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PRESENTATI ON BY WANGANUI GAS

CHAI R: I'd like to reconvene this session and welcone

MR

Wanganui Gas, who | think have had the highest
participation rate so far at the hearings and finally give
you your opportunity to nmake your subm ssions.

So, if you could start pl ease by introducing

yourselves for the record and begin your presentation when
you' re ready, thanks.
GOCDW N: Thank you Madam Chair. Firstly, 1'm Trevor
Goodwi n, Chief Executive of Wanganui Gas, on ny right is
Geof f Evans our network nanager and on ny left Jim Coe
who's the principal of JT Consulting. You may recall we
three were here in Septenber of |[|ast year. These two
gentl emen have since changed roles. M Evans was with us
and recently rejoined the conpany after having been away
overseas as our Corporate Developnment Manager; M Coe
resigned from the conpany and went into private practice
and M Evans resuned his role that he had held before
M Coe joined the conpany as Network Manager, so we've got
a fair anount of continuity in the network nanager role
with these two gentl enen.

VWhat we'd like to do this norning, they'll introduce
thenselves a bit nore when we get further through the
presentation. W'd like to give you a brief revisit as to
our company structure because we are quite unique in
regard that we do retail to the mass market to industry
and comrerce as well as being a network business and
you'll find you ve got two witten subnissions from each
part of our company, one from each part of our conpany. |
Wil | be taking the role of the retailer in the
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presentation this norning and ny two colleagues wll take
the role of the network operator. You'll see in the ora
submi ssion there is a retail witten subm ssion, we refer
to that, then the network witten subm ssion, then we have
some concl udi ng comments and obviously time for questions.

Just to recap and we did take you through this but
just | think it's inmportant that we reinforce this to you,
that the conmpany consists of two trading divisions. There
is the network division which trades as GasNet and the
commercial division which trades as Wanganui Gas on our
own networks because we have very good brand loyalty in
Wanganui and the environnent around WAnganui regions, and
Direct Energy where we trade off network and that's our
off network brand which we sell in places |ike Auckland,
Taranaki and the Hawkes Bay.

Then to cope with the Conmerce Act with the separation
of those divisions we have a corporate and adm ni stration
di vision which effectively provides on a sem -contractua
relationship support nechanisns to the tw trading
di vi si ons.

Turning first to the network division, as we've said
before it operates six discrete pipeline networks, 11,000
connections, and we refer to the users connected to our
net wor ks as connections not as customers, effectively the
custoners are the six retailers. W're 5 percent of the
nati onal market approximtely, approximately 3 percent of
the network in | ength.

The networks provide gas distribution services to six

retailers. It makes those services available to all of
the retailers. It behaves in a non-discrimnatory manner
obviously in conpliance with the Conmerce Act. It offers
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posted prices, it does offer contestable gas measurenent
syst ens. W believe that's a discrete part of our
busi ness, we choose to be init. W offer gas nmeasurenent
system hardware, not only on our own network but also on
other people's networks as well. That part of the
busi ness has 12 direct enpl oyees.

The comrercial diversion consists of effectively two
bits, the first being energy trading, we trade gas and
electricity. The gas we trade North Island w de, we have
89,000 of our own direct gas custoners. W have a
relationship with Mercury Energy where we manage all of
their wholesale gas and transm ssion arrangenents for
their 12,000 odd gas custoners, and in return Mercury
Energy handles for us the retail of electricity to about
1,500 custoners that we have in Wanganui city. It's
interesting that our energy trading is actually
predom nantly nore off network than on network which is
obviously a significant change from when the industry was
deregul ated where we were 100 percent obviously on our own
networ k because that was the way the franchises were set
up.

As an adjunct to that the conmercial division has an
appliance sales and installation business. Just to rem nd
you, we believe that it's very inportant for domestic
consuners to be able to buy appliances, that's the way we
bel i eve networks grow, and Comm ssioner Bates | heard you
say you've recently purchased some gas appliances, we
believe it's inportant for network growh that custoners
can get access, ready access to both the appliance and the
installation, and so our comercial division, effectively
on behal f of our network division, provide those services.
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W believe that's why our penetration rate is somewhat
hi gher than the other networks.

That comercial division has 12 direct enployees.
Then the corporate and adm nistration division provide
services to the two trading divisions effectively managi ng
the shareholder relationships, public relations, the
managemnment of treasury and fi nanci al , per sonne
adm nistration, |IT and property mnanagenent and that
section has six enpl oyees.

Qur structure for this oral submssion is that firstly
| will address our energy trading which we refer in the
subm ssion as retail because |I think that's how you know
it, energy retail, and then ny two colleagues will in turn
address separate parts of our network subm ssion, then
"Il come back for the concluding conments and the wap
up.

Firstly wearing ny retailers hat, | think you wll
find that the key points in our witten subm ssion from
our retail section is that while not discounting the
i nportance of the economc aspect of your inquiry we
believe that operational behaviour can be a significant
cost generator for the retailers, and we're sonewhat
di sappointed that that hasn't been part of the Draft
Report. W have instances here of very stringent
application of prudential requirenents, advanced billing
for netwdrk services and zone pricing which you' ve
obviously heard sone coment about previously from Nova
Gas. We believe those are issues that in fact do inpose
hi gher costs on energy retailers and because those higher
costs can't be absorbed by the retailers they are in
ef fect passed straight through to the consuner.
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1 CHAIR | guess the question that we need to put our mnds to
2 is whether that type of behaviour is an indication of
3 mar ket power or would you still see these behaviours in a
4 conpetitive market.

5 MR GOODWN: Again wearing my retailers hat 1'd say no. The

6 stringent application for prudential requirenents is
7 i nposed by one |ines conpany, the other three accept that
8 our conpany with its history, its trading record, is able
9 to neet its debts by due date. One conpany chooses not to
10 accept that and inposes very stringent prudenti al

11 requirements on us and that is a cost to us which again we

12 pass on to our consuners.

13 The billing in advance is effectively tw of the
14 network operators choose to bill in advance. W believe
15 it's an adm nistrative nightmare for both them and for us
16 because there's all these catch-ups and wash-ups and
17 t hi ngs which go on for nonths and we address a bit nore of
18 that in the witten subm ssion. But adm nistratively very
19 costly and again it has to be passed on to the consuner.
20 Two networ ks choose not to bill in advance and our billing
21 relationships with themare very sinple.

22 The zonal pricing, again you ve heard, | don't think I
23 need to elaborate on what Nova Gas has told you this
24 nor ni ng about zone pricing. W don't believe that it's
25 appropriate, particularly when we see that the prices to
26 consuners outside the immediate area around those bypass
27 networks or the gate stations are in fact -- their prices
28 are going up we believe to conpensate for the reduction in
29 revenue where the bypass is a threat.

30 CHAIR Does the issue of bypass cone into your area at all?
31 MR GOODWN. Are you talking to ne as a network operator? As
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1 a network operator, yes, we have been threatened wth
2 bypass on two occasions. On both occasions our published
3 pricing was adequate to prevent that from happeni ng.

4 CHAIR If it hadn't been what woul d you have done?

5 MR GOODW N: W would have negotiated whatever rate was
6 appropriate to neet the bypass threat. I[t's ridicul ous
7 for us to have stranded assets lying in the ground and for
8 sonmebody else to have equipnent and asset running
9 al ongsi de.

10 CHAIR Doesn't that cause you trouble with your position
11 you've just stated on zonal pricing?

12 MR GOODW N: Zonal pricing is different to bypass pricing.

13 Bypass pricing is a direct economc threat, whereas zona

14 pricing we believe is neeting a threat by nmaki ng sonmebody
15 else pay for it. |If the network's revenue is neutral and
16 they're able to cut prices to the extent they have where
17 there is a threat, we believe that the rest of the
18 consuners are making up the difference.

19 CHAIR Isn"t that what would be happening if you cut vyour
20 prices in response to entry?

21 MR GOCDW N:.  Qur revenue would go down. We would do either an
22 optim sation or an EV exercise on that piece of pipe, the
23 revenue woul d cone down and the way we prepare our tota

24 revenue woul d cone down accordingly.

25 So we believe in sunmary from the retailer that the
26 end user pays for the increased adm nistration costs and
27 it's interesting, we notice this behaviour is nore
28 preval ent where the network operator owns both the gas and
29 the electricity network. There's less incentive on them
30 to be very proactive and conpetitive on the gas because
31 effectively if the gas doesn't get distributed, then the
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consuner's using an equivalent amount of electricity and
they own the lines anyway so for themit's no great issue.
Were we have soneone who is exclusively a gas network
operator they are very keen to see gas go through their
net wor ks.
That concludes the retail subm ssion, Madam Chair, do
you want to elaborate on that or shall we nove on to the
net wor k?

CHAI R | mght see if ny colleagues have questions on that
bit before we continue.

M5 BATES: Just following up on Conmm ssioner Rebstock's
questi oni ng about what you would do in a bypass situation
and you say you wouldn't inpose the costs on any other of
your custoners, but is that a noral decision or are you
constrained in actual fact fromdoing that?

VR GOODW N: | think that's just a noral decision. Qur
nmet hodol ogy effectively takes -- we apply an appropriate
return on to the valuation of the network assets. If we

deval ue any one of those network assets with an economc
val uation calculation we don't get the return on it, so
it's what we've consistently applied since we set up that
type of pricing nodel

CHAIR  Thank you, please continue.

MR GOODW N  1'Il pass over to Geoff.

MR EVANS: Thank you Chairman, good norning. Just before |

start it's probably appropriate just to nmention in ny

capacity as network manager | bring in an operational
managenment perspective to our presentation. | am an
engi neer, |I'mnot an econonist, an accountant or a | awyer.
CHAIR We'Ill count that in your favour today. | can say that

since |I'man econom st you see.
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MR EVANS: I'"ve seen plenty of reasons this norning why |
shoul d be an econom st as well, it's obviously a very in-
depth topic. Just following on also from M Goodw n's

comrent earlier, between M Coe and nyself we provide
continuity in the network manager role since 1989,
effectively 15 years. Conbined with M Goodwin's position
as CEO since 1993 we believe we have a very good
understanding of our business, in particular over the
review period of the inquiry, so it certainly helps from
our point of view

I"d like to now just take you through the structure of
our presentation in regard to the network subm ssion, and
over the next few slides we intend to address a concl usi on
of our submssion; the statement of exclusions which
effectively is what we don't propose to tal k about today,
or have tal ked about in our witten subm ssion; a nunber
of key issues which have been addressed in our witten
subm ssion; further coments to that subm ssion and
operational inplications.

