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PRESENTATI ON BY NOVA GAS

CHAI R: I'd like to reconvene this session and wel cone the

representatives of Nova Gas, and we would ask that you
introduce yourselves for the record and begin vyour
subm ssi on when you're ready. Thank you.

DR BERRY: Thank you, Madam Chair. |1'Il do the introductions
and lead into the presentation.

First of all, introductions: To ny left is Peter

Reidy who is the Chief Executive Oficer of Todd

Downstream Next to Peter is Chris Hall, General Counsel

for today. The next nenber of our team is Hans van der
Voorn, he's a director and independent sharehol der of Nova
and he was in fact the founder of Nova. Then finally,
Hannah McKechni e from Russell MVeagh.

The focus of our presentation is very nuch going to be
on the dynam cs of bypass conpetition. Nova is, as you
will be aware, a recent entrant. The extent of its bypass
network is very small, it's only less than 1 percent of
the national distribution market, and we'll talk to the
conpetitive effect of Nova in two ways.

First of all, the effect that Nova has had on price
conpetition since its entry around 1997 and then,
secondly, looking at the behavioural aspects of the
market. We'll have sonething to say about the conpetitive
effect Nova has had which is evident from non-price
responses of the incunbents.

Qur presentation is solely focused on the s.52A
requirement, as was our witten subm ssion. That, as we
say, there is clearly workable or effective conpetition in
all bypass areas in which Nova operates. So, therefore,
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we agree with the Comm ssion's draft conclusion that there
is no case for control of Nova. It follows that we wll
not be nmaking any coments on the desirability or
necessity of control in these circunstances. So,
therefore, we won't be addressing s.52B.

There will be one final matter we'll touch on briefly
relating to the form of control, and we realise this is
not yet the forumin which to discuss this, but should an
order for control be made, we thought it prudent to at
| east alert you to the real concerns that Nova hol ds about
its conpetitiveness in a regulated market where there is
the ability for price discrimnation between conpetitive
and non-conpetitive markets. But, we'll keep our comments
very brief on that.

This leads into our presentation and we'll start wth
Hans providing sonme industry background that will inform
the Comm ssion about the entry of Nova, the background to
the entry of Nova to the market and then, once Hans is
finished, Peter will take over and talk about the current
day operations.

So, I'll hand to Hans.

CHAIR  Thank you. I"m [ ooking forward to this because it's

not often we get to talk to the person who started a

conmpany such as this, so we will listen with interest.

MR VAN DER VOORN: I nmust admit, wth hindsight we nade a

nunber of mstakes, so it was hunorous to |ook back at
some of our assunptions at the tinme. W started actually
in 1994 with a view to developing the landfill project at
Happy Valley in Wllington here. As |I've said in the
slide here, we started reticulating gas actively in 1997.
Most of our custoners are commercial/industrial, nostly
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greater than the 1 TJ per annum we haven't targeted the
donmestic residential base at all. Most of our custoners
are in Wellington, Auckland, Hawkes Bay; we have pipelines
in all those areas, we have also a snmall pipeline in
Hawera, Taranaki, and our focus has been on supplying a
t ot al package to our custoners, both energy and
di stribution and managing all that for them

The way we developed was that we initially had the
proposal to develop the landfill project at Happy Valley
and supply that gas to the Wellington Hospital, and we're
very confident that we'd all be driving Porsches around a
couple of years later. It didn't happen because we didn't
understand how the market worked in that the anount of
noney that people were paying for their gas was nostly
delivery of the gas, not -energy, and by delivering
landfill gas, landfill gas, is actually only substituting
t he energy conponent. So we changed our nodel, we built a
|arger network with landfill gas being supplenented by
nat ural gas.

So the initial focus was just landfill gas going
direct to initial customers. W then realised that wasn't
going to work; built a bigger network. So the realisation
t hat t he | ocal delivery represented the | ar gest
opportunity, we then started working with custonmers; we
were able to offer large customers significant savings.
The initial ones were people l|like Taylor Preston Meat
Wrks here in Wellington, Unilever, the Porirua Hospita
and ot hers.

As we got to talk nore and nore to customers we
realised their issue was that they had dealt wth
nonopolies over a long period of tine. They recogni sed
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they were paying too nuch for delivery but there was
little they could do about it, so we're able to in effect
aggregate a significant custonmer base and, as part of the
agreenent with them we laid lines to provide conpetition
because that was what they wanted, and in nmany cases they
were prepared to pay a little bit nore to us than they had
been offered by incunbents because they could see that at
least with us there they would have conpetition going
f orwar d. | think that has probably exceeded their
expectations now in the sense that prices being paid now
are hugely less than they were at the tine.
| gave a paper in March of 2000 to the New Zeal and
Petrol eum Conference which, if you want it by way of
background is available in the public domain, but | set
out in detail all of the little issues that canme up at the
time; they were nmany and varied, and certainly it wasn't
easy to get to where we got to, and |I think it would be
near inpossible to do it again now

So that covers that.

CHAI R Wiy do you say it would be near inpossible to do it

now?

MR VAN DER VOORN: | think there was a l|arge degree of
conpl acency about bypass. Peopl e could understand the
concept that you should have a bypass price, but | don't

t hi nk anybody ever believed anybody would do it, so now
that we've done it, the incunbent's behaviour's changed
significantly. I think it's fair to say the easiest
pl aces, if you like, have probably been done, but the
mar ket behaviour is quite different now than what it was

t hen.

