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Openi ng Remar ks

26 JULY 2004

[9.10 anj
CHAIR  Good norning everyone, can | just ask if you can hear

me in the back of the roon? Yes thank you. I"'d like to
wel come everyone to the Comrerce Conmi ssion's second day
of the conference on the Draft Gas Pipelines Inquiry
report. I"'m not going to go through the full statenent
that | made at the beginning of the first day, but | did
want to recap on one or two matters.

The first is we have today, as we will have on each of
the days of the conference, a nunber of experts who wll
be attending and presenting at the conference. I would
like to stress once again that their role is as experts in
their field. An expert is not to act as an advocate for
any particular party and | would ask you to note that if
the Comm ssion considers that experts are in fact acting
as advocates for a particular party, their subm ssions
will be treated as though they are part of that particular
party's subm ssion rather than as expert opinion.

| also wanted to note that there is a great deal of
confidential material in the submssions and we are
commtted to holding as much of the proceeding in open

session as possible, but if we need to go into a closed

session to consider confidential material |'m prepared to
do so. | would ask that if we inadvertently nention any
confidential information or if any party does, if you

could alert us to that imediately, don't wait for a break
in the discussion to do so. Cearly we will endeavour to
ensure that does not happen.

The final comment | wanted to reiterate today has to
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do with the treatnment of tax within the Comm ssion's cost
benefit analysis. You wll be aware that after the
release of the Commssion's Draft Report a nunber of
interested parties suggested that the Conmm ssion's cost
benefit analysis did not <correctly account for the
interest tax shield for sone of the gas pipeline
busi nesses subject to this inquiry. As a result of these
subm ssions the Conmmi ssion has considered the issue and
agrees that the interest tax shield has been incorrectly
applied in sone cases.

In addition to the treatnment of the interest tax
shield the Commi ssi on has requested further t ax
information from the businesses to ensure that the tax
figures provided by the businesses and used in the cost
benefit analysis are the actual tax paid figures. The
Conmi ssion's proposed approach to calculating any excess
returns is based on using the actual tax paid.

Affected parties will have an opportunity to review
and comment on the Conmission's treatnent of the interest
tax shield and the tax figures used in the cost benefit
anal ysis prior to the final report being provided to the
M nister of Energy. That opportunity will be for parties
to review the information and provide witten comment to
the Commi ssion. That will happen after the conference is
fini shed.

Before we turn to the presentations for today | ask if
anyone has any questions on any of those matters or any
other matter before we start. [No comments]. |If not then
| would like to now welcome NGC and ask NGC to introduce
your participants and please begin with your subnission
when you are ready. Thank you.

Gas Pipelines Inquiry: Draft Report 26 July 2004



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

NGC

PRESENTATI ON BY NGC
MR Bl ELBY: Good norning Chair and Conmm ssioners. CGood
nmorning, |I'm Steve Bielby, I'"'mthe General Counsel for NGC

and ny role today is sinply to introduce and co-ordinate
NGC s presentation today. It seens a fair while since we
first appeared in front of you at the conference on the
inquiry framework. The Conmi ssion and interested parties
have undertaken a lot of work since that tine. | just
note that NGC s approach throughout has been to grapple
Wi th sonme very conplex issues that have been raised and in
a way that wll hopefully assist the Commssion in its
i nquiry.

Qur witten subm ssion on the Draft Report has been
provided to you and is relatively detailed. Qur
presentation today seeks to highlight a few key i ssues and
al so to update the Conmi ssion on our view of key narket
devel opnents in the recent period, and |I'd just highlight
there have been sone quite significant devel opnents as |
think you're aware since we | ast appeared before you. The
material |I'm talking to today should be sinply contained
in this summary of slides which hopefully each of you have
and which will be shown as we go al ong.

In terns of the Chair's earlier coment | think in
terns of the way we've prepared the material we don't
anticipate any confidentiality issues but we can of course
deal with that if any arise as we go along and our
guestimate is that we should be able to finish well within
the day, but of course we're open to questions and
di scussion as we go al ong.

Wth nme today, if | could just begin by introducing
the people at least at the front bench; on ny immediate
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right is M Phil Janes who's the Chief Executive of NGC,
on ny far right Dr Paul Hodgson, | think who's known to
the Conmmi ssion; and on ny left M lan WIson, and those
t hree will be | eadi ng t he mai n t hree initial
present ati ons.

Indeed if | just, turning to the slide that's on the
screen at the nonent, quickly overview the presentation,
or parts of our presentation today. "Il  begin by
providing just a high level summary of the key nmatters to
be addressed today, |ooking across each of the presenters.

"Il be followed by M Janmes who will provide sone key
overall NGC perspectives on the Draft Report and then w |l
hi ghl i ght sone key industry devel opnents.

M WIlson on ny left, he's the transportati on nanager
in NGC s gas processing and transportation group, he wll
of fer sone perspectives on the nore detailed aspects of
the market and NGC s business, including matters such as
inter-fuel conpetition, pricing and investnent.

The next presentation will be from Paul Hodgson and he
may assisted in various nmatters by M Andy N cholls from
Chapnman Tripp who | think is known to the Conmm ssion and
is sitting behind us. They will focus on sone subm ssions
and concerns around the Conmssion's nodel and the
conclusions that have been drawn in the Draft Report on
t he nodel .

Foll ow ng that, Professor Lew Evans and Nathan Strong
from Charles River Associates. | see Nathan is there,
Professor Evans | think will join us later. They will add
their economc analysis of the Conmission's nodel and
related issues and we'll then conclude with any final
comrents and questi ons.
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Turning then to the next slide, what | have is just
three slides which seek to very briefly sumrari se the key
points that are going to be nmade by NGC today. Firstly,
NGC has sought to highlight a view that what we call gas
is different. The New Zeal and gas market is different to
gas nmarkets overseas. Wthin New Zealand there are
subst anti al difference s to other energy narkets,
particularly electricity and this should be reflected in
various aspects of this inquiry.

| do note that NGC s conmi ssioned a detailed report on
this particular issue from CRA and that enphasises the
i nportance which we do attach to it. One key way the
di fferences between gas and electricity are reflected is
in the respective regulatory regines. In general NGC
seeks to retain a separate regulatory focus for gas, which
neets the needs of the New Zeal and gas narkets.

NGC al so considers that gas remains a marginal fuel
particularly given recent supply side issues which we'll

talk to you sone nore about today. New Zeal and does not
have |arge or mature nmarkets for trading gas. It cannot,
we say, be treated as a comodity. There have been

significant changes in the gas supply equation in recent
nonths, very significant changes, and market conditions
are likely to significantly constrain transportation
prices for the foreseeable future.

Moving to the second slide of ny summary. Not
surprisingly the result of these changes in the gas supply
situation nmean that the gas transportation nmarket is
continuing to evolve. It continues to be inpacted by the
volatility of the New Zeal and markets and growi ng inter-
fuel conpetition. We enphasised these issues at the
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framewor k conference and we' ||l update that further today.
Accordingly, we say that gas transportation cannot be
viewed as a static market. Changing supply side and
demand side factors nean that NGC is constantly review ng
and managing its transportation business risks. NGC is
needing to invest just to remain conpetitive. NGC needs
to strongly underline these investnment and risk issues at

this stage in the inquiry process. The presenters wll
provide sonme significant particular illustrations of this
poi nt .

NGC does have significant concerns around the nodel
devel oped by the Comm ssion for the purposes of the Draft
Report. Firstly at a practical level, the nodel we say
departs materially from the actual business and market
nodels which NGC maintains as an experienced market
participant. NGC as a result takes issue with a number of
the key inputs to the Conmi ssion's nodel. W' Il highlight
today just the main issues which we've addressed in nore

detail in the witten subm ssion, however together these
wi Il indicate the sensitivity of the Comm ssion's nodel to
t hose key assunptions. Qobviously thence to the outcones

or recomendation s that are drawn fromit.

NGC s position is that there are a nunber of
significant inprovenents or corrections which should be
made to the Commission's nodel. Several of these
i nprovenents are of such a magnitude that even on their
own, even individually, they would largely or entirely
renmove the excess NGC profits found by the Comm ssion in
the Draft Report.

NGC s submi ssion has also been that the Conm ssion's
nodel is not an appropriate one of itself. However, at a

Gas Pipelines Inquiry: Draft Report 26 July 2004



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

NGC

mninmum we say it requires a nunber of substantial
corrections to nmake it nore realistic. These lead to a
conclusion using the Conm ssion's own core nodel, we say
that there are no excess NGC profits, so that's where we
get to in our work on the nodel since the release of the
Draft Report.

NGC has outlined in its submssion that we believe
there is a better nodel which is available to the
Commi ssion, but which we say also leads to that sane
conclusion that there are no excess NGC profits, and
that's covered in the presentation today from CRA as well
as in our witten subm ssion.

Bringi ng those things together, what we say is that if
NGC s subm ssion were accepted on either version, in other
words if we continue to work with the Conm ssion's nodel
with the corrections we wish to see occur, or with the
alternative nodel which has been developed wth the
assi stance of CRA, we wuld submt that there are no
benefits fromprice control in relation to NGC

However, the Draft Report reaches the point of
assessnent of benefits to acquirers and then benefits to
the public from price control, so dealing with your
analysis at that point, we'll indeed cone to that point in
the presentations, and including the Comm ssion's approach
to foreign investnent; and as you're aware that matter
affects NGC particularly as it's the only one of the
suppliers reconmended for control in the Draft Report
whi ch has substantial foreign ownership, so that's a
matter of particular inportance to us.

That concludes nmy summary of the key issues to be
covered by NGCC. "' m happy to take any questions at that
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poi nt, otherw se each of those points will be covered in
what follows, and | would otherwi se propose to turn to
M James and ask himto commence his presentation

CHAIR | was very tenpted to interrupt you and ask questions,

but | think it's nore appropriate to ask them in the
context of the rest of the presentation, I'Il just confirm
that with ny coll eagues; yes, okay.

VR BI ELBY: Thank you, | do appreciate there's a nunber of

propositions you may not agree with at this point but we
wll attenpt to cover those as we go through. M Janes.

MR JAMES: Thank you Steve. Good norning Chair, good norning

Conmi ssi oners. This is the first tine that | have
appeared before the Conmssion in nearly three years in
New Zeal and, so | think that's a good sign, |I'm going to
take it as one.

This norning |'m going to summari se not the detail of
our subm ssions, it's not ny intention to go to the detai
of our subm ssion, there are others far better qualified
than ne to do that, but really to attenpt to summarise
some key points that | think the Comm ssion ought to have
regard to before it reaches its final concl usion.

I was appointed to this position in Decenber 2001 and
| think | would qualify as a practical expert, and in
saying that |'ve worked in the gas industry in New Zeal and
and in Australia for nearly 30 years now. | started out
as a self-enmployed person in what was then the LPG
i ndustry in Canberra, | was there when that city was
reticulated from scratch. I've held many nmanagenent
positions, senior nmanagenent and other positions in the
Australian Gas Light Conpany, | was enployed by that
conpany for nore than 20 years, and now for the |last two
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and a half years as the Chief Executive of NGC Hol di ngs.
So I'"'mgoing to be giving you a presentation from ny

perspective, and in starting what | guess I'd like to
establish is the Commssion of course wll wuse its
expertise -- wll wuse various nodeling techniques to

eval uate whether or not excess profits exist in the gas
i ndustry. Qur submission is that they don't and we'll
robustly defend that. But ny purpose is not to argue that
particular point, it's to try and put in context the
industry and the set of circunstances that the industry
finds itself in today so that any analysis of the gas
i ndustry can be cont extual .

In summarising then what |1'm going to attenpt to do
today, there are three key points that | really want to go
over today. The first is that why treating the gas narket
in the sane way as you would treat electricity or
tel ecommuni cati ons may be m sl eading. In other words,
make the point that gas is different for a nunber of
reasons.

The second point then is about the nature of
regulation in an econony the size and structure of
New Zeal and's and why the approach here should not
necessarily be the same as the approach in other
jurisdictions. In other words, we shouldn't regul ate just
because ot hers do.

The third and final point that | wll make this
morning is that recent changes in the New Zeal and gas
mar ket, particularly those changes that have occurred in
the last couple of years, and |'Il attenpt to describe
them have inposed a significant market discipline on gas
transportation services that didn't previously apply and
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therefore regulation may be a blunt instrument. In other
words, the point that | want to nmake there is the smal

benefit which nmay be accrued to consuners today from
regul ation could be at a substantial cost to consuners in
the future.

Just to start then 1'd like to really, if you like,
break the gas industry or the gas narket into three
conci se periods, or clear periods. The first, the Mau
period from about 1970 through to 2001. The second, this
market transition period which has been going on for all
of the time that |'ve been here working in New Zeal and
and we see will continue out for the next couple of years;
and then finally beyond about 2007, |ate 2006, 2007, a new
period for the gas industry and one that we've interpreted
an uncertain future and I we'll be able to denonstrate
this norning why it's uncertain.

Just 1l ooking now back at that Maui period, if you
like, the golden era of gas in New Zeal and. No wonder it
was called that; dependence on a single field but a world
class field. For an econony the size of New Zealand to

have been in many ways fortunate to discover the Maui

Field was a real boon. The Maui Field had trenendous
potential both in volune, it's ability to supply the
market, and in its flexibility. The swing or the

flexibility available from that field has been very
substantial and quite unusual even for fields of that
si ze.

Supply for all of that period exceeded demand by a
country mle. Gas prices as a consequence were |ow and
stable given the <contractual arrangenents that were
entered into at the beginning of the Maui period and that
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period of tinme has witnessed in New Zeal and significant
mar ket devel opnment in petrochemcals, a petrochemcals

i ndustry that may ot herwi se not have evolved in
New Zeal and. It was evolved as a sink for natural gas.
A power generation market, | understand that the

initial focus of the devel opnent of the Maui Field was to
assign that gas to power generation. In the end the
econony wasn't big enough to sustain that over a period of
time, hence the rise of petrochemcals. But certainly gas
has fuelled nost of the thermal marginal power stations in
t hat peri od.

The other interesting feature is the rise of energy
intensive industrial custoners. Of the back of |[ow,
stable, long-termprices a range of industrial consunption
has evolved in New Zeal and which, it is arguable, would
not have evol ved under di fferent ener gy mar ket
ci rcumst ances. Fonterra, wood industry, those sorts of
things are energy intensive users of gas and it's quite
broadly believed that they developed because of those
particul ar market situations.

As a consequence of all that there are -- every silver
lining has a cloud, if you like, to mx netaphors, there
was no exploration activity in that period at all. Prices
were low, there was plenty of gas, there was no incentive
for people to go out and find gas. In fact people who
were drilling holes for oil and found gas regarded that as
a failed hole and i medi ately covered it back up.

The second period then is this transition period, the
period that started | think probably formally with the
announcenment that Maui reserves were likely to be
redetermned and that after Shell's acquisition of the
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Fl etcher Chall enge Energy assets they becane aware pretty
quickly that the Maui Field was not going to run to its
forecast volunes and therefore a redeterm nation was
cal | ed.