G ven the tinme constraints this norning it probably is
concei vably possible, but if we had only tinme to present
one slide this one would in fact be the one. The only
question we would pose would be which one of the three of
us would actually present it, it's fallen to me at this
st age. But in conclusion, and the following slides wll
support and follow on from this, it is our belief that
further control of gas networks is not required.

However, if the Comm ssion considers further contro
is necessary, then we believe that the initial form of
control should be to nonitor behaviour of the specified
entities by way of a threshold approach. If a breach is
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1 subsequently observed, then control only those entities
2 observed in breach. Control should be entity-specific
3 and, based on the Draft Report, should exclude Wanganui
4 Gas.

5 CHAIR There was one subm ssion that suggested that while we
6 didn't recommend control for Wnganui Gas where excess
7 profits, however defined, how we define them and that if
8 there was sonmething like a threshold regine you mght be
9 subject to that and | noticed in your last slide you
10 focused on the control aspect of a regine. Are you
11 suggesting you'd accept that you should be subject to a
12 threshold regine if that's what was put in place?

13 MR GOODW N: If we breached it, we're not entirely sure that
14 your threshold is as we would have it at this stage, but
15 if we could agree on what the threshold was then yes, if
16 we breached it we'd be subject to further control.

17 MR COE: Could I just add to that. In regard to the concept
18 of threshold, the <conpany's performance, it probably
19 advocates that there should be essentially common rules
20 for distribution conpany activities and we tal k about that
21 alittle bit further in the subm ssion. 1In regard to this
22 it's a question of the performance of the entity
23 acceptable within certain bounds and that is the point in
24 regard to threshold that's been discussed here, or we're
25 putting forward. So while there may be volatility about
26 behavi our year to year, is it within an acceptabl e range,
27 if so go no further.

28 CHAIR This conmment that you made in the slide about gas
29 net wor ks should not be controlled, | take it despite what
30 you've just told us from the perspective of the retai
31 busi ness, you believe that those conpanies that you're
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1 doing business with should not be controlled at the
2 distribution -- you're expressing a view not just about
3 Wanganui Gas but also about the other distributors and
4 transm ssi on operators.

5 MR GOODWN: Yes, you can understand ny dil enma.

6 CHAIR I can understand it, especially after hearing your
7 first subm ssion.

8 MR GOODWN: Thank you for the understanding. Yes, we believe
9 that there are some behaviour aspects that do need to be
10 noni tored, but we're not convinced that further control is
11 necessary. W wll talk in fact further about the Draft
12 Information Disclosure Regulations handbook that was
13 publ i shed in 2000. We're convinced that had that gone
14 into legislation that would have given the Comm ssion a
15 whole 1ot nore information than you «currently have
16 avail able to you. W actually placed quite a considerable
17 anount of inportance on that docunent. W believe there
18 are ways in which the networks can be reviewed w thout
19 further control, the type of which the Comm ssion's
20 currently speaking.

21 MR EVANS: Just following on then to exclusions, effectively

22 what we're not intending to speak to directly today. The
23 econom c wel fare argunents, nodeling issues including WACC
24 and the capital asset pricing nodel, the transm ssion or
25 upstream field production processing related pipelines.
26 It's quite apparent there's quite a substantial |evel of
27 di scussion, debate and resources committed to other
28 related topics and clearly we believe that that's been
29 adequately covered such that we don't need to cover that
30 our sel ves.

31 CHAIR There nay be a few questions at the end where we m ght
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want to ask you your view on particular matters but if

you're happy to take those questions we'll bring them at
t he end.
MR EVANS: That's fine. Moving on then to key issues,

Wanganui Gas should only consider the non-contestable
assets and therefore urges the Comm ssion to reconsider
the asset base wused for analysis of network business
per f or mance. The product and service definition is
effectively the non-contestable asset base and it should
excl ude gas neasurenent systens or GVS.

There should be a clear and consistent definition of

distribution systens which basically, in sinple terns,
nmeans that there should be a like for like entity basis
for conparison. There's inplied conditionality through

| ack  of recognition by the Comm ssion that t he
di stribution business can exist without its own netering
servi ces business and vice versa.

And just a point to note that GVS or Gas Measurenent
Systems is in fact wunder the Draft Gas Infornmation
Di scl osure Handbook 2000 seen as other business.

CHAIR  So your position on the neters is that the neters are
contestable, is that right?

MR EVANS: Yes.

CHAIR  And shoul d be excluded fromthe anal ysis?

MR EVANS: Yes.

CHAI R If they're included in the analysis it tends to -- |
mean arguably it tends to soften the increase of the
overall asset base and if it's contestable you' d probably
assunme conpetitive prices are being charged, so you're
basically spreading any excess returns elsewhere over a
| arger asset base, and it seenms to nme, it may not be
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ideal, but given data limtations with sonme of the
conpanies it's not something that is adverse to the
conpany.
CCE: Madam Chair, if | could just nake a couple of
observati ons. Firstly in the witten subm ssion from the
conmpany we provided sone information regarding |ooking at
what we'd consider to be the non-contestable asset base
and the contestable, and the contestable in this case
being the QW That's just running nunbers that we've
previously provided under the Section 70E, under those
results it would tend to suggest that they're are slight
i nprovenent in the reduction in the excess profit as
determ ned by the Comm ssion's nodel .

The second point is there is only a portion of the GVS
mar ket | ooked at currently. There is a retailer, gas
retailer, gas and electricity retailer who has a
significant position in the GV market which is not
presented as part of this type of analysis, and further
there are sonme gas distribution network conpanies which
don't have GVB conponents either in their business make-
up, so one ends up with a situation of not conparing, in
our view, apples with apples, put sinply, they are the

observati ons.

MR GOODW N:  Provi des some inconsistency when you're conpari ng

t hose networks who have no GMS. There is one retailer who
owns a lot of GVS and they're not considered under the
inquiry, so we don't believe GWS should be. W accept the
poi nt you're naking.

CHAIR Doesn't affect you adversely though does it?
MR GOODW N M nor.
CHAIR Do you think it does affect you adversely to have sone
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1 of those assets in your analysis?
2 MR CCE Once again if | could respond to that, in regard to

3 the specific nunbers we provided originally back in
4 February placing those into the Conm ssion's nodel as it
5 stands, the answer is yes. There has been, | think,
6 consi derabl e discussion and debate about aspects of the
7 nodel per se, and this probably goes back to the
8 overarching issue of <control or no control from our
9 perspective. W are not for one nonent saying that we are
10 expert in providing specific advice or assistance or
11 maki ng particular positions in regard to the nodel. W
12 have just nerely taken the nodel and used it.

13 MR WDEVELD: | was just going to make the comment in terns of
14 the Section 70E data there was an issue which you know
15 about, how the netering revenues and expenses were
16 all ocated, do you agree there's sensitivity around that
17 that could affect the result you' re suggesting?

18 MR COE: Absolutely, it's an inperfect world, the data that

19 was provided has never been structured in the way that it
20 needed to be absolutely accurate. Wthin human error and
21 adj ustments nade which we believe are reasonable, it's as
22 accurate as we can provide. In terms of sensitivity
23 around the nunbers wth respect to the excess profit
24 result for the conpany in aggregate, being nodest to start
25 with we believe that the inpact would be al so nbdest.

26 M5 SARMA: Just on the question of neters, what is your policy

27 when you do the network revaluations, what is your policy
28 on neters, do you treat themdifferently than the rest of
29 t he network, or what do you do with it?

30 MR COE: Again the process since adoption of ODV nethodol ogy
31 back in 1997 GWS, as with all assets, are approached at a
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1 repl acenment cost and then aged, so they are treated in
2 exactly the sanme way as other network assets.
3 M5 SARMA: So when you revalue the network the neters would
4 get reval ued as well.
5 MR CCE That's correct and consistent with the position the

6 conmpany has taken in regard to the Gas Information
7 Di sclosure 97 reqgulations the valuation that's provided
8 and reported by gazette includes GVWS and we've
9 consistently stated that.

10 CHAIR Sorry for that |ong diversion, you can continue.
11 EVANS: Wanganui Gas believes that the Conm ssion should

12 reconsider the basis wupon which analysis of network
13 busi ness performance is undertaken. As seen in our
14 witten subm ssion, Wnganui Gas pronotes the use of
15 benchmarking studies in preference to the building block
16 approach. The limtations to this approach relate to data
17 and it may not be the nmechanism is wong, but nore that
18 the information is unavail able. As supported possibly by
19 the Draft Gas Information Di scl osures Regul ati ons 2000 if
20 t hey' d been i npl enent ed.

21 International benchmarking allows regulated and non-
22 regul ated behaviour to be observed. The buil ding block
23 anal ysis has shown to be sensitive to WACC and obviously
24 ot her parameters and substantial debate.

25 CHAIR You woul dn't have been disappointed with the limted

26 conparative information that was done. It's awkward to
27 ask you what you had anticipated m ght be the case, but
28 are you confortable with the extent to which we've used
29 the conparative information that we' ve got?

30 MR CCE: Madam Chair, we would |ike to nake sonme comrent on

31 that a Ilittle bit further down the path in this
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1 presentation.

2 CHAIR Generally did it confirm your own -- as being
3 participants in a market you nust have had sone sense of
4 where you would sit vis-a-vis other players. Did the
5 ranking, not just for you but for others, make sense to

you, but do you want to cone back to that |ater?
MR COE: |If we could.
CHAIR That's fine.
9 MR EVANS: Wanganui Gas considers that it operates in a

oo

10 separate energy transport and netering narket and that
11 separate nmet eri ng mar ket shoul d be recogni sed.
12 Effectively there's two separate markets. Wanganui Gas
13 remains of the view that it operates in an energy
14 transportation nmarket. If we limt the energy formto gas
15 then Wanganui Gas views itself operating in a natural gas
16 and LPG transportation market. Irrespective of whether
17 ei t her mar ket is seen as workably conpetitive a
18 transportati on nmarket does not include energy neasurenent
19 services for third parties.

20 CHAIR You'd put LPG in the sanme nmarket as natural gas for

21 our purposes?