CHAI R W hear that the threat of bypass, coupled wth
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1 alternative fuels, is sufficient to constrain the pricing
2 behavi our of the large players in the market.
3 Wul d you go that far to say that?
4 MR VAN DER VOORN: | think there are selected areas whereby
5 pass is possible, but | think in a generality you couldn't
6 say that in general, no.

7 MR HALL: We're aware that that subm ssion has been made, but

8 in general ternms, no, we don't agree with it. W don't
9 consi der the behaviour of the incunbents is sufficiently
10 controlled, and Peter will talk later in the presentation
11 about some of that behaviour which we consider negatively
12 i npacts on conpetition both in the bypass area and in the
13 non- bypass ar ea.

14 CHAIR  Ckay, thank you.
15 MR REI DY: From the distribution perspective, Nova actually

16 distributes gas through third party networks as well as
17 its own network; in fact, up to 70 percent of our gas is
18 distributed through third party pipelines. It's a small
19 niche market, we've only go 110 kilometres of physical
20 pi peline and we've got those graphs, sone maps later on to
21 show you where those pipelines are domicil ed.

22 In terns of sources of gas, Nova currently sources gas
23 from the Kapuni field. In future we will be sourcing gas
24 from other areas, MKee, Mangahewa, Pohokura, as well as
25 Kapuni, but certainly in other submssions it has been
26 clained that there has been sonme market price discount
27 fromTPM and that's not accurate; we are paying the price
28 for gas that we would expect and as we'll go through this
29 presentation you'll see the conpetitors of Nova has been
30 nore about, as Hans said, the distribution of the
31 conmponent to the end custoner.
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MR VAN DER VOORN: Back to landfill gas.

Hi storically we ained to source gas from our |landfill
project. W built a project in Porirua, we have a slide
just outlining there is a photo on the left and on the
right is a nethodology. W don't propose to go into that
in detail, but plant work's technically adequately.

W have found, as time has gone on, that there's an
i ncreasi ng environnental push, if you like, to divert the

waste out of landfills, and particularly green waste which

hel ps to generate the landfill gas, so in that particular
landfill at Porirua the gas volunes have declined as
el ectricity costs have gone up as well. So, we put that

plant on standby in the electricity shortage in 2002 and
our current proposal is to relocate that plant to Happy
Valley where there is a much bigger landfill and [ arger
gas vol unes.

So in round ternms the volune of gas we expect to get
out of Happy Valley is in the range of up to 200,000
gi gajoul es a year. That represents about 8 percent of
the gas volume in Wellington City. So it's a helpful
addi ti on.

As a background, when we first started |ooking at
landfill gas we | ooked at the price custonmers were paying,
that seened quite a reasonable price that we could mneke
nmoney out of producing landfill gas. As we got on we
realised that the energy conponent that we actually got
for the landfill gas was quite | ow.

The nmarket has now changed where, with the Maui field
runni ng down, the price of energy is going up again to the
point where the landfill gas is an econom c proposal but

also a wuseful addition to the nation's energy supply.
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Even though it's small, it has other environnenta
benefits as well as supplenenting the natural gas that we

have.

MR REI DY: Just one key point on the landfill. W have in our
custonmer contracts contracted out of the standard gas
specifications, so it has allowed us to put landfill gas
into our pipelines. It's quite an inportant mx in our

solution to end custoners. As Hans said, we've got a big
project due to come on in Wllington in 18 nonths.

In the next couple of pages we've got sone maps which
shows you our network. As we've said, we've got 110K of
network in Wellington, Hawkes Bay, Hawera and Auckl and.
In Wl lington we've got our |argest network, approximtely
60 kilonetres; as you can see there, we extend through the
CBD, Pet one, Pori rua. The red Iline is the NGC
transm ssion system you can see where we connect into the
Tawa gate and the black line is the Nova Gas dedicated
di stribution system

In the Hawkes Bay we've got a snaller network,
approximtely 20 kilometres connecting to the Hastings
gat e, and there's primrily commerci al /i ndustria
custoners on the particular route. Even though we pass
residential customers in the Hawkes Bay, we aren't and
haven't been connecting residential custoners.

In the Auckland network we've got approximately 20
kilonmetres primarily in the East Tamaki market. The bl ack
line shows the pipeline. W've got a small market in
Mangere, that's at quarter to 9 on your nap, and the red
line is obviously the transnission network where we
connect into both the H nua and Flatbush gate stations.
The East Tamaki mar ket i's a very dense
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conmerci al /i ndustrial sector of the market.

From bypass conpetition we agree that the Conm ssion
is correct in that there is strong conpetition in the
bypass market . Real |y, conpetition has nanifested itself
in tw ways: 1) price conpetition, and 2) non-price
conmpetition. W wll go through sonme exanples of both of
t hose this norning.

Hi storically, though, and at the current tinme the
majority of our custoners being industrial custoners,
manuf acturing custoners; they use natural gas as a direct
fuel source for production. As a consequence the
di stribution conponent, as Hans said, has been quite a
high portion in previous tinmes, and the cost of energy
conponent has been a smaller conponent than distribution.

Nova's strategy has been an integrated one of
packagi ng up both a natural bypass and a threat of bypass
on the network to a |ower delivered price through to the
end custoner.