What' s happening now in this period is pretty quickly
Maui's supply is wi nding down, but nore inportantly from
an industry perspective the flexibility is comng to an
end. So the Maui field no longer has the ability to ranmp
up, to allow power stations, to allow New Plynouth Power
Station to conme on-line very quickly, in the event of a
transmssion failure or sonething like that in the
electricity market; that swing is ending and because of
that nore conplex contractual arrangenents are evolving as
we speak.

Demand now exceeds supply and has done not so much in
a physical sense, our forecasts will denponstrate that at
current levels of demand, we don't think that supply falls
bel ow demand until about 2010, 2011 from a physical sense,
but in the contract market, demand has exceeded supply now
for alittle while, couple of years.

The consequence of that then, of those forces is a
step change to well head prices. Mxed in here, and I
haven't identified it as a particular issue on the slide,
is the emergence of upstream consolidation. Fewer nore
powerful suppliers which of course has sped up this step
change to well head prices. The market that has evol ved
now in this transition from Maui gas is a market wth
greater market power for producers.

A decline in gas market demand. Petrocheni cal denand,
or petrochem cal supply is a nore accurate answer. Prices
have noved above the levels at which a petrochem cals
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industry is sustainable in New Zeal and. Mt hanex has now
not only by virtue of the fact that its Maui entitlenents
wound down earlier than the other Maui participants
because of its consunption, it was ahead of its profile,
so its Maui supply wound down; but it sinply has, even
though it's been pretty aggressive in the short-term
conpeting for gas in the market, Methanex's own view, it's
own public view, is that it's not able to sustain
petrochemi cals production in this country with wellhead
prices at the level that they are today. So we've seen
Met hanex wind down pretty substantially over the last 18
nont hs.
Power generation, we're already seeing now sone
di spl acenent of power generation, particularly at the |ess
efficient end. So New Plynmouth Power Station for
exanple's converting to |iquids because the gas and the
volunes required by the New Plynouth Power Station is
sinply not an econom c prospect, it's better for people to
divert that gas to nore efficient power stations where
they exist or to alternative uses, particularly if that
fuel can be, or the power station can be converted to
liquid fuels, things Iike that.
By the way |I'm happy to take --

CHAIR | was just going to ask if we could interrupt you for

a m nute because Comn ssioner Bates has a question.

M5 BATES:. Yes, | just wanted to ask you about what you think

wi | I happen about demand exceeding supply if and when the
supply to Methanex stops, because | think it takes about
40 percent of the gas at the nonent and one would think
that there'd be a whole |lot nore gas available for other

uses.
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MR JAMES: At one tinme it did take 40 percent. At one tinme

gas mar ket demand exceeded 200 petajoules a year, Methanex
took pretty close to 100. Today Methanex's consunption, |
think 1"'mright, is less than 40 a year.

M5 BATES: Do you know what it is? | think we' ve been worKking

on a 40.

MR JAMES: It's around 40. Sorry 40 petajoules not percent.

So 40 petajoules, the total market is now probably at
around 170 petajoules or something |like that a year. So
what we're seeing is a decline in the market, driven in
part by Methanex's reduction -- Mthanex are now running
one train, | understand, at Mtunui, so their consunption
is back to about 40 petajoules a year. Met hanex coul d
give you this information, I don't have accurate
information, but the market forecast is that Methanex
consunption will reduce by half in the foreseeable future
and then potentially to zero, post their current round of
buying. | guess we're assessing still what they may do.

M5 BATES: Yes, what | asked you was how you think that wll

MR

affect the supply to other uses. Wul dn't you expect
there'd be nore avail able then for other uses?

JANMNES: No, | don't, because | expect Methanex to --
Met hanex has already secured enough gas for use in 2004
and 2005, partly from the Maui redeternmination, the
negotiations around Maui redetermnation and it's also
participated, | understand, in the Pohokura sales round to
a limted extent. The announcenents that we have seen
from Met hanex indicate that it's very unlikely to continue
to do that. Met hanol prices internationally are on the
rise again and Methanex's own assessnment, from ny
understanding, is that they'd be wunlikely to be a
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conmpetitive buyer for gas in the nmediumterm So as they
intend to use the entitlenent they have now, or the
hol di ng that they have now, post that we haven't factored
Met hanex in to our calculations. Neither has the Mnistry
of Econom c Devel opnent in its future forecasts.

M5 BATES: So you're treating it as if it won't continue?
MR JAMES: Beyond about 2006 that's right.

What we're also seeing now is the beginning of the
decline that we forecast in energy intensive industrials.
There's been plenty of press speculation in recent nonths
that sonme of these custoners, Fonterra, Fletcher Building,
Carter Holt Harvey and the like, are contenplating two
things; one is a transfer away fromgas to other fuels, to
wood waste or coal, to other alternatives to gas, or
alternatively off shori ng, novi ng production from
New Zeal and to other jurisdictions where energy supply is
perhaps not necessarily any |less expensive but nore
reliable wth better |ong-term prospects.

What we are seeing in this transition then, finally,

is the early stages of new exploration. In our forecast
we've suggested that -- there are a nunber of
prerequisites bef ore expl oration woul d occur in

New Zeal and, the first of those has been net, that is
wel | head prices have noved to a level now where it's
econom c to find and devel op gas fi el ds.

The Maui contract or contractual issues have been
resolved and that's renoved a contractual overhang, a
| evel of wuncertainty in producers that they would get
goi ng and suddenly producers would announce another 100
petajoules of Maui gas at historic prices. So that has
been removed and in the last couple of nonths the
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Gover nnent has announced a package of neasures around tax
and royalty and other incentives which has added to the
attractiveness, if you like, or renoved what explorers
have seen as sone of the hurdl es.

So we're now starting to see the very early stages,
the tentative signs of a level of new exploration which
will be required if gas is to nove back into a bal anced
supply and demand position.

MR STEVENS: M Janes, what do you see as the key inpact on
gas pipeline providers as a result of this nove fromthe
Maui period to the transition period?

MR JAMES: Uncertainty around the future of gas and the
I'i kel i hood that demand wi |l decline over tine.

MR STEVENS: That is the demand for pipeline services as
opposed to the demand for gas?

MR JAMES: The demand for gas -- one is a function of the
ot her. The demand for gas is imediately felt across
pi pel i nes. | f there are fewer energy intensive
industrials then we wll haul I|ess gas through our
transm ssion pipelines. That won't necessarily |ead
imediately to a decline in the anmount of gas transported
t hrough networks, through |ow and nedi um pressure network
systens, but that's the snmaller part of the business.

From our transm ssion point of view, any reduction in
the petrochem cal industry generally, nost of Methanex's
gas is hauled through the Mui pipeline not NGC pipeline,
but NGC hauls gas for petrochem cal use. It does for
power generation and it certainly -- NGC hauls the bul k of
i ndustry gas in New Zeal and.

So uncertainty in the market, rising prices, |ess gas
and a shift away from gas, or a shift from New Zeal and

Gas Pipelines Inquiry: Draft Report 26 July 2004



17
NGC
1 of f-shore, all of those will inpact the throughput of gas
2 t hrough our transm ssion pipelines.
3 MR STEVENS: Do you see it as a decline in gas demand per se

4 given that gas is the marginal fuel for a lot of the
5 electricity generation, is it actually decline in gas
6 demand?

7 MR JAMES: Well this may be a little circular argunent. I

8 think initially there's demand for gas which can't be net
9 and then, given the realities of busi ness life,
10 alternatives nust be found and once those alternatives are
11 found then denmand for gas falls. So one sort of begets
12 t he ot her.

13 At the nonent we're in that phase where demand for gas
14 remai ns high because capital's been invested in existing
15 gas fired processes. If that demand can't be nmet in the
16 reasonabl e period, in this transition period, then | think
17 we'll see the rapid rise of alternatives.

18 MR STEVENS: Just to pick up on that |ast point, do you see

19 the 2006 as the cut-off whereby if new fields aren't
20 di scovered that there will be a shift away from gas fired
21 power stations for exanple?

22 MR JAMES: 2006, 2007, yes, we do, and the reason for that is

23 earlier | suggested that there would be a physical
24 shortfall, the current physical demand supply bal ance
25 woul d change by about 2011. G ven the devel opnment tine
26 and approval s, Resource Managenent Act, things |ike that,
27 required to get alternatives into the market, we see 2006,
28 2007 as the end of the w ndow for that devel opnent.

29 So in our view if significant indigenous gas, if
30 enough indigenous gas to match vyearly demand isn't
31 di scovered and developed by 2006, 2007, then we'l
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inevitably shift into a phase where alternatives |ike LNG
and things like that will be contenplated. They change
the cost base in New Zeal and forever and that will in fact
create the very decline in industrial demand that we fear.

CHAI R: I want to just followup please on a few points that

you've nmade and | think the Conmm ssion wouldn't have
difficulty accepting the proposition you stated that
New Zeal and shoul dn't regul ate sinply because others do, |
think that's a perfectly reasonabl e statenent to make.
However, the test in New Zeal and is about net benefits
to consuners and that's what the inquiry is here to | ook

at . W generally do accept that we have to |ook at
dynam c efficiency concerns, in particular investnent
i ncentives. But | wanted to go to the sort of scenario

that you' ve put up and | think at some point you indicated
that New Zeal and gas markets are different as well, not
only is gas different but New Zealand gas nmarkets are
different and we need arrangenents that are appropriate to
t he market here.

You' ve enphasised the difference Maui supply made to
t he devel opnent of gas markets in New Zeal and and | think
that's probably -- no-one would question that point, but
it seems to ne if | look at the scenario as you' ve put it
up, while that's an explanation of why we m ght have been
different in the past, the novenent in New Zealand is a
novenent towards markets that look far nore simlar to
what we see off-shore. That still begs the question of
whether their solutions are appropriate here, but
neverthel ess we're noving towards not further away from
the dynam cs of markets that we see in other jurisdictions
Wi th respect to gas narkets. I"d just |ike your comrent
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1 on that please.
2 MR JAMES. Two things, |I'mgetting to other issues and | agree

3 with you conpletely. VWhile the Maui period may have nade
4 us different, in fact we are now becom ng nore |ike other
5 mar kets, except for one pretty substantial and significant
6 issue, we have nothing like the size and therefore the
7 resilience in the gas industry in New Zeal and of other
8 markets and that's a point that | either haven't argued
9 wel | enough yet or I'myet to nake and it's covered on a
10 subsequent sli de. So | do accept that on the face of
11 it -- in this period or this part of presentation |I'm
12 simply, if you like, creating for the Conm ssioners a
13 pretty sinplified assessnent of where the New Zeal and gas
14 i ndustry has been and where it's going. I will come to
15 argue, though, that while the market arrangements | ook
16 nore like other jurisdictions now there's still the
17 fundanental issues of size and fragility if you liKke.

18 CHAIR Isn'"t that size and fragility related to the history

19 and we see that history unwi ndi ng now?

20 MR JAMES:. Yes.

21 CHAIR | think there's all sorts of reasons why, there may be
22 all kinds of reasons why the Conm ssion was asked to do
23 this inquiry at this particular point in tine and why
24 there was not concern about the use of market power if
25 there was any use of it in the past, but it does pose an
26 interesting question; is the current concern about the
27 potential cost to New Zeal and of use of market power and
28 transm ssion and distribution, does it relate to concerns
29 that it may inpede exploration and a resolution of the
30 very supply and demand conditions that we see? It seens
31 to ne that that is part of the reason that this inquiry
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1 was sought by the Governnment at this tine.
2 MR JAMES: Yeah, | think that's right. |It's a genuine, valid
3 guestion, is this an issue? W think we'll be able to
4 denonstrate pretty capably that it is the right question
5 to ask but the answer is no, it's not an issue. The
6 pi peline transportation services are not the principal
7 contributor to the Jlack of developnent of the gas
8 i ndustry.

9 CHAIR But you would accept that even if it's a contributor,

10 it could have a significant social cost?

11 MR JAMES: Yes, but 1'd argue it's not a contributor. But
12 yes, | do accept as a position, yeah absolutely.

13 If we then nove to this period beyond about what we
14 assess to be 2007, and in 2007 the Maui Field will have
15 effectively gone. Pohokura gas will be delivered into the
16 market. Al of the current fields under devel opnment will
17 be producing and will be in the post Maui era.

18 Whet her there is yet then sufficient exploration to
19 create a confidence about new gas reserves comng to
20 market is an open question. | tal ked about increased
21 supply on market power and that's one of the features that
22 we have observed that really started, in our view, wth
23 the divestnent of the Fletcher Challenge Energy assets to
24 Shel | .

25 There has now been an increasing concentration
26 upstream and therefore, in our view, the ability now for
27 producers to ration gas to market and to nore effectively
28 bal ance supply wth denmand. In terms of a sort of
29 national resource that mght be a good thing, that neans
30 that things will be eked out over the maximum period of
31 time, arguably, but it also neans that wellhead prices
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have noved pretty quickly to the new level. That's been
denonstrated in the past couple of years.

A shortened reserves horizon. W now have nothing

like the sort of reserves horizon that you see in other
devel oped conparable econoni es. We've gone from the
sublinme -- we've actually gone fromthe ridiculous to the
sublime. For 30 years we had nore gas than we could ever
possi bly use and forecasts there were neani ngl ess because
there was sinply so nuch of it, to a position today where
we don't even have, you know, prudently speaking, we don't
have confidence that there's enough supply after about
2010, which is, in terns of gas markets, a pretty short
time awnay.

There is a significant risk now of insufficient
i ndi genous gas, despite the fact that New Zealand is
hi ghly prospecti ve. I don't think there is a nore
prospective region than the Taranaki basin in this part of
t he sout hern hem sphere. Gven the fact that there are
now no significant disincentives in terns of taxation
reginmes, royalties, that sort of thing, this is a stable
political environment, a nice place to |ive and work. You
can't get over the fact, though, that it's a snmall econony
on the periphery of the world, it's a long |long way away
for people in the gas exploration business at any sort of
size and scal e.

So the super majors are in the Gulf of Mexico or in
the Mddle East and places |ike that. Wth the decline
now of Shell's involvenent in exploration in New Zeal and,
our view is that no super major will ever return to the
New Zeal and market, it sinply isn't big enough and doesn't
of fer enough scale. Therefore, New Zealand needs to
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attract what we'd term regional mpjors and that's the
Oigin's, Santos's, people like that, people that are
active in the Australian market who woul d include, enbrace
New Zeal and in that sort of Austral asian market.

To date we've seen the entry of Oigin, wth Kupe;
haven't yet seen the entry of any other of those regional
maj ors, so nobst gas exploration today in New Zealand is
bei ng done by junior explorers, people that are typically
under capi tal i sed. Wiile they have the skills and
experience to develop for gas, they are substantially
under capi tal i sed.

W see a situation now when we | ook forward, the high
cost base of alternatives. Alternatives to gas are not
sensibly wind and things like that, or hydro. New Zeal and
now uses as much hydro as it's likely to use. Wnd cannot
be built, or any of the other renewabl es cannot be built
or developed in sufficient volunes to acconmodate
New Zeal and's needs for power generation.

