nore
like rate of return regul ati on where every year we observe
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in the nodel that prices go up and down according to
changes in costs.

What we al so observe is that the assunption that -- |
guess this is really what | want to focus on -- the
assunption that 20 percent of the transfer benefits of
control my not be realised, is actually a really
conservative assunption; or, to put it another way, it is
areally optimstic view on how accurate a Regul ator woul d
be in forecasting the future.

To put it in context, if you look at the difference
between the solid grey line and the dashed line, that's
equivalent to 2 percent on average of revenues per year.
So, it's a 2 percent error, and it's also equivalent to
maki ng an error of 2 percent in the prices.

To put it another way, it's also assumng that a
Regul ator would be able to keep the returns earned within
0.25 percent of the estimted WACC used to set the price
path, and it's ny submssion that this is actually a
really optimstic view of the ability to forecast the
future.

I"d now contrast the approach that the Comm ssion has
taken with the nodel that we develop, of price control
whi ch exactly replicates the process of setting a price
path and allows us to consider a range of potential
revenue outcones. At tinme zero the Regulator will set a
price path based on its expectations of costs over the

five year period. So, the white line shows the
Regul ator's forecasts of the efficient revenues. Act ual
revenues will turn out to be different to this and that's

shown by the red Iine. When you get to the end of the
first price path period a PO adjustnment is made and that's
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shown by the vertical step in the white line.

Looking forward, that red line is only one of a
nunber, any nunber of potential revenue outcones, so what
we've shown on this diagramis that there's a confidence
interval around the forecasts that nake up the building
bl ocks revenues. The further away that you get from the
nean estimate, the lower the probability that those
out cones m ght occur, but those outconmes still have sone
positive probability attached to them so it's necessary
to look at the entire range of potential outcones.

The confidence intervals will depend on variability
and the ability to predict accurately the future. So, the
nore uncertain we are about the potential future outcones,
the wi der these confidence intervals. So, this is the key
di mensi on captured in our Monte Carlo sinulation analysis
which I"mgoing to describe in nore detail later on.

So, to calibrate our nodel we |ooked for evidence of
volatility and the key variables that the Conmm ssion woul d
need to forecast, or a Regulator would need to forecast in
comng up with the building blocks revenues. You can see
fromthis diagramthat there is just extreme volatility in
this market. The grey line shows the year on year changes
in revenue for NGC distribution. The di agram al so shows
the change in throughput, which is simlarly volatile and
woul d also need to be forecast in setting a price path.
The dashed |ine shows the changes in operating cost, which
again is highly volatile, and to just give you a sense of
the annual percentage change in sonme of these variables,
the revenue line there has changes of up to 15 percent
plus mnus 15 percent year on year, so these are the
vari abl es that a Regul ator woul d have to forecast.
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What we al so know is that, |ooking forward, the market
is going through a period of structural adjustnent wth
the doubling in the wholesale gas prices. So, this
information which ordinarily mght be able to be used in
terns of forecasting the future, you m ght have
econonetric nodels that use the data to try and predict
the future is going to be alnost irrelevant because the
future is just going to be so different.

CHAI R This data here is where you ve introduced the
variation yourself on what happened in history, or is this
just the --

MR STRONG This is just reporting exactly what has happened.

CHAIR  What has happened; this isn't doing any...

MR STRONG No, this is just reporting the data from 1997 to
2003 that is in your nodels. The solid white line that
goes across from about 460,000 shows the 20 percent of
the transfer benefits of control that the Conm ssion
estimates may not be achieved. As | mentioned before,
that's equivalent to 2 percent of revenues.

So, over a regulatory period of five years, say, what
you're saying is that the biggest error that you'll make
is around two and a half mllion. As you can see, the
change year on year in revenues just conpletely dwarfs
that, so we are very strongly suggesting that the 20

percent assunption that you have nmade is very optimstic
about the ability to forecast the future.

Just to add sone further context to this, | point out
some of the PO adjustnents that have been nade in other
regul atory jurisdictions; t hese are reported for
electricity distribution. In OFGEM we've seen PO
adjustnents of 4 to 33 percent, and | think perhaps we
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shoul d place |ess weight on that because | do understand
there was sone structural changes in the market at that
point, the splitting of the distribution and retail, so
that may have affected the size of the adjustnents. But,
if we look to Australia we've just seen |PART release its
recent decision where it has nmade price adjustnents to
increase the prices for New South Wales distributors with
PO adjustnents of 5 to 7 percent with further price
i ncreases over the regulatory period to avoid rate shock
essentially.

If the PO adjustnent was nade to exactly re-equate
revenues with costs, those would have been substantially
hi gher. In 1999 the Essential Services Commission in
Victoria made PO adjustnments of 12.4 to 21.8 percent. In
Queensl and, again there were PO adjustnents because the
Regul ator had misforecast in the past and had to increase
the I evel of charges to get back to what it considered was
a normal rate of return. So, even though the best
i nformed and best intentioned forecasts of the future have
been made by these Regulators, there's still a substantia
elenent of -- a substantial potential to nake forecast
errors, and we would suggest that the 2 per cent
effectively that the Comm ssion has assuned is just far
too optimstic.

As we'll cone to later on, the variability that has
been experienced in NGC s past data, if that was to
continue into the future, would really generate quite an
extrenme range of potential outcomes and that wll affect
the risks faced by NGC and would presumably affect its
willingness to invest and nmay affect the cost of capital.

CHAIR Wiat's the reset period for those determ nations?
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MR STRONG They're all five years.

CHAIR For the latter three?

MR STRONG Al five years. Actually, the Queensland one may
have been three years.

M5 BATES: This may be ny understanding of graphs, but 1'm
just looking at the graph that NGC gave us about its
t hroughput between 1997 and 2008. It doesn't look quite
the sane as your red line; that is, on page 8 of the
subm ssi ons.

MR STRONG Ri ght . That is the change year on year 1in
t hroughput, so it's not the level but it's the change.

MR STEVENS: What were the main reasons for the revenue
changes over that period fromyour analysis?

MR STRONG It would be a conbination -- | didn't specifically
| ook at the causes of those revenue changes, but it wll
be a conbination of the changes in throughput that have
been experienced, the changes in the custoner nunbers that
have connected to NGC s networks, there may have been sone

pricing adjustnments, there were some pricing adjustnents

as was discussed yesterday, and | guess there will also
have been custoner churn so that there wll have been
different types of custoners who will be paying different

charges according to the different types of connections.
MR STEVENS: | note you' ve been tal king about this 20 percent
adjustnment and, in your view, how it's graphed by these
ot her changes here.
| presune that you were here when the Chair on the
first day was reading out all the other areas of
conservati sm whi ch the Conmi ssion has adopted in its node
and that this is just one area that you seem to be
focusing on. Wat coments have you got on that?
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1 MR STRONG The list addressed, | guess -- well, a nunber of

2 those concerns seem to stem from the fact that the
3 Conmi ssi on had adopted data that had been provided by the
4 busi nesses; so the nodel included the forecast provided by
5 each of the businesses, and | note the comrent nade by
6 M Horton that a Regulator wll generally not accept, or
7 will probe and test the forecasts that have been provided
8 by the businesses, and | conpletely accept that that is
9 the Commission's role in this hearing.

10 I woul d, however, have thought in NGC s case that the
11 forecasts provided by it were based on the information
12 that NGC s managenent had provided to its board. | have
13 seen that information as well and actually ny own view on
14 that information is that actually | think NGC s being
15 overly optimstic.

16 MR STEVENS: | guess what confuses nme, and you m ght be able
17 to help me with this, is that you' re taking the snapshot
18 of five years previously and commenting that in your view
19 one of the areas of our conservatismisn't sufficient to
20 be able to conpensate for the vagaries of the revenue and
21 cost structure here.

22 | presunme though, in our |ooking at the periods going
23 forward though, that we would be matching -- basing our
24 view on the periods going forward on the forecasts in any
25 event, so we'll be fairly matching those going forward, so
26 | don't see -- if we had this information provided to us
27 as a forecast for the five years going forward, and if we
28 change 1997 to 2004 for exanple, then I'mfailing to see
29 how it would vary in the nodel as opposed to the actual.

30 MR STRONG The point that I"'mreally making is that, when you

31 set prices under a price cap you' re basing that on a point
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1 forecast of the future; so you'll see, we think, that
2 demand will grow by on average 2 percent per annum over
3 the next five years and the reality, or the actual
4 experience may differ quite wildly from that, and that's
5 what this data is show ng.
6 MR STEVENS:. O it may not.
7 MR STRONG O it may not, absolutely, but there's a
8 probability attached to whether the forecast will turn out
9 to be accurate.
10 What we're saying is that we really need to consider
11 the full change of potential outcones. It may be the case
12 that the future is just so unpredictable that there would
13 be a real danger in setting in stone -- which is what you
14 have to do with a price path -- a fixed period, or a fixed
15 path of prices where the actual experience may deviate
16 quite substantially fromthat forecast.
17 MR STEVENS: W heard in the presentation from M Janes from
18 NGC yesterday his view that we're now entering a period
19 of -- that the period that we are seeing here was a period
20 of volatility and change and that we're now entering a new
21 peri od.
22 Wul d your view be that this volatility would now keep
23 going forward or -- I'mtrying to neasure this against the
24 view that was put by M Janes in that we're going into a
25 period of stability in a different period now and we seem
26 to be focusing on this period of, what he terned
27 instability and change, and predicting that this may well
28 happen into the future it's a bit difficult to marry the
29 t wo.
30 MR STRONG I think we also heard from M WIson that NGC
31 expects there to be a reduction in demand, that customers
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NGC
will react to the doubling in the whol esal e energy price,
and what will be really unpredictable is the timng of how
custoners will react to that. There's still going to be a

| ot of uncertainty about how custoners react to that and
that's sonething that, under price cap regulation, you
have to take a single view on in setting the prices.