Sonme exanples of that are, in Wllington in 1998 there
was one |arge custonmer here over 100,000 gigajoules per
annum where the original distribution price from the
i ncunbent was approxinmately $3 a gigajoule. Ve
verbalise(?) these even though there mght have been a
daily rate and a variable rate, equivalent to $3 a
gi gaj oul e.

Nova's proposition was $1.60 a gigajoule giving the
custoner a substantial saving. Recently, in fact 3 or 4
nonths ago, the incunbent has reduced their price even
further to 40 cents a gigajoule. So you can see fromthat
exanple there's been a total reduction in the incunbent's
price of 87 percent. You can see back in 1998 why there
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was an opportunity there for Nova to |everage the actua
bypass, lay the pipeline, or the threat of it, to reduce
the distribution price to the custoner.

Second exanple in Hawkes Bay -- nobst recent exanple is
that in Novenber 2002 we approached a | arge custoner, over
100,000 gigajoules per annum and once again the
distribution price in the Hawkes Bay has been very high as
the transmission price has been; $3 a gigajoule. W
represented a price of $1.32 a gigajoule wth our
pi peline. Recently Powerco has offered 82 cents, being a
reduction of 73 percent on their initial price. So two
exanpl es of significant reductions that the incunbent has
retaliated wwth in respect to our bypass activity.

Third exanple in Auckland; a large custoner, again
over 100, 000 gi gaj oul es. The distribution price here as

recent as 1st January 2004 was $4.60 a gigajoule, a very

high distribution price. We Dbegan building our East
Tamaki bypass pipeline; for five years we had a negoti ated
agreenent with the incunbent for Ilower ©prices for
i ndi vi dual custoners. That canme to an end at 31st

Decenber last year and we could not get the price we
wanted to continue to provide conpetition through to the
custoners, so we made the decision to build a 9 kilonetre
pi peline in the East Tamaki corridor.

As a consequence of that action, Vector the incunbent
recently offered a distribution price to this particular
custoner of 97 cents conpared to their published price of
$4.60 in 2004; a massive reduction of 79 percent. That
was primarily an attenpt to prevent us from |aying nore
bypass in that area.

So, there's three exanples there of price conpetition
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and as we've shown, that we, Nova Gas, has had the ability
and the intent to bypass, and that has achieved a | ower
| ocal delivery cost for custoners.

There have been sonme other exanples of price
conpetition, and particularly in the Auckland area Vector
have | aunched a strategy called zonal pricing or distance
pricing, and we've got sone naps there to show you.
Effectively though their nethodology is how far the
custoner is fromthe Nova Gas pipeline.

Two years ago their pricing strategy was di stance from
the gate station, they' ve now narrowed that further down
to look at where we're actively conpeting in the bypass
mar ket . They've conme up with two new zones, a zone X
which is 1K from Nova's pipeline and zone Y being 1 to 3K
from Nova's pipeline. There's also a zone C which is
nowhere near our pipeline, and they woul d perceive there's
no threat there of conpetition hence prices have increased
as per the matrix in our subm ssion.

The next chart actually shows that graph, and this is
Vector's graph and it's cone up fairly clearly; 1'll walk
through that. This is the Auckland narket. The red line
is our network in the East Tamaki market. The blue line
is zone X, or the new zone X which is 1 kilonetre fromthe
Nova pi peline, zone green being what zone Y, 3K That's a
new conpetitor pricing zone that the incunbent has
est abl i shed.

The black regions are the initial zone A which is 1K
fromthe gate station and the yellow is zone B which is 5K
from the gate station. The black dots are 9 key gate
stations. So, you can see where we're perceived to be
provi ding conpetition to the incunbent and |ower prices to
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the custoner, they have introduced a new price
met hodol ogy.

The key point here is that, as you will see from our

subm ssion, is that particularly in zone C you' ve seen the
prices increased by up to 16 percent since Decenber 2002.
Zone Cis the yellow areas where there is the perception
that we cannot bypass. Qur view is that the bypass market
is a niche close-quarter gane, it's not w despread. Even
on Vector's own subm ssion this map shows that they would
perceive conpetition to only be strict conpetition in the
blue and green areas. In fact, the yellow area, being
zone B 5K fromthe gate station, the prices have cone up
However, zone X which is the blue and zone Y being the
green, the zone X price has actually decreased by up to 41
percent in two years.
We woul d perceive particularly the exanple in zone C,
being the yellow, where prices have increased by up to 16
percent, as, in our view, discrimnatory pricing which
does have a threat to bypass; it does nmake it hard, makes
it very very difficult, we don't believe that all the
mar ket is bypassable, we believe that it is a small,
narrow market and this particular activity with pricing
has been as a direct result of conpetitive activity of

bypass.

CHAIR Can | just ask you, when you make a decision to enter
an area like that, you now know what the incunbent
response is with tine; |I assunme you're entering long tine

contracts before you enter, is that how you...?
MR REI DY: Correct.
CHAI R: Then, when the long-term contracts are up, you see

this further undercutting of price; is that what's
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happeni ng?

MR HALL: | think that can be addressed in two points of tine.

The first point is, this map shows a strategy on the part
of the incunbent to prevent further bypass, and we woul d
say the Comm ssion can draw two things fromthat.