22 MR GOODW N: It's certainly a conpeting fuel. One of the
23 advantages LPG has is that it doesn't have any fixed |ine
24 charges. People can fill a bottle or bottles big or snall
25 and they pay effectively a very very nomnal rental for
26 that bottle. So yes, we actually sell quite a few LPG
27 appliances into places that don't have reticulation of
28 natural gas. Wiat we try and do is use LPG as a neans of
29 getting a critical mass to then go and reticulate with
30 natural gas because ultimately it's cheaper, but there are
31 some places like in the outskirts of Wnganui, Raetihi,
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1 Chakune, where we sell a lot of natural gas and one of the
2 advantages is that the fixed charges are very very small.
3 MR EVANS: Just the last bullet point there, a separate energy

4 gas measurenent services market would enable al

5 participants within this market to be consi dered.

6 Wth regard to disclosure Wanganui Gas considers that
7 all network businesses should be subject to a mninmm
8 | evel of disclosure. As nmentioned previously the Draft
9 Gas Information Disclosure Regulations 2000 are in
10 abeyance. There should be a consistent manner for all
11 pi pel i nes conveying natural gas for a reticul ated market.
12 The first level we believe would be technical and safety
13 i ssues, effectively setting mnimumrequirenents and if it
14 was controlled the second |level would cover financial and
15 asset information.

16 M5 BATES: Wiy would you only do that if it was controlled?

17 MR COE: It would be in addition to what is currently provided
18 rat her than excl usion.

19 MR EVANS: Wanganui Gas also considers there is no sinple

20 pass-through nechanism for costs associated with further
21 control to acquirers. W see there as being two acquirer
22 groups, retailers and end-users. The cost of further
23 control is likely to ultimately fall to retailers wth
24 certain pass-through to end user, whether individual or
25 mass market contract. Benefits of further control are
26 certain to pass to retailers with less certain pass-
27 through to end user. And pricing path snoothing required
28 to avoid pricing shocks.

29 CHAIR It seems to me you're suggesting the retail part of
30 the business is not conpetitive, would that be your view
31 that it isn't?
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VR GOODW N: Certainly not, but retail at the nmoment is

struggling wth increasing gas prices, wholesale gas
prices nmore than doubled in the last 12 nonths,
significant rises and to avoid pricing shocks we sinply
can't pass those price increases through to the consuner
in one hit, they're going to be phased.

So again, putting ny retail hat on |I would say that
if you passed through some savings from the network
operator to the retailer I'd keep themuntil such tinme as
| could get ny margins back up to where they should be and
t hen perhaps reconsider. The only thing that would stop
me from doing that is if some retailer passed those
savings through instantly, then | would be unconpetitive,
but | can't see that happeni ng.

Retail is a difficult business at the nmonent with the
price of gas. I was going to say out of control.
Effectively, as | say, increased in the last 12 nonths to
a level that is of mjor concern with future gas prices

still not certain.

CHAI R Is this just a timng issue, at sone point retailers

are going to have to pass-through nore of the cost
increases and you would use the opportunity of these
benefits from control as a way to do what is inevitable
rather than -- it's not really the case that the end

consuner doesn't get it, it's just that you will tine it.

MR GOODW N: It will be a buffer for a period of tine, yes.

But then depending on how conpetitive the retailers are at
the end of that phase in period, you could then argue that
maybe the consuner might not end up with it, it my just
be an advantage to the retailer. But whereas retail
margi ns have been quite tight in the very early days of
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trading until everybody started being able to sell all of
their commtted gas, they then became a lot better, but
lately they're quite appalling sinply managing out the
contracts that we've got. Effectively we're buying gas at
twice what it was costing us to sell it to the custoner at
the sanme price as we were 12 nont hs ago.

MR EVANS: Wth regard to dynamc inefficiency Wanganui Gas

considers that it needs to be quantified as a disbenefit
of further control. A gas pipeline business is a very
| ong-term i nvest nent.

For ecast i nvestment s based on counterfactual .
Investment will be avoided, delayed or cancelled. W
believe there is the need for explicit cost allowance in
t he nodel .

Wth regard to the draft ODV Handbook, Wanganui Gas
considers that the Commssion should not rely on the
historical draft for current valuation analysis. It's
unreasonable to assunme it's a workable surrogate for 2004
and beyond. There was quite substantial i ndustry
consultation in 2000 which wasn't incorporated into the
docunment, it serves value now only historical from our
poi nt of view In fact the Commi ssion's expert advises
that there is issues to resolve in the docunent itself and
therefore we consider it needs consultative review based
on future promul gated regul ati ons.

That effectively concludes ny presentation, or ny part
of that presentation, unless there are any questions |'d
like to hand over to M Coe.

CHAIR Pl ease continue, thank you.
MR COE: Thank you. As M Goodwin's indicated, | have worked

for some time with Wanganui Gas but am currently principal
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or director of nmy own conpany JT Consulting and am
assisting WAL clearly today in that capacity.

In terns of brief background | have approximately ten
years of experience within the gas industry in a nunber of
capacities, four of those years as network manager wth
Wanganui Gas Limted. In addition | have about another
ten years of experience within the electricity industry in
New Zeal and starting my career as an electrical engineer
in the Hal ean days of predating Electricorp and ECNZ but
with that overall state entity.

Just if we can nove to the first point, and this
hopefully wll pick up on sone of the comments about
productivity here. | intend in the next few slides to try
and pick up a few points relating to the Draft Report that
the Commission has released and either associated
docunentation to that report or subm ssions from others.
So I"msort of collectivising a nunber of points.

The first that | would like to touch on is business
uncertainty. As |'ve been able to be here |ast Thursday
and all of vyesterday this is the recurring thene, and
while | don't wish to bore, | think it is met with tota
sincerity that there are issues around the distribution
busi ness that are uncertain and WA is of the opinion that
these are likely to be of greater uncertainty as opposed
to the i mMmedi ate history

I heard this norning from either an expert or
Conmission staff, | think it was an expert, about the
future being perhaps nore certain. Qur viewis that it's
likely to be nore uncertain. The reasons for that go to
the supply availability. This is the whole ganbit from
perception in the marketplace that there isn't going to be
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enough gas, that post Maui the world will stop through to
basically where the gas is going to be, what quantity,
what quality, and what infrastructure inpacts that would
have at a transm ssion |evel. Qobvi ously these comrents
are at a distribution level, but what inpacts that would
have at a transmi ssion level to enable that gas to cone to
mar ket .

Conmpanies |ike Contact Energy have comented very
recently to the Comm ssion about the possibility of LNG
liquefied natural gas which is another variable into the
m x.

Whol esal e gas price trends and volatility, we heard a
significant anount about that as well. There is no
question from WEA.'s perspective as a distributor that it
is only responsible for a portion of the delivered price
and where there are other drivers on that delivered price,
if they are affecting the conpetitiveness of gas to its
other fuel ~conpetitors, electricity through Iliquefied
petroleum gas etc then that will have a significant, or
can have potentially a significant inpact on either the
base |l evel of activity of the conpany or future grow h.

Conpetitive actions, just in the last couple of hours
the Commi ssion's had a subm ssion from Nova Gas so that's
one type of conpetitive action. Cearly the conpany is of
the opinion that it operates within an energy market, it
has made those coments to the Conm ssion previously and
again in its submssion and again today. Further, if
that's not, or that concept doesn't prevail then it
believes it doesn't operate in a conpetitive narket or
rather there are conpetitors in terns of delivery of the
goods or the service, in this case gas, that it has to be
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consci ous of.
Energy form substitution, |'ve essentially covered
that to a degree. A comment that has conme through from
previous subm ssions and from the Conm ssion's docunent

about gas being an essential service or words to that

ef fect. Gas, and it's sonmething |'ve been thinking
i ndependently about -- it goes to the core of the question
of control. In ny tine in the gas industrial, which as I

said spans approximtely ten years in different positions,
| was actually an enpl oyee of Natural Gas Corporation for
about five years ago, well, | don't believe that anyone
that I was talking to or have talked with believes that it
is an essential service, or has any special given rights
vis-a-vis perhaps what is available within electricity.

On that basis there is always a threat of what could
happen if pricing is not deemed to be reasonable within
the market it operates. It is always there in the
background and | would suggest that it is, if not
explicit, definitely an inplicit control over behaviour
There is exanples pro and agai nst that particular view but

that is something I think I would |ike to have not ed.

CHAI R W just heard that in response to sone of these

MR

factors that you' ve tal ked about the retail margins are
bei ng squeezed. Do we see in Wanganui's case the sane
squeezing of margins in the distribution business? In
other words do all these market circunstances |ead you to
take the same approach in your pipeline business as you do
the retail business?

GOODW N: Madam Chair, you heard M WIson coment
yesterday about where |arge businesses find alternative
fuels that are cheaper that the transm ssion are prepared
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to reduce their price. The sane thing applies certainly
to our network and there is one custoner that | can think
of specifically on our network who effectively canme to the
retailer and said | can't afford to pay these prices for
natural gas, you have to either match coal, | think was
the alternative fuel, or we're converting our plant to
coal . So the retailer negotiated wth both NGC
transm ssion and Wanganui Gas Networks for reduced prices
for both their services for that one client and they were
then passed through to that client and that client now

stays as a natural gas consuner.

CHAl R | understand that in the case of one client, but if |

MR

under stood you correct in the retail business the whol e of
your retail margin is being squeezed and you' re absorbing
t hat . Are you, because of these nmarket circunstances

also in the distribution areas, your entire pricing
structure basically leading to a squeeze of margins in the
distribution area, are you constrained there in the sanme
way you are at the retail end?

GOODW N: The threat | think has still to be fully
realised. But the retailers are going to be going out to
their consuners very shortly wth proposed price
i ncreases, and they wll incorporate sone of the increased
costs fromthe network operators. | think it will be the
response to that where the network operators may have to
accept that some custoners have an inability to pay nore

and they will either effectively negotiate around those
prices or |lose the |oad. I don't think it's quite
happened yet. The gas industry tends to operate around a

1 Cctober year, so everybody seens to put their prices up
whol esal e gas, transmssion and nost of the networks
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operate at around a 1 COctober contract commencenent, so
we're comng up to that now.

CHAIR What did you do last October at the distribution end,

did you change your prices in any way?

MR GOCDW N: Marginally. Less than 5 percent. Sinply passing

on sone increases that had been incurred on sone issues; |

forget exactly.