So even -- yeah, | nmean in a period of structural
adjustment it's really difficult to forecast. W don't
know how |long that period of structural adjustnent wll
be, and so there's not going to be a lot of solid
information on which to base a forecast for the future
NGC will take one view on what it thinks the future wl
be and the Regulator would take its view on what the
future mght be, but given structural adjustnment in a
market, | would suggest that it's going to be really

really difficult to forecast the future

MR STEVENS: | guess to a certain extent that |ends weight to

the Comm ssion's taking account of the past history inits
anal ysis and not nerely relying on future predictions, as

has been suggested by NGC in its presentati on yesterday?

PROF EVANS: Can | comment on that?

Wien we ook at this graph we have before us we're
doing exactly as you suggest; we're taking account of the
past. W're not just drawing a line through the past and
saying, there is one scenario, this is possible, it is
quite plain from this that various possibilities were
possible in the past, very likely in the past. VWhat we
want to do is draw all that together and use it to inform
the forecast of the future.

Looking back in tinme, to use just exactly what took
place in the past is alnost certainly not going to occur
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NGC
in the future. It will occur perhaps close; there m ght
be sone deviations fromit. The question is, how big are
the deviation? You can actually incorporate that in your

anal ysi s.
So, what we would |ike to suggest is that you take the
variation fromthe past and we take the actual values from
the past and put those two things together and make nuch

better forecasts, but also get the shape of the
possibilities into the future. Even if one was doing
incentive regulation, one could still do that; one could

simulate this and take all this information together and
say this is ny forecast in the future and that's what |'m
going to set the prices at, so we are doing that. The
only thing that is a little bit different is that we're
taking the variation of the past as well as the actual
values of the past in terns of the track record; that's
the only distinction.

The other point about conservatism is that we would
argue -- and it is inplicit in our subm ssions on various
issues -- that the effect of certain adjustnents and so on
have made it not conservative in a nunber of respects. W
spoke yesterday of adjustnents that are inplied by the
di scounting and conpounding; that nekes a significant
effect for exanple. Going through the process here of
| ooking at the inclusions and exclusions and certain of
the issues in looking at the price nodeling, there are
those which we would not argue are conservative at all.
At the end of the day, it's what the outconme would be from
a forward-|ooking nodel, and that's what we are going to
suggest at the end is the way to bring all these things
toget her and ask whether or not the overall outconme is

Gas Pipelines Inquiry: Draft Report 27 July 2004



12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29
30
31

13

conservative or optimstic.

MR STEVENS: "Il ook forward with interest to the rest of
t he presentati ons.

M5 BATES: Prof essor Evans, could | just ask you this: At
what point in your graph did the prices double for
whol esal e gas? Can we see that?

PROF EVANS: Towards the end, but...

MR BI ELBY: Very recent. |It's effectively this year. Sone of
that is future gas as well, so we're sort of still in an
upwar d adj ust nent phase.

M5 BATES: |'m just asking you because that seens to nme to be

quite an inportant variable going in, or have | got that

Wr ong?
MR BIELBY: | think it equates to M Janes' evidence, we're in
this transition phase, and you wll recall he tal ked about

the old Maui prices, that they've then gone up al nost
doubl e already and we're facing another step change going
forward

M5 BATES: Yeah, but they doubled in, what, 2002 or 2003 or
over a period?

VMR BI ELBY: 2003-ish, yeah 2003, 2004 you're talking, that
upward swing. As | say, it's ongoing through 2004.

M5 BATES: So, you're not yet able to say what inpact it's had
on the revenue?

VR BI ELBY: No, because what's happening is, there's a dual
adj ust mrent between the prices we are paying and also the
prices through to consuners which are adjusting gradually
but not necessarily at the sane rate, because of course as
contracts cone off and we recontract, so that's not a
sinmpl e equation to descri be.

M5 BATES: | understand, thank you.

Gas Pipelines Inquiry: Draft Report 27 July 2004



10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29
30
31

14

CHAIR Just to foll owup

I know we're looking at volatility here and not how
much conservatismis or isn't in the approach we take, but
one of the things when | Ilook at this and | see the

volatility, and not surprising | don't think you'd find --

doesn't strike me as that exceptional really. | mean, in
a lot of industries you'll see volatility of all sorts.
If I think of our experience in electricity with the

threshold reginme, in the first two rounds of assessnents
we had a |arge nunber of breaches and those breaches were
primarily due to forecast errors affecting the result.
Looki ng at those forecast errors we were basically able to
sinply clear those threshold assessnents for not needing
any further notice but then looking in the next period
what happened, and it turned out to -- initially when we
saw the first round of threshold breaches | was a bit
t aken aback by the nunber of them and the same thing in
the second period, but it's actually turned out to be
quite easy to deal with and we are left with three
conmpani es where we have some concern, but it has nothing
to do with this, it has to do with some nore fundanental
issues sitting underneath it but needs to be addressed,
and the regine has a neans to do that in the case where
the issue of something clearly other than forecast errors,
and that reginme has proven quite able to deal with these
issues, it seens to ne.

We've tal ked about this many tines in the context of
this, we have assuned a regulatory approach which is
typical overseas but it's not typical in New Zeal and, and
| guess it just makes ne think even nore about what sort
of approach we should be thinking about when we think of
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NGC
what the conparator should be. Mnd you, we can't decide
now what approach we mght take should regulation be
required, but it seenms to me the regulatory approach that
we've actually put in the Draft Determination is a fairly
strong one; far likely to have all sorts of problens that
we sinply mght not encounter once we put our mnds to
what we shoul d do.

We heard from Contact the other day that they would
prefer a regulatory approach in this area consistent with
what we're doing in electricity, and | can see nerits to
that argunent, but it's not clear to ne that sonme of these
i ssues can't be dealt to through the design of the regine.
You'll never deal with all of them and Regulators end up
having wi de discretion in order to deal with it, but this
is certainly an issue that we've had to deal wth in
electricity and I don't think it was overly difficult to
deal with; it has not been so far anyway, and so | think
you can |look at these things and accept that there are
these issues, but |I'm not sure that we aren't getting a
little bit better at finding nore innovative ways to go
about regulation that helps deal wth sone of these
difficulties, especially if you' re in a nuch lighter ended
approach to the regulation than sinply putting in place a
control regine fromthe beginning for a five year period.

So | don't know, professor, if you have any conmments
on that, but | don't know how famliar you are wth the
threshol d reginme, but...

PROF EVANS: Just a couple of comments.

The volatility that's represented here goes to nore
than just the regulatory regine. ["1l just turn to that

in a mnute.
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G ven that these networks consist largely of fixed
costs and stranding and all that, the volatility that they
face does determ ne the sort of threshold they require for
investnent and so on; it just is a fact that that's an
input to that. |In this sense gas, having a large fraction
of larger custoners, has nore volatility in that respect.
Li nes conpani es have volatility as well, and when you | ook
at electricity fluctuations you find it's largely fromthe
| arge custoners, it's not fromthe small custoners.

The other thing, getting back to the question about
linking it to regulation; it is clear that regulatory
regines exist in circunstances |like this and that's why we
see the very large unplanned price adjustnents that we've
just seen, and so, that would be part and parcel of sone
sort of regine that was put in place, and that's what this

dat a suggests.

CHAI R It's part and parcel of a particular approach, isn't

it?

PROF EVANS: That's right.
CHAI R We see large fluctuations, say, in denmand forecasts

for Transpower transm ssion services which my not be
dissimlar to what we have here, but it hasn't proved to
be insurnountable. Because we're |ooking at these
threshol ds outside a control reginme, it doesn't trigger --
it's a question should it trigger control; we can deal
with that, in a way you can't within a full building block
CPI - X control regine.

So what |I'm saying to you is, yes, if you confine
yourself to that approach you may face these |arge
adjustments. |If you | ook outside of that approach you may
find ways to deal with some of these issues; not all of
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t hem

PROF EVANS: | think that's right, but the Transpower case is

an interesting one because that is ex-post pricing, and
that is a case, or it has been, where at the end of the
day Transpower can recover from its custonmers overs and
unders of past vyears, and that's not the operating
environnment, outside of a very specified regulatory

setting such as that that Transpower faces.

CHAI R I'"m tal king about the inpact of their volatility on

the |ines conpanies.

PROF EVANS: | understand that, |I'm just saying that is an

alternative way and that would address this, but it
doesn't actually fit the circunstance.

The other point | would nake is, we weren't quite sure
what this 20 percent cost involved, whether it was a
forecast error, whether it was a cost of and some other
sort of indirect costs associated with regulation and it
was just sort of an estimate of that cost, or quite what
it was. We've here just used it as being the cost and we
would conpare it to the volatility in the system as a
whol e; yes, |I'd leave it at that.

The costs of the regulation, of course, go to the
indirect effects as nmuch as the direct effects, which |
know the Commi ssion is really very well aware of. That is
the effect on demand and supply now and into the future of

pi pel i ne services.

CHAI R We'll just take you to the end of slide 28, please,

MR

and then 1'd like to ask our experts and our professional
staff if they have questions, thanks.
STRONG Can | just also add; we're obviously at a

di sadvant age because we don't know what has happened with
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1 how you've addressed these issues under the thresholds
2 reginme, but | think you can't assume that, if businesses
3 have to constantly interact with the Conm ssion, that

4 there's not behaviours that are induced by that.
5 CHAIR The regine is intended to affect behaviour actually,

6 so we certainly don't assume that; but you' re absolutely
7 right, some of the behaviour may be what we want and sone
8 of it nmay be undesirable things, so we certainly woul dn't
9 expect that.