The first is that the conpetitor response is evidence
of the conpetition that Nova provides, and the second
thing that we'll talk a little bit nore about later in the
subm ssion is, the response involves cross-subsidising
between different localities. As Peter says, the price in
areas around Nova's pipeline has decreased; prices in
other areas which are largely residential areas have
i ncreased. The residential consuner, in other words, is
subsidising the Jlower price being targeted to the
commerci al and industrial.

So | think in answer to your question, Mdam Chair,
the activity happens first at that point; there's the
strategy to prevent the further bypass. So far as
establishing the bypass network is concerned, from Nova's
perspective it depends on two things obviously to justify
the investnent; one is a sufficient cluster of custoners,
and second, appropriate contract terns including duration
so that the bypass can be built economcally and a return
can be nmade from it. Qovi ously, those two points, the
prior behavi our and the subsequent behavi our are
interlinked in so far as they affect Nova's ability to
expand its bypass networKk.

MR REI DY: Sone exanples of non-price conpetition is, recently

in fact one incunbent has refused to supply Nova wth
distribution prices. A recent tender in Wllington where
there are 11 sites on Powerco's network, two sites in our
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Nova network, we requested prices; these were not provided
despite repeated requests, and at that time we could not
reply to the tender and we were unable to conpete for
supply to all 13 sites. In actual fact, the reason for
not giving these prices was a nunber, but in actual fact
of the 11 sites, five other sites had the potential to be
bypassable, but in fact there were another six sites that
woul dn't have been bypassable. So, this particular
exanple was very difficult for wus by the incunbent
refusing to deal or actually to give us prices.

There have been recent exanples also where incunbents
have requested that we align the term of the gas supply
contract with the term of the distribution contract, and
from a custoner's perspective they're |ooking for |ong-
term security of pricing and, as we've explained,
particularly on distribution which is one of the highest
conmponents of delivered price. Qur strategy has been to
give custoners security of pricing with a longer term
distribution contract. However, in the energy market now,
as you know, energy contracts on the retail side have
becone a |l ot nore short-term

So recently with sone custoners we've offered them a
two year energy contract but a five year distribution
contract to give them sone security of pricing. Thi s
particular incunbent has said no they won't do that,
they'll only give us a term of distribution that aligns
with our energy term That has made it difficult wth
respect to getting any return on investnent, but in actual
fact these principles have applied even if we don't lay a
pipeline; even if the custoners are in a non-conpetitive
area, in terns of bypass this principle is still applied.
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O her exanpl es: As recently as two weeks ago one
i ncunbent, large incunbent, offered different terns,

contract terns and pricing direct to a custoner than they
offered to wus. We have evidence of that where the
custoner has received a four year term with particular
pricing, and yet we were not allowed to have access to
that four year term we were only given a two year term
The custoner wants a four year term the custonmer wants to
deal with a supplier, froma supplier's perspective we can
bundl e up an integrated offer, energy and distribution, to
t he end custoner.

There are sone exanples of price conpetition and non-
price conpetition which effectively has been trying to
control the price which Nova may on-sell distribution, but
al so control the way in which we can present a package to
a customer. This particular behaviour is in response to
our competitive behaviour by laying pipelines. In actual
fact, we never started out wanting to be a bypass
operator; the actual bypass has been a response to get
conpetition through to end custonmers, and there has been
retaliatory price and non-price conpetition

We do believe that, particularly on the pricing area
the Discrimnatory Response Act can act as a barrier in
the bypass market to expanding and further conpeting. It
certainly provides conpetition, and we would believe that
some of the activities are unfair in that it has stopped
us, as we showed you in the exanple there, in Wllington,
that we were not able to expand our network to our other
custoners in the Wellington market.

In summary we do believe, as you have suggested, there
is strong conpetition in the bypass market and therefore
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1 no case for control, although we do have sone concerns
2 which we will discuss nowin terns of what formregul ation
3 may take and the potential inpact and threat on the
4 ability for Nova as a small niche player to work in a

5 ni che bypass narket.
6 CHAIR Can | just ask you a question before you go on

7 You nay have read Contact's subm ssion; they nake the
8 point that -- maybe | should clarify this with you first.
9 My understanding is, you don't allow any third party
10 access to your pipeline, nor do you necessarily agree to
11 provi de services to anyone who may seek it from you. I's
12 that right?

13 MR HALL: That is right.
14 CHAIR They' ve suggested that that's not an optinmal outcone

15 and | think their position, if | understand it correctly,
16 is that all -- if some gas pipeline businesses are
17 controlled, all pipeline businesses should be part of the
18 reginme, and there's of course an issue around what the
19 test is and whether we even have the option to consider
20 that as appropriate.

21 But leaving that to one side for now, | did want to
22 get your comrent on the Contact position, if you would
23 pl ease.

24 MR HALL: We're obviously aware of the subm ssions Contact has

25 made in this and in other fora, and Contact obviously has
26 an axe to grind on the question of access in particular.
27 As | say, that has been dealt with in several fora at the
28 monent .

29 So far as Nova's position is concerned, there are at
30 | east three conpelling reasons in our view why it's not
31 appropriate or necessary for Nova to grant access to its
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lines to other parties. The first is that it follows from
the essential thenme of our subm ssion; Nova exists in a
conpetitive market, it provides that conpetition,
therefore there's no case for inposing that sort of
control or outconme on Nova.