Gas is the fuel that offers the greatest utility and
energy intensive, intensity, if you like, to do that, and
therefore the realistic alternative to natural gas in the
future is LNG Very high cost base and it would recess
t he econony, and therefore there's a significant risk then
in our view to the New Zealand econony of industrial
di si nvest nent ; that's people pulling wup stunps in
New Zeal and and noving off-shore and the loss of key
mar kets for New Zeal and producers.

For exanple, nost of the energy used by Fonterra is
used to convert mlk to mlk powder. MIk powder is then
exported and in various places around the world it's
reconstituted into |local products. If that business
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becane unsust ai nabl e because the energy required to do it
becane prohibitively expensive, it's likely then that that
busi ness nodel coul d change fundanentally. [If New Zeal and
was in a situation where it was no |longer able to export
m |k powder, for exanple, it may need to revert to val ue-
added production in New Zeal and. That would be a whole
lot less energy intensive, but it would also potentially
put at risk some of those key narkets for New Zeal and

production, of mlk products for exanple.
The consequence of all that 1is the significant
i kel i hood of reduced economic growh from this uncertain

energy future.

MR STEVENS: Wiere do you see coal sitting in that equation?

You ment i oned LNG as a realistic alternative,
New Zeal and's got a couple of hundred years worth of coal
supply; where do you see that sitting?

MR JAMES: From a pure energy perspective we see coal as a

reasonabl e robust alternative but it's still in that high
cost base area. The delivered econom c and social cost of
coal is conpetitive to LNG It is not a conpetitor today
for indigenous gas, even for post Mui gas, given the
carbon tax and other constraints, the transportation, the
dealing with coal crushing and transport and things |ike
t hat . From an end-use perspective, from a delivered
energy perspective it's quite a high cost fuel. So it's
here in abundance but it's at the higher cost end and it's
at a very high social cost end as well, particularly given
New Zeal and's commtnent to Kyoto and those sorts of
t hi ngs.

Al'l of those trends affect NGC. \When we | ook forward,
this is the forecast that we've given our board, this is
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our market forecast. W haven't widely publicised this in
the markets in New Zeal and yet because this is not the
sort of information that we would routinely put out. But
certainly this is the view that we've given our board
This is our forward view of our gas transm ssion
t hroughput and it reflects exactly what 1've just talked
about . It reflects the rapid gromh in throughput up
until about the end of 2001, nostly built on power station
and petrochem cal s devel opnent.

This transition period that we're in at the nonent,
unstable period with demand falling off, conversion, for
exanpl e, of New Plynmouth Power Station to |iquids, those
sorts of factors, reduction in industrial demand through
this period, through uncertainty and other things, and
then a pretty flat view forward. Wen we |ook forward
from today out in the future, in real ternms we see our
transm ssion throughput declining through all of the
foreseeable future, sinply because it's a leading
i ndi cator of what's happening in the gas market.

I think the point, the substantial point that | want
to nake here is that it's difficult | think, in your
situation, not to take past performance and extrapol ate it
forward, that's the natural inclination to do. W woul d
argue strongly that past perfornmance in this case is not a
reliable indicator of future performance and that future
performance for these businesses is pretty easy to be
pessi m stic about.

CHAI R Wen you say it's not possible to extrapol ate past

performance forward, | think the Conmm ssion has accepted
these forecasts in its analysis; so what is it exactly
you're saying we can't do, because it nust not be taking
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this profile which | believe we have accept ed.

MR JAMES: It isn'"t clear to me and |'m not suggesting that

you haven't nade it clear, but it isn't clear to nme your
treatment of our forecast forward. I"m not sure when |
take advice on what's in all the material, exactly how
you're viewing, if you like, this sort of step change in
prospects.

So | guess at this stage |I'm raising the standard
warning flag, please don't extrapol ate past perfornance.
I f you haven't done that, |'m encouraged to hear that, but
that's all. This is sinply a case where, you know, there
are sone narkets where past performance is a good
i ndi cator of future performance. W're sinply arguing for
the record that this 1isn't the case wth the gas
transportation services market in New Zeal and.

CHAIR How | ong have you been projecting that profile?
MR JAMES: W did a conprehensive strategy review with our

board | ast Decenber. W' ve been, like everybody else in
the gas industry, uncertain these past couple of years
about where things would end up, and very heavily invol ved
in Maui negotiations and things |ike that. So it's been
pretty easy to just be focused on what's happening around
us today.

CHAIR Isn't it the case that that uncertainty was about the

timng of when the gas supply would shorten, not whether
it wuld? Isn't that a fair statenent, it was a question
of when Maui was going to be depleted, not whether we
woul d find ourselves in this position? | nean that's been
known for a good nunber of vyears. I  know from ny
experience on the Comm ssion we | ook at these nmarkets al

the time and we've changed the profile, but we haven't
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actually changed -- | nmean we've changed the timng of the
profile but the actual profile is pretty nmuch what we
antici pated, for sonme nunber of years.

MR JAMES: That's true. There has been a sting in the Maui

tail, though. What's been denonstrated now is that gas
industry participants, gas market participants haven't
responded, if you like. We've really needed to wait the
end of Maui and have it absolutely clear it had ended
bef ore people start the normal behavi our.

In other economes with a mx of gas resources what is
you typically see is people taking a prospective punt and
going and investing in new gas devel opnents before the old
one runs out. This has been an elongated process, the
redeterm nation process itself has taken 15 nonths from
the date of the redeterm nation announcenent wuntil the
contractual arrangenents were resolved. During that tine
there hasn't been any substantial exploration.

So we've now got sort of an interregnum a period of
a couple of years maybe that we think nay stretch to three
or four, where there really hasn't been the devel opnent
activity required to give us a sustainable future. So in
our view in any event if there isn't a substantial gas
find in the next couple of years then this market wll
change and will change forever because nobody w Il coneg,
you know, if this is an LNG cost base future people wll
sign 20, 25 year contracts in order to support the

investnent in that. Once that happens that w ndow is
closed, we don't think people will cone back here and
drill and therefore rekindl e an indi genous gas market. So

we could quite easily go from one prolonged period of |ow
cost stable Maui gas to another period of high cost stable
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1 LNGwith a difficult transition between.
2 So, yes, we have known that Maui was comng to an end.
3 What hasn't happened, and the evidence is there for that,
4 is that people haven't anticipated that by a couple of
5 years and created a seanl ess change to a new i ndi genous
6 gas market. That hasn't occurred.
7 CHAIR | just wanted to go back to that graph that you put up
8 and |I'd just like to ask you; you say you ve done a
9 conprehensi ve review in Decenber of, what was it, 2003?

10 MR JAMES: 2003.
11 CHAIR It's a question | wanted to ask, thought that | would

12 ask you when | had the opportunity, and that is |I'm
13 interested in your view on how the conpany approached its
14 pricing strategy in that pre-2003 review period as
15 conpared with how you've approached it since then. So
16 what difference did that review make to the strategies
17 you've taken as Chief Executive in ternms of pricing
18 strategi es.

19 MR JAMES: | think two things have come out of that. | think
20 | would argue that our pricing strategy hasn't changed in
21 that regard. |In pricing transn ssion services what we're
22 | ooking at is a fair return for investors, so that sort of
23 sets the quantum if you like, of revenue achieved from
24 t hi s busi ness.

25 We focus then on managenent of our costs, and ['1I
26 come back and talk about costs in a nonent. Then the
27 third element of that is then working out what's changed
28 in the market in terns of the nature, the conponentry of
29 prices, because pricing structure is as nuch an issue, in
30 my view, for New Zeal and consuners as is the quantum

31 Has anyt hi ng changed substantially since the review in
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2003? No, there was already an elenment, if you like, in
our cost base. W had divested our electricity generation
assets early in 2003. As a consequence of which we were
then left with a share of corporate overhead that had
previously been allocated to our generation business. | f
we did nothing about that, that would sinply have created
a greater burden on the remaining businesses. So it's a
reverse portfolio effect.

So we've worked hard to reduce our corporate costs by
that anount of noney and nore so that we're not inposing
that sort of cost burden on consuners at the end of the
day through the portfolio of businesses that we own.

CHAI R: So if you look forward and you saw that you had
stagnant demand and you were concerned about that, and I
assune your proposition is that that has increased the
constraints on your behavi our.

MR JAMES: Yep

CHAI R: But it didn't have any inpact in ternms of what you
t hought you could do or what you ought to do in terns of
your pricing, in other words your proposition is there was
an increase in constraint brought about by rmarket
circunstances but it had no inpact on your pricing
strategy.

MR JAMES: No, | wouldn't say it had no inpact.

CHAI R How did it constrain what you could do in ternms of
your pricing strategy going forward? VWat materi al
difference -- and |I'm happy to hear from your staff, but
I"'minterested in your view because we often find, talking
to the executives, that it's quite helpful to understand
t he nature of the business.

MR JAMES: | think the constraint that we observe now, and I
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say so later in the presentation, so it's not just
sonething that | thought of; for all of the foreseeable
future we now see this business, our transm ssion business
as nore effectively constrained by nmarket forces than by
any other force. W're now clearly in the zone where
actions we take with respect to pricing will have an
effect, if you like, in ternms of volune and throughput and
things like that. So | think our view, what happened
since we identified or what's been energing as the issue

is we've reached the limts of elasticity in our view.

CHAIR  You stated, | believe, that you have an overall return

that you seek for your sharehol ders and that that view on
what that return is hasn't changed. So you're able to
maintain that return through, | suspect, through this

period, is that your --

MR JAMES: No, | think we'll denponstrate that we're not able

to maintain that return. W seek to, but there's a period
ahead of us of significant difficulty in maintaining that

return.

CHAIR  But that hasn't changed the overall outcome you expect

to get in terns of your pricing structure.

MR JAMES: W' ve now reached the point where, and again in ny

vi ew what we're now doi ng is bal anci ng throughput, returns
to investors and price s to custoners. So, we've now
reached a point where | think that balance is alive.
There would have been a point in our history going back
when price increases would have been acconpani ed actually
by increases in throughput because the nmarket was grow ng
and NGC s pricing was not constraining the narket.

I think we've probably gone now to the other side of
the coin. "' m concerned about, when | |ook forward at
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stagnant demand and maybe demand that's slightly declining
over the period, we still have substantial cost pressures
in the business, the cost of wages is increasing wth
inflation, those sorts of things. This is a conundrum
So fromthe other perspective --

CHAIR Can | just -- | didn't want to preclude your coll eague
fromadding to that, if you were going to go on, so it's
up to you if you'd like.

MR JAMES: |'d be happy to.

MR WLSON: Good norning Chair and Conmi ssioners. Just a few
things that I'd add to Phil's coments. One is that to ne
the nost significant change that's happened over this
period, and |I'mtal king about over the |ast year or so, is
an increase in the gas price, the conmmodity price, that |
don't believe anyone in the industry anticipated. It nore
t han doubl ed over that period. | don't think anyone woul d
have anticipated that quantum of change or that it would
happen so rapidly.

| don't think there's any doubt whatsoever that when
the price noves that significantly there will be a demand
reaction. So demand is going to decline. It will take a
while to happen and that's just because, as Phil has said,
there are long-terminvestnents in the gas industrial, so
custoners do take a while to react to that kind of change
because it is inevitable. To suggest otherwise is to deny
the | aws of econom cs.

CHAIR So the elasticity has becone greater?

MR WLSON: There has to be elasticity in the market.

CHAIR  Wiich has flowed through to your services?

MR W LSON: Yeah. How wi |l that affect our business? | do

come into this in ny discussion, but ny view is that what
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you will see happening, and what is already happening is
that nore and nore custoners are approachi ng us asking for
special prices. So the delivered price of gas is becom ng
uneconom ¢ to many customers, or alternatives are becom ng
realistic. So they're |looking for a special deal on their
pri ce. Now we have the choice either of cutting sone
extra special deals or facing the fact that we're going to
be Il osing denmand, and what we've seen over the past year
or so is that we are engaging in nore of this negotiation
and that will increase.

What the eventual outcome of is does not necessarily
decrease on our return. Mre likely it's an effect on our
asset base and | will get into this in nore detail when |
give nmy presentation, but you'll see when we |ook at our
ODV that there's a significant anmount of our asset, about
17 percent in fact, that's optim sed out of the system and
there's a significant anmount of asset value that s
reduced because of econom c value wite-downs. I n ot her
words the revenue from the market can't support the
val uation that we've got and | think it's inevitable that
you will see that position shifting over tine, recognising
t he change in the market.

M5 BATES: | just wanted to ask you a bit about the breakdown
of your nmarket, you've got sone initial, in your
subm ssi ons, 28 percent residential, 55 percent industrial
and 17 percent comrercial. |Is that still where it's at?

VR W LSON: That is correct for the network business. 0]
course we have a transni ssion business, the high pressure
si de of our business, and a network business.

M5 BATES: So what's the breakdown for the transm ssion side?

MR WLSON: The transm ssion business of course supplies high
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pressure gas to the other network businesses in
New Zeal and, so Vector's nmarket, Powerco's market,
Wanganui Gas's market, and actually it hasn't changed
greatly over the last couple of years. Into the
reticulated market, there is still approximately 38
pet aj oul es a year.

What has changed greatly is the anmount of gas going
into power generation. For exanple, if you |ook at
Auckl and, the reticulated market in Auckland is around
about 10 petajoules, but what's happened since the
Sout hdown Power Station and nore recently the O ahuhu
Power Station have been built is that that's increased
from 10 petajoules, another 8 petajoules to supply
Sout hdown, another 22 petajoules to supply Oahuhu, so
we've noved from 10 up to 40. But the underlying market,
the reticulated market if you like, hasn't changed
dramatically over the past few years.

M5 BATES: So if you look at your industrial custoners, you'd

i nclude those two power stations?

VR W LSON: No, | wouldn't consider those to be industrial
custoners. | would consider themto be power generation.

M5 BATES: I"m just not quite sure -- I'mtrying to get a
profile of your custoner base, so how would you describe
it?

MR WLSON: Right, okay. Well I'mtalking about the quantity

of gas transported on the transm ssion system now and
that's different fromthe quantity on our networks because
our networks are only a snmall part of the market. On the
transmission system in aggregate there's about 100
pet aj oul es transported each year. O that 100 petajoules
about 40, say, is transported into the reticul ated narket,
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so that's gas going on into distribution networks for sale
to residential, commercial, industrial. Alnmost all the
rest of the gas is going to major users directly off the
transm ssi on system or power generation.

M5 BATES: kay, thanks, that's hel pful to ne.
MR JAMES: |'mjust aware of the tine, Chair, so I'll push on.

"Il rnmove through this fairly quickly because |'ve nade
sonme of these points. W argue that gas is different from
electricity and teleconmmunications because inportantly
it's a discretionary product. This is a product that
peopl e choose at the nargins. Gas is different in
New Zealand to other gas narkets because of its |ow
penetration and the consequent sensitivity to market
change and I'll show you a chart in a nonent. As | just
said, for all of the foreseeable future we see that gas
will be constrained in New Zeal and by narket forces, by
conpetitive and ot her forces.