CHAIR You're an integrated business, seens to ne if you feel

threatened at the retail end in ternms of seeing your
mar ket di sappear on you, clearly you have the ability to
take action with respect to distribution prices as well as
retail, but a 5 percent price increase is not a small
i ncrease, and especially given |last COctober these narket
ci rcunst ances woul d have been well foreseen at that point,
and | mght anticipate that if the distribution business
was constrained by these narket circunstances in any
significant way that there's no way you could have put
through a 4 or 5 percent price increase.

MR GOODWN: The thing about the whol esale gas was the price

really went up when the Pohokura gas was sold which was
within the last three nonths. | think everybody's
expectation was that that gas would sell for a lot I|ess
than it did and that set a new nmarket price and that's
what's going -- as soon as Pohokura which 1is the
repl acenent fuel for Maui is set at the price that it has
been, everybody else's gas is now going to be set at the
same price. That's just an issue of availability. So |
don't think you're entirely correct in saying that we have
experienced, or that those prices were anticipated 12
nont hs ago.

The other thing too is that Wanganui Gas Retail may
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1 wel | approach Wanganui Gas Network but they have no
2 greater voice wth the network operator than does any of
3 the other five retailers. So it could cone from one of
4 the six, it could be all six singing the sane song wth
5 the same nessage. But you're right, the network operator
6 will either have to try and absorb sone of those price
7 increases or risk losing sonme of its |oad.

8 CHAIR Is that built into your forward planni ng now.

9 MR GOODWN  No, not at this stage.

10 MR CCE Could I just add on that point that over
11 approxi mately the last four or five years the distribution
12 pricing in aggregate in ternms of the actual published
13 tariffs have either been held constant or reduced. So the
14 Oct ober year, or the discussions in the last few mnutes
15 that M Goodwin's responded to has been in the nost
16 recent year, but it's not typical of that |onger period

17 The conmpany has worked hard at its cost structures,
18 because again | go back to a point | nade earlier, there's
19 an inmplicit i f not explicit constraint on the
20 conpetitiveness of the product vis-a-vis its alternative
21 energy forms, so there is, within the conpany, a self-
22 policing of the charges that it can make and shoul d nake
23 consistent with the overall needs of the conmpany to its
24 sharehol ders and to the stakehol ders.

25 CHAIR  What is the self-policing, because | think ny previous

26 guestions were trying to get at whether that in fact was
27 happening and | got the distinct inpression that it
28 wasn't, so I'Il just ask you again to explain to ne what
29 you nmean by sel f-policing.

30 MR COE: Based on the fact that it's a discretionary fue

31 rather than an essential service or fuel, the conpany

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

115
Wanganui Gas
stands back and basically looks at what is a reasonable
pricing for the services that it provides and is conscious
t hat pricing signals <can have inpacts into the
mar ket pl ace; bottom|line the dollar value or charge to the
end user. So it's sensitive to that and the self-policing
| was referring to was the condition, the internal process
of challenge and robustness to ensure that the prices it
is publishing are as reasonable and fair as it can neke,
consistent with the requirenents to return a reasonable
return to its sharehol ders etc.

If we can nove on to productivity and we'll touch on
this in the next slide as well. There are probably a
nunber of points. To start off with you asked a question
about the -- | think you're referring to the Myrick &
Associ ates report conparative benchmarki ng of gas networks
in Australia and New Zeal and and did we have a reasonabl e
expectation or did the conmpany have a reasonable
expectation of the results.

As you're well aware there are a nunber of tables and
graphs and the like, or charts in the report, so |l wll go
imediately to figure 12 which is nodel 3 at page 42 of
the report. Again, not presuming to be an expert in this
area, the thrust that | take fromthe work here is that as
one inproves the understanding of the narket one's working
in and the entities; their size, their densities, their
conparability, and one makes further inprovenents to the
nodel i ng assunptions, one noves closer and closer to this
nodel 3. In doing so relative performance of New Zeal and
conpani es, vis-a-vis Australian conpani es inproves.

Specifically in regard to Wanganui Gas, while it would
be fair to say the conpany is very pleased in the position
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it has, or is shown on this graph, or chart, it is not
surprised, it has worked hard and continues to work hard
to have cost structures which denonstrate good use of the
investnent that's been nade, and to produce the output at
a reasonabl e | evel of input cost.

To make comment nore generally about other New Zeal and
conpanies | think we'd be a little bit nore reticent to do
apart from saying that the Meyrick & Associates have nade
a nunber of coments about the size and shape of the
various entities and how that can affect the results as
showmn. | think it is one of those identified difficulties
with benchmarking per se that it's difficult to get an
apples with apples conparison and the perfect world
doesn't exist in reality and one organisation is very
hard, therefore to be precisely |ooked at vis-a-vis
anot her.

The conpany has indicated previously and again today
that it still prefers and recommends the benchmarking
approach, it believes that it's a wuseful, and wth
inprovenment in data, a plausible way of [|ooking at

per f or mance.

If I could just nove on just slightly, | appreciate
we're not in a position to ask questions, but 1'll float
an open statenent. I am left wthout understanding in

regard to this report whether in fact the Australian
conpanies referred to and included are deened to be in
t hensel ves productive or non-productive or |ess productive
or poor productive, whatever the |anguage needs to be,
than in aggregate or by specific exanple vis-a-vis the
New Zeal and conpani es.

What we've got is the conparison, yes, and the report
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clearly shows that depending on the conpany used to base
the results, you' ve got | think it's something like a 5 to
30 odd percent variation between productive |levels with an
aggregate taken and shown in the report which the
Conmmi ssion also uses of | think 21 percent in aggregate
they are nore conpetitive.

But unless |I've msread it | don't believe there's a
response or a statenent that says the Australian conpanies
are productive or aren't productive, just nerely that in
conpari son New Zeal and conpani es are or aren't.

CHAIR | think it is a conparison, there is no statenment that

the Australian conpanies are efficient, but Dr Law ence,
you're confirmng that that's the case. Cccasional ly we
|l et people ask questions, especially if we know the

answer .

MR COE: Squeaked in there under the radar. If I could nove

on a fraction further, the second report that is produced
by Meyri ck & Associ ates productivity gr owm h in
New Zeal and, gas distribution networks, there's sone
i ndication there of |ooking at the Wanganui data but that
didn't proceed and therefore the anal ysis was based on NGC
data specifically. The rate or the total factor annual
productivity growh given at the end of the analysis
period is 2.8 percent per annum and there's a qualifier
in the report that says that it's a relatively high trend
rate.

Yesterday if | heard correctly from Dr Lawence he
made a coment that the productivity gains could be
possi bl e where there are | ower penetrations. The reason |
rai se these points is that Wanganui Gas is of the opinion
that it is productively efficient, in fact we'll go
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further than that in a nonent.

On that basis, while it accepts that this is a piece
of work that's been done and it has no comment to nmake
about NGC s productive efficiency or otherwise it's not
sure that that is an appropriate efficiency |evel for WA,
and further that if the gain that's referred to and it's
put in the nodel another 1 percent, if that is driven by
the concept that there is |ower penetration and therefore
by increasing penetration the rate will arrive at what
woul d be 3.8 percent, then for Wanganui Gas Limted its
| argest in principle network being Wanganui city is a very
mature and highly infilled network and therefore we would
see that there'd be sone conflict between the reality that
the conmpany faces and that particul ar assunption.

Movi ng specifically to the slide, we've made sort of
an open question there | suppose, do these conpanies
denonstrate poor productivity? | don't perceive in any of
the work and once again I'mnot critiquing it per se, that
there's an indication that any New Zealand distribution
conpany or specifically Wanganui Gas are poor perforners
in terms of productive efficiency. NGC, as you are well
aware, has |ooked at the US conparator and have mnade
comrents regarding that work and the results it provides.

The comment really here is, is it a question of there
i s poor performance, productivity, efficiency, or is there
just efficiency at a particular |level which could possibly
be enhanced? One can always strive for that. 1In the work
I suppose there's al nost a connotation that t he
New Zeal and conpani es are not good productive
organi sations, and | don't think that's shown.

| believe, or the conpany believes that there is self-
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interest to be productive, if there can be a cost
reduction then that can inprove the bottom line wthout
materially affecting the rates or published prices to
achi eve that.

Also in terns of productivity, or sorry the
efficiency, it nust be renenbered that the conpani es have
to operate and nmmintain actual networks rather than ODV
equi val ents. The key nessage there is that the optim sed
conponents or those conponents which are optim sed out of
a valuation or witten down still exist and still have to
be maintained as long as they are in service condition
i.e. Pressurised wth natural gas. So that the
distinction is non-trivial depending upon the anount of
optim sation and EV wite-down applicable.

| suppose this is where I'mgetting to. |In regard to
Wanganui Gas specifically the issue is, is there excess
returns or superior performance? Cearly in terns of the
Conmi ssion's report etc this is a difficult area, but by
the fact that it nmay be difficult to neasure does it
therefore not exist? That's an open question. The
conpany would be of the opinion that nodestly it would be
hopeful ly a superior perfornmer and therefore ignoring any
debate or discussion about the Conm ssion's nodel and
aspects thereof, the nodest positive value given by the
net acquirers benefit test is due or could be said to be
due to superior performnce.

CHAI R | guess it would be fair to say we rarely have a

conpany cone in here and tell us anything other than that,
which won't surprise you, and | accept that there's sone
evi dence here that that m ght suggest you have a point,
but there's limtations to it. But | guess Ilike any
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Regul ator would want you to denonstrate to us why that
m ght be the case and why you think you m ght have been
able to sustain that for long periods of tinme and it's got
to be sonething nore than just a statenment that that's
what we woul d hope.

How do we differentiate that from what we would hear
from nost other conpanies? |'d be nost surprised if NGC,
Vector and Powerco didn't make precisely the same point.
| can assure you every lines conpany who has ever appeared
before the Conmm ssion has virtually made the same point
and not everyone can be a superior perforner, so | just
would like a better sense of what it is you think that
denonstrates, in Wanganui's case, that this is superior
performance on an ongoi ng basi s.

MR  GOODW N: Wuld you perhaps like us to flesh out that

conment in a cross-subm ssion?