Secondly, this pipeline, as Peter and Hans have said,
and the contracts that have been entered into wth
custoners have been established with a view to supplying a
m xture of natural gas and reticulated |landfill gas. Nova
has not adopted the NZS 5442 specification in its
contracts and intends to continue to supply landfill gas
in its pipeline, which nakes it inappropriate for other
gas of a different specification of the NZS 5442
specification to be mxed in that pipeline.

Thirdly, obviously this pipeline was built to supply
particul ar custoners, and in the course of its corporate
history only a very small nunber, a handful of those
custoners, have left Nova and therefore the line is
dedicated so far as capacity is concerned to supplying

t hose custoners.

CHAIR So, there's not excess capacity on those |ines?
M5 HALL: Correct.
CHAIR  The other question | wanted to ask you, and that is,

we' ve heard a |ot of submi ssion that market circunstances
have changed dramatically and with gas being in rather
short supply, demand exceeding it, the threat of bypass,
just the difference in -- the narrowi ng of the gap between
gas price and alternative fuels, that constraints in this
nmar ket are much stronger now in the gas pipeline narkets,
much stronger now than they have been in the past and
likely to remain so for sonme tinme, and yet your
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observations to us about the price increases, say -- |
think it was in the Vector network -- doesn't seem to
suggest that market circunstances are biting in the way
that others have suggested to us. To be fair, it wasn't
Vector who made that subm ssion; they're comng up later
in the day.

But, 1'd just Ilike your comrent on that, because
you're involved in these markets, and how do you see the
current dynamic in the narket in ternms of structural
change and the extent to which conpetition nmay be nore --
there may be nore constraints on the exercise of market

power than there was in the past?

MR HALL: We're aware of the parties who have submtted that.

There is a greater level of constraint in the market than
has historically been the case.

We accept that energy prices are trendi ng upwards, but
our experience does not bear out a subnission that there
is a simlar trend in distribution prices. The exanpl es
that Peter has in the slides showthat, if there have been
reductions in distribution charges, they tend to only have
been in limted geographical areas around Nova's bypass
network, and that in fact those decreases have been offset
by increases in other areas, primarily to residential
CONSUmers.

The Commi ssion may be aware that NGC has recently
signalled a significant increase in its distribution
prices and so that the nmarket evidence, so far as Nova is

concer ned, does not bear out those subni ssions.

MR REIDY: The transmi ssion prices recently, as you' re aware,

have increased by 10 cents a gigajoule; 22 percent. That

has a nassive inpact on end custoners' costs and, as Chris
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1 said, wouldn't give evidence to the constraint that other
2 parties are stating.
3 CHAIR Just one other question | wanted to foll ow up now, and

4 "Il direct it to Dr Berry. That is, a nunber of parties
5 have suggested to us we have a nuch w der discretion than
6 we mght normally have because of the way the Mnister
7 framed the questions that were put to us, and different
8 parties have suggested we night exercise that discretion
9 in quite varied ways, and to date the Comm ssion's taken
10 the view that we will approach the recomendati on based on
11 the test, | think as you have | ooked at it, but there is a
12 suggestion that we could go wder than that and
13 potentially opens up the Contact suggestion about, if we
14 were to accept it, which is, | wouldn't want to suggest
15 one way or the other, but | just want to ask you what your
16 interpretation is of what the Comm ssion can reconmend.
17 Clearly we nmake a recommendati on based on the 52 test, and
18 generally consistent with Part 4 of the Act, but how nuch
19 wi der can the Conmi ssion go given the questions put to us
20 by the Mnister?

21 DR BERRY: Can | just hesitate and suggest, naybe I'll do
22 something in either cross-submssion and just think
23 t hrough, because |I'm not quite sure that | know the
24 concise definition of the material. | have read the
25 Contact subm ssions, but haven't had a chance to see the
26 argunments that they've put before you in the |ast day or
27 so.

28 Just for the record, | do not accept that the
29 Conmi ssion has jurisdiction to | ook at the access question
30 that Contact raises. I think, as the Conm ssion has
31 rightly indicated in its Draft Report, the Conmm ssion's
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reconmendations are limted to questions about, in
essence, the transportation of gas. So, it is sinply that
di stribution conponent, as | see it, that is in the terns
of reference, but can | just pause there and perhaps if
you wanted to franme a question with nore specificity, |
coul d perhaps answer it in the cross-subm ssion?

CHAIR Ckay, we'll cone back to you on that.

It would be useful for us if you did conme back in
cross-subm ssions on that point because | think it's not
just Contact; a nunber of parties have suggested that we
shouldn't restrict ourselves to the tests as it is in Part
4 of the Act. Please continue, thanks.