If I can nove on, this is a picture, this is not a
chart, sinply a representation, that we presented to an
infrastructure conference here in Wellington at the end of
2002. These nunbers have changed a little, but not so
much that we would | ose perspective. So what you see on
this chart then is down the left-hand axis average denmand
in gigajoules per annum and across the bottom customner
density, custoners per kilonetre. The intersection of
those two things are then shown by the dots.

You see New Zealand at the lower end of the scale
here, about 24 gigajoules per customer on average with a
custoner density utilisation factor, if you like, of a
little under 20 customers per kilometre, about 18. The
New Sout h WAl es market, the average Australian nmarket, the
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Victorian market right up there and then the North
Anmerican market on average.
W then draw a line of best fit to connect all those

things. This is arguably a sort of a utilisation curve.

CHAIR This is for the retail is it?
MR JAMES: Reti cul ated narket. So all of the network markets

if you Ilike. This is a common way of describing, for
downstream gas markets, of describing network econom cs
and conparing nmarkets. So, what we then did was put an
inverse price scale on the right-hand side, just to see
whet her there was any correlation then between network
utilisation and final prices and surprisingly there's a
hi gh degree of correlation there now. In the New Zeal and
case since 2002 wellhead prices have increased by around
$3 a gigajoule, maybe a little bit nore. O her prices
haven't nmoved nuch at all in that tine.

So in New Zeal and's case that blue dot has now fallen

below the line, not by a significant anount given the
di fferences in other jurisdictions, but it's an
interesting correlation that | think denonstrates, or

encapsul ates the New Zealand issue in a single picture.
That is that we're at the very small end. This is a small
mar ket wth dispersed networks spread across the
North Island, |ow average consunpti on.

Renmenber for all of that Mui period, even though gas
was cheap, so was electricity because gas was then setting
electricity prices in the nmarket, it was the marginal
fuel. So the price conpetitiveness between New Zeal and
gas and New Zeal and el ectricity, the differences have been
slight; certainly not enough to drive terrific devel opnment
of gas markets.
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Whereas, for exanple, at the top of the scale in the
US, North Anerica, the relativity between delivered gas
prices and delivered electricity prices is anywhere
between 2 to 1 and 4 to 1. In other words gas is half to
a quarter of the conpetitive price of del i vered
electricity. In those markets you then see the upward
spiral effect, you see people connecting to the gas
networks in greater nunbers and using gas because it's so
conpetitive and that feeds off itself.

Earlier on | said that I'd worked in the Canberra
Australia market. Canberra was reticulated with natura
gas beginning in 1981, reticulation concluded in about
1996. Today, the Canberra market sits up above the
Victorian market and just below the North American market.
So consunption there is over 70 gigajoul es power custoner,
there are now sonething |ike 60,000 gas consuners. So in
a city smaller than Wllington, total residential gas
consunption in Canberra is nearing 80 percent of what it
is in the whole of New Zealand. Wth a single contiguous
networ k, the network econom cs are just phenonenal .

So again this is a very telling slide in our view
because it really puts New Zeal and at the very |ow end, at
the fragile end of world gas markets.

Movi ng on then; regulation in our view should reflect
the wunderlying economcs of course and the commercial
reality. In our view the argunents put forward in the
draft don't, in our view, reflect what is our view of the
comrercial reality of this industry. Evi dence of excess
profits is open to significant debate and as Steve said in
his introduction, on four or five key issues in the draft
any one of those, were it to be our view rather than the
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Conmission's view, would in ny understanding conpletely
negate the excess profits. So that seens to ne now to be
that we're in an area where we need to be absolutely
certain that all of the contentions proposed are in fact
the way that they're proposed, because if any one of those
things, if one out of four can change this argunent
fundanentally then in our view that therefore is open to
signi ficant debate.

Today gas service providers are constrained by a
nunber of other forces in the market, forces that weren't
there in the past. Inter-fuel conpetition, the gas prices
have increased rapidly; the inter-fuel conpetition between
gas and electricity for exanple, while it was tight in the
Maui era is today even tighter. So there are genuine
constraints fromthe marketpl ace.

There are now another raft of constraints on the gas
industry as well, Dbehavioural and other constraints
reflected in gas industry governance, the Gas and
Electricity Industry's Bill requires the establishnment of
a regulatory nodel, a behavioural regulatory nodel, an
operational regulatory nodel over the industry which the
i ndustry is now in the process of inplenenting.

Unsurprisingly the gas industry nodel is different
fromthe electricity nodel. The gas industry has argued
for a co-regulatory nodel, the Mnister has accepted that
because the Mnister has accepted that aspects of
New Zeal and's gas industry are quite different from
New Zeal and's electricity industry.

The final point then is one nay be tenpted to nake a
regul atory conparison wth Australia. Regul ation in
Australia is, in my View, different and it has
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historically been different. Perhaps it's nobre heavy-
handed, that may be a description that people use. | note
with interest, though, that only a vyear ago the

Productivity Conmission in Australia has expressed a
caution about over-regul ati on, particularly of
infrastructure investnments on the basis that future
consuners may not be well served by, if there is a | ack of
infrastructure developnment which is fundanmental to the
devel opnment of the Australian econony; |'d argue that sane
i ssues apply here and because of the size of New Zeal and's
econony are, in ny view, even nore inportant.

CHAI R Can | just interrupt you for a mnute on that |ast
slide. You talk about the constraint that cones fromthe
i ndustry, the proposed industry governance reginme and |
think it's fair to say that sone aspects of that regine
are pro-conpetitive and | can see that m ght be the case.
But what I'mnot sure is what is it about that regine that
puts constraint on NG in terns of its pricing behaviour
what is it --

MR JAMES: In ternms of its sorry?

CHAIR  Pricing behaviour.

MR JAMES: M view is that the constraints that co-regul ation
or the gas industry conpany, call it what you will, wll
impose on NGC, that body wll be charged wth naking

reconmendations around regul ations, or r econmmendi ng
regulations that wll then be given the force of |aw by
the M nister.

CHAIR  Those regul ations have nothing to do with -- anything

to do with prices, revenues or any conponent of prices and
revenues.
MR JAMES: Well, | think, Chair, with respect, our view of our
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business is that it's not all about prices.

CHAI R: No, but I1'm asking you, is there anything in the
proposed governance regine that constrains prices and
revenues in any way.

MR JAMES: No, not directly, no.

CHAIR And indirectly, how would it indirectly constrain?

MR JAMES: Because they're behavioural. Wat wll enmerge from
that is a code, for exanple, for access to pipelines, a
code for access to distribution syst ens, agr eed
arrangenents or approved arrangenents for wholesale
mar kets and those sorts of things.

CHAI R But that doesn't in any way constrain the price for
that access, does it?

MR JAMES. No, | accept that it's not targeted at prices, but
from our perspective it's a constraint on our business, it
constrains us from perhaps developing our access
arrangenents in one way when the consensus of the industry
is that they be devel oped another way. That was the point
that | was naki ng.

CHAI R Il don't want you to mstake what | said, the
Conmi ssi on has been al ways reasonably supportive of those
sorts of governance arrangenents, we don't have a
difficulty with it. Al 1'mquestioning is, does it go to
the heart of the matters before us here today?

MR JAMES: Well, | guess that -- the thing that | would say,
and we haven't seen the shape of those yet, so I|I'm
forecasting what they might look like; but to the extent
that the industry operates under a single schene, a single
access arrangenent, a single market schene and that sort
of thing, it makes information nmuch nore transparent, it
gives people an opportunity to look with far greater
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clarity and conpare the performance of one business to
anot her. So in ny view that wll be an indirect
constraint on prices in the future. | can't argue that
that's the principle on which it's established, but that's
ny view of what will actually happen in future.

I'd like to talk for just a nonent about future
consuners because again it seens to ne that a trade-off
that Regulators need to nmeke is to what extent do we
reward current consumers, potentially at the expense of
future consunmers. Wthout investnent the gas industry in
New Zeal and will not grow. We believe strongly that net
public benefits is the right test for these sorts of
busi nesses. It makes no sense to have a regulatory
arrangenent which qualifies on one criteria but actually
doesn't deliver benefits sufficient to outweigh its cost.
That seens to be wong headed.

So we agree that the net public benefits is the right
test but the issue that's been raised about foreign
i nvestnent, particularly with respect to NGC s business is
di sappointing and we think that that needs greater
clarity. So we would argue that a net public benefits
test should include the benefits to the public of foreign
i nvest nent .

Just as an aside, interesting that on the day that the
draft was announced and | think, with respect, it created
some uncertainty around foreign investnent, NGC s share
price fell 25 cents that day which would indicate that, as
| make this point, the investnent climte is always
vol ati |l e. So investors are not necessarily on any given
day fully inforned, they form their views from a whole
range of things.
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Regul ation can alter the balance of interest between
current and future consuners, that's the point --

CHAI R "Il just stop you before you go on. I take it from
the comment that the net public benefits test is the right
test nmeans that you don't believe the net acquirers test
is the right test?

MR JAMES: No, we don't.

CHAIR Wiy do you think transfers from producers to consuners

don't matter for the purposes of looking at a natural

nonopol y?

MR JAMES: | didn't say that they didn't matter and | woul dn't
argue that they don't matter. But if there is a test to
be applied here, then | think the broad -- the best test
is this net public benefits test, that's our view,
because --

CHAIR It doesn't take account of transfers at all.

MR JAMES: ["m arguing that the current net benefits test is

not adequate to do that, but we would argue that a net
public benefits test is a better test because it applies
el enents of econom c efficiency apart from anything el se.
It would be a --

CHAIR It's the only thing that applies.

MR JAMES: Yeah.

CHAI R So inplicitly by saying that vyou' re saying that
monopoly rents are not a matter that should be of concern
in the inquiry.

MR JAMES: No, but equally -- no, I'm not trying to argue
t hat .

CHAI R But the test that you're suggesting is appropriate
gives no weight to that. If you were to give weight to
that and treat foreign investnent in the way that | think

Gas Pipelines Inquiry: Draft Report 26 July 2004



41

NGC
1 you' re suggesting, it collapses to the net acquirers test.
2 So | just want to be very clear on what your subm ssion is
3 here. Are potential rents sonething the Comm ssion should
4 or should not be concerned wth?
5 MR JAMES: | don't think that | should have a view on whet her
6 or not the Conm ssion should or should not be concerned
7 with rents. O course the Commission is concerned wth
8 rents and | think that's reasonable to do. What | have
9 said, though, is that we shouldn't stop there, because if
10 we sinmply get a regulatory test that says we've
11 established that there are rents, ergo you are regul ated,
12 then we pay no attention whatsoever to the cost to the
13 econony of that regul ation.
14 CHAIR Let me put this question to you. If we found very
15 | arge rents, very large, not small, not insignificant, but
16 very large, what you would accept as very large rents,
17 what ever that mght be, and the net result of that when
18 you conbined it with the proper consideration of dynamc
19 ef ficiency and other forms of efficiency, would you accept
20 then that that would be a situation where control may be
21 justified?
22 MR JAMES:. That's a hypothetical, Chair.
23 CHAIR  Yes.
24 MR JAMES: I think wunder that hypothetical it would be
25 patently ridiculous to argue that it shouldn't apply. I'm
26 arguing a net public benefit in this context, because in
27 this context we've argued that there are no excess
28 profits, that there are no rents, and therefore in this
29 context that's a test that -- if in this case we end up
30 finding that there is a small amount of excess profit, if
31 we can't reconcile the differences of view that we have,
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and that that small amount of excess profits is then
out wei ghed by the cost of regulation to the public, |I'm
suggesting that in that circunstance, that would be an
unfortunate outconme, that would be --

CHAIR  The net acquirers test takes account of that. | just

wanted to clarify one thing; that is the Comn ssion
believes the test, and the Comerce Act is the net
acquirers test, that is the test this Conmmssion is
required to base its reconmendation on. That test does
take account of both the efficiency argunments, the cost of
regul ation, both direct and indirect, but also transfers,
so any rents that we find. And | accept your proposition
that you think those rents are non-existent and that may
be the outcome, |'ve got a conpletely open mind to that.
And in the net acquirers test this issue about foreign
i nvest nent does not come up. This net public benefit test
is a test that is normally done in an authorisation
environment. It is sonething we have | ooked at as we were
instructed by the Mnister to do so and to provide that
i nformati on.

In that test we have court precedence about the
treatnent of foreign investnent where -- not foreign
i nvestnment, but how you treat any rents that mght go off-
shore, and so we've done the analysis because we were
directed to do so. But as you will be aware we have
certainly cautioned the CGovernnent about that there woul d
be further costs associated with basing a decision on that
because the treatnent of foreign transfers that go off-
shore, there's a different effect on different conpani es,
just purely because of their ownership structure.

So I just wanted it to be very clear that that is the
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1 basis on which the Commi ssion did the analysis, but the
2 Commi ssion is very clear that its recommendation will be
3 based on a net acquirers test.
4 To sum that up |I'm taking it that you don't have
5 difficulty with that but your proposition is there are no
6 rents being earned and therefore that part of it drops
7 out .
8 MR JAMES: | don't have a difficulty with it, no.
9 | should concl ude. In concluding then, if | could
10 summarise the points that |'ve attenpted to make. The
11 New Zeal and gas industry is small and given the position
12 it finds itself in today and looking forward faces a
13 nunber of very significant chall enges.
14 The second point is that any formof control therefore
15 would, in our view, require robust evidence of excess
16 returns. This is such an inportant issue for this
17 industry that it's absolutely vital and | know that we
18 agree with you there that there be robust evidence of
19 excess returns before a recommendation for control is
20 gi ven.
21 And last point, that the Conmm ssion needs to be
22 certain of the benefits of control, particularly to future
23 consuners. Thank you.
24 CHAIR  Thank you very much for that M Janmes. [I'll just see
25 if ny colleagues have questions before | turn to our
26 ext ernal experts.
27 DR LAWRENCE: I'"d just like to clarify sone things on the
28 graph you had up, the one titled "utilisation is a key
29 i ssue". Firstly | just want to clarify what "average
30 demand per annunt you have on that graph is; is that just
31 residential average denmand or is that total average demand
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1 for your distribution conponent?
2 MR JAMES: 24 gigajoules, residential. The purpose of that
3 was to denonstrate differences in network economcs, and
4 what acconpanied that -- it's no longer relevant because
5 the prices have changed -- but what acconpanied that was a
6 table and the heading of that table was at first glance
7 residential prices appear high in New Zeal and and they do.
8 If looked at froma final price point of view on the face
9 of it New Zealand prices are very high. We sought to
10 explain sonme of that and suggest that the reticulation
11 conmponent, the distribution conponent which was the |arger
12 si ngl e conponent was being driven by utilisation issues.
13 DR LAWRENCE: The nessage | take from that graph is that
14 New Zeal and and the US are really at very opposite ends of
15 the spectrum So would it be fair to say that you' d need
16 to be pretty cautious of drawing inplications about the
17 New Zeal and system from US i nformati on?
18 MR JAMES: Yes, | certainly would. I wouldn't -- one of the
19 difficulties in this business, and |I'm sure that this is
20 sonmething that happens all the time wth respect to
21 inquiries, is that it's very difficult to draw concrete
22 concl usions from anything that happens anywhere else. The
23 gas industry is no different. W've -- and |I'm talking
24 about in ny past, |'ve been involved in pretty extensive
25 benchmar ki ng exercises using FERC data and things |ike
26 that, full of difficulty, full of 1inconsistencies and
27 different nunerators and denom nators and all sorts of
28 t hi ngs. So one attenpts to draw from that trends and
29 directions rather than concrete concl usions.
30 DR LAMVRENCE: Wuld it be fair to say that a large part of the
31 difference there that you observe is due to particularly
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the climatic effects and probably lifestyle effects and so
forth in the US relative to New Zeal and?