CHAIR  That would be great, thank you, that's a good i dea.
MR COE: In regard to the next point, distribution portion of

delivered price, the ~conpany nade coment in its
subm ssion that it perceived in regard to this aspect of
the Commission's Draft Report that it saw distribution
price as sonmewhere between in the order of about 10 and
novi ng possibly towards the 40 percent offered within the
report as the average.

Subsequent to that submi ssion we've been in a position
to look at what others have said and it appears our 10
percent or thereabouts is at the minor end and one conpany
suggests up to 50 percent, but there is weighting from 15
to 40, 30, there's a range of nunbers. | think a range of
nunbers is probably accurate because a range of nunbers
suggests different wei ghtings dependent on the part of the
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mar ket or the type of consunmer that is being discussed
fromthe |arger commercials through to small residentials.

The issue here that the conpany wi shes to nake is that
by having an average and stating the average at 40
percent, it does, in our opinion, not take into
consideration this type of issue, and we've suggested in
the witten subm ssion that depending on the weighting you
choose, nunber of connections through to gigajoules
transported, you will nove that weighted average one way
or the other. Again while we're not making any specific
comment about elasticities we note that there's an inpact
on that, depending on what val ue you take.

Quality of service, 1'd like to come back to this a
little bit later again. Essentially the concern there,
and we note the point nmade by the commercial and others,
is defining what the service is, and we believe it's the
transportation of gas in this case, defining the current
nmeasure for that service, the level, and bearing in mnd
and has been said by others that the service that's
provided is a function of the ongoing investnent in the
busi ness.

Threshold for application for further control. Thi s
really we've touched on at the beginning the presentation.
St andi ng back from the nodeling assunptions and nodeling
work, | wll nmake the comment that | think there's a
degree of noise around a nunber of these issues and the
concept that the conpany is putting forward here is that
to try and get above that noise so that if control is
found necessary it is wthout doubt or closer to
probability one so that's the concept there.

The Gas Information Disclosure handbook is sonething
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that we've touched on. We'd like to make comment about

it. I don't know whether the Commission has this
document, | presune it has. 1'Il just merely put it up at
the nonent. It's a part of two. The other docunent is

the ODV handbook which cane out in 2000, was put out by
the Mnistry of Econom c Devel opnent.

The Gas Information Disclosure handbook which is the
parent docunent of the two goes to sonething |ike 30
pages. In particular it covers item which | think are
germane to the concept of control or rather information
di scl osure. The 97 disclosure requirenents are as they
are. The 2000 disclosure requirenents that were
extensively enhanced or would have been and inside the
di scl osure handbook is the accounting of separation and
al l ocation of cost, the ACAM approach. The Conm ssion's
made conment about that, but it goes through in sone
detail and tal ks about what is and isn't inside the non-
contestabl e conponent of the activity, and also it goes
into significant detail about asset nanagenent planning
and inside that it talks about quality of service and the
reporting.

| suppose the comments that the conpany w shes to put
to the Commssion is that if the in abeyance 2000
di scl osure regulation changes had in fact gone ahead,
there would be a different level of information available
to all parties, including the Comm ssion than there is
today, and in part this goes back to the concept of
benchmar ki ng. The Gas Information Disclosure handbook
provides quite extensive requirenments that woul d have been
in place in ternms of the information that al |
organi sati ons woul d have provi ded.
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H ndsight's perfect vision again, but it would have
been interesting to conpare what from 2000 onwards the
data available to all parties would have been and whet her
we would necessarily be at this juncture. At the sane
time | believe WA is of the opinion that this type of
reviewis part of the current structure and is part of the
light-handed regulatory environment that the country

enjoys and this industry enjoys currently.
The concept is that the enhancenents were significant,

not m nor; significant.

CHAI R: | think that's a valid point, and it won't surprise

you that the Commi ssion to a | arge degree was di sappoi nted
in the quality of information available to us. It was
certainly the case with sonme conpani es, nore than others,
but I think we still have to renmenber, though, that that
revi sed handbook was done not with these purposes in mnd,
even if it was significantly enhanced, which | wouldn't
di spute what you're saying at all, but it my well be
going forward you'd need further enhancenents, | don't
know, but it is the case that that handbook, even in its
revised form was not done with our purposes in mnd and
we're about to get into that process on the electricity
side, that will be the next hearing probably in the energy
mar ket that the Comm ssion does.

And it's the sanme thing, that there have been
i nprovenents made over the years, but still now when we
look at it for our purposes it doesn't fully neet those
needs, and we would agree with the general view that if we
had better information then |less pressure is put on the
threshold regime in the case of electricity because there
is far better information available to make judgnents
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wi t hout having to go through very conplex analysis of the
conpanies on insufficient data, so | think that's a good
poi nt .

VMR COE: Indulging in terms of tinme, we've got a few nore
slides to go.

CHAIR What | was wanting to do is | think we need to break
at 1 o' clock, if we get to slide 27 that's fine, if we
don't, | want to take the tinme that is required, so |I'm
maki ng the assunption you'll be available to continue
after the lunch hour.

MR GOODW N:  Sure.

CHAI R Let's take it as we go, we'll break at 1 o'clock and
pi ck up wherever we stopped. | apol ogise for having to
have that break in your presentation.

MR GOCDW N That's fine.

MR CCE: Thank you for the indulgence, | think it's useful
that we can work through it and hopefully cover the points
that are of interest to you

| just want to pick up a point that is not on this
slide that links to the presentation from Nova Gas this
norning, and it's a general point. Nova Gas i ndicated
some pricing that they were able to cover to other
parties, or end-users vis-a-vis the incunbent. Just for
general information | suppose to the Commission, it nmay be
useful to put some of that information in a slightly w der
cont ext .

That is, Nova Gas Limted have indicated that they
target specific or small groups of |arge end-users and
aggregate them together and for the purpose of bypass or
their services. In that regard it's somewhat nore
anal ogous to a large off-take fromthe transm ssion system
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in that you have a piece of pipe servicing one or a very

few nunber of end-users.
That is in contrast with a typical net wor k
i nfrastructure which have many nmany small connections, and
thus it basically changes the dynamcs in terns of the
capital intensiveness and also volunme throughput. So I'm
not and WG is not making a coment in regard to the
nunbers, just around the concept of how a nunber could be

arrived at.

CHAI R It doesn't, though, take away from the fact that
presumably the incunmbent had all of those advantages as
well and the price differential was still very I|arge.

MR GOODW N: | don't think we should debate that.

MR COE: Moving on to operational inplications. The next few

slides are WA.'s view of the inpacts that it sees of
control, now this is further <control rather than the
current |evel of control through disclosure etc. It has
categorised them under two general headings, one direct
and the other indirect. It does believe that if further
control is applied then there will be increased use here
of resource consunption of all types, financial, hunan,
costs, equipnent; the inplication of this is the cost of
the business will change, increase.

Greater operational and capital budget chall enge. The
cooment really pivots around this, there is robust
chal  enge inside the organisation. Qhers have nentioned
comment s about managerial nmarket and capital narket etc.

The conpany perceives that its operational and capital
budget w Il be further challenged within this process.
It's indicating there that further control wll rmean

di m ni shed investor enthusiasm for non-routine capital
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1 proj ects. Non-routine capital projects here is for the
2 conpany probabl y | ar ger subdi vi si ons, definitely
3 extensions to the network, larger say greater than one
4 kilonmetre, it could be a figure snaller than that, but
5 just to provide sone sort of feel for the size.

6 CHAIR Wiy woul d | arger subdivisions be in that group of what

7 woul d becone margi nal for you?

8 MR CCE Two reasons for that. Firstly that because the
9 principle network operated by Wanganui Gas is a mature
10 mar ket and other economc factors related to the region
11 the nunber is not as high, so the frequency therefore non-
12 routine. Secondly, | think it may be a useful point
13 anyway, WG does not nake an assunption that having gas is
14 seen by the property or the subdivision investor or
15 specul ator as a mnust have, and others have nade comrent
16 al ong these |ines.

17 The network needs to therefore basically provide its
18 services and to do that it essentially is putting capita
19 up-front with no guarantee of return. Wi |l e obviously
20 subdi visions are potential strong users or end-users who
21 live in those subdivisions are potentially high users of
22 gas, that is not proven and there is therefore the risk.

23 CHAIR  What's your experience with new subdivisions? |If you

24 i nvest your nobney in a system putting gas into them do
25 you find that the uptake warrants the investnent?  You
26 must have sone experience fromthat.

27 MR GOCDW N: Certainly it's a lot easier to sell a new gas

28 connection into a brand new hone than it is to convert an
29 exi sting hone. But even so, the subdividers are often
30 reluctant to even let us put the pipes in the ground at no
31 cost and you heard M WIlson talk about some subdividers
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1 wanting paynent to actually allow us to put the pipes in
2 t he ground.
3 CHAIR Have you nade those paynents?
4 MR GOCDW N: Thankful Iy our local authority is a little nore
5 enlightened than that, it actually nmakes it a requirenent
6 that the trench be nade avail able to us.
7 CHAIR So in that case it's probably well worth your while if

8 it's easier to sell into those houses than convert
9 exi sting.

10 MR GOODW N: It is, but | think the point M Coe's nmaking is
11 if there is a relatively |arge subdivision you nmay not get
12 the pay back in a period of tinme that the sharehol ders are
13 | ooking for. And |I'd have to say Wanganui probably is not
14 a gromh city, there aren't that many subdivisions going
15 on and those that are, sections are not occupied for five
16 to ten years. So there is a long lag before we start to
17 even see some return on our investnent and |I'd have to say
18 that our shareholders are far nore denmanding now to see a
19 return on those investnments. NGC talked |I think in terns
20 of 20 year pay backs, we've got sone investnent that we'd
21 probably have an NPV on at 40 years.

22 MR COE: Do you wish to start the next slide?

23 CHAIR | think this is probably an opportune tinme to break
24 for the lunch hour. W'IlIl adjourn now until 2 o'clock and
25 t hen continue with Wanganui Gas, so thank you very much.

26 Adj ournnent from1.00 pmto 2.00 pm

27 CHAIR Okay |I'd like to reconvene this session now wth
28 Wanganui Gas and we'll ask you to proceed. Just for the
29 record of the nmeeting | know that a Director of Wnganui
30 Gas has been able to join us, so I'll just let you briefly
31 introduce him and then we <can carry on wth your
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subm ssi on.