10 MR STRONG | guess, if what you're assuming is that, if NGC
11 felt that its revenues were insufficient and had to breach
12 some sort of price path, and every tinme that happened it
13 had to cone to the Comm ssion for approval to raise its
14 prices, then actually that really looks quite like the
15 situation in the United States with rate-based regul ati on.

16 CHAIR  That's not the way the reginme is working. W have a

17 situation we're looking at where a conpany nay have that
18 difficulty, and while they seem to think they m ght want
19 to cone to us each year, or the whole reset period, we've
20 said to them no, we're not going it do that, we'll |ook
21 at your situation now and we'll make a desired adjustnent
22 and it should be an adjustnent that will take you through
23 the rest of the reset period. Those things can be dealt
24 with.

25 Somet hi ng unforeseen nmay happen again, but it's -- the
26 I'i keli hood of sonmething |ike that happening nmust al so bear
27 some relationship to the approach you take, and if you
28 take large PO adjustnents at particular points in tine,
29 ' d say you' ve i ncreased t he probability quite
30 significantly that you're going to find yourself having to
31 make | arge adjustnents. If you don't take that approach
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and you use long glide paths, if issues come up they can
be nmuch nore readily addressed in a tinely way and
unlikely to get so far out of hand.

So, there are regulatory approaches to help mnimse
some of these effects, they don't renpve them and they may
still be very significant but | sinply, from our own
experience here, don't think we're in any too big of a
rush to nove to that particul ar approach

| take the point that for this conparison we have
taken that as the scenario, but that in itself to ne
suggests that we've taken a very conservative approach
because we've assumed the approach that is possibly one
that we'd be fairly reluctant to take for all of the
reasons that you've said.

But, let's continue with the further slides please.

PROF EVANS: Can | just make one additional comment.

That is, that there are a lot of regulatory regines
that one could think of and the question is how you go
about designing them The one the Commi ssion has proposed
is really just a broad incentive regulation approach over
a specified period of time; it has certain advantages and

certain di sadvantages as we all know.

The problem is that, if you wnd back from that
anything that -- or you depart fromthat in sone way, that
will also have advantages and disadvantages and the
incentive regulation bit my -- the incentive to be able

to do your thing for five years mght actually be placed
in jeopardy because of that, as we all know, so there's

trade-offs in all these things.

CHAI R Sure; transaction.
MR STRONG I now turn to the Conmmission's estinmates of
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dynam c efficiency.

CHAIR  Sorry, we covered 28 conpletely, did we, slide 28?

MR STRONG | believe we did

CHAIR W did. Ckay.

MR STRONG | could also observe that this is electricity
distribution that we're looking at the PO adjustnents
with, where generally the markets are much thicker, nore
stable and so naturally vyou would expect the PO
adjustnments to be smaller than potentially what you m ght
observe with gas pipelines.

CHAI R: | just would like to check with staff -- first our
experts and then staff about questions on that part of the
presentation, if | can.

MR SELL: | have a couple of points to foll owup on

Do you mnd just going back to the volatility graph
Could you just clarify that what vyou' ve described as
revenue there, is that incone as the Conm ssion has
defined it including the reval uation adjustnments?

MR STRONG Yes, that's the sum of -- it's basically the
building block revenue that you've got wth the net
earni ngs plus reval uati on spread.

MR SELL: It would be interesting, | think, to recast that
graph to show the volatility and revenue alone and the
volatility that's caused by those ex-post adjustnents,
because | think those are two different aspects which the
Conmi ssion may choose to deal with differently, if that
was possi bl e?

PROF EVANS: Agreed.

MR SELL: M next question was going to be why the throughput
increased in 2001 and the revenue dropped, but | wll
hazard a guess that that could have to do with those
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adj ustments, because the only other explanation is that
NGC lowered its prices drastically or there was a nmjor
change in the mx of sales in that year, both of which
seema bit unlikely.

MR STRONG  Sure.

MR SELL: The other question | have is about the assunptions
you've made in the graph; you didn't put in your slides I
don't think, but it's on page 87, it's figure 10 of your
subm ssion which is the equival ent under your scenario, if
you |ike, of the forecasting error graph that you had
i medi ately before this, if you ve got that in front of
you t here?

MR STRONG This is...?

MR SELL: Figure 10 of your subm ssion.

MR STRONG  Ch, yes.

MR SELL: Because, it seens to nme that that assunes that NGC
makes annual price adjustnents in response to changes in
its volunes. |Is that your interpretation as well?

MR STRONG That is correct, so that each year NGC is naking
an updating adjustnment to its prices based on what it's
observed in the past, but only forecasting the future.

MR SELL: | know this is just an indicative exanple, but in
the last period there it seens to inply a price reduction;
in fact in the last three periods it seens to inply they
put their prices up one year and then they put them back
down again the follow ng year.

I wonder how realistic that really is.

PROF EVANS: This we constructed not to represent exactly what
NGC does, because it has a mx of long-term contracts and
shorter term arrangenents, so this is an exanple where the
firmsets the price at the beginning of the year and then
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wears the outcone or whatever, and then at the end of
the year sets the price forward-|ooking for the next year;
so it is an abstraction in that sense, it is not
attenpting to mmc the price setting of NGC, which wll
be some amal gam of this and longer term price setting for
three years up to whatever their long-termcontracts exi st
for. So, it certainly does not purport to represent the
way it's being done except for a small, | imgine, small

set of arrangenents that NGC has.

MR SELL: | guess the difficulty I have is that this part of
the submssion is, | guess, trying to denonstrate that
under control the errors will be greater than if you don't

have control, and the suggestion |I'd like to put to you is
that first of all wunder control there may be mechani sns
which the Comm ssion hasn't set forth at the nonent
because its nmandate at the nonent is not to design that
control regine, but there may be nechanisns that it could
introduce to reduce the error that would appear by the end
of a regulatory period, so that would reduce the issues
that we see with the graph that was imediately before
this on the board.

Equally |1 guess what |I'm seeing is that NGC would be
constrained in ways such that there could be greater error
than is shown on the graph in your figure 10.

Is that a reasonable sort of set of logic?

PROF EVANS: It certainly is. It also goes to the required

rate of return to carry the risk. |If we conpare those two
graphs and we, say, have NGC fixing its prices for five
years, it's facing a greater volatility |ooking forward
than it would be if it was setting it just for the
one year. So, the risk of stranding and all that would
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suggest that, to make an investnment which ex-ante had an
expected value of 0, would be at a different level of a
WACC than that which would have emanated from figure 10
where the prices were set nore frequently.

MR SELL: Volatility is a difficult area particularly for

Regul ators, and uncertainty generally, but | don't think
the difficulties are insurnmountable; | guess that's ny
feeling.

PROF EVANS: | think that's right. Cbviously we see schenes

that are there; the question is what their effect is. The
guestion is also the interaction between all these things,
such as the level of the WACC and the regulatory resets

and the criteria for them

MR SELL: Ckay, thank you.
MR STRONG W now nove to sone considerations about the

Conmi ssion's nodel of dynam c inefficiency of control.

The first thing that | would note is that we certainly
think that it's been a valuable novenent from the
Conmi ssion going away from the previous scaling approach
to directly quantifying the dynamc inefficiency costs of
regul ation. The real value there is that we can now
consider this issue with respect to actual investnent
behavi our, and allow nodels to be calibrated with actual
experi ence and dat a.

But what we would say, however, is that again we
consi der that the Comm ssion has been very conservative in
its nodeling of dynamic inefficiency. The Conmm ssion has
advanced a nunber of reasons why it considers that dynamc
inefficiency is so small and I'll address those reasons in
t he next few slides.

You will recall from our report that we presented 16
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charts of changes and gate station demand in each of NGC s
16 regions. VWat that data showed was that there is
substantial variation at the gate stations, well in excess
of the 50 TJs constant that the Conmm ssion uses to
calibrate the nodel of mssing markets that m ght energe
that NGC in reducing investment would lead to sone
custoners not being served.

You can see from those charts that there's a
persi stence of sone of the changes in demand which is
consistent with the idea that customers are connecting and
di sconnecting over tinme, and that essentially neans two
things; that NGC is having to invest in connecting nhew
cust oners, and that some  custoners are exiting,
potentially | eaving sonme stranded assets.

The assunption that there's a constant 0.5 percent of
demand not served per year effectively means that you're
assuming NGC curtails investnent for one year and then
resunes at previous |evels. In fact, regulation wll
affect NGC s investnent incentives in every year, so the
affect will be cumulative in terns of the nunber of
subdi visions not served or the conmercial/industrial
custoners that are forced to use other fuels or just may
not enter business.

So, in a sensitivity testing scenario we assune that
the size of the mssing market grows by 0.5 percent per
annum and so this reduces the acquirers and net public
benefits in NGC distribution's case by around $1.3 nmillion
per annum on average, which is sufficient to change the
benefits of control to a negative nunber.

I"d just like to highlight the mssing narkets. The
first thing that | would note is that the Comm ssion's
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nodel shows across the industrial that there would be
dynam c inefficiency of control of $1 mllion per annum
which is equivalent to 0.1 percent of market turnover in
a market of roughly $1 billion per annum so the missing
markets is really quite conservative.

If we just bring on those mnmissing markets, the red
line just illustrates graphically how snall the assunption
of missing nmarkets is. You' ve got 50 TJs per annum out of
a market of around 10,000 TJs, and so the grey line which
shows what we consider is still a very conservative
assunption about the size of the mssing market, if we
inplement that change in the Commssion's nodel the
dynamc inefficiency costs elimnate the benefits of

control.
This is an illustration of one of NGC s regions where
you've got a nunber of gate stations. Il would at this

point note that there are some errors in the 16 charts
that we have presented to the Comm ssion, and we wll
provi de the Conmm ssion with an update of that. It doesn't
really affect the broad conclusions that we draw from
t hose gate station denmands.