MR JAMES: Well, | guess what | was attenpting to draw from

that is regardless of what things drive circunstances in
the first place. W could argue that New Zeal and's
culture around energy is different, its climte isn't
different from New South Wal es for exanple.

DR LAWRENCE: No, sorry, | was talking about relative to the

UsS.

MR JAMES: Well, the US, particularly markets |ike Northern

[1linois and thinks |ike that are under snow for seven
nonths of the year so certainly their climte is very

different. It could be argued that their energy
consunption culture is different as well. That isn't the
point, | wasn't trying to explain why, | was trying to

expl ai n what, you know, what actually happens.

What actually happens is when you get the function of
average demand and the price that cones from that, the
three things are interconnected. H gh custoner density,
hi gh average consunpti on, low prices relative to
conpetition gives you that snowball effect, things just
get better and better, it's the network effect. W're at
the other end of the spectrum we haven't |atched on to,
for whatever reason, that snowball effect. That's not
happening in the New Zealand markets and in ny view it's
unlikely to happen ever, we sinply haven't gained the
critical nmass.

DR LAWRENCE: Surely penetration is increasing in New Zeal and

over tine, | nmean it's an ongoi ng process. It's fair to
say that you're certainly a less mature market than the US
and you may never get to the utilisation levels and so
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forth given the climatic differences, but certainly it
would be -- you would have to agree that the New Zeal and
mar ket is not conpletely static in that respect.

MR JAMES: No, it's not conpletely static but at the rate of

current market growth | think it's unlikely that we'll
ever reach -- if | go back only a decade or 15 years in
New south Wales, the New South Wales market or Sydney
mar ket average consunption was 19 and a hal f gi gaj oul es or
something |ike that. VWhat's happened in the Sydney
mar ket, for exanple, through this sort of 15 year period,
is there's been a remarkabl e change in the conpetitiveness
of gas and the attraction of high consunption gas
appl i ances.

So central heating has taken off |ike never before in
the New South Wales market, as have instantaneous water
heat ers, continuous flow water heaters those high
consunpti on devices. Today Sydney average narket
consunption is nore than 27 gigajoules, there's been a
phenonenal change in that tine. Consequently the real
price of gas has been declining in the Sydney market for
all of that period there.

Is no such trend going on in New Zealand? No such
trend. The cost of primary energy, increases in wellhead
prices have wped out all of the sort of so-called
utilisation gains from increasing penetration over this
past 15 year period. It's as if the Maui period never
exi sted froma gas network point of view

MR SELL: A question for you, M Janes, first of all just a

qgui ck followup question on the sane graph, do you have a
simlar graph for the whole of the distribution network?
Because | guess the question this raises in ny mnd is
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from other stats you ve provided | think residential's
only about 20 percent of your distribution volunes. So |
just wondered what this graph would look like if you did
it over the whole of your distribution network, | don't

know if that's avail able or not.

MR JAMES: We haven't done it, but the data is available, so

it could be done. Again it was done for a particular
reason, it was done to add sone other information to a
conclusion that was being drawn that residential prices in
New Zeal and were hi gh because network prices were high and
for no other reason.

When you start to put industrial custoners and -- if
you take the whole of the distribution system for
exanple, then what you introduce is very substantial
differences from market to market. If we took -- if we
conpared the Ml bourne nmarket with the New Zeal and market,
for exanple, Melbourne is the heartland of industry in
Australia so even on distribution networks you'd get a
much higher proportion of industrial and conmerci al
demand. |I'm not sure that the conclusions you' d reach at
the end of that would be worth anything, but the data is
avail able. W haven't ever done the graph.

MR SELL: I just thought that it may be helpful to the
Conmission, but | accept that there my well be sone
caveats or explanations that may well need to go with it.
Just a question of clarification; NZ on there, that's the
whol e of New Zeal and, it's not just NGC s networKk.

MR JAMES: | don't recall.

DR HODGSON: I think it was an aggregate of the information

di sclosure information for network conpanies but |'m not
sure off the top of ny head, it was a couple of years ago.
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1 CHAIR Can | ask you to clarify that in cross-subm ssions
2 pl ease.
3 MR SELL: The main area of questioning | have | guess is
4 around evidence for the level of conpetition which you' ve
5 tal ked about quite extensively and | guess you talked
6 gquite a lot about the quantity side of that, not very nuch
7 about the price, the relative pricing aspects of that.
8 Even |ooking at your submission you refer to the ACL
9 Report which | don't have in front of nme here, but there's
10 not a lot of information in your submssion on the
11 relati ve economcs of different fuels. There is sone
12 information in there which | believe, if you'll excuse ne,
13 is in a confidential section of it, although | think the
14 conclusions from that 1'm sure are not particularly
15 confidential because they're a matter of public record and
16 it does show that the costs of LPG are considerably
17 greater than reticulated natural gas and that electricity
18 is somewhat greater than the cost of natural gas.
19 I think that data might be a year or two out of date,
20 but I think it would be very helpful to the Comm ssion if
21 you were able to provide sonme nore robust data on that
22 aspect and if you had any conments on that now I think we
23 woul d be pleased to hear those as well.

24 MR JAMES: Only that we've just concluded another review of

25 inter-fuel conpetitiveness, to the extent that that's not
26 in this submission it can be nmade avail able. | only
27 | ooked at that |ast Thursday, so that's quite recent. And
28 you're right, those prices have changed sonewhat in recent
29 tinmes, so we can nmake that avail abl e.

30 What you'll see from that information is that the
31 advantage that gas had historically is being eroded. e

Gas Pipelines Inquiry: Draft Report 26 July 2004



49

NGC
1 still have price conpetitiveness between electricity and
2 LPG at residential |evels between coal and, well, not with
3 coal, but that's a straight fuel price, but fuel oils and
4 things like that at industrial |evel. So I'm happy to
5 provide that information. O course, economcs is not
6 what nost people participate in when they nake decisions
7 about fuel at home or appliance choices and things |ike
8 that, it's one of the factors, but the whole raft of
9 factors that people take into account.
10 MR SELL: Sure. | think that woul d be hel pful.
11 CHAIR  Yes, if we can have that in cross-subm ssions please.
12 Do those other factors tend to nmake the substitutes nore
13 attractive or |less attractive, non-price factors?
14 MR JAMES: | think if we just took it on price factors natural
15 gas would be a bit less attractive. Price is one thing.
16 There's been two years now of publicity about Maui running
17 out and uncertainty about future fuels. W' ve seen our
18 rate of network connections slow significantly, it's
19 starting to pick up again now, but they're not at historic
20 | evels, so have to assune from that that the |evel of
21 publicity around Maui gas and concerns that gas will run
22 out are fuelling -- perhaps that's a poor choice of
23 word -- but are responsible for people deciding not to
24 connect to gas who ot herwi se may have. Maybe they've just
25 del ayed that, | don't know, but certainly if we |ook at
26 the raw nunbers and we I|ook at what was happening
27 cont enpor aneously then there's been a lot of uncertainty
28 in publicity, negative publicity around natural gas.
29 MR SELL: | have one other question. That is around the area
30 of elasticity that you quote in your subm ssion. Because
31 there seemed to be sone, to nme anyway, to be sone
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contradi ctory statenents around that. We've heard, for
exanpl e, you saying that the market is very conpetitive at
the nmonment and you're right at the point where, at the
price point where there's a lot of action | guess in the
market and a lot of price sensitivity.

The Conm ssion has used an elasticity of mnus 0.3

which you' ve described as low in section 6.1 of your
subm ssion, and | think one of the other subnissions that
we' ve been provided has conme up with an even |ower price
elasticity than that. You have nentioned in section 6.2
of your subm ssion that you believe that in regard to the
all ocative efficiency calculations there would be only
very limted increases in quantity in response to changes
in prices. So we seem to be getting sone slightly m xed
nmessages there. | wonder if you'd like to just clarify
some of those.
HODGSON: | guess what we're talking about here is a
distinction between conmerci al reality and economc
paradi gns that are used for nodels such as these. | think
it's fair to say that the Conmi ssion's nodel assunes a
guantity reaction to price in claimng that if the price
was | ower there'd be nore gas to be transported.

The practical reality is that the anpbunt of gas in the
country is limted and therefore, if anything, it's not
going to be transported on our systemif it potentially is
put into alternative uses. It could be flowed down, say,
the Maui pipeline into Huntly Power Station, it could be
used i n petrocheni cal s.

So the point here is not really, if you like, the bits
in the subm ssion, when we are getting into dealing with
the econom c paradigm that the Comm ssion is using, the
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points that Phil and lan wll nake are about the
comrercial reality and, you know, we don't sit around and
make economic estimates of elasticity for conmercial
pur poses, people are out there in the narket addressing
the prices of conpeting fuels.

So | accept the point that the information in the AC L
Report's out of date, it's just not the way we approach
business in the practical sense.

SELL: Can | suggest that elasticity applies in both
directions | guess and that maybe even if |lowering the
price didn't lead to an absolute increase in demand for
gas if there was a relatively significant elasticity then
at least a lower price mght lead to | ess of a decrease in
gas quantities than you' ve been projecting, would you see

it acting in that relative way?

DR HODGSON: To put this in context, if we take the average

transmission price which is about $1 a gigajoule, if you
cut that in half, 50 cents, the commodity gas price has
gone up in the last couple of years by $3 to $4 in sone
case, end-users are facing. So you're potentially |ooking
at a very insubstantial effect as conpared to the effects
of the actual energy conponent and also the effects of
uncertainty and there are people out there, and there's an
exanple, which isn't in our submssion but it's cone
t hrough the sales force, of soneone actually |ooking for a
heat load and they've got to replace their equipnent,
they' ve | ooked at it, they've said gas is uncertain, we're

making an investnent for 10 years, we'll put in
electricity for a heat source and this is a nmgjor, like 80
TJ | oad.

So people out there are nmking decisions for a
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1 variety of commercial reasons and it's very hard, if you
2 i ke, and we accept that it's hard, we're not just sort of
3 having a go at the Commssion's nodel, but it's very
4 difficult to translate the conmmercial reality that our
5 sales guys are facing and people like lan are facing into
6 an econom c nodel and we're going to get up -- we try and
7 translate it, but we get to a point where practical
8 reality sort of diverges from econoni c nodeli ng.
9 MR SELL: | accept it can be difficult to get firm estimtes
10 of elasticity and you often see quite a range. But |
11 think it would be helpful if you had nore to add in your
12 cross-submi ssion to suggest to the Conm ssion what vyou
13 believe elasticities for the transm ssion and distribution
14 services you provide mght be, or a realistic range for
15 those, if you're able to do that.
16 DR HODGSON: W' Il endeavour to get sonme assistance to do
17 that, but -- yeah, we'll try.
18 CHAIR Now we'll turn to Conmm ssion staff and I'll start with
19 Dick, did you have any questions Dick, no. Sue, any
20 questi ons?

21 M5 BEGG  Just a question on investnent. You were predicting

22 decl i ning demand and then flat demand for transm ssion. |
23 just wondered what the inplications of that are for new
24 investnent in transm ssion. Qoviously you'll need to
25 mai ntain the network. | note in your subm ssion you talk
26 about at the distribution |level how, even if in the face
27 of flat denmand you need new investnent because you have
28 customer churn and you're trying to attract new custoners
29 as you |l ose other ones, | just wondered how that works at
30 the transm ssion |level of the market for investnent.

31 MR W LSON: | think you're quite right to point out that the

Gas Pipelines Inquiry: Draft Report 26 July 2004



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

53

NGC
two situations are different and | do cover sone of this
in nmy submssion. On the transm ssion pipeline generally
the situation you're facing is that you have a pipeline
dedicated to sone particular geographic group of
custoners. Oten there's one mgjor custonmer anongst that
gr oup. I[f, as in sone of the exanples 1'Il present to
you, you |l ose that major custonmer what happens is that you
have to look at either optimsing down the size of the
asset supplying that customer or taking an econom c val ue
write-down on the asset so the effect is reflected through
t he asset val uation.

On the networks it's not so straightforward because
generally the network of pipes is supplying a range of
custoners and it's hard to identify often which particul ar
pipeline is delivering gas to that custoner. So just
technically it's nore difficult to nake that adjustnent,
but also there's generally nore possibility that you can
replace that custonmer with others.

On the transmission system wusually the situation
you're facing is that the pipeline is dedicated to that
geographic area and there isn't nuch opportunity to
substitute and obviously there is no other econom c use
for the pipeline.

M5 BEGG So in your projections of flat demand you're talking

there that you're losing custoners, are you anticipating
that you'd invest to capture new custonmers so that your
overall demand is pretty flat as forecast, or are you
suggesting there's a net loss so investnents -- well
you're losing existing users of the pipeline but you're

not going to be investing to capture new custoners?

MR W LSON: On the networks, and | cover this, we are stil
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NGC
growing quite significantly, but nost of that growh is
off new reticulation, in other words we're having to
continually reinvest in the network to achieve that
gr owt h.

M5 BEGG And on transm ssion?
MR W LSON: On transmission the situation is a little bit

different. VWat we're finding in transmssion is that
significant, substantial investnents are driven by a
nunber of changes in the marketpl ace. Only one of them
for exanple, being new consumers comng up. |'mgoing to
be tal king about, you know, what the effect, for exanple,
of the Maui pipeline becom ng open access will be to our
transm ssion systemand that will affect demand inevitably
on several of our pipelines. So it's hard for ne to nake
an exact parallel to the distribution situation.

MR JAMES: 1'd like to add a comment to that as well and just

consider a scenario. W are applying at the nonent for a
designation for the northern route from Rotowaro to
Auckland in anticipation that one day Auckland narket
demand may grow to the stage where it exceeds the capacity
of our current pipeline. So one of the things that 1I'm
considering right now is if investors were faced with a
proposition seven, eight, nine years from now that O ahuhu
C would be built and therefore that nmarket would exceed
the capacity of our northern line, they need to invest in
a new line, so in a parallel line in that route, but at
the sane time they've seen wite-downs or revaluation s
that conme at econom c cost to investors over other parts
of our system

I"d suggest that's not going to be a straightforward
econom ¢ decision for investors to make and that's exactly
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the sort of challenge that this business is faced wth
NOW. It's not all about sinply taking what we've got
forward and | ooking at every investnent at the increnent,
at the margin. Qur investors are going to say okay | can
invest there and get a return of whatever, | can get ny
desired return but at the sane tinme as a business this
business is faced with sone asset stranding over here or
| ess valuabl e asset over here, that's the mx. That m x
hasn't been previously experienced. It hasn't been
experienced in NGC s history to any significant extent.
It's very likely that it would be in future. Much nore
likely in our viewthat it will be than it won't be.