MR REI DY: Qur last slide really is in terns of a form of

regul ation. | suppose Nova has a few concerns in that, if
control is to be inposed the current ability of the
i ncunbents to engage in price discrimnation is real

The exanple particularly there is in zone C in
Vector's activity as well as non-price activities. There
are prices outside of bypass that can be set to subsidise
conpetition in bypass areas; for exanple, residential. I

nmean, we know and there are exanples of larger industrials

where Nova wll never bypass, where their distribution
rate is still at the very high published rate, and lots
and lots of exanples there. Bypass is, in our Vview,
only -- is quite a narrow market. But, we would ask that

and we would like to make a further subm ssion to |ook
carefully at the formof control

We initially support a price cap regulation if that
was to be inposed, but we would like to come back wth
further exanples of how conpetition, if it wasn't inposed,
particularly in our bypass markets to stop effectively
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1 i ncunbents putting prices up in non-bypass areas to at
2 | east achieve their overall WACC, that would have sone
3 concern for us. It would still allow the current, what we
4 believe discrimnatory behaviour to happen, and we'd |ike
5 to conme back to you in further tine.
6 CHAIR Does it surprise you -- | think NGC, and | hope I
7 don't get this wong, |I'm sure they'll let ne know in
8 cross-submssions if | do-- | think they told us
9 something like 37 or 38 percent of -- about 37 percent
10 of the time they charge the published price and the
11 remai nder is priced |ower than that.
12 | may be wong, but | think that's what they said.
13 Are those the sort of nunbers...?
14 MR REIDY: Are they talking -- it depends whether they're
15 industrial market, comrercial, residential; if you're
16 talking the whole gas nmarket obviously a residential
17 customer at published prices, | would expect it to be
18 hi gher than that. Certainly where conpetition is for
19 bypass, | haven't seen a published price yet, but there
20 are lots of exanples where other incunbents are passing,
21 setting published prices in non-bypass areas, but you'd
22 have to | ook at the way they've defined the nmarket.
23 M5 HALL: \Wether they do it on volume or custoner nunber. If
24 you' re tal king about customer nunber, Peter, what you're
25 saying, the nunber is likely to be nmuch larger than that.
26 CHAIR | don't want you to answer this now, but you may w sh
27 to -- in cross-submission | think it would be interesting
28 for the Comm ssion to get a sense of where you see future
29 bypass opportunities. How much of the market do you
30 potentially see as contestable through bypass, because
31 while you' ve encountered difficulty, you' ve continued to
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1 invest in pipeline and obviously continuing to |ook at
2 opportunities, so it would be interesting for us in cross-
3 subm ssions -- I know it's comrercially sensitive
4 information -- to get a sense of that if you could, and
5 indications of the sort of assunption s that mght sit
6 underneath that analysis, if that's possible.
7 MR HALL: W can certainly do that.
8 In essence, we will say the opportunities for bypass
9 are nmuch less now than they historically have been
10 preci sely because sone of the responses from incunbents
11 that we've been tal king about this norning, and obviously
12 the reason we highlight that, although we have made
13 conplaints, formal conplaints to the Conmm ssion about sone
14 of those activity, and those inquiries will no doubt take
15 their course, but so far as today's forumis concerned we
16 hi ghli ght those exanples as being conpelling evidence in
17 our submssion of the fact that Nova is having a
18 conpetitive effect where it establishes those bypass
19 networks. The responses of the incunbents evidence that.

20 CHAIR  Wuld you have further conments you wanted to nake in

21 your subm ssion before | ask my colleagues if they have
22 guesti ons?

23 MS BATES: | just wanted to ask you, in the exanples that you
24 gave where the incunbent had responded by reducing
25 price -- offering a big reduction in price, what actually
26 happened?

27 MR REIDY: If I can take you -- there is one exanple here
28 particularly that Hans was very nmuch involved in the
29 Vel lington narket. You've got to renenber, when Nova cane
30 to the market they offered and delivered substantial
31 savings to end custoners on distribution, so there is a
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loyalty factor out there in the market with the Nova
brand. But this particular custonmer |ooks very seriously
at the price, new price. However, at this stage Nova was
able to offer an energy conponent as well as a pipeline
conmponent, whereas the other alternative was only a
pipeline, but it was extrenely conpetitive. In fact, Nova
was forced to reduce its price slightly to conpete.

M5 BATES: You haven't |ost any contracts yet as a result of
this?

MR REI DY: Yes, we have lost two, three, but also renenber
the contracts for customers historically have been on 4 to
5 year terns, so we're now starting to enter -- the
| ast year particularly we're starting to enter the tine
these contracts are rolling off. Every one nowis a very
conpetitive arena, particularly in areas where the
i ncunbent will go direct to the custoners and not offer us
the same ternms and conditions, so the playing field
sonmetinmes is not that even

M5 BATES: I think you said that the contract period had
shortened up?

MR REI DY: On energy.

M5 BATES: Yeah.

MR REIDY: Historically --

M5 BATES: Not on distribution though.

MR REI DY: Historically, when Nova first started, they would
have offered a 5 year distribution in energy. Now what's
happening is that sone customers who have wanted a shorter
term energy have been happy to take a longer term
di stribution. So now, for exanple, customers can stil
ask for 5 year distribution, maybe 2 year distribution and
2 year energy; 5 year distribution and 2 year energy.
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1 MR STEVENS: You nmay have already provided the information to

2 the Conmi ssion, but | was interested in your comment and
3 the subm ssion that sone of the residential custoners in
4 the zone C, as you termit, are prices that have increased
5 fromthe incunbents.

6 I was curious as to -- | think you nade a coment t hat
7 some |large energy users still had high prices when they
8 were -- | was trying to get a feel, | guess, as to whether
9 the | arger energy users were having -- had previously been
10 subsi dised by the residential consuners and this was just
11 a rebalancing, or in fact if it was a true subsidy as
12 you're nentioning it now?