I'"ve chosen this one because it highlights a bit of
everything really. The red line illustrates the high
|l evel of volatility that can be experienced. The solid
white line, which I'm pointing to, shows it is sort of
consistent with the idea that there is a custoner there
that is relatively stable then drops off and by 2000 is no
| onger consum ng. So, there's probably -- there's
obvi ously a revenue risk associ at ed W th t hat
potentiality, but also there may be sone partly stranded
assets left. There may be also -- and the diagram al so
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shows that there are custoners connecting all the tine,
the purple and blue lines illustrating that you' ve got
growh in sone gate stations of 200 to 300 TJs, so
relative to the Conmission's assunption you' ve got a
constant 50 TJs that mght be mssing, it's just
illustrating that that is a very conservative assunption.

I note that the Conm ssion observes that if NGC or the
ot her pipeline providers reduce investnent, that custoners
or other pipeline businesses that are unregulated woul d
simply invest in their place, so I'd like to just address
those two points before | |eave this section.

I think we discussed yesterday that in terns of
customer sensitivity to custoner capital contributions, we
asked NGC to provide us with a sanple of its investnent
projects made in recent tinmes where the capital
contribution was required, and we observed in that sanple
that 50 percent of the projects of the residential
subdi vi sion projects where the contribution was required
did not proceed; the developer sinply did not want to pay
the contribution. At a threshold of sonmewhere between
$320 to $360 per subdivision, the capital contributions
deterred connections conpletely. So, we would submt that
it is not reasonable to assune that custoners thenselves
would want to invest in the specific pipeline assets or
take on the stranding risks thensel ves.

The other proposition, that other pipeline providers
would invest in NGC s place, is, we would also suggest,
dynam cally inconsistent. NGC has stated to the
i nvestnent comunity at its 2003 investor conference that
it has investnent hurdle rates of 8.5 to 10 percent. So
if other pipeline providers had simlar hurdle rates which
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we would expect, then -- sorry, if other ©pipeline
providers had |ower hurdle rates than NGC, then we woul d
al ready expect them to be investing in NGC s place since
the market is open access. But, nore generally, we would
expect that other pipeline providers would have the sanme
investnment hurdle rates to NGC. So, if regulation is
triggered at NGC s investnent hurdle rates, then it would
be unlikely for any other pipeline provider to invest in
NGC s place since they wll face the sane threat of
regulation, and the sane threat that returns would be
suppressed below the [levels required to justify
i nvest nent .

Finally, we would also make the point that if NGC is
regul ated out of conpeting in the new investnent market
because its returns are suppressed, then conpetition wll
be adversely affected. Gven that there are likely to be
networ k synergi es associated with NGC continuing to invest
in expanding its own network, one would expect that NGC
woul d be an efficient conpetitor in the new investnent
mar ket . So, a loss of efficiency and network expansions
would also be expected, and this effect might be
considered to be a substantial |essening of conpetition in
the market for new pipeline investnent.

If I now nove on to the nodeling of the quality
effects of control: As with the nodel of nm ssing nmarkets,
the Conm ssion's nodel of quality effects is again very
conservative. The nodel is based on the welfare | osses of
cust omers novi ng from fixed suppl y tariffs to
interruptible supply contracts, and so the Conmi ssion
assunes that the reduction in the value of the service
woul d be equivalent to 10 percent of the current pipeline
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charges. Across the industry this effect is of the order
of $1 mllion per annum  Again, conpared to turnover of
$1 billion in the industry, this effect is very small. So
the assunption that only quality loss is associated with
voluntary interruptions is likely to significantly
understate the |l oss of quality.

We appreciate that there's the obvious difficulty that
there's no value of loss load for gas, but we would
expect, as W th el ectricity, t hat t he cost of
interruptions would be at nultiples of the gas price
rather than a fraction of the price. One mght assune, in
calibrating a nodel of involuntary interruptions, that
some proportion of the value of lost load for electricity
m ght be a reasonable substitute for the value of |ost
| oad for gas. But regardless, if these effects cannot be
gquantified, then at the very least we would expect that
t he Comm ssion would need to note in the final conclusions
that there is the omssion of the enpirical estinmate of
this inpact.

I note that also the Comm ssion has suggested that
gquality may be regul ated under price control and we woul d
agree that, of course, the Comm ssion can regulate sone
aspects of quality, but quality is inherently difficult to
nmeasure. For exanple, in the electricity lines sector you
have set thresholds for SAID and SAIFI, but these are
only average neasures and quality is sonething that is
idiosyncratic to the custoner. There my be sone
customers that have particular requirenents for different
pi peline pressures or different back-up arrangenents and
so regulation can never replicate that sort of mcro
deci sion-making process that is nade in the pipeline
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busi nesses.

CHAI R | thought it was interesting that sone of these gas
pi pel i ne conpanies' custoners seem to think that one of
t he biggest benefits that conmes from regulation has to do
with quality, and they urged us to give nore weight to
that in terns of the benefits of regulation, and |I'm sure
there is overs and unders, there's both negatives and
there's positives, but it was a major thene really of the
Contact submission and | just wonder, Nathan, if you can
comment on that; | don't know if you' ve had a | ook at that
submi ssi on?

MR STRONG | can't say that | have | ooked at that particular
subm ssion in detail, but ny understanding is that there
is to be a new gas governance arrangenent which wll
substantially address a |lot of the issues that were raised
in the Contact subm ssion?

CHAIR  That's unclear that it will. That's not clear at all
at this point in tinme; in fact, | think it's why they
covered their bases and raised it in the context of this
inquiry as well

MR STRONG | guess it's quite a different proposition to be
starting to consider the specific governance arrangenents
for access to pipelines.

CHAI R: I find it an interesting area nyself after our
experience in electricity, because while we hear that we
m ght damage conpanies' incentive to invest in quality
t hrough regul ation, we've had extensive subm ssions that
they' ve under-invested in quality in the past and there's
a wall of investnment needed in the future to deal with the
| ack of investnent in the past. Certainly it looks |ike

there's sonme nerit to that argunent.
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It has also occurred to nme that the threshold regine
has actually allowed sone conpanies who find it hard to
increase their prices to increase their prices in order to
earn a return sufficient to invest in their networks.

So how these things play out at the end of the day, it
seens to nme, is highly uncertain and a | ot depends on how
you do it, but I was a bit taken back by the focus on the
gqual ity aspect of this by the acquirers of these services,
and in sonme respects you get the inpression that it's nore
inmportant to them that regul ation addresses sone of those
i ssues for themrather than the price issue.

PROF EVANS: | think what tends to happen with quality is that

those indicators which the Regulator deens are the
inportant indicators get the focus often at the expense of

other elenents of quality. There are sone exanples of
that, | think.
MR STRONG I'"d now like to draw together in a quantitative

way the variations that we consider are needed to correct
the limtations in the Conmssion's nodel that both Lew
and | have outlined. We haven't been through everything
in this table; | think Maui Gas probably would have | ong
since run out if we had, but we have discussed the issues
that we think are the inportant changes that need to be
made, so |'Il just quickly run through the net acquirers
benefits.

As Paul mentioned, the baseline differs from that in
the Commission's 75th WACC percentile, which is what this
table is based on, based on the change in the ODV that has
been provided to the Conmi ssion and also correcting for a
m stake that was made in the calculation of the slope of
t he demand curve in the m ssing markets.

Gas Pipelines Inquiry: Draft Report 27 July 2004



10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29
30
31

31
NGC

So, taking the baseline of benefits to acquirers of
$1.07 mllion, we exclude the gain on the sale of the
Taranaki assets which reduces the benefits by about
$450, 000. The nore realistic dynamc efficiency |1oss
i ndividually reduces the benefits by $1.3 mllion. W've
got a new version of the forward-|ooking characterisation
which is based on the nodel that | think we outlined
yesterday, where it should be forward-I|ooking and based on
an average that is discounted back and so that reduces the
benefits by another $500, 000. W consider that the
Conmi ssion has underestimated the direct cost of contro
and that has a small effect of $80, 000.

We consider that producer surplus assunption, the
nodel , the | ong-run nodel that the Comm ssion has adopted,
doesn't really square with the nature of the gas pipeline
mar ket where you've got sunk assets with spare capacity,
so we consider a short-run nodel is nore appropriate
there, but that doesn't enter into the net acquirers
benefit calculation; though you'll see in the net public
benefits calculations that increases the Dbenefits of
control by adopting that assunption

If we take what we consider a nore realistic
productive efficiency approach where the |[evel of
productivity is the same between the factual and
counterfactual, except in years 4 and 5 where NGC is
assunmed to save up the efficiency gains until year 6 of
the new price path period, and also nmaking a correction
for the new tax data that NGC has supplied to the
Conmi ssion, there's an individual reduction of $195, 000.

The cunul ative --

CHAIR Wiich tax is that exactly?
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1 DR HODGSON: On distribution it was an underestimation | ooking
2 forward of the tax that cane to |ight when we were doing
3 the reconciliation.
4 MR NICHOLLS: It's not the interest in the tax shield.
5 MR STRONG The conbi ned affect of those -- and | just note

6 that individually they don't sum because there are
7 interactions between the variations -- in our view renders
8 the net acquirers benefit test negative, and if we insert
9 a nore realistic WACC estimate then the conbined effect
10 is, the net acquirers benefits is further reduced by
11 around $1 million and the net acquirers benefits is
12 negative $2 mllion. I won't go through the other
13 aspects of the table, but they all show a simlar net
14 i npact on the various tests.