CHAI R: | mght just interpret here, we do need to take a

br eak.

MR JAMES: | do apol ogi se.
CHAI R No, you've been very good to answer any questions.

Can | just ask if there are further questions on M Janes'
presentation? [No comments]. No. So when we cone back
fromthe break we'll nove on to the next piece.

"Il just give you an updated tinetable if | can.
It's my intention that we'll reconvene at 20 past, we wl|
then go until 1 o' clock at which tinme we'll take the lunch
break until 2, we will then resune at 2 and continue until
approxi mately 3.45, take a 15 minute tea break, resune at
4 and hopefully be finished by 6 o' clock, if we need that
much tinme, though we will continue if we need to in order
to conplete the submissions from NGC. Can | just ask NGC
if that's an acceptable progranmme for the renmi nder of the

day?

MR BI ELBY: That's fine thank you.
CHAIR Al right. W wll now adjourn and | would, though,
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like to thank M Janmes, it is very valuable to the
Conmi ssion to be able to speak directly to the Chief
Executive and we do also take it as a good sign that this
is the first time you' ve been before us, but we are very
grateful to you, it is helpful to us to get the view from
wi thin the organisation. We get value from the experts
but it helps to get the input from people with industry
experti se. So thank you very much. W wll then return
at 11.20, thank you.

Adj ournnment from 11.05 amto 11.25 am

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

proceed with your subm ssion pl ease.

MR BI ELBY: W now cone to M Wl son's presentati on.
MR W LSON: Chair and Conmi ssioners, today |I'd like to give

you an insider's view of the pipeline business. ' m not
an econom st or a lawer, |I'm a conmercial guy trying to
make good investnent decisions for NGC So that is the
perspective |'mcomng fromand what I'd |ike to | eave you
with today is a clear nental picture of the kind of
comrerci al | andscape we're operating in. |1'd like to talk
about ny view of gas as a fuel, about the investnent risks
to the transmi ssion and to the network business and about
the inportance of innovation.

Just a remnder that NGC s transm ssion business
essentially consists of pipelines radiating out from the
Maui  pi pel i ne. NGC is operator of the Maui pipeline but
the Maui pipeline is owed by the Maui mning conpanies.
The transm ssion system delivers gas into a nunber of
distribution systens, l|argely owned by Vector, Powerco,
Wanganui Gas, but the areas marked in yellow on the
diagram there are NGC s distribution systens. So
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generally we reticulate gas in primarily the Bay of Plenty
and the Wi kato, but also south and north of Auckland in
G sborne and down in Kapiti.

CHAI R Can | just ask you a question, and if it's
confidential you'll tell ne, but you operate the Maui
pipeline; is it the intention that you will continue to do
so under the arrangenents that are currently being
negotiated for the future?

MR JAMES: Perhaps | should answer that Chair. W have
proposed to the Maui mning conpanies that we project-
manage the access arrangenent on their behalf in
conjunction with our own, and that we then, for a limted
period, becone the system operator until that system is
establ i shed before that aspect of it potentially goes to
t ender. So that's a new piece of work. In terns of the
conti nued physical operation of the pipeline that nmay cone
up for some sort of unusual review It's a process that
we' ve undertaken for many years and | would see that that
woul d continue in the foreseeable future.

CHAI R How is it, again you'll have to tell ne if you can't
discuss this here, but in ternms of the terns and
conditions of that access, other than that which nmay be
agreed in advance, is that sonmething -- you wll receive
those terns and conditions or you will propose themto the
owners of the pipeline?

MR JAMES: No, the MMCs are developing their own proposed
access arrangenent, they're in industry consultation now.

CHAIR  Sure, but it doesn't actually yield a price, does it?

MR JAMES: Not that |I'm aware of, no.

CHAIR So that price will be set by the partners or will you

be involved in that?
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MR JAMES: If we're involved in that it would only be as a
consul tant. It wll be set by the owners in ny view
W' ve argued -- sought to influence them to as far as

possi ble make the pipeline systenmis access arrangenents
simlar so there's an industry benefit and notw t hstandi ng
some constraints that they have we're attenpting to do
t hat .

CHAIR  Ckay thank you.

MR W LSON: The Commission has characterised gas in
New Zeal and as a commodity. It is true that sone features
of gas in New Zealand are like a comodity, certainly
specification gas is fungible. So providing gas is

treated to the New Zeal and standard NZS 5442. Regar dl ess
of the field that the gas is sourced from it can then
enter the transm ssion system and it's indistinguishable
from any other gas in the transm ssion system at that
poi nt .

But there are certainly sone aspects that are unlike a
commodity. There are few sellers, there's no spot market,
it's a small market and gas is generally bottom sold under
long-term fixed term contracts. So these are nore |ike
the features you would expect from an immture market
where investnent and nmarket risk is high. So | would
characterise gas nore as a narginal fuel than as a
commodi ty.

If we turn and |look at the supply side uncertainties
to the transmi ssion business, it's well known that the
Maui Field is depleting early and we've tal ked about that
a little bit this norning already. The repl acenent
options of course are a nunber of small fields, a nove
towards |iquefied natural gas, LNG or decline of the
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i ndustry.

Looking at the first option, nore small fields,
generally | think people would agree that that would be a
good result for the industry and good for New Zeal and.
Whet her it's good for the pipeline business or not depends
on where those fields are. The transmission system is
engi neered to accommodate gas coming in at Taranaki. I n
Taranaki there's a dense nesh of |arge dianeter pipelines
and fromthere the gas is piped out to the extrenes of the
system north and east and south and the pipelines there
are sparse and stringy. So Taranaki really is the heart.

Wet her it's good news or bad news for the
transm ssion system if nore fields are found really does
depend largely on where those field are. If the fields
are in the southern ocean or off the Wirarapa coast, then
the transm ssion system will have to be re-engineered,
there will be considerable investnent in that.

A simlar situation arises wwth LNG It is true that
LNG woul d secure the long-term future of the gas industry,
but you m ght expect that whoever does invest in the LNG
infrastructure they would be investing perhaps up to
$1 billion, they would probably want to see that
infrastructure close to the demand centre. So per haps
close to Auckland rather than taking it on-shore in
Tar anaki . Again that's like noving the heart of the
transm ssion system to sonmewhere else and that would
require again sone maj or surgery.

The decline of the industry, of course, would not be
good for anyone, so | won't even go there.

Perhaps one other thing to say before | nove off
tal ki ng about the alternatives to Maui, and that is to say
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that our pipeline assets are very long lived assets. W
accept that they will have a life of 65 years and to get a
return on those assets and to earn the cost of capital of
those assets we really require to have them economcally
in use for 65 years. If it is the case that there's a
maj or reconfiguration of the pipeline system then there's
the possibility that sonme of those assets mght becone
redundant or not economcally wused or wused in sone
different way, or we mght have to reinvest to achieve the
sane result.

So al though what we're experiencing now is possibly a
rare event, after all the Maui Field has |asted 25 years,
it's not all that infrequent in terns of the life of the
pi pelines which are 65 years. You would expect if we're
replacing with smaller fields that the changes w Il be
nore frequent in the future.

Turning to the Mui pipeline and access to that
pipeline, this also could be good or bad news for NGC
depending on what the final outcones are around those
comrerci al arrangenents. If we go on to the next slide
you'll see that for nost of the route of the Maui pipeline
one of NGC s pipelines, our Kapuni to Rotowaro pipeline
runs in parallel. Also one of our pipelines runs fromthe
Kapuni gas treatnent plant nore or to New Plynouth. Ve
call it the Frankley Road pipeline. W fully expect that
when the Maui pipeline does go open access the gas flow in
our Frankley Road pipeline will reverse. Currently gas
flows down that pipeline towards Kapuni, it's very likely
to reverse and flow from Kapuni into the Maui pipeline.
That's sinply a result of nore gas now being transported

fromthe south
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W have Rinu gas coming in close to Hawera and that
resource is increasing. W now have three trains and ful
operation at Kapuni, so there's nore gas being produced
there and of course out into the future we expect the Kupe
gas to be comng on-shore sonewhere in that region and
that gas will also need to be transported up the Maui
pi pel i ne because the NGC pipeline is probably too snall

M5 BATES: Excuse ne, if | could just ask a question on a sort

of related area. It occurs to nme now One of the earlier
subm tters was concerned about the prospect of when open
access cones, that the arrangenents wll be common
carriage rather than contract carriage. |s that a concern

of your conpany?

MR W LSON: There are sone aspects of the Maui access regine

that are of concern to us. W have a particular vision of
how access shoul d devel op between the two pipelines. Ve
think probably this whole argunment about conmon carriage
versus open access is a msguided argunent. To us the
really inmportant thing is that the access regines are
conpatible, that they're as seanl ess as possible, and al so
that whatever we do in terns of access tries to encourage

t he devel opnent of a spot market for gas.

M5 BATES: " m asking you about this because you identify it
as one of the non-combdity characteristics of the
New Zeal and gas market, that long-term fixed price
contracts were the norm It seemed that the earlier

submtters were lamenting the fact that if there was a
common carriage regime on the Maui pipeline, that it
woul dn't be possible on that to secure the long-termfixed
price contracts and that that would cause uncertainty and
therefore lack of investnent.
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1 MR WLSON: Yes, | understand that argunment and that certainly

2 what we found on our pipelines when we were noving towards
3 our access regine. It was very strongly argued by those
4 retailers that were interested in developing power
5 generation that wunderwite the investnent in power
6 stations they needed |ong-term secure contracts and their
7 view was that a long-term secure contract required themto
8 have access to capacity, to be able to buy capacity on the
9 pi peline and certainly conmon carriage doesn't offer them
10 t hat option.

11 M5 BATES: Wsat do you think about that argunent?

12 MR WLSON: | think that's a valid argunent, that |'m sure
13 when a party is trying to underwite the cost of building
14 a new power station they would want to elimnate as many
15 risks as possible and certainly the risk of not having
16 capacity avail able when you need it is a significant one.
17 M5 BATES: Thank you, |I'm sorry for taking you a bit off
18 track.

19 CHAIR Does NGC provide for common carriage? |Is that the

20 basis of your access?

21 MR W LSON: No, our access reginme is based around selling
22 capacity, so it's a contract carriage reginme. In ny view
23 the two are not necessarily -- it's not necessarily an
24 either/or situation. | don't see any reason why the Maui
25 pi peline, for exanple, couldn't have a compn carriage
26 regime for sonme of the gas transported through it, but
27 also sell off some of its <capacity under contract
28 carri age.

29 If we go on to the next slide |I talk about the demand
30 side uncertainties in the business. There are a range of
31 industrial trends that we've seen over the life of our
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pi pelines that have had varying affects on the value of
t hose pipelines. We've seen the electricity industry
der egul ati on. Generally | think the deregulation of the
el ectricity industry has been positive for the pipelines.
Certainly there are nore power stations now and there are
a nunber of co-generation stations.

But there are aspects of the industry deregulation
that mght be negative for the gas industry and one of
those is the fact that gentailers mght not be so
noti vated to encourage the devel opnent of the use of gas
of f distribution networks. Certainly we've had sone
gentailers conmng to us saying that if our prices aren't
right they would equally well just abandon the reticul ated
mar ket and put gas into their power stations.

There's been a mjor dairy industry consolidation.
This has generally been negative for the gas industry.
Sonme dairy factories have specialised. For exanple, the
Haut apu factory has specialised on casein cheese and whey
protein. O hers like the Mrrinsville factory did close
down for a while and now specialise in butter. But by far
the nobst conmon thing we've seen is dairy factory
cl osures, Stratford, Pangar ehu, M dhur st , kat o,
Maungat apere, all these are dairy factories that have
cl osed.

It's true that there has been a major increase in
demand for gas and certain dairy factories. For exanpl e,
in Anchor's Te Rapa's dairy factory, Contact Energy built
a co-generation plant there which we do now supply through
our pipelines, but the Te Rapa dairy factory is just a
stone's throw from the Maui pipeline, so the revenue from
that is relatively small. It's a bypass pricing
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situation.

It's also true that there's been huge growth down at
the Kapuni dairy factory in Hawera but while that used to
be supplied off an NGC pipeline it's now supplied from a
dedi cated pipeline built by Shell and Todd from Kapuni.
So generally the dairy industry consolidation has been
negative for the pipeline business.

Simlarly the devel opnment of the tinber industry has
been very di sappointing. Many of the expansions of the
pi pel i ne system have been optimstically based on what has
been called the wall of wood and the graphic there from
the tinber industry board shows how wood production is
forecast to increase over the next 30 years in the various
regi ons. This was certainly a significant consideration
for us, for exanple, when we built our north pipeline, the
pi pel ine that goes to \Wangarei.

There were sonme mmjor custoners in Northland which
were on coal that we believe that would convert to gas and
generally speaking they did convert to gas when the
pi peline was built there. Shortly after the pipeline was
comm ssioned we |ost several of the mmjor neat works, the
Weddel (?) works and the Affco works. Pi | ki ngton gl ass
one of the mmjor users up in Wangarei closed down.

The devel opnment of the tinber industry which was
anticipated hasn't eventuated and there have been a few
reasons for that. One's technological, just the fact that
t he technol ogy has now devel oped so that waste wood can be
efficiently used at tinber plants. So waste wood has
energed as a significant conpetitor to natural gas.
Another is that the economics for log exports are quite
favourabl e, so rather than doing any processi ng what soever
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in New Zeal and, tinber is exported as | ogs.

MR STEVENS: Can | ask you a follow up question on that issue.
Do you see it as a result of the high energy costs as to
why they're not value-adding in the tinber industry here?

MR W LSON: Energy cost will certainly be a factor, | don't
think there's any doubt about that.

MR STEVENS: | guess you'd be aware as well as the Conm ssion
the recent announcenent by Norske Skog to cl ose down sone
of their lines as a result of energy cost issues and just
really picking up on M Janes' earlier conmment on the
possi ble flight of heavy industry and whether you had any
views on that.

MR W LSON: I think I nentioned before that in a very short
period of time the price of gas in the market has
escalated quite rapidly and fairly dramatically. It's
inevitable that there's going to be demand reacti on.

MR STEVENS: |'m surprised in the wood waste area. W' re not
aware of significant wood waste being used for energy in
the tinber industry and certainly be interested in any
data that you have in that area.

MR W LSON: W can certainly provide that, vyes. A good
exanpl e woul d be the Jukken Ni shu plant in Gsborne. 1 do
talk about G sborne a little later on, but Gsborne is
another area where it's anticipated that a lot of tinber
is going to come to maturity and require to be treated, or
exported as the case m ght be. Certainly it was one of
the considerations when we were building the pipeline to
the G sborne, but as things turned out the Jukken N shu
pl ant is now substantially powered on wood waste.