MR GOCDW N: Thank you Madam Chair, yes, |1'd like to just

record that M John Hosegood who is a Director of Wanganu
Gas has joined us for the rest of the session, and now
over to M Coe.

MR COE: Thank you. Before we broke for |unch we had noved on

to operational inplications of further control and this is
the second slide, we're just starting at the top. Her e
we're tal king about, we believe that further control wll
mean additional costs relating to the inplenentation of
the regul atory nechani sm This really goes to the point
of conpliance and the level of conpliance, the aspects of
conpliance that have to be net by the conpany.

Next, increased dependency on sophisticated tools such
as asset managenent and network nonitoring and anal ysis.
Net wor k conpani es have a nunber of tools already. The
issue here is that for Wanganui Gas in particular network
nmonitoring and analysis tools are quite limted and the
costs associated with having that type of technol ogy has
been to date not seen as necessary on a cost benefit
basi s. Movi ng forward depending on the type of contro
and its form there may be a requirenent to, we believe
there will be a requirenment for nore sophisticated use of
such tools and therefore there is another cost
i nplication.

In regard the valuation itself, the conpany now has
done three formal revaluations, 97, 2000 and 2003 and
while it undertakes that on a rigorous basis it can see
| ooking forward that the degree of optimsation and the
technol ogies necessary to enable it to neet possible
requirements placed on it by regulation will intensify and
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on that basis the actual cost to actually achieve the

val uation will increase, vis-a-vis today.
This last point is of significant concern. The
conpany believes that there will be reduced effort to

encourage end user uptake grow h. This is both in terns
of the nunber of wusers and the range of end user
applications per user. Just to expand slightly, given the
| argest network, and you may recall fromthis norning the
| argest network that the conmpany owns and operates is in
Wanganui city which is a mature nmarket environment wth
hi gh penetration by New Zeal and standards, and the concern
is that the growth in nunbers is nodest, nay be inpacted
by the effects of control, or the ability of the conpany
under control to actually expand the nunber of
connecti ons.

On the next slide | touch on the subject of pressure
upgrade and 1'Il |eave the comment in regard to sone end
user applications, but essentially getting the connection
is one thing, the nunber of types of appliances which are
used in a home or at an end user facility generally is
where the up sale is and that from a network perspective

provi des additional volune. The volune is val uable.

CHAl R I"'m not sure | understand the connection here. VWhat

woul d drive you for it not to be worth your while once you

have the connection to increase the volunme in the uptake?

MR COE: Underneath this point -- | should have actually said

it initially, thank you for the subsequent question --
over the last probably three or four years there has been
probably an inplicit becomng an explicit trend whereby
the network itself needs to get involved in nmarketing or

stronger marketing of the use of gas and less of a focus
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by retailers on this particul ar aspect.

The concern is that if control is in place, depending
on its form we are projecting out here now, it may be
that the ability for the conmpany to justify that expense
is reduced vis-a-vis today and therefore is an effect
associated with the control

The marketing of gas, and we tal ked about subdi vi si ons
earlier, the marketing of gas of course from a network
perspective, as the network does not have a direct
relationship wth the end user, in al nost al
circunstances, it is relying on others to denonstrate and
validate the use of gas and therefore potentially to up
sal e. As | nentioned a nonent ago this from network's
observation is sonmething which is now becom ng networks
nmust do, retailers are less incentivised to do. That's

really where that comment was going to.

CHAI R What's driving the retailers from doing |ess

currently?

VR GOCDW N: Perhaps if | could answer that as the retail

representative, a retailer may sign up a consuner and may
only have that consuner for a period of three to six
nmont hs, they nmay then change to another retailer. So for
the retailer to put a ot of noney investnent into getting
a connection nmay actually end up with very little value to
them if that consunmer chooses to change retailer. The
only sure part of it is that all the while that consuner's
drawi ng gas, they're drawi ng gas through the network.

CHAIR | can understand that, | guess I'm still unclear what

t he mechani sm by which you decide to reduce your effort as

a result of control to attract growth

MR GOCDW N:  Perhaps if | could answer that from network point
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of view, as we discussed earlier sone of the pay-back
periods for subdivisions are quite extensive and there is
pressure coming from shareholders that if we can't get a
return within, as we said NGC tal ked about 20 years, we're
typically longer than that. There's not the driver on the
devel oper to put gas in. The incentive is very nmuch on
the network operator. Then even sonetines we have to
provide a further subsidy, a cash subsidy to just get the
consuner to connect.

So | think the point M Coe's trying to nmake is that
if there were further controls on our ability to spend
that noney wthout getting a return on it, then it my
di scourage us fromgoing to that extent.

CHAI R It seens to nme this sinply comes back to whether the

return you're allowed is sufficient and |I'm not sure that
regul ation per se has that effect, but we'll give sone

consideration to that, thank you

MR COE: If |I could add; one aspect that was tal ked about,

this is back in 2000 with the in abeyance regulation
changes, there was no ability to have within the asset m x
things which we referred to or has been referred to as
pi oneering assets. Go back say 20, 30, 50 years assets
which were in the ground and operational and providing a
return today were invested in by parties who weren't sure
about what the outcone would be and therefore have nmade
very long-terminvestnent cycles.

Part of that nmoving forward is captured by this point,
that in marketing and | wuse it in a general sense,
incentives to actually grow the market grow seeds slowy.
Di scretionary fuel conpeting in the market that gas works
in and conpetes in, these things can take quite
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considerable tine. So the nmessage here really is if there
is increased cost, is that an acceptable |evel of cost in
the regulatory nodel ? That was really the focus.

Moving on to indirect issues. WG believes that
further control may nean a detrinment to network grow h.
W' ve touched on this already com ng back since lunch. The
issue here is investor confidence which may lead to
capital scarcity. As in any market situation if it's
perceived that a return can be gained el sewhere, which is
hi gher than the retain in the marketplace that we're
dealing with here today, then there wll be a |esser
tendency for <capital to be noved to that, which my
therefore reduce the ability of networks to grow.

O her presenters have nade comments about even the
situation where part of a network has reduced in its use.
There is a need for other parts of the network to be
expanded or devel oped. So it's not a static situation,
it's a dynamc situation in that regard.

There is some concern that depending on the pressure
on operational costs which is brought about through the
control mechani smthere may be inpacts on nmintenance both
in terns of delays in undertaking maintenance or the
frequency at which maintenance is occurring on asset types
which links to the concept of deferred nmintenance. As a
responsi bl e network owner WEL woul d endeavour to neet all
t he statutory requirenments, heal t h and safety
requirements, but there are issues around nmaintenance
where there is sonme judgnent as to when things can be done
and need to be done, and we see that as naybe an area that

flows fromthe control

M5 BATES: Could | just ask you a question about that, if that
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were true wouldn't you risk a reduction in quality?

MR COE: Yes, you may recall in the earlier slides we talked

about quality of service and issues around defining what
it is today and the |evel. I nmentioned further that in
the in abeyance 2000 handbook there's quite extensive
requirenments in regard to such matters.

Once again it's hard to contrast, we're dealing with a
i ght-handed regulatory environment through infornmation
di sclosure today and we're forecasting, projecting what
may be in this slide and we cannot be sure obviously what
the maybe wll Dbe. Therefore it may be that the
requirements are quite explicit and these issues won't
occur. We've stressed it by saying they may, we're just
projecting sonme thoughts in regard to operational matters
as seen by the conpany.

Detriment to renewal of existing infrastructure
assets, delay, defer or deconmm ssion. There are real
issues around the ability to obviously return, get a
reasonable return on the assets and the risks associated
wWth those assets and there nmay be situations either in
WG.'s case or in other netwrks where it is deened
preferable to deconm ssion rather than to attenpt to do an
infrastructure renewal because of the inpact that would
have on the conpany recovering that investnment over future
years. It possibly links to the duration of control.
Again this is all assumng control is in place and the
fact that we're dealing with possibly three, five -year
cycles in conparison to 60 to 70 year life-spans of the
assets.

Finally there, reduced incentive to wupgrade the
network, system losses and delivery pressure. System
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| osses is sonething that historically has been a feature
of the gas industry, this is novenment from wet gas through
to natural gas which is a dry gas, and on npbst networks is
a nodest issue today noving forward.

The second issue, delivery pressure, is one which is a
little bit nore -- it's definitely tangible, it needs a
little bit of expansion. Wanganui Gas operates quite an
extensi ve conponent of its network at |ow pressure. Low
pressure as it uses is 2 kPaG 2 Kkilopascal gauge. A
nunber of nodern appliances, particularly high demand
appl i ances, are being designed for European nmarkets and
inported, run or are desired to run at in the order of 2
and a half nmaybe 3 kPaG Therefore there is a msmatch
between this segnent of the network and the ability to
provi de that service.

The ability of a network to resolve this particular
issue, should it wish to, is via a pressure increase.
Wiile sinple to say, is quite expensive and intensive in
terns of time resources to achieve because the equi pnment
at end user location has to have an adjustnent, plus there
are requirenments under the New Zealand standard 5 to 58
which covers gas distribution that requires the rate at
whi ch you could do a pressure upgrade. So therefore it
may becone unattractive in certain regul atory
circunstances to upgrade the network and therefore in
itself limting the ability for growh, because sone of
the appliances comng on the nmarket do require these
hi gher inlet pressures.

In terms of further and direct issues following from
possi bl e further control, planning uncertainty, this links
to the fact that gas distribution businesses are |ong-term
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and therefore they have a long-term horizon in ternms of
pl anning. The form of regulation, the period, the review
mechanism and any determnations which occurred wll

obvi ously inpact on that over tine.
Possi bl e  Regul at or intervention wth inpact on
busi ness pl anni ng, purely possibly specul ation, but given
experience of regulatory scenes situations, particularly

overseas, not outside the real mof possibility.

MR STEVENS: Wuldn't this actually decrease your uncertainty?

If, for exanmple, control was brought in, wouldn't it
actual ly decrease your uncertainty? You' d be operating in
an certain environment. At the nonent you're operating on
the possibility that there may at sonme stage in your
future planning be regulatory intervention, | would have
t hought t hat intervention would actually increase

certainty as to what you've got.

MR COE: |'d certainly concur with you that it would increase

one conponent of the mx which, in terns of the planning
hori zon, there would be clarity as to price |level or cap,
or sonme other aspects made explicit through the regul atory
nmechani sm but other aspects would renain. So to a
degree, yes, there would be inprovenent. The other aspect
| think is the regulatory review period and the inpact

t hat may have.