15 I would note that the conbined effects do not include
16 that forward-|ooking characterisation, and if you were to
17 put that through, then the net acquirers net public
18 benefits test actually would be smaller than what is shown
19 here, probably by about 40 percent or 50 percent, but the
20 result is that across all tests the benefits are negati ve.

21 CHAIR  We need to speed up a little bit Nathan, because 1'd

22 really like to have a substantial anmount of time at the
23 end for questions fromour experts, | just ask you to nove
24 alittle bit nmore quickly if you can.

25 MR STRONG kay, | won't read through this table then, but
26 just note that the really big change that we suggest needs
27 to be made to the Commission's nodel is to exclude the
28 revaluation of the unstranding of the Kapuni North |ine
29 that by itself reduces the net acquirers benefits to a
30 negati ve nunber.

31 Now, noving to describing the nodeling strategy that
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we adopted in putting together our Monte Carlo sinmulation
anal ysi s. The wvariations that | suggested in those
previous slides, we consider, are based on nore realistic
data and assunptions but we consider that the nodel
framework itself does not capture the key elenments of
price cap regulation where there is uncertainty about the
future and that there needs to be a nore solid behavioural
nodel of how i nvestnment woul d be affected by regul ati on.

So, we suggest that the nodel of price control needs
to reflect the actual process of setting prices wth
uncertainty specifically nodel ed.

As | suggested before, inplenmenting price control is
essentially a year long forecasting exercise which is
designed to equate revenues with expected costs for the
following five years. So, our nodel is devel oped on that
basi s. The nodel should also be based on an internally
consistent view of |Iikely behaviours with and w thout
price control, and the nodel nust be forward-I| ooking.

You've seen this slide before, so I'lIl try and run
through it very quickly, but what the nodel does is, it
takes the buil ding bl ocks approach to setting the expected
revenues or expected required revenues over the five year
period of the price path. The nodel takes as a baseline
the historic levels of operating costs, the asset base
the customer nunbers and demand, and it extrapolates a
baseline trend for the future. It does this in both the
price control nodel and the |ight-handed regul ati on nodel .

So, in terms of how the nodel cones together
there's -- actually, between the two scenarios the input
assunptions are very simlar; the differences really only
occur with the behavioural assunptions and in ternms of the
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price setting process. To build up the building blocks
costs, we forecast the asset base by taking the current
ODV as the starting point and driving capital expenditure
growmh off growh and customer nunbers. We assune that
custoner nunbers grow at the historic growh rate in the
forecast and that the capital expenditure is assuned to be
$3, 100 per new custoner.

A price path is then determ ned by taking the rel evant
buil ding blocks forecast costs -- which determnes the
required revenues -- and calculating the revenue shares
that are required from variable charges, which is 70

percent for NGC distribution and revenue shares for the
fixed charges, which is 30 percent, and dividing those
revenue requirenments by the respective forecasts of
customer nunbers and throughput. The actual revenues wl|
be determined by the out-turned growh in the customner
nunbers and throughput, and we take a probability
distribution of those; the actual experience -- sorry. W
use probability distributions around the growh in
cust omer nunbers and throughput to determne the
confidence intervals around the forecasts of revenues --
around the forecasts of required revenues.

At the end of the first five year price path the nodel
then nakes any necessary PO adjustnent to re-establish
prices at a level where expected revenues are equal to
costs. Again, through the second price path period actual
revenues may turn out to be different from those that are
forecast, just depending on how throughput and custoner
demand changes relative to the forecasts.

Just quickly noting that the investnment behaviours in
the nodel that Lew s going to present the results for in a
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few nonments, is based on the investnent hurdle rates that
NGC has supplied to its investors of 85 to 10 percent,
and so the nodel can be estimated for each of the WACC
levels that the Comm ssion has used in its report. So
that then drives a wedge between the growh in custoner
nunbers in the factual of control and the counterfactual
so that we assune that 50 percent of the growh in
cust oner nunbers  t hat would have occurred absent
regul ation is achi eved under the price control scenari o.

In ternms of the nodel for what happens under |ight-
handed regulation, the price setting process as we
di scussed before is annual so that prices are set to
equat e expected revenues with expected costs. The price
setting behaviour is ex-ante which reflects the price
setting described by M WIson yesterday, so that any
under-recoveries or over-recoveries experienced in the
previ ous period does not affect future prices.

The nodel is forward-|ooking from 2006 and we run 2000
scenari os based on the counterfactual behaviour and the
history of variation in the throughput and -- the growth
and throughput and the growth in custoner nunbers. |In the
nodel that Lew s about to present, the result for the
hurdle rate for investnment is 9.5 percent which 1is
consistent with the range that NGC has provided to its
investors and consistent also with what the Conm ssion
found with its nodel, excluding the gain in sale of the
Tar anaki assets.

So if I now pass to Lew.

CHAI R: W don't actually have that slide, do we, the |ast

one?

MR STRONG No, we thought it probably would be better to
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explain it rather than -- yeah.

PROF EVANS: "1l just start by indicating where we think --

what the role of the nodel is.

The role of the nodel is to conmbine all the useful
information of the past about trends, actual outconmes and
volatility, together with assunptions about the effects of
t he behavi our under the factual and the counterfactual to
construct forward-looking scenarios that enables us to
calculate, quite robustly, the net present value today,
the day of the decision to be taken about recomendi ng
price control, of the effect of price control

The nodel, as we've already indicated, we have not
sought to fit exactly the scenarios that are proposed by
NGC. For exanple, we have not sought to mmc their
contract structures with their custoners, as has already
been not ed. What we have basically done is taken the
public information that's available to the Comm ssion and
to the hearing in general and just applied what we've been
t ol d.

This particular graph indicates the economc profit
outcones of price control for the factual of price
control. The white line here describes -- we have al ong
the bottom the levels of profit that are produced as the
outcone of this nodel; the outcone is produced as the
outcone of this nodel and he is the distribution, if you
like, of the particular levels of -- along the bottom here
we have the economc profit that's produced and the range
of economc profit that's produced ranges from mnus $4

mllion up to $3 mllion positive profit that's
gener at ed.

Here we have a WACC that has been set at 8.5 and a
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pricing nechanism that we have described that relates to
this WACC. This graph describes the |ikelihood of getting
these particular levels of profit. So, if we ook at this
point here we see there's about, |ooking at the |eft-hand
side, about a 10 percent chance that profit will be Iess
than $2 million. |If we go to here, we see that there is
sonmething like a 40 percent chance that the profit wll
be less than $1 mnmillion, and here we junp to this point,
which is the zero profit point along here, we wll see
that that is indicating that to obtain a profit that's
| ess than zero under this reginme has a probability of 0.8.

Above the reginme, above this point, we have obviously
the positive profits and so we have a 20 percent
i kelihood of there being positive profits as a
consequence of all these sinulations. So, this depicts
for us the effect of the price control reginme sinulated
over historical volatility in the data and in which we
i ncorporate the fact that investnment in new custonmers wll
be roughly half that of what it would be under the
exi sting regime where NGC operates on the basis of having
a threshold of 9.5. So this red line is the assunption of
regulatory error, just to indicate the magnitude of it,
the one that the Comm ssion has adopted.

If we turn to the next slide we will add there the
effect of the counterfactual. The white line is exactly
the sane as the line we had before. This is exactly our
distribution at a WACC, at a price setting based on the
WACC of the factual. Over here we have, in a dirtier
colour, the light-handed regulation at which is being
evaluated also at the same WACC as the Conm ssion, which
is that of 8.5. Actually though, it assunes that NGC s
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investment hurdle rates, and therefore we've assuned in
this case the WACC, they needn't coincide for. NGC is
9.5, but in evaluating this graph we've assuned the
Commi ssi on WACC shoul d be applied to NGC

We see that what this highlights is that NGC is making
a profit at the Conm ssion's WACC The lowest profit it
makes is 0, that's by chance, but we see that if we |ook
here, that about half -- there's a probability of about a
half or 55 percent that NGC wll make nore than
$1 million over and above the Commssion's WACC
calculation, which is to say it wll mke $1 nillion
excess profits on the definition of the Comm ssion.

O course, if we were to evaluate this line at the
WACC of the -- of NGC of 9.5, then we would shift that
whole thing to the left and we would have -- this would be
the break even point, the zero point for NGC I n ot her
words, this is the point which, at NGC s WACC of 9.5, it
would be O; there would be no excess profits. However ,
we've depicted it here as one in which we're evaluating
excess profits as the Comm ssion has, at its WACC, and so
we see there's definitely excess profits on that
definition being made.

The difference then between these two lines is that
there's nore profit being nmade under |ight-handed
regulation in this simulation. The distribution is
narrower, if you like, in scope. There is a significant
difference between the two of these in ternms of their
effect on the excess profits. If we ook at the -- this
white line just for a nmonment, return to that, that depicts
the probability of obtaining excess profits, if you I|ike,
in the situation of regulation. W see that, on this
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case, that the average level of profits will be actually
negative. W haven't actually sought to adjust this nodel
for the desirable regulatory reginme because what we're
really trying to do is illustrate the role of a nodel of
this kind of informng us about the I|ikely and possible
out comes.

We see that on this yardstick the average profit here
would be -- or the expected excess profit would be
sonething of the order of mnus $1.2 mllion or
sonet hing, and that comes about because of the behavi our
that's in the nodel itself. 1t cones about to sone extent
because at a WACC of 8.5 percent it's been designed to cut
off the higher outcones but, nore inportantly, it's the
effect on investnent and nunbers of custoners that drive
this effect.