MR STEVENS: I think at the tinme, though, Jukken Nishu

announced they were on a take or pay contract.
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MR WLSON: That's right, vyes.
MR STEVENS: So how woul d that have affected that?
MR WLSON: | think when we get to the graphs you'll see that

whil e Jukken Nishu were on their take or pay issue they
did use up their gas entitlenent but as soon as they got
clear of that contract they started using wood waste.

MR JAMES: If | could just add, Comm ssioner Stevens, it's
hard to see, and |an has suggested that energy cost inputs
may have been a factor, but it's hard to see if we |ook
back to the beginning of the Mui period in a 25 year
period where New Zeal and energy prices had been at the
| oner end, right down the Iow end of world energy prices
and a significant value-added tinber industry hasn't
evolved in that period. It may be an argunent now that
it's not going to, but it hasn't. So while energy prices
may have been a factor, | can't say what were the key
drivers, but | think | could say with confidence that
energy prices weren't the only constraint to the |ack of
val ue- addi ng devel opnment in the tinber industry.

M5 BATES: | just have a followup question at this point.
"Il address it to either of you, M Janes or M WIson
but M Janes | understood to say, at this present point in
ti me demand exceeds supply.

MR JAMES: [ Nods]

MS BATES: We're tal king about industry trends which you're
talking as to what has happened rather than what wll
happen as a result of deregulation and other matters. Am
| to take from putting both those two together that the
ef fect on your business has -- you haven't actually had an
effect on your business with the industry trends, but
you're predicting there wll be. If demand exceeds
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supply, one would expect that you'd be all right, if you
get what | nean, that you hadn't suffered any detrinent as
a result of these industry trends overall because denmand
exceeds supply. So |I'mjust asking you about that.

MR W LSON: Sorry, obviously 1've failed dismally to
comuni cate the point here.

M5 BATES: Well maybe |'ve becone stupidly confused.

MR W LSON: No, nmy point is that in just about every one of
these instances there's been sone occasional upside for
t he pipeline business. Generally it's been negative and
that's why we have nmade sonme investnments that while they
| ooked very bright prospects at the tine that the
investnent was nmade, they've turned out to be bad
investnents with the wi sdom of hindsight. A good exanple
woul d be the pipeline across to G sbhorne and to a |esser
extent the pipeline up to Northland.

M5 BATES: So you' ve nade sone investnents which are not going
to pay off you think, but in terns of the quantities of
gas you' ve sold, does it remain the sane or nore?

MR WLSON: There are two issues. One is the quantity of gas
transported through the pipelines and the other is the
price that the gas that's transported for.

M5 BATES: Yes, | understand that.

MR W LSON: Phil did put up a graph earlier on that showed
that the volunes of gas in the pipeline had actually
i ncreased substantially for a nunmber of years. Largel y
that was driven by the increase in gas fired electricity
gener ati on.

M5 BATES: That's the first graph that goes [indicates]

MR WLSON: That's right, yes, but the indication is that the

trend is turning there now.
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M5 BATES: W're not far into it though are we?

MR WLSON: Not far enough into it I think to call it a trend,
and certainly if there is nore gas fired generation, for
exanpl e on the back of the Kupe field, or on the back of
some of the other fields that are comng on line, you
woul d expect that that volunme of gas transported would
i ncrease. But generally speaking what we found is that,
and if you look at where all the power generation is at
the nmonment, it's either along the Maui pipeline or it's up
in Auckland or it's very close to the Maui pipeline. So
for our transportation business, and renmenber we own these
pi pelines, these long stringy ones that go all the way up
to Northland, all the way over to G sborne, down here
to --

M5 BATES: Kapiti.

MR W LSON: Sure the volunme mght increase substantially but
t he actual --

M5 BATES: You won't be able to be price conpetitive with the
ot her pipeline.

MR W LSON: Yes, that's right. W won't be deriving a
signi ficant econom c benefit is what |I'm saying.

M5 BATES: Thank you.

MR WLSON: | think we got to tal king about the neat industry
whi ch also generally has been fairly negative. There are
a nunber of neat works around the country which are
supplied with gas pipelines but they' ve generally closed

down. Oten we're still supplying the community that
built up around those neat works. The Patea Freezing
Wrks would be a good exanple, we still have a pipeline
|ateral going to Patea, we still supply gas there, but the

demand is very snall conpared to what it used to be.
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There have been denographic trends. [In our subm ssion
we show the effect of the shift in industry to Auckl and,
the effect of that on the Hutt Valley. | should have
pointed it out on the previous overhead, but you m ght
have noticed that along the south pipeline there were
various loops in the pipeline, so areas where alongside
the original 8 inch pipeline we've added 12 inch pipeline
in fact. That was done back in the 1980s when the dermand
on the south pipeline down here in the Hutt in particular
was growi ng quite dramatically. W nade those investnents
then obviously in the hope of earning a fair return on
them but now those investnents are optim sed out of the
asset base, because the demand in the Hutt Valley has
col | apsed and instead of having an 8 inch pipeline and a
12 inch pipeline in our asset base they've been optim sed
down to a 12 inch pipeline.

There are also various other denographic trends, but
point I'mtrying to make is that custoners on the demand
side always have alternatives, they can nove their
factories, they can switch their fuels, they can change
products, they can save energy, they can invest in energy
saving, but for the pipeline there's no alternative. Once
that pipeline is built to a particular geographic
| ocation, either we earn an econonmc return on it
t hroughout its life and we need to do that so that our
i nvestors, our shareholders get a return of their capita
and get a fair return on the value of that capital during
the life of the pipeline, or we have econom c wite-downs.

M5 BATES: Can | just come back to that Maui question, the

pipeline that parallels Maui at the nonent is a pretty
lucrative one for you, is that what you're saying?

Gas Pipelines Inquiry: Draft Report 26 July 2004



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

70
NGC

MR WLSON: It's very good for us at the nonent, in fact that
pipeline is one of our few pipelines that's actually
operating at capacity. So we actually couldn't put nore
gas down that pipeline if we wanted to. But that's a very
recent devel opnent. It's only very recently that the
value of that pipeline has been witten back into our
asset base. Previous to that the whole pipeline was
optim sed out of our asset base so we were getting no
return whatsoever on the value of that asset.

M5 BATES: So you are going to, you think, lose a fair bit of
busi ness when Maui becones open access?

MR WLSON: There is the potential to do that, either that or
it mght be that we have to reduce our prices further and
maybe we won't be able to recover the econom c val ue of
t he pipeline.

M5 BATES: You'll be conpetitive with themwon't you?

MR W LSON: It nay be conpetition, yes. There are a few
factors that mght influence producers as to whether they
want to use the Maui pipeline or the NGC pipeline. For

exampl e --

M5 BATES: Contractual arrangenents would be one of the
t hi ngs.

MR WLSON: Contractual arrangenents are certainly one. If we

look at the Morrinsville system for exanple, the
Morrinsville systemis only supplied fromthe NGC pipeline
at the nonent, so if a shipper wanted to transport gas to
Morrinsville, at the nonent they would actually have no
option but to use our pipeline. Simlarly if a custoner
wants to transport gas to Huntly Power Station, they have
no option but to transport the gas on the Maui pipeline

because that station isn't connected on to our pipeline.
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M5 BATES: Thank you.
MR W LSON: I'"d like to tell you the story about sone of our
pi pel i nes. | thought the Wiitoa pipeline was a good

exanple of the kind of issues that I'mtrying to describe
to you. The Waitoa pipeline, it's a 4 inch yellow jacket
pi peline that winds through the Waikato and it was built
in 1985 to supply the JD Wallace rendering plant. The
pipeline did seem to have bright prospects at first. As
you can see from the graph here until 1990 we did do
rather well, not as well as we'd hoped because we'd hoped
to also capture the Waitoa dairy factory which was at that
time on coal and in fact the Waitoa dairy factory is still
on coal. But we did develop a network which supplied the
townshi p of Wit oa.

You'll see, though, that in 1990 JD \Wall ace converted
their operation to coal, so suddenly the fortunes of the
pi peline were reversed. The pipeline was capable of
del i vering about 200,000 gigajoules a nonth and we dropped
down to supplying just the township demand which was,
you'll see from the chart here, |less than 10,000
gigajoules a nonth, so less than 5 percent of the capacity
of that pipeline.

About a decade later in 1998 we did nanage to wn JD
Wal | ace back from coal and the plant is still currently
supplied on gas at a much reduced price |I mght add, but
that has resulted in a substantial increase in demand so
that now we're achi eving about 25,000 gigajoules a nonth,
about 12 and a half percent of the capacity of that
pi pel i ne.

If we look at the G sborne pipeline we can see that
sonet hing simlar has happened in -- the G sborne pipeline
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was actually built on the back of prospects of converting
four mmjor custoners to gas from coal. G sbor ne
Refrigerating Conpany, Advance Meats, Watties and the
G sborne Hospital. In fact all those conpanies did
convert to gas. Shortly after in fact we got some new
processing plant on gas, Tomato Devel opnents Limted and
after that Jukken Ni shu.

Things did go very well for a while, in fact you'll
see there for one very brief period in 1995 we actually
got quite close to the capacity of the pipeline which is
100, 000 gigajoules a nonth. Since then the two neat works
have cl osed down, G sborne Refrigerating closed, Advance
Meats have closed, Witties have noved nost of their
processing from Gsborne to Hastings, the @G sborne
Hospital is still taking gas. Tomat o Devel opnments whi ch
changed to Sedenko noved across to Australia in 1996 and
as | nentioned earlier Jukken Nishu is now substantially
fuel | ed on waste wood.

So the prospects of the pipeline have changed quite
dramatically in that tinme and you'll see now that for a
pipeline with a capacity of 100,000 gigajoules a nonth
we're operating at substantially below that. What happens
in these kind of situations? Well as | said before, it
can be that we optinise the pipeline down. In the case of
the G sborne pipeline nost of it is 4 inch pipeline so
it's not realistic to optimse it down. W would need
that 4 inch pipeline even to supply that reduced |load. So
in that case we're looking at the situation where there's
not enough revenue being generated off that pipeline to
justify its econonmic cost and we have an econom c val ue
wite-down and that's the case in the G sborne situation.
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CHAI R On the previous exanple, the one before that, you

still pass an econom c value test do you?
MR W LSON: On the Waitoa pipeline | believe we still pass
the economc value test with JD Wllace. Whet her we

manage to hang on to JD Wallace is --

CHAI R So despite your substantial reduction in price, you
were still able to neet your required revenue threshol d?

MR W LSON: That's right. | should nention here that we
conduct an ODV valuation in accordance with a draft
handbook that was issued by the Mnistry for Econonc
Devel opment and that handbook has never been finalised, so
in the gas industry the rules around ODV are not as
certain as they ought to be. We have a particular view
about what kind of time horizon we ought to be able to
take when considering optimsation and economc value
issues. | just raise that because it mght be, depending
on what the final form of that handbook is, that we would
have to reconsider sone of our assessnents on these
pi pel i nes.

CHAIR They took a shorter --

MR WLSON: Exactly, yes.

CHAI R So you're not using the tinefrane in the handbook in
that case or are you saying if it were to change from what

t he handbook currently is?

MR W LSON: If it were to change from what the handbook
currently is. We argued strongly that it should be at
| east 10 years, which is what it is in the handbook at the
nonent . I think there's a very good case for these

pipelines to argue that it should be |onger, because as
you can see the prospects of a pipeline can change quite
dramatically over tine.
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CHAI R So when you price, which of the wvaluation

nmet hodol ogi es do you price to? Do you use CDV, do you use
ODRC, ORC?

MR W LSON: In the case of the Wiitoa situation when we're

pricing to JD Wallace it's an alternative fuel price so
it's really governed by the economcs of that alternative
fuel. But if you look at our system overall, obviously
you judge our overall return against the overall value of
our asset and | think if we nove to the transm ssion ODV
here you can see that we would be earning a return on our
ODV and no doubt that's how the Conmm ssion has judged the
profitability of NGC.

But you nust remenber that from the replacenent cost
we' ve optim sed out about 17 percent of the value of those
assets and then we've had a 6 percent economc value
wite-down of other assets. So we're getting a return on
an asset base that is an optinmal asset base, it doesn't
represent all the assets owned by NGC.

CHAIR Sure, | understand that. Can | just ask you, in terns
of the overall value of the conpany, how often -- what
percent of your asset base would you be pricing based
purely on the ODV val ue as opposed to the alternative fuel
costs; do you have any sense of that?

MR W LSON: Maybe just to give you a feel for it, we have a
posted price which has a capacity reservation fee and a
t hr oughput fee. The anmount of gas noved under those
posted prices is about 38 petajoules a year and | think I
nmentioned earlier that in aggregate we nove about 100
pet aj oul es a year.

CHAIR So that 38, when you have the posted price, how do you

set the posted price?
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MR WLSON: The posted price is set according to a nethodol ogy
in our Information Menorandum Basically it's a cost
al | ocati on. It's a bit hard to explain it wthout a
whi t eboard, but basically the concept was that custoners
should only pay for the portions of the pipeline that they
used, so a custoner in G sborne, for exanple, would pick
up a cost of the pipeline passing through the Bay of
Plenty on its way to G sborne, but a custoner in Tauranga
woul d not pick up any of the cost of the pipeline going to
A shor ne. That's broadly the concept that's behind the
cost allocation.

CHAIR  And you determ ne the cost how, that's going to apply
to the posted price?

MR WLSON: There are two nmjor elenents of the price, one is
the capacity reservation fee and we will cover the asset
cost through the <capacity reservation fee. So in
aggregate across our system we would expect to cover the
depreciation and a return on those assets. The ot her
el enent is the throughput fee and we recover all our other
costs through the throughput fee.

CHAIR: Do we have that Informtion Menorandunf

MR MELVI LLE: [ Nods]

CHAI R: W do, okay. That nmenorandum gives all the
i nformati on about what return you' re seeking overall?

MR WLSON: No, it doesn't do that. In fact | should nention
that that pricing nethodol ogy actually hasn't been applied
since 1999. Effectively NGC s capacity reservation fees
have been frozen for that period. There are various
reasons behind that, but the nmajor one is that the
application of the pricing nethodology just produced
prices that were too volatile in the market, so we had the
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situation where the price at a particular delivery point
was being affected by certainly all the other demand ahead
of it on the pipeline but also by demand changes at that
delivery point.

So you could have the situation, for exanple, where
at a delivery point a major customer closed down and
because it was just a cost allocation the price of that
delivery point shifted up substantially, and retailers
found it very very difficult to deal with that volatility.
They didn't mnd the volatility if there was sone econom c
rationale underlying it, but in this case there wasn't any
econom c rationale. The volatility was just a product of
that cost allocation nethodology and as wth any cost
al I ocati on net hodol ogy --

CHAI R: So you didn't think the cost allocation nethodol ogy
was founded in any rational econom c basis?

MR W LSON: That's correct, and | think that's true of any
cost allocation nethodol ogy. The only way you could get
away from that is if you noved to sone kind of marginal
cost pricing regine. Interestingly enough NGC did start
with a pricing structure that did attenpt to reflect
mar gi nal cost. Wen we first went open access back in
1997 our tariff at that point in time had a very small
vari abl e conponent. It was only 3 cents a gigajoule and
the concept there was that we would attenpt to reflect the
variable costs in a variable price. But that was really
very strongly disliked by the shippers on the system

CHAI R So you don't wuse your cost allocation nodel any
| onger ?