13 MR REI DY: In fact in that zone C the way the Vector pricing

14 works is, it's dependent upon neter capacity, so they'l
15 tal k about group 1 and group 4. In actual fact, group 4,
16 which is a large industrial, their prices have increased
17 by 16 percent. So it's not actually the residential, the
18 residential has increased by 5 to 8 but it's right across
19 the board, it's comercial, industrial and residential.
20 Particularly in their pricing the large nmeter capacity in
21 zone C has increased by 16 percent.

22 MR SELL: This may be asking for the sane information that

23 Commi ssi oner Rebstock's already sought, but just to
24 clarify, 1 think we would be particularly interested in
25 understanding effectively the size of the market that's in
26 zone X, Y and A. It's not just a question of where future
27 contestability exists, it's basically everything which the
28 i ncunbent nmay view as being subject to the threat of
29 bypass at the nonent.

30 MR HALL: Perhaps the best way to address that is when we
31 respond to Madam Chair's question about the bypass network
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existing in potential.
We're aware that sone of the incunbents have subnitted

that essentially the entire nmarket is potentially
bypassable and, t herefore, the entire mar ket i's
conpetitive and there's no case for control. Qbvi ousl y,

we have a very different view, and as evidence of that we
would point to things like the fact that the conpetitor
responses are only occurring in narromy defined
geogr aphi cal areas around Nova's networK.

MR SELL: | guess what |'m hearing is that you're really
endorsing the idea that bypass threat is constraining
prices in the equivalent of Vector's X, Y and A zones
they may be quite small geographically, but | would
suspect they're a much higher proportion of the overal
| oad than the map woul d i ndicate.

| guess that's what we'd like to get a feel for

MR REIDY: |If you look at it -- and we will refer in detail --
look at it from a volunme perspective, a |large anount of
volume in the Auckland market is off the Wstfield gate,
12 petajoules. W don't have any bypass pipelines in the

Westfield gate and there are considerable |arge custoners

around that area that still have large distribution
pri ces.

MR SELL: They would be in zone A on this map?

MR REI DY: No, in actual fact they would be in -- they'd
probably be -- sone would be zone B, which would be

5 kilometres from the gate station; others would be in
zone Cin the yell ow

MR SELL: We're happy for you to draw your own judgnents as to
where you think the boundaries of the contestable threat
that you propose mght be, and it my or my not be
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1 Vector's nmap there.
2 MR VAN DER VOORN: Can | namke a comment on how we bypass?
3 When we did the initial ones for instance in the Hutt
4 Valley we had a whole lot of confidentiality agreenents
5 Wi th custoners, so we signed up a custoner and they were
6 bound by confidentiality, so nobody else knew. That gave
7 us enough tinme to go and sign up a sufficient critical
8 mass to go and build a pipeline. That situation doesn't
9 arise any nore, and easy to sell a story of a big bad
10 nonopoly or fabulous Nova Gas; it wasn't a hard thing to
11 sel |.
12 The market is vastly nore conplex now so that nessage
13 is not that easy to sell. That whol e notion of being able
14 to line up seven or eight custoners under confidentiality
15 just doesn't exist any nore. So it's nuch easier for an
16 i ncunbent to counter what was our strategy five years ago
17 than it is now. They understand the strategies, you just
18 can't keep playing the sanme gane. It isn't just about
19 pri ce.
20 Al they had to do to stop us going to the Hutt Valley
21 for instance was target one custoner and do a cosy deal
22 with that one custoner, we never would have bypassed all
23 t he others. | think that's the main difference between
24 now and then.

25 MR HALL: Can | just, so | understand the question; is the

26 guestion directed at getting an understanding of Nova's
27 view of the bypass market not necessarily solely by
28 reference to geography but also by reference to total
29 load? |Is that the thrust of the question?

30 MR SELL: Well, it's bypass threat. | nust admt, we should
31 and will ask the incunbents the sane questions. Maybe
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we're being a bit cheeky asking that of yourselves as
well, but really we're interested in getting a perspective
on the extent of the existing nmarket where prices by
i ncunbents nmay be subject to sone sort of discipline,
whether it's from actual bypass or just their perception
of the threat of bypass fromthe |ikes of yourselves, and
we're not necessarily asking for that now, | think in

cross-submni ssi ons woul d be fine.

M5 HALL: As | say, we're happy to address that in cross-

subm ssi ons. The general proposition would be in so far
as sone of the incunbents have submtted that the entire
market is bypassable and conpetitive. W don't accept
that for a mnute. I1t's a nuch narrower market than that,
tightly geographically defined around the existing bypass
net wor k. Then you get into the question, well, what is
the conpetitive effect of the potential bypass network?
That becones nore conplex because different parties wll
have different views on what is potentially bypassabl e and
what is not.

I think there are significant conplexities if one
wants to go that extra step and define a potential bypass

market with getting an objective statenent of what that

market is and what sort of control, if any, should exist
init. 1It's nmuch easier to define it in the first step in
relation to the existing network. There would be a

justification in doing that in so far as the rate of
i npl ementation of bypass is slowing significantly, so
you've got a critical established geographical franmework

there that you can work around.

MR SELL: I'mreluctant to prolong this question too nuch nore

because |I'm aware of the tinme constraints we're under.
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Can | just add one further conment on it.