The other thing to note about this is effectively when
you take just one |l evel of excess profit, then you' re just
picking a point on this whole curve and it 1is of
considerable interest to know whether there's nuch
variation or there's no variation. W see there's little
variation here, but there's a lot of variation here and it
mght well be that one would think that excess profits
m ght be suggested for a firm if, on looking at the
distribution of outcomes as we have here, that very
frequently they're nmaking very large profits. It turns
out under this set-up of ours that the price regulation
that's enbodied in here nmeans that very infrequently wll
NGC actually be making a profit at all -- or excess profit
at all under this regine; rather, it will be making excess
profit |osses.

Lyi ng behind these are the assunptions that we used in
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order to construct the nodel, and used the data of the
past and so on. If we nove on to consider that, we can

now use this to --

CHAI R: I'd like you to try to finish the sunmary in five

m nutes, because it's really inportant we have time for
guesti ons.

PROF EVANS: Done. The other welfare inpacts.

We have cal culated the welfare inpacts associated with
the outcones in the sinmulations. The welfare cal cul ations
in the nodel generally reproduce the Conm ssion's nethod,
except we adopt a different nmethod of productive
efficiency effects of control. W say that productive
efficiency is constant each year in both the factual and
counterfactual, except that in years 4 and 5 prior to the
price path reset efficiency gains are saved up until year
6, the first year, so that's the only departure we nmake in
that respect fromthe Conm ssion's assunptions.

The effect on investnent is to nean that the benefits
to acquirers and the net public benefits associated with
price control on our assunptions and the data of the past
are that these things are negative. This describes the
cumul ative probability, just as in the first graph, so
this is just the probability of the net acquirers benefits
being -- or the present value of them being less than
$4,000, which is this figure up here. This says that
roughly there's a 50 percent chance that the net acquirers
benefits wll be Iess than $4 nmllion; net public
benefits, sorry.

These arise largely because of the assunptions about
the investnent of NGC under the two scenarios, and they

ari se because of the small -- relatively snmall change to
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say that the gromh -- that NG will accept only half the
growh in customers that it would under the I|ight-handed
regul atory regine.

So, the average net benefits of control from these
graphs are minus $3.7 nmllion; the average net benefits
to acquirers are $2.1 nillion. Wat these graphs tell us
is the net present value of the difference between them
The darker colour indicates the net present value of
public benefits conpared under the two reginmes, so it's
the factual conpared to the counterfactual, and the net
present value of the net acquirers test, again, the
factual versus the counterfactual, is also described there
this tine wwth the white |ine.

In short, those lines give us the difference between
the factuals and the counterfactuals and they suggest
that, because of the investnent issue, that the net
acquirers benefit and the net public benefit is not
positive.

The results adopt the Conm ssion's approach to quality
effects; we don't nodel any involuntary interruptions or
restrictions on appliance pressures. No account is taken
of potential stranding, so those expected returns could
actually be lower if we were to properly incorporate
downsi de revenue profit risk fromstranding. The nodel is
likely to be too optimstic on upside growmh potential;
that just goes to the final point, which is, structural
change is likely to increase volatility. These are the
sorts of things that one could use this nodel to play with
and exam ne the inplications of; we haven't.

Summary: The ri sk, behaviour and dynam c response can
be nodeled in a way that's germane to the decision. The
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counterfactual and the factual behaviours should be
speci fi ed. Decisions affect welfare and benefits to
acquirers over time in ways that static calculations
cannot neasure. Price caps may reduce welfare even to

acquirers.
Finally, that excess profit is the outcone of a

factual /counterfactual conparison. It nust be sinulated -
- should be simulated if the factual is negative. |n our
case there, as | showed, the expected net present value

under regulation there is negative, so regulation in that
case is not sustainable. W're not pretending this is the
opti mal schene that we are presenting here.

Finally, under the current regulation the Comm ssion's
excess profit is not functionless. It is not functionless
because it drives investnent, affects investnent at the

margi n, and considerably. If we |ook at perfornmance over
time, it is investnent that really drives the outcone. It
may be good investnent, it may be growh investnment, it
may be disinvestnent, but it's the effect on the

managenent of the assets and investnent in assets that
drives these outcones. Because, these are driven by
profit considerations, even if we deem sonething to be
excess in the previous slide | showed, that NGC was maki ng
excess profit on the calculation of our nodel, but it was
al so generating |arger markets and nore custoners on those
mar ket s.

Concl udi ng coment: Regul ati on inposes restriction
on the rewards from investing in gas pipelines which has
i mportant inplications for behaviour that may run counter
to the |l ong-term consuners.

The nodel s used to evaluate the policy decision should
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be conceptually well specified and address key issues to
the extent possible. Wat we're really advocating here is
an approach. In general, the Comm ssion should adopt a
hi gh standard on robust evidence for concluding that
regul ati on would i nprove | ong-term outcones.

Thank you very nmuch, Commi ssion

CHAI R Thank you for that. | apol ogise for having to rush

you a little bit, but it is really inportant you have a
chance to answer questions that we m ght have.

If nmy colleagues agree, 1'lIl go straight to our
external expert and we mght conme back here if there's

tine at the end.

LAWRENCE: Lew, the nodel you' ve presented is quite
interesting, but | think when it conmes down to it it's
basically telling us, if | <can sort of quote another

common saying to match the one you've got up the top
there, that the future is uncertain, and we all know that,
but |I'm just concerned whether your nodel really provides
a Regulator with a practical way forward.

The Regul ator has a responsibility to cone up with a
deci sion based on the information that it has at hand, and
it seens to ne that drawing to a |large extent on the best
estimate of the conpany's expert or the conpany's
managenent about what they think the future is going to
entail, presumably they're in the best position to
incorporate all the probabilities and so forth that you're
trying to capture here using a fairly mechanistic nodel in
the Monte Carlo technique, which doesn't really involve
any optimsation, it's just purely a nechanical
statistical procedure.

It seens to nme that in terms of a practical way
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forward it's better for a Regulator to use information
based on the best forecasts available which take in the
i nformati on provided by the conpany, plus its own research
if you like, rather than using a fairly conplicated nodel
that is in turn based on very limted data and which is in
a sense itself quite arbitrary in the sense that you're
only wusing, what, 7 years data to come up wth key
paraneters  of this fairly rmechanistic statistica
procedure that you're inplenenting, and we're not sure
whet her those 7 years are representative in any way.

I ndeed, from the earlier discussion, a case could be
made that they were probably unusually volatile conpared
to what we're likely to expect going forward. So, | just
put to you that it's an interesting procedure but |'m not
sure that it's really a practical option to use in a

regul atory deci si on-nmaki ng process.

PROF EVANS: Several points have been rai sed here; one is that

the nodel is telling us that the world is uncertain. I
think that that's the world we live in; | don't think the
nodel's doing anything about that, it's trying to
summarise it in a way that infornms us better about the
effects of that.

Secondly, Denis suggested that, statistics versus
optim sation, that it is a mechanical nodel for exam ning
these questions. [1'd just like to say that Monte Carlo is
a routine operation now, it is used extrenely widely, |I'm
involved in another project in which Monte Carlo's being
used to summarise all sorts of information that is going
to be examined by a court and considered, and it's the
only way in which we can draw all these things together in
a coherent way.
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Secondly, it can include optimsation if you Ilike,
it's got behaviour in there, so there's no reason why we
can't include optimsation. W haven't done so because
we' ve just specified the nost sinple formof it.

Thirdly is that the coment's been nmade that we have a
limted data set from the past; | agree, we do have a
l[imted data set but there's a whole lot nore information
in it than just looking at what the data says thensel ves
and mechani cal ly cranking that through.

The variability of the data is absolutely critical
It's been common in the past for the Comm ssion to spend
nost of their tinme thinking about the nmean, but the
variation is what actually drives decision-nmaking; affects
risk and all of those things and that information is
present in the past. Admttedly, | would like a ot nore
of it but the past is the past. Actually, |I'mnot sure |
would like nore of it because it's a changing scene that
we face. So, | have no apologies about the data
[imtations. The nodel is nuch richer and uses nmuch nore
of the information of the past than does using a single
drawing, if you like, a single drawing from the past and
sought exactly what occurred.

The real question is what is the role of this nodel
for a Regulator. It seens to nme that where you' re | ooking
forward and doing a cost-benefit analysis of an issue |ike
this, which is absolutely very very inportant for the
econony as a whole, that it behooves us to use cost-
benefit analysis appropriately and to use techni ques that
enable us to facilitate the decision-naking process.

It took Nathan hardly any time at all to put this
nodel together, and it is much nmuch nore informative than
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it would have been just to take NGC s forecasts. I have
no idea about how NGC got to its forecasts, | recognise

that the board has accepted it and that certainly a | ot of
t hought went into putting them together, but had | been
involved in that process there's no doubt | would have run
a simulation nodel to check out scenarios, and perhaps NGC
did, | honestly don't know, and picked out the nean. But
this does give you a feel for the risks of the upsides and
the downsides and it allows you to incorporate behaviour
in ways that, in this case, enable a clean conparison of
the factual and the counterfactual on the issues that
really matter. So, | think this is nore than a feasible
nodel for a Regul ator

W think that the hours taken to construct this are
absolutely m ninal conpared to any other activity
associated with the inquiry.

Can you tell us how long it took you to put this

t oget her ?

MR STRONG It took nme about four days to put together a

sinple nodel that |ooked really ugly and about two days
for another colleague of mne to nmake it ook pretty and
run much nore snoothly, but it's a week's work really.
This is actually the fourth tine that, to my know edge,
that CRA has put together such a nodel.