MR WLSON: No, we haven't used it since 99.

CHAIR  So what do you use?
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MR WLSON: What we target is to get a return across our ful
asset base, across the ODV. So we intend to recover all
our operating costs, the depreciation and a return on the
assets.

CHAI R: And it doesn't bear any relationship to what the
conmpany actually used that's purchasing from you, it's
j ust sonmehow averaged out?

VMR W LSON: No, the prices are as they were back in 1999, so
the capacity reservation fees haven't changed since that
time, so to the extent that they were right or wong at
that tinme they're still right or wong to the sane degree
NOW.

CHAIR In 1999, what percentage of your gas was sold through
this nmechani sm conpared with today?

MR W LSON: Mor e. Probably not substantially nore, but |
woul d guess probably about 40, 41 petajoul es.

CHAI R So between 99 and now, the anbunt, subject to that,
has changed very nodestly, and the price has not changed,
the condition hasn't changed, but that's in nom nal terns.
In real terns has it gone down, do you inflation adjust
or --

MR W LSON: There was one year where we nmade an inflation
adj ustnent, but generally speaking the prices are the sane
as in 99. W certainly haven't kept pace with inflation,

we only noved the prices with inflation one year during

that tine.
CHAIR  Wat happens to the other 62 percent?
MR W LSON: The other 62 percent is priced on bypass

effectively. Either it's a physical bypass opportunity --
CHAIR So you price up to bypass?
MR W LSON: No, sorry, there are a few situations here. One
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is bypass, so for exanple, a good exanple would be the
O ahuhu Power Station up in Auckland. At the tinme that
power station was being considered, a consortium of
customers, actually the owners of the Southdown Power
Station, the owners of the reticulation systemin Auckl and
and the prospective owners of the O ahuhu Power Station
proposed building a bypass pipeline from the Huntly off-
take from the Maui pipeline, and we negotiated our term
price for supply of gas to Oahuhu and Southdown. So

those were physical bypass prices.
More often, though, particularly for the snmaller

custoners, physical bypass just isn't an econom c option

but they do have alternatives. Custoners al ways have
al ternatives. Their alternative generally 1is another
fuel, so we're pricing against, for exanple, comonly
wast e wood, coal, LPG fuel oil. | think in fact we m ght

al ready have given the Comm ssion sone exanples of this
ki nd of pricing.

Sorry, Paul's just said that there are two conponents
of price and the one |I've been tal king about, the capacity
reservation fees have not changed since 99. The
t hroughput fee has changed in that tinme.

CHAIR  What happened to it?

MR WLSON: The throughput fee has noved up several tinmes, in
fact every year the throughput fee has noved up

CHAI R: How do you determ ne what the throughput fee is and
how nmuch you change it by?

MR WLSON: The throughput fee has to recover the novenent in
our costs, put in aggregate we're back to the sane
situation, that what we're trying to do in aggregate is to
recover our costs, including the cost of the capital
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i nvested in pipeline business.

CHAI R: So overall, regardless of what's happened in the
mar ket you've been able to maintain, through adjusting
your throughput fee, the return you require on your asset
base?

MR W LSON: | wouldn't say that we've managed to achieve the
return that we believe we require on the asset base. W
don't accept the Conmi ssion's cal culations of course and
we don't believe that we are earning a full return on
t hose pipeline assets.

CHAI R The way you actually determine your variation in the
t hroughput fee is just, vyour change of cost drives
what ever the change in cost you face?

MR WLSON: That's right, we have recently put out a letter to
our custoners about the adjustment in the price that is
likely to happen on 1 Cctober this year and in that letter
we |ist the costs that have changed in our business and
tal k about those cost novenents. W can provide that.

CHAI R: I think it would be useful to have a look at that.
Sorry for taking so long on this, we mght want to cone
back to sone of this, but I'Il let you proceed with the
presentation.

MR W LSON: Sur e. Summari sing the transm ssion investnment
ri sks, we have risks fromthe supply and the denmand side.
On the supply side we've tal ked about the new fields and
LNG so we're at the risk there that the heart of the
system which is currently 1in Taranaki, mght nove
el sewhere and that would change the whole technical
operation of the pipelines and require further investnent.
W' ve tal ked about the Maui pipeline going open access and
the fact that that mght significantly change the use of
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some of our pipelines, reverse the flow in the Frankley
Road pi peline for exanple.

On the demand side we've tal ked about conpeting fuels,
coal, wood waste and geothernmal and the fact that demand
is nore nobile than the pipelines. Demand can shift
around, the pipelines stay where they are.

I  should say that in describing this [I'm not
suggesting at all that NGC is adverse to taking these
risks. We understand that this is the business that we're
in and these are the risks that we face. We accept the
risks and we happy to carry on taking the risks. W' re
the best party, we understand the business best, we should
carry on taking those risks and Phil nentioned earlier, |
think, our investnment in trying to get a route designation
from Huntly through to Auckl and. That is an exanple of
where NGC is investing quite a substantial anmount of noney
just in trying to keep a corridor clear through to
Auckl and so that at sone tine in the future we mght be

able to build a pipeline there if demand justifies it.

CHAIR | kind of wonder a little bit about the picture you' ve

given us here. I mean | accept that pipelines are fixed
in the place they are, but it seens to nme many of your
custonmers, as you have sunk assets, nost of them have
built plant and equipnment that's equally sunk and once
commtted very hard to switch from So I wonder if demand
is quite as fluid as what you're suggesting.

MR W LSON: It is true that the custoners have nade capita

investnents too and this is why it's very difficult to get
estimations of elasticity on the demand side because they
probably want to carry on using gas until the end of the
economc life of whatever plant they have. But generally
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speaking, even if you're looking at a nmjor investnent
such as a power generation plant, that |ife mght be
between 10 and 20 years. Qur pipelines have a physica
life of 65 years.

Wiile it's true that custoners mght suffer from the
same kind of supply and demand changes that |'ve been
tal ki ng about, generally the custoners can nove to their
alternative quite easily, whereas NGC s investnent is sunk
in nore ways than one, it's physically there in the
ground, we can't pick it up and nove it anywhere, it's got
no alternative use. So | think it's wong to say that
NGC s exposed to the sane risk as its custoners.

CHAI R: | don't think that was the inplication of what | was
sayi ng.

MR WLSON: Sorry, | nmaybe m sunder st ood.

CHAIR If one of your custoners has built a plant, and let's

just say it's only going to be there for 20 years, and
you' ve got your sunk assets and a pipeline that's going to
be there for 60 years, does the fact that you know that
plant's only going to last 20 years change your pricing
behavi our with thenf

MR W LSON: There is always a pricing constraint in ny
experi ence.

CHAIR Does it matter whether it's 20 years or 60 years?

MR WLSON: It certainly nmatters, yes. (Qobviously the risk is
much lower if we're contracting for the full life of the
pipeline than if we're contracting for five or ten years.
| can't recall how long the contract was with JD Wl | ace,
but 1'd be very surprised if JD Wallace didn't switch to
coal just as soon as that contract cane to an end, soO
probably it extended to 1990, and --
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CHAI R But it didn't stop you from pricing up as far as you
could in the first period, did it? That's really the
guestion |"mputting to you.

MR WLSON: There is always sone |imt to the price. You just
can't price at anything you Iike. Either there's an
alternative fuel or we're limted by the investnent that
we make in the pipeline because the custonmer could make
that investnment, that's the situation we were faced with
at QGtahuhu, it was a bypass opportunity. So we couldn't
price any higher than the bypass price and simlarly if
the bypass opportunity's an alternative fuel we can't
price any higher than that.

CHAIR Ckay, I'll let you proceed.

VMR W LSON: I feel | maybe haven't satisfied you on those
questions, but perhaps we can cone back to them

CHAIR  We'll keep asking questions if not, you can count on
t hat .

MR WLSON:. [|If we nove on now and | ook briefly at the network
busi ness, the distribution business, I'lIl just rem nd you

that NGC has distribution networks primarily in the
Wai kato and the Bay of Plenty but also in Kapiti and
Nort hl and and G sborne. | have nmuch |l ess to say about the
di stribution networks, not because there isn't a lot to
say about them but just because |I'm aware that Vector and
Powerco and Wanganui Gas will also be talking to you about
the situation in distribution.

In NGC s di stribution net wor k we have been
experiencing gromh and we continue to experience growth
gui te good grow h. The graph on the right-hand side of
the screen there is rolling 12 nonth connections to our
di stribution networks and you'll see that in the past year
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we' ve had about 2,500 new connecti ons.

The interesting part are the other two |ines. The
other two |ines show you how much of those 2,500 sections
came from existing network and how nmany cane from new
net wor ks. About 500 or so canme from existing networks.
By far the mmjority of the new connections on to our
networks canme from new reticul ation. In other words to
achieve that growh we're having to reinvest in the
net wor ks, we're having to extend those networks, having to
bui l d new pi pel i nes.

The table down at the bottom gives you sone
perspective on the relative size of the gas distribution
busi ness conpared to electricity. O course NGC isn't
involved in electricity any nore but Vector and Powerco
certainly are and for Vector, for exanple, they have 6 to
8,000 gas connections conpared to about 612, 000
el ectricity connections. So gas is certainly a marginal
conpetitor in the reticul ated residential business.

The issues facing the distribution conpanies to sone
extent are simlar. Gas is a discretionary fuel. The
market is very difficult to grow Custoners al ways have
al ternatives. Were we are achieving growh we're
achieving it largely by reinvesting. Those investnents |
shoul d say are very marginal. It's very very difficult to
get residential reticulation to pass an NPV test.
Typically we have to look at a tine horizon of 20 years
and use fairly optimstic growh assunptions, and even
then it's difficult to get those investnents to pass
hurdl e rates.

Commercial/industrial growh requires innovative gas
based solutions. |If you have a picture in your mnd that
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custoners approach retailers asking for a gas supply for a
new plant they're building, generally that would be the
wong picture to have. That used to be the case when
there were some mmjor industrial customers that could
afford to keep their own engineering staff; generally that
isn't the situation any nore. You'll find the big plants
either enploy a consultant to look at all the fuel
alternatives or they go to the individual fuel suppliers
and ask them to propose fuel solutions. That's the
situation we're faced wth and we have wutilisation
engi neers that develop particular fuel solutions for
particul ar situations.
"Il come back briefly to that at the end of the
present ati on.

M5 BATES: Could | just ask for sone clarification. This is
sonmet hing we talked about before and 1've been thinking
over the break, just to make sure | understand. On your
graph about how nuch gas was transmtted was 100
pet aj oul es, right?

MR WLSON: [ Nods]

M5 BATES: And 60 of those you said went to your mmjor users,
i ncludi ng the generators?

MR W LSON: Sorry, vyes, | think | said 40 went to the
reticulated sector and the rest went to major users, yes,
that's right.

M5 BATES: Yes, so the reticulated sector, that includes your
own network as well as other networks?

MR WLSON: Yes, it does, yes.

M5 BATES: So would it be fair to say that the amount of
residential custonmers you have yourself is probably pretty
negligi ble or do you have any?
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W LSON: Yes, yes, we do have residential custoners.
You'll see on the --
BATES: |I'mtrying to link that up with the map.
WLSON: Yes.
BATES: "Il let you go on. \What percentage do you think
of your custoners are residential?
WLSON: Probably about 80 odd percent of those connections

are residential. So if you look back to the table we're
saying there are 56,000 connections off our networks, nost
of those about 80 percent, 80 odd percent would be
residential .

BATES: So that makes you out of the norm for -- renenber
those figures | gave you before of the reticul ated market,
28 percent's residential, 55 s industrial and 17 percent's
comer ci al .

WLSON: Right.

BATES: |Is that figures for the reticulated market but not

your networKk?

JAMES: That's volune, that's percentage of volune haul ed
t hrough the network. lan is describing the nunber of
connections. So the two are different.

BATES: Ckay, so the volune of gas going through your
network is what?

WLSON: About 15 petajoul es.

BATES: And of your revenue streans, how nuch does
residential account for, | nean directly, your custoners?

WLSON: O the network revenue only?

BATES. Yes.

WLSON: 1'd have to check on that, but ny feeling off the
top of ny head that it would be about a third.

BATES: M ght be helpful if you did conme back to us wth
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sone information about that.

WLSON: We can provide you with all these nunbers.

BATES: That is from your own network.

WLSON: That's right.

JAMES: Perhaps to help, the make-up of customer m x on our
network would not be substantially different from either
the Powerco or Vector network. So the rule of thunmb is
that residential custonmers outnunber their industrial --

BATES: (Obviously, so we're | ooking at --

MR JAMES: But their consunption both at unit level and as a

total is the smallest part of network consunption.

BATES: Yes, and |I'masking this in relation to inter-fue

conpetition and where it bites into your business and how
affected are you actually by inter-fuel conpetition at
residential |evel as opposed to say inter-fuel conpetition
at the |evel of providing gas to generators, to
el ectricity generators.

W LSON: Yes, gas is always a marginal fuel of course at
the residential |evel, custoners nust have electricity,
it's their choice whether they want gas.

BATES: It's that part of your business that I'"'mtrying to
get sone feedback from you on the size of that part of
your business as opposed to the other business where gas

isn't such a discretionary fuel actually.

W LSON: | wouldn't accept that, but | do accept that the
residential part --

BATES: | suppose it's easier for it to be a discretionary
f uel at the residential | evel, but when there's

substantial investnment in plant, the nore substantial it
gets the nore difficult it is to switch etc.
WLSON: Right.

Gas Pipelines Inquiry: Draft Report 26 July 2004



1

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

87

NGC

M5 BATES: ["m just explaining to you where |I'm comng from
and asking you to coment.

MR W LSON: | do accept that investnent is obviously sticky,

once these investnents are nmade in significant plant of
course there will be an inclination to carry on using that
plant for its economc life, no difficulty about that at
al | . The issue is at the decision point when a customner
is looking at what their choices are, so the decision
point is the point where they're looking at a change in
their plant or their operation or their |ocation, what is
t he decision then and --

M5 BATES: You've given us an exanple of where a change was
made earlier, right?

MR W LSON: Yes. So | can't think of any situations where
there is no choice at those decision points.

M5 BATES: No, but let's take the situation for generators and
maj or users, there probably are, well, | think the options
are probably nore limted and the tineframes are probably
greater, would you accept that? The tinme it would take to
make a switch for a generator would be probably quite
large, wouldn't it, because of the investnent and tine
taken to get --

MR WLSON: Yes, | accept that.

M5 BATES: And major users are probably in a simlar category.

MR WLSON:. Well --

M5 BATES: The ones you supply directly anyway.

MR W LSON: Yes, nost pieces of gas equipnent are fairly
readily converted to alternative fuels, so if you're
looking at a boiler, for exanple, it's very easy to
convert a boiler from say, gas to LPG that's not a
difficulty.
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M5 BATES: I"'m quite interested in this. Are you able to
provi de any exanpl es. W may have tal ked about this at

the earlier conference