MR STEVENS: That's why | was curious in your previous slide a

nunber of the inpacts you were nentioning, you would
presunme that any good business earning a normal return
would want to achieve the best in those areas and |
presunme that you'd agree that any regulatory intervention,
if it did occur, would still enable a business to operate
as normal with a healthy WACC
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MR COCE: I don't think I would disagree with any of those

coments at all; healthy WACC, whatever that nunber is
etc. The ability for a conpany to operate, and this again
is trying to nove into a realm which we don't have and
therefore we don't know exactly what control would be if
it was invoked, but we're trying to provide sone
i ndi cati on of what Wanganui Gas sees as potential issues
for it, and they are specul ative and we have said they nay
occur.

In terms of the next point, faltering generic growth
of market as financial resource reallocations occurs.
W' ve touched on this a little bit earlier. | think it's
i nportant to acknowl edge, or reinforce that over the |ast
nunber of years there has been a nove on to distribution
network conpanies to provide greater focus and resources
to actually grow the narket. Agai n discretionary energy
form in a narketplace does require ongoing reinforcenent
of the benefits of using gas vis-a-vis other alternates
etc.

Next point there, detrinment to incremental capture of
existing network utilisation. Infill and ability to
connect to latest user technology sold. W' ve touched on
the technology issue, | nentioned that a noment ago with
t he hi gher pressure appliances. Infill, essentially we're
talking about here is the ability to capture those
potential end-users who basically are deenmed to be nmains
fronters, that the gas pipeline reticulated system runs
past their door.

The final one there is, and it's been touched on by a
nunber of parties, including the Conmm ssion, is a change
in the business behaviour within the regulatory cycle.
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The thought here is, yes, explicitly there woul d be change
because there would be a different operating environnent
because of the regulation, but also that that in itself,
those changes would have further inpacts on the way the
organi sati on operated. Thank you.

I'd like to now pass back to M Goodwin to provide
concl udi ng comment s.

CHAI R: I'"'m going to take questions at the end of the
concl udi ng comment s.

MR GOCDW N: | thought for a nonent you didn't have any.

CHAIR No, you don't have to worry about that.

VR GOODW N: Thank you. Again swapping hats if | can just
come back to what we've told you about retail, | think the
one nessage we want the Commssion to take from our
presentation regarding retail is that we accept that you
can't ignore the econom c aspects of the Draft Report, but
we would exhort you not to overlook behavioural aspects
because we do believe that there can be unnecessary costs
for acquirers in the way different networks behave. So
that's it really fromthe retail point of view, that's the
one nessage.

Looking at the network when we tried to put together
what were our concluding comments to wap this up, we went
back to our presentation to Septenber of [|ast year and
| ooked at the way we wapped it up last time and in fact
we believe that wth very few exenptions the five
following slides which we presented to you in Septenber of
| ast year are still ~consistent wth our nessage, soO
perhaps if we just whizz through those.

We believe our distribution prices are constrained by
energy source substitutability; we did then, we still do
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now. W believe that increasing whol esale prices nmay nake
gas less conpetitive. That was a very prophetic
statenent; in Septenber of |ast year wholesale gas was
less than half of what it is now So that's certainly
been borne out.

Dual fuel retailers can alter their behaviour to
pronote the fuel that provides the nobst econom c return.
Again we've tal ked about how electricity conpanies, the
distributors can have an inpact, but also dual fuel
retailers can decide to push one particular market,
particularly those that have generation available to them
If they choose that their best use of gas is for
electricity generation, then that's where the gas will go
and there won't be gas available for the natural gas end
use market.

Retailer pricing strategies, end user charges, there
was | think nore conpetition then than there is now I
think everybody at the nonent is retrenched to a |arge
degree to try and see how the new price increases are
going to inpact on them but ultimately we will get to a
stage where retailers will start conpeting and they, as |
think the Chair's already pointed out, they may have sone
i npact on the charges that the network is able to levy to
keep end-users on natural gas.

The public perception of gas unavailability, although
Pohokura has now been sold, or the first tranche has been
sold and the Maui gas run-down has been agreed by the
party, there's still a very strong public perception that
gas is going to run out in the short-term One retailer
of the moment is running a very public canpaign about
electricity but as part of it they constantly refer to the
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fact that Maui gas is running out.

In the mnd of the public, gas is still Maui gas and a
lot of them still perceive that gas is running out.
Through our retail appliance showoom we're still getting

comment, well we were going to look at installing that gas
appliance but we believe gas is running out, so we still
believe that is an issue that is going to constrain our
distribution prices to keep peopl e buying gas.

Regi onal economc focus. The point there was that we
are operating in effectively the South Taranaki, Wanganui,
Rangitikei region, all the while that's doing particularly
well then there's an ability for the network to do well.
It's a sector which is primarily primary produce, if the
primary produce sector cones back then so will our ability
to earn revenue fromour necessary work.

The last point on the nmarket was the fact that the
territorial local authorities and devel opers had a | ack of
awar eness of gas. | take that even further now, except
for our owmn TLA there's also a |ack of enthusiasmfor gas,
probably for the reasons nentioned above.

Point 3 on that slide, the threat of bypass. Ve
mai ntain that our proactive pricing nethodol ogy identified
the bypass risks candi date and prevented the Iikes of Nova
who have spoken to you extensively about bypass. I know
D ck Adam asked the question why was there no Nova Gas
bypass on the NGC network, |I'mnot sure that the answer he
got was necessarily all that there was, but | believe the
reason there is no Nova Gas bypass on the Wanganui Gas
network is that we had our bypass pricing risks identified
and we priced accordingly at the early stage and | would
add that we do have Nova Gas as a retailer operating over
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our networKk.

The next slide talked about the gas pipeline
busi nesses, they were referred in the initial franmewrk
report as GPBs so we've retained that term nology, again
characterised by large long-term capital investnent and
you've had lots of information delivered to you over the
| ast few days talking about the length of term and the
difficulty in getting a return on sonme of those
i nvest nent s.

Second point's consistent, the investnent ri sks
associated with GPBs are greater than those associated

with ELBs and we still maintain that is entirely correct,
everybody nust have electricity, gas is still a fuel of
choi ce.

The next point, returns under the reginme nust be
commensurate with those risks, obviously that's sonething
that we've made a point of today and certainly others have
as wel .

Di screte networks are defined by geographic |ocation.
Effectively we are constrai ned by our geographic |ocation,
we didn't go and do business in another |ocation because
we don't have networks there. There are sone abilities to
obvi ously bypass price, but | think Nova's convinced you
certainly nade a case to you that a lot of those bypass
opportunities have gone.

GPBs require certainty and stability from the
regulatory reginme, again nmany cases have been nade to
convince you of that, or try and convince you of that, and
that we believe that investnment in innovation could suffer
and we' ve tal ked earlier about that.

The next one we put up in Septenber last year is

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

141

Wanganui Gas
prescriptive control required? W believed at the tine
that the benefits of a prescriptive regime would outweigh
t he costs. | believe in our ways in Wanganui Gas's case
that was your conclusion, it wasn't the conclusion wth
the other networks but certainly the point we were making
was it would outweigh costs in our case and we believe
that's been proven.

Net benefits of control mght not be passed to the
end-users by retailers and we've tal ked about that earlier
on today, so | think that prem se still holds true.

W3 will bear a disproportionate share of control
costs, | think that's acknow edged in the Draft Report.

Prescriptive control of Whnganui Gas is unnecessary,
that's certainly the conclusion of the Draft Report.

WG continues to achieve cost efficiencies which it
shares with both retailers and owners. | think again
you' ve agreed with our coment there in the conclusion of
the Draft Report.

The anal ytical franmework, we prefer benchmarking we've
stuck to that, we still believe that's the nost
appropriate nethodology but we were acknow edging that
there are issues obtaining conparability and | think that
conmes back to sonme of the data that you found difficult to
obt ai n.

We thought the building block approach was conplex,
intrusive and expensive, we still believe that holds. W
believed |ast year that ODV was the nobst appropriate
net hodol ogy, we still believe that's the case and we
bel i eved then that there should be an allowable return to
support superior performance and we still believe that is
t he case.
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The counterfactual, the last slide, we believe that it
wasn't appropriate to assune the status quo, we still
bel i eve that holds true. W believe the counterfactua
needed to reflect the inpact of the Information D sclosure
Regul ati ons as they are and the proposed changes to them
Significant changes in the Governnent objectives for
the gas industry and we've seen a lot of progress in the
| ast 12 nonths. I know you've had sone coment nade to
you that those objectives allied with the industry self-
governance initiative in your opinion may not necessarily
bring about a reduction or a maintenance of costs, but |
do believe that there is a willingness by the industry to
make sure that whatever initiatives they can take to
prevent heavy-handed Governnent regulation, they will and
we've got to the stage now where the Gas Industry Steering
G oup is about to forma conpany which will pick up on the
| atest Governnent Policy Statenment with regard to gas and
i npl ement those recomendati ons.
The other point we nade is that we cannot continue to
reduce costs at the same rate that we have achieved under
the current regime. W believe that holds true as well.

Now i s your chance.

CHAIR | just wanted to ask you one question and that relates

to the NGC shareholding in Wanganui Gas. |'d like to get
a sense of how that sharehol ding plays out in ternms of the
interests of that shareholder in your business and |I'm
particularly interested in how their interest is nmanifest
in terms of your decision-making, is there any input in
the setting of prices or revenue requirements or rates of

return or anything such as that?

VMR GOCDW N: NGC has the right under the sale of the quarter
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sharehol ding, 25.1, to them by Wanganui D strict Council
to appoint two directors to the conpany. Those two
directors obviously have sone areas where there could be
conflicts for them They are very very aware of them
they keep rem nding thenselves and us of those potentia
conflicts and they make every effort to ensure that there
are no conflicts in practice.

I woul d suggest that what NGC brings to our table is a
certain experience in the gas industry that the other
directors don't have, they tend to be people who are
governance directors who are aware of the issues around
governance, good governance and they're 1looking for
managenent to performto those standards.

The NGC directors, however, bring an understanding
and experience in the gas industry which the directors
ot herwi se would not have. I think what it enables the
board to do is to seek either a different point of view
from that being professed by managenent or to seek
endor senent of the conments managenent's making. NGC, |
think, is a very wlling shareholder from the point of
view of wanting to assist the conpany but certainly does
not influence the direction that the conpany takes to try
and nmeet their own ends.