I have been involved in one other exercise directly
| ast year; we spent about three nonths really trying to
come up with a good forecasting framework for a utility in
Australia, because their board was really interested in
the range of revenue outconmes that they were exposed to
under regulation, and so this is a nmanagenent tool that we
have wused in nuch greater detail and the forecasting
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process was incredibly much nore conplex, but this is a
sinpl e version; nore conplex versions can be created. But
| think they're really valuable for businesses to
under stand ri sks.

DR LAWRENCE: Just to followup on that: | appreciate Mnte

Carlo is a wdely used technique, but so is econonetrics
and | guess over the years |1've becone nore of an
econonetrics skeptic, and a colleague of nine nakes the
comrent about econonetric hocus pocus, and in some ways
you can nmake the sane comments, statistical hocus pocus.

| guess the point is, once you get into this line of
anal ysis then a good anal yst can basically use these tools
to show just about any outcone, because there is a large
el ement of subjectivity that goes into these things.
That's what concerns ne about wusing these sorts of
techniques in that particularly the Regulator has to make
a call on what is likely to be the nost probabl e outcone,
and it needs to take actual hard information instead of a
wrappi ng of soft information into account in comng up
with that call, and the sort of things that can draw on to
do that is past experience where we've got actual hard
data and | guess forecasts of nanagenent where presumably
they analyse the available information in the nost
appropriate commercial nmanner and its own information that
obvi ously provide a check on that.

So, it just seens to ne that -- |'mnot convinced that
this provides a practical way forward.

PROF EVANS: | think that in a few years tinme this will just

be -- should be a few nonths time -- wll just be a
routine thing. Wat's nice about it actually is, it can
present to people who don't know anything about the
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techniques at all, nice sumaries, accurate summaries of
the variations as well as the possibilities.

It's not an econonetric technique; econonetric

technigues go to the behaviour, they don't go to the
simul ation of the outcones. In fact, | could think of
doing a total factor productivity study and being quite
concerned about whether |'ve actually nmeasured sone inputs
properly, in which case | <could sinulate across the
nmeasurenent error and get a distribution of total factor
productivity outconmes which would be extrenely useful, |
think, in sone circunstances.

| think that the sane criticism that's been nade of
goi ng back and taking a single set of figures and applying
them and just |looking at those can be applied to
situations in which you use index nunbers as total factor
productivity nethodologies do in order to cone up with a
single estimate. W know that the variations in those are
intrinsically there because of the difficulty of
neasur enent and so on

The other point that was nade was that there are
subjective inputs to this nodel. There is no nore
subj ective inputs to this nodel than are being made by the
Commi ssion now in generating its recomendations, and it
seens to nme it behooves the professionals that supply the
Conmission with the information to utilise any subjective
information that they m ght have in a transparent way, and
the additional subjectivity associated with this technique
is O; there is no nore subjectivity associated with this
than there is the speculative subjectivity of taking one
price, one quantity series and tal king about it.

Secondly, | just reiterate that it uses the past in a
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much richer way than does the past that is being used
presently to look at the net benefits of control. It
allows the variation of the past which is intrinsic to
industries of this kind to actually reflect and informthe
Conmi ssi oners about the possibilities of their outcones.
At the end of the day the Comm ssioners have to nake a
decision, a recomendation that should be based on our
best information that we have that can be economically put
together and presented to them This technique, which is
now so common, is a really excellent way to do that.

DR LAWMRENCE: | think that's an area that we probably have to

agree to disagree on. I just quickly followup two
speci fic aspects of other parts of your nodel.

Firstly, these are both things that are raised wth
NGC yesterday, but I'd like to get your opinion on them as
wel | . Firstly, you've included the assunption of saving
up of gains in years 4 and 5 of your sinulations. Wile
the Comm ssion has not nade any decisions or assunptions,
predictions, whatever, on the actual form of regulation
that it mght adopt going forward, if that was to occur
you'd be aware that in nobst jurisdictions they have
addressed this problem by the equivalent of efficiency
carry-over nmechanisnms whereby they attenpt to give the
utilities credit for those efficiency gains that are
achieved in the final year or two years of the regulatory
peri od.

So, | would suggest to you that it's probably a nore
accurate assunption to have an even achievenent of
productivity gains in there rather than this saving up

nmet hod that you've got at the nonent, characteristic.

MR STRONG If we were to put that into the nodel it would
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1 have al nost no inpact, it's such a small nunber.
2 PRCOF EVANS: That is correct. Also, |I'd like to add a point
3 that these nechanisns are all to do with trying to
4 replicate letting the firms have the benefits of
5 productivity gains so we actually get the productivity
6 gains. \Wen the excess profit calculation does not allow
7 for productivity gains to be -- includes them in the
8 excess profit conponent, one wonders what the Regulator is
9 actually going to do in the future; whether they're --
10 what fraction if any gains are going to be allowed.
11 So, | think our assunption on the factual versus the
12 counterfactual is conservative in this respect, but | do
13 take Commi ssioner Rebstock's comment that the regulatory
14 regine is not yet -- no firmregine is designed but that
15 woul d be an issue | ooking forward.

16 DR LAWRENCE: Just briefly one other question, again relating

17 to your assunptions about factual versus counterfactual:
18 | think I"mcorrect in saying that you assune there are no
19 differences in productivity inprovenent between those two
20 scenari 0s?

21 PROF EVANS: That's right.

22 DR LAWRENCE: | just wanted to put to you that, as | suggested
23 to NGC yesterday, that given the history of the conmpany in
24 the overall schene of things it doesn't have a |ong
25 history and is not in an industry that's characterised by
26 i ntense conpetition, but it doesn't have a |long history of
27 fully comrercial operation, so it seens likely that
28 there's going to be scope there for addi ti onal
29 productivity inprovenent. In other words, it's probably
30 not a lean, nean firmas it currently stands, and | would
31 suggest that some form of regulation is likely to provide
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an extra incentive to achieve the available efficiency
i nprovenents.

PROF EVANS: | think this is an area that you and | will just

sinmply have to disagree on. |If you |ook at what happened
with the State Omed Enterprises when they were
corporatised, they nmade huge productivity gains and it
happened really quickly in a study by Alan Bollard, and
others and nyself indicated that those gains have not been
mai ntained; in a sense, the rate of productivity growth
was fast initially and sl owed right down.

It seens to ne that NGC has well gone through that
process. It seens to nme also that there is conpetition
for NGC in all sorts of ways. |It's already been described
that they think it's difficult to -- that they' re facing
i nter-fuel conpetition and various other sorts of
conpetition in the product markets, which has already been
di scussed, but they're also facing conpetition in the
ownership in the managenent markets in the sense that it's

owned by a private firm |If some other firmbowed up to
the owner of NGC and said, excuse ne, I'mwlling to pay
you over the odds for this because | can generate sone

nore efficiency out of it, because they would; we see that
happeni ng. So there is conpetition in the ownership and
managenent market .

The other point | wuld nmake is that I'm yet to
understand how increasing price cap regulation on a firm
is going to make it nore productively efficient. The
incentives associated with being able to retain the
profits are affected even if the regulatory regine is
specified clearly, and we do our best to design one which
enables them to retain sonme incentive for this process,

Gas Pipelines Inquiry: Draft Report 27 July 2004



10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29
30
31

52

NGC
the ability to retain the benefits of such gains cannot be
as they are under the current regine. Any additi onal
price cap will raise the uncertainty about whether or not
such gains are likely to accrue to the sharehol ders and,
therefore, affect +the incentives by which they are
pur sued.

DR LAWRENCE: | think that's another area we'll disagree on
because | think there's a fair anmount of evidence that in
nost firns operating in markets with essentially nonopoly
type characteristics there's a fair degree of X
inefficiency that can wusually be elimnated from the
system Gven the limted tinme for questions, perhaps I
shoul d hand over to ny coll eagues.

PROF EVANS: There have been a whole range of studies of
privatisation and deregul ation, and very few of them have
found that productivity has declined because of it.

MR SELL: First, just a question of clarification. On the
slides that you present fromyour Mnte Carlo analysis, is
that distribution or transmission, or is it some of the
t wo?

MR STRONG  Distribution.

MR SELL: It's all distribution?

MR STRONG  Yes.

MR SELL: | apologise, nmy years in an accounting firm are
probably leading ne to the next question, but | believe
you' ve used the sane nmeans in your probability analysis as
you've wused in your determnistic adjustnents to the
Commi ssion's anal ysis; would that be correct?

| didn't hear you say that you had actually changed
assunptions as you went from the determnistic to the
probabilistic analysis, just that you had put probability
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di stributions around them

MR STRONG The only difference energes with the growh in
t hroughput, the mean growth in throughput. W retain the
sanme standard deviation for that, but we reduce the growth
in throughput to reflect what is in NG s forecasts for
the future, which basically it just reduces the nean
growmh rate taking into account that there are constraints
in the gas production narket; that's really the only
di fference.

MR SELL: Because, | guess | figure that, if the neans were
the sane, then there should be a sinple reconciliation
bet ween your table on slide 36, for exanple, and your page
45 and | couldn't see it there.

MR STRONG There will be no reconciliation to that because
it's a forward-1ooking nodel only.

MR SELL: | see, okay, so there's -- well, your slide 36
t hough al so makes an adjustnment to take it onto a forward-
| ooking basis. |Is that not correct?

MR STRONG That's right, but that table is based on the
forecasts that are provided by NGC for the period 2005 to
2008. W ignore those forecasts in the Mnte Carlo
analysis, we drive the nodel from the historic data
essentially.

MR SELL: So, if you were to put NGC s forecast in as your

mean in the probabilistic analysis, then would --

PROF EVANS:. Al npost certainly not because the nean will not be
probability one and their forecast. The nean of our
distribution -- with probability one will not be their
forecasts.