That is, really where ny question is comng fromis
fromthe coment that you' ve nmade that the Comm ssion, if
it was going to inpose control, may well need to | ook at
the ability to price discrimnate and not just inpose
control in aggregate on the entity, and |I think there is
some validity in that argunent which |I think needs to be
consi dered, but it obviously begs the question, if you're
going to try and control down at that Ilevel, are you
| ooking at controlling 10 percent of the market or 90
percent of the market, assuming that's feasible. It's
anot her conplexity obviously, but it just would be hel pful

to quantify that.

MR HALL: It's fair to say that we are still thinking through

the conplexity around those things and that's why it's
probably best for us to address it in cross-subm ssions.
Having said that, obviously we are able to say now that we
woul d consider the market to be significantly narrower
t han ot hers have said.

Historically Nova, | guess, has been relatively
neutral to the concept of regulation. The nmessage we are

seeking to convey is that the reaction to the conpetition

t hat Nova  has created, while evidence of t hat
conpetition -- which is we say the relevant thing for
today's inquiry -- is also concerning in so far as it

constrains the expansion of conpetition, and we submt
that that's something the Comm ssion needs to have regard
to. If it's going to inpose control, it needs to think
about sone of those behaviours in deciding on any nethod
of control.

Qobvi ously, there's a whole another round of inquiry to
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1 on that, but we would say if, for exanple, an across the
2 board price control tool was adopted that didn't constrain
3 the ability to cross-subsidise between conpetitive and
4 non-conpetitive segnments of the market; | guess we would
5 say it hasn't had the effect that we think it should have,
6 because we would still have a situation where the
7 devel opnment of conpetition is constrained, that that
8 doesn't seem to be a desirable outconme from our point of
9 Vi ew.
10 MR SELL: | understand what you're saying on that.
11 MR ADAMS: | think it's correct to say that, if you don't
12 bypass NGC s network at all, is there sonething about NGC
13 which makes it less vulnerable to bypass than other
14 di stributors?
15 MR VAN DER VOORN: In the early days we need their active
16 cooperation to be able to build gates off the transm ssion
17 system and so there was certainly a perception that
18 perhaps taking themon was a bit nore than we were capabl e
19 of at the tinme, because we were quite a small conpany of
20 course, and all of our conpetitors were very nuch |arger
21 and wel |l -financed conpared to ourselves, so we were always
22 a bit wary about taking themon directly, and subsequently
23 they' ve nmerged the managenent of their distribution and
24 transm ssion system which made that doubly difficult.
25 MR ADAMS: So, you'd still be reluctant. W shouldn't get you
26 to divulge too many of your plans for the future, but you
27 still see there's a problem about --

28 MR VAN DER VOORN: For instance, if we were to contract with a

29 custoner on the expectation we would have to build a
30 separate gate off their transmi ssion system | guess we
31 woul d see significant risk there.
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HALL: In getting the agreenent wth NGC?
VAN DER VOORN: In a tinely manner, yes.
HALL: Not that there's a reluctance; it's a view on how

difficult that would be to achi eve.

VAN DER VOORN: It increases the risk.

BATES: Just for you, M Berry. | note you're going to do
cross-subm ssions on the jurisdictional question and in
particular the limt of the Conmission's jurisdiction to
make recommendations. | just note that in -- you may have
noted this yourself, but in the previous Part 4 of the
Conmer ce Act the headings related to declarations of price
control; price was in the whole -- dictated the anmbit in
that previous part, and in this new part there's no
reference to price, it's just reference to control, so
that would indicate that there was sone intention to w den
the jurisdiction beyond just price, | think.

BERRY: | understand that, and also you need to read it in
conjunction with Section 70 which goes beyond pure price
as wel |.

BATES: So, it goes beyond price; it includes quality, |
think you'd agree, so it's where you draw the line, |
t hi nk?

BERRY: Ri ght. But I'lIl address in particular the
guestions raised by Contact pertaining to access as well.
| took it that was at the heart of the concern.

BATES: |If we had no jurisdiction to nmake recommendati ons,
is there anything preventing us from di scussing the issues
in our report?

BERRY: ['Il cone back to you on that.

BATES: W may want to do that, because the fact that we
don't have jurisdiction now doesn't nean that's set in
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concrete forever. If we think it's sonmething that ought
to be |ooked at, then we would want to say so, | think,
maybe; |I'mjust alerting you to that possibility.

MR HALL: The Conmission is no doubt aware the question of

access to pipelines, both specific to Maui and in general,
in relation to the industry is being dealt with in two
other fora at this tine. O course, Maui open access as
we understand it is being addressed in an industry
consul tation process, and the Gas |Industry Sel f-Governance
G oup is tasked wth | ooking at, anongst other things, the
guestion of access.

M5 BATES: W are aware of that.

CHAI R Okay, can | ask if Nova has any further subm ssion
they would like to make?

MR HALL: No, thank you.

CHAIR 1'd now like to thank you indeed for appearing, and I
do apol ogi se again for keeping you waiting. It is always
useful for us to talk to senior people in an organi sation,
to have a Chief Executive and Director and CGeneral Counsel
here is very useful to us, so we're grateful to you for
the subm ssion today, the witten submission, and we'll
| ook forward to the cross-subm ssion when it cones. I
think some of the material we've asked you for, in
particular, we really can get no other place, so | wll
thank you in advance for being helpful to us on that
front, so thank you very nuch.

I'"d now |i ke to ask Wanganui Gas to cone forth pl ease,

and we will have that subm ssi on next.

* k%
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