For instance, when NGC got thenselves out of nmass
mar ket retailing there was naturally considerable
di scussi on around our board table whether we should follow
the sanme trend. Managenent nade a sufficient case that we
should stay in retailing and stay in appliance retailing
and that was accepted by the board in general.

So | think they bring no undue influence, they offer
us assistance if we need it, they offer us a sounding
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board for understanding issues, but we negotiate with NGC
peopl e over wholesale gas, over transm ssion and over
network services and the directors stay very well clear of
any of those issues.

CHAIR What | think I would like to know in cross-subm ssions
rather than here today is what involvenent the NGC
directors have in approving and discussing your pricing
strategy in the bits of the business that we're interested
in here in this inquiry. I"'m not going to ask you to
answer that question here, but I'd |like you to come back
to us on that.

MR GOODW N:  That's from a network perspective?

CHAIR That's right, so if you could do that |1'd be grateful
to you. 1'Il just ask ny colleagues if they have further
questi ons.

M5 BATES: The first one, you said again that you wanted us to
take note of what you consider to be inappropriate
behavi our on the part of the distribution.

MR GOODW N Sone of the distribution conpani es.

M5 BATES: Yes. My point is there are only a couple of ways
of dealing with that, one is general conpetition |aw and
t hat behavi our may or nmay not be in breach of the Act, or
some form of regulation, what else would you do?

MR GOODWN: | think the former would be preferable to us and
| think those are probably noves that we may need to take.

M5 BATES: The other thing | just wanted to get a sense of and
we may have this information, if we have soneone can tel
me, but | want to get a sense of in your conpany how mruch
of your volune goes to the various sectors, i.e.
Resi dential, commercial, i ndustrial, do you do any
generation, can you just give ne a profile of that by

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

145
Wanganui Gas

vol unme and perhaps by revenue percentages?

MR GOCDW N:  Can we respond to you with that information?

\%S3
MR

W%

BATES: Yes.

GOCDW N: | could give you sonme rough figures but I'd
rather do it directly.

BATES: Cross-subm ssion would be fine.

MR GOCDW N:  Assuming all of our networks is about 1.1 PJs, we

VB

will give you an analysis by volune to each sector

BATES: And by revenue.

MR GOODW N: So that's the three sectors we would consider to

W% S

be donestic, how would you break the second, the business,
commercial /industrial to us tends to be an end use rather
than a category. W could do it in neter sizes which
tends to inply the size of the custoner.

BATES: ' mnot sure, what would be best?

MR COE: The conpany did provide information going back about

\%S3

July last year, which provided some breakdown as to
groups. So what we could do is refer to that.

BATES: Yes and see if it needs to be updated, yes that
woul d be fine.

CHAIR We'Ill now turn to Dr Lawrence pl ease.

DR

LAWRENCE: | just have one point of clarification to
followup on a cooment M Coe made before lunch in regard
to productivity. You were saying that Wanganui is
essentially a nore nmature network than the other
New Zeal and systens and hence the penetration rate is
likely to be nore stable, or there's less scope to
increase it, put it that way, | just wanted to flag that
we recognise that and you made sonme comments regarding
productivity growh rates and again we recognise the
speci al circunstances of Wanganui in that context, and
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also particularly its small size which is one of the
i nport ant reasons why it wasn' t included in the
productivity growth study.

W also made sone comments regarding variability in
Wanganui's data and | note that in your confidential
subm ssi on you' ve addressed sone of those issues and thank
you for doing so. But the nain issue that | wanted to get
on to was that you actually cone through |ooking very good
on the productivity l|level conparisons after we adjust for
some of the inportant density differences. You have what
mght be viewed as an inportant inherent advantage in
terms of your customer density and that relates back to
the maturity of the system and the higher penetration rate
that you probably have. You don't have that advantage, in
fact you have, if anything, a disadvantage in terns of
your energy density relative to the other New Zeal and
net wor ks.

VWhat we try to do in our level study is undertake an
adjustnment that tries to put everyone on a reasonably I|ike
with like footing in terns of density using an average
density and without going into the details there's quite a
strong theoretical reason for using the average rather
than soneone that's not on the average as the basis for
t hat standardi sation

Goi ng back to Comm ssioner Rebstock's question again
before lunch, it would be really useful to us to get nore
information from you as to whether the adjustnent that
we' ve undertaken really does adequately adjust for those
density differences. In other words is your really good
performance on the basis of our results on nodel 3 the
result of really genuinely good performance, or is it
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because we're not fully adjusting for the density
advant age that you have in terns of custonmer density.

I would encourage you to think about those issues and
give us what information you can on that, draw ng on your
know edge of the industry and conpared to the other
utilities in your cross-subm ssions. | appreciate you may
be reticent to do it in the current forum and | believe
there's also an option for that information to be supplied

confidentially if that is your w sh.

MR COE: Certainly on behalf of the conpany as |'m assisting

t he conpany whatever information we can provide to assi st
|"'m sure will be done. I've taken a note of the general
query, but if there's any additional information that you
think needed to be included I'm sure that will be taken

into consi deration.

M5 BEGG | just had one question on slide 19 which was about

dynamc inefficiency and you suggested the dynamc
inefficiency of control should be quantified as a
di sbenefit. The Conm ssion did nodel dynanic inefficiency
as a disbenefit of further control and we did that through
nodeling a mssing nmarket which mght result from a |ack
of investnment and we also nodeled a loss of quality in
terns of increased interruptability on the network and the
di scount that applies to that for custoners.

I just wondered had you not picked up that we'd done
that or are you suggesting here that there are other
dynam c inefficiencies that should be included or as CRA
had some coments on how we'd nodel ed the missing market,
is your concern that we've done that inappropriately? 1'd

just like a little bit of clarification around that.

MR COE: The short response is on reflection the conpany has

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

148
Wanganui Gas
probably inconpletely picked up what the Conmm ssion has
done. But further to that given the discussions
particularly from CRA we would be, or the conpany would
probably be nore confortable with an alternate treatnent
as suggest ed.

The dynamic efficiency, or in this case inefficiency,
is sonmething that is of ongoing concern because of the
long lived assets and while it's well understood by the
Commi ssion the concern is if there is an ability to earn a
return on the assets over that full life then there wll
be an inbalance, however it is structured. So that's
probably the position.

M5 BEGG The Conmm ssion recognises that is a concern and

that's why it included sone nodeling of dynam ¢
inefficiency, but if in your cross-subm ssion you have
comments on what we've done and whether vyou'd do it

differently or whatever we'd be happy to | ook at that.

MR COCE: Certainly, and I think I'd like to add that one of

the concerns is the ability to switch in and switch out.
The expansion or contraction of the network is again a
long-term aspect, and the point | think in regard to
dynam c efficiency is that, if | understand correctly, the
assunption that after the first year normal investnent
woul d restart, then we'd probably have sone concern about

that nodeling treatnent. We'Ill go to it.

MR MELVILLE: It just relates to the Conm ssion's statenent in

the Draft Report that ultimately all costs of control wll
fall on acquirers and we've defined acquirers as both
direct and indirect. | know you've had sone discussion
about where those costs are going to lie in relation to
the retailers won't be able to pass them on. | just
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wanted to clarify whether you still thought or did think
that costs of control will wultimately fall on acquirers
when we have a definition of being indirect and direct, so
that's retailers and consuners, or do you think that is

not the case?

MR COE: "1l just kick off anyway, the focus of the witten

subm ssion and the oral submssion today is that while
there will be a trend to 100 percent pass-through of
benefits it's probably a question of timng and the
constraint to that timng, and M Goodwi n made a commrent
that it is possible that in the end not all benefits wll

fl ow t hrough.

MR MELVI LLE: Just one other point on the direct costs of

control, the Comm ssion's allocated sone conpliance costs
and we've allocated Wanganui Gas significantly |ower than
the other conpanies, and you've stated in your subnission
that you didn't think that should be the case and the size
of Wanganui Gas shouldn't be taken into account the way
we've done it. If you' ve got sone additional information
of why Wanganui Gas as a small conpany would incur the
same costs of control as one of the other conpanies

wonder if you could put that in the cross-subm ssion.

MR CCE: If 1 could respond to that, the coment in the

subm ssion was nore towards the percentages or portions of
t he conponents which went to the total nunber. The reason
for saying Wanganui as a snmaller conpany should have a
smal l er cost is one that the Comm ssion has made, so it's
really that first point that was being targeted for the
consi stency across the conponents within the overall cost.

The other point that was nade in the submission is
that on the costs that the Conm ssion sees of itself in
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ternms of its activities, it has not distinguished between
Wanganui Gas and the other conpanies, so there was a
guestion  of i nconsi stency  of t r eat nent from that
perspective al so.

So | suppose in a nutshell is size the appropriate
determ nant of what those values should be or proportions
of, and whether the costs for conpany A are going to be
twice or three tinmes the cost of conpany B. It's
subjective in that sense, but the specific point wth
regard to the detail rather than the actual specific
guantum Cbviously if the Conmm ssion took a view that the
costs were higher that would have a direct inpact on the
nodeling and therefore the value perceived as excess
profit or superior performance. So there 1is sone
sensitivity around that |I'm sure.

MR MELVILLE: | appreciate that.

CHAIR Do you have any further coment you' d like to make?
MR GOODW N:  No thank you.

CHAIR That leaves it for ne to thank you then, Wanganui Gas,

for this subm ssion and al so the previous assistance that
you' ve given the Comm ssion and | have a sense that you' ve
al ways made yourselves available on a helpful and
cooperative basis and it does nmake these inquiries nuch
nore manageabl e from our vantage point, so we're gratefu

to you, and as |I've indicated to the other conpanies it is
useful indeed for us to have Chief Executives attend and
be willing to answer questions along with the senior
managenent, and in this case a consultant, but soneone
who's been a senior nmanager for sone time wth the
conmpany, it is useful to have direct contact with you, so
we're grateful that you ve nade the tine and we'll thank
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you for that and |look forward to the cross-subni ssions,
t hank you very nuch.

I'"d now |ike to ask the representatives of Vector to
pl ease cone forward and we're not going to take a break
now, we'll take a few mnutes sinply to reset up for
Vect or.

* * %
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