MR SELL: Unless you did it for a long tine.
PROF EVANS: Even then it wouldn't work, we'd have to actually
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1 fix it, we'd have to say we'll take devi ations about their
2 forecast. W didn't do that, we just took the history.
3 MR BIELBY: VWhich is why Professor Evans would |ike to address
4 ny board on the next occasion.
5 MR SELL: The point | would like to make there is, Mnte Carlo
6 has been around for a long tine and it used to be that |
7 guess only the high priest statisticians were able to use
8 it; but now, thanks to Bill Gates, we've all got it on our
9 conputer and that can be a danger.
10 Generally, 1'd have to say |'m very supportive of
11 doing probabilistic analysis in situations where you' ve
12 got a lot of uncertainty. [It's not always necessary, and
13 sonetimes it can be overused, but | think one of the big
14 concerns | would have is around transparency, because the
15 nore buried assunptions you have in an analysis, the
16 harder it is to figure out whether you' ve actually got a
17 commonsense outcone, and so | would suggest that that
18 ability to reconcile -- and it doesn't need to be to an
19 accountant's standard but at least to broadly reconcile
20 outcomes with sinplistic nodels -- can still be quite a
21 useful thing.
22 MR STRONG I"d make the offer that we're happy to pass the
23 nodel over to the Comm ssion and you can explore it in
24 detail yourself.
25 | spoke to David Peters, one of the Conmmssion's
26 econom sts yesterday, and he seened excited by the Monte
27 Carlo analysis. | know he's a nodeling guru, but we'd be
28 very happy to sit down wth soneone and run through
29 exactly how the nodel works and denonstrate all of the
30 assunptions and take questions and so forth.
31. CHAIR | think you should provide that, if you would, please.
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PROF EVANS: | think you've raised a really inportant point,
though, and | think actually the assunptions and their

effect are nore transparent bringing them all together in
a nodeling of this kind, because you have all sorts of
assunptions that you nake about this; that and the other
as you go through, and subjectively you have to think
about how they all fit together and what they nean at the
end of the day unless you put themtogether in a framework
like this and actually work themthrough

I was al ways anused by sone people at the Reserve Bank
who estimate these equations, 200 equation nodels and then
say, we've got to understand why it goes from here to
her e. The point of a nodel is that it brings together
things that are very hard to conprehend simultaneously in
your brain when you're looking at different parts of the
picture, and so, the way to check it of course is to |ook
at, are the outcones sensible and make it absolutely
transparent as to what the input processes are, so we're
happy to nmake the whol e thing avail abl e.

MR SELL: | just have one other question, if that's all right.

That is, just going back to the determ nistic analysis or
your adjustnents to it, slide 36, the dynam c efficiency
loss is the major item| guess in that -- I'd just like to
explore for a mnute what's |eading to that.

I"d Iike to put the suggestion to you that it may be
that the hurdle rates that the Conmm ssion's using and
the -- or the WACC the Comm ssion's using and the hurdle
rate that NGC uses may not be that different, because ny
understanding from what M WIson said yesterday was that
the hurdle rate that NGC uses on its investnment analysis
is used over a 20 year tine period for exanple, and the
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Conmission is effectively adopting a nodel where it has a
lower WACC than NGC s hurdle rate, but it's inplicitly
endorsing, | guess, return of revenue over a 60 year
period and a very different risk nodel in which risk
adjustnents are effectively neutralised or risks on the
conpany are effectively neutralised. And, w thout getting
too analytical about it, I'm just wanting to put the
position that conceptually those aren't too different,
therefore, we may not get the dynamc efficiency |osses
t hat you have esti mat ed.

PROF EVANS: I'"'m not sure about them being different or not

MR

different, not being present at that discussion, but in
general ternms the required rate of return will increase
the longer the pricing contracts that are in place are in
order for the firmto manage the risk itself rather than
slough the risk off on to its customners.

So if the question relates to the different pricing
regimes and investnent regines in terns of their horizons,
then you woul d expect that the discount rate or the hurdle
rate would be lower for rate of return regulation where
you are able to recover the costs of your investnent
basically off your existing customers versus a very |ong-
term arrangenent where you have a long-term contract of
some 15 years, say, for supplying a gas fired generator
with gas in which there is a possibility of redundancy,
then that would be an investnent which you would eval uate
at a higher threshold than it would be one which you did
at a rate of return regulation. So, if it fits within
those principles, then | agree.

SELL: | think the conparison is not so nmuch between

different regulatory nodels as between control versus no
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1 control, but I think -- | hear the point that you're
2 maki ng, and | suspect that they will apply equally there;
3 that really the investnent analysis is a function of the
4 hurdle rate and the risk profile, and if you have a | ower
5 hurdle rate and less risk, that may be equivalent to a
6 hi gher hurdle rate and greater risk, at | east
7 conceptual ly.
8 PROF EVANS: Yes.
9 MR SELL: Just following on from that, it seenms to ne that
10 inherent in your analysis is an assunption -- or your
11 adjustments to the Conmission's analysis is an assunption
12 that the current level of investnent is optimal-based on
13 NGC s hurdle rate; in other words, 1is optiml and,
14 therefore, if there was | ess investnent and therefore |ess
15 growh in the gas market going forward under control, that
16 that would be an inefficient result.
17 I just wonder if that's necessarily the case, and
18 whether it could equally be argued that with a | ower WACC
19 maybe what that's inplying is that NGC is currently over-
20 investing at the nonment and pronoting growh which is
21 i nefficient. I'"'m not arguing that's the case either,
22 simply that it's an equally plausible hypothesis. In
23 other words, the level of investnent, the optimal |evel of
24 investnent is sonething we don't actually know, whether
25 it's the current | evel or whether it's sone |ower |evel.
26 PROF EVANS: The way to check that out is to ook at NGC s
27 criteria for investnent in a way; first of all, their
28 process for investnent. They want a return that exceeds
29 their particular hurdle rate, is that in society's
30 interests.
31 The other thing is, we've put together in the node
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that we wuse for simulating the future, says that the
investnment hurdle rate of NGC is in fact desirable because
we get negative net public benefits when we conpare the
factual against the counterfactual, and a large driver of
that is the extent to which there is investnment in the
net wor K.

The extent to which that is an artifact of the nodel
needs to be inquired into, because we have just witten
down the nodel on the basis of what people have told us
and so on at the present, so the actual calculation is
reasonable to be inquired into, but the higher excess
profit at the 8.5 percent WACC is, or zero expected net
profits at NGC s 9.5 percent WACC is certainly in our
nodel a driving investnment that l|eads to net public
benefits that are greater than if it were to be price
regul at ed.

MR SELL: Yes, | agree, and | think what it points to is again
the need to probably reconcile the different WACCs and as
part of that to look at the different risk profiles that
are inherent in the way NGC is doing its analysis versus
t he Commi ssi on

CHAI R: W are now out of tine for this session. Paul is

there any brief issue you want to cover?

MR SELL: No.

CHAIR  Sue, did you have any brief question you would like to
ask?

M5 BEGG Just on the mssing market analysis and the
assunptions rmade there, you  poi nt out t hat t he

Conmi ssion's assunption of denmand there in the mssing
mar ket |eads to pretty price elastic demand. | think the
Commi ssi on has assuned that the profile of demand in the
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m ssing market, the customers are akin to the nmarginal
custoners in the existing market.

Your assunption is that in the mssing narket the
profile of demand will be simlar to the existing market.
| think our assunption m ght be conservative, but yours is
probably aggressive in that presumably the customers with
the highest denmand or willingness to pay are those that
are first served so that those who are in the mssing
market are less likely to have the high wllingness to
pay, so | would just be interested in your comrent on
t hat .

Then the second thing is that you take the elasticity
of mnus 0.3 and then you extrapolate using a |linear

demand curve, and | think that mght nean aggressive
assunption as well. I know that Vector, for exanple,
nodel a convex curve -- is it convex? Concave;, anyway,
sloping as you get to the axis there. | just wondered if

you had any comments on that?

MR STRONG Qoviously, the way in which the demand curve is

\%S)

constructed is relatively sinple and certainly it would be
reasonable to look at that and | ook at whether there are
better ways of doing that. In the nodel, the point at
which demand is set equal to O, sort of the intersection
of the demand curve with the Y-axis occurs at a price of
about $10 a gigajoule. G ven the conparison wth other
fuel prices, that's still very low So, | would actually
argue that it's the other way around, that we've actually
been quite conservative in ternms of estimating the
consuner surplus under the demand curve.

BEGG The only other coment | had was on the

interruptability assunptions.
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You've suggested that we've underestimated that
because we haven't taken into account the possibility of
infrastructure margi nal customers being bunped off. But
surely, if we have this increased congestion, the risks to
those custoners needn't change as |long as NGC can nanage
the increased congestion through greater interruptability
of those who volunteer to interrupt. So | don't see that
necessarily both of those things would increase, you could

manage the risks through the voluntary side of things.

CHAI R I"d just like to interrupt and ask CRA to respond to
that in cross-subm ssions, because we really nust end this
session now, | don't want to have to do that, but | really
need to. So can | ask, Sue, that we get CRAto respond in
Cross-subm ssions, is that satisfactory to you?

MR STRONG  Fi ne

PROF EVANS: Certainly.

CHAI R I now will adjourn this session and ask people to be
back at 25 mnutes till, at which timne we wll hear
subm ssions from Nova Gas.

I would like to thank you CRA and NGC for what's been
a valuable session, and we'l]l give very careful
consideration to the subm ssions that have been nade.
|"ve let this go on for quite sone tinme, but we needed to
spend the tine on it, so we're grateful to you for that.

We' Il now adjourn until 25 till, thank you.

Adj our nnent taken from 10.20 amto 10. 35 am

* k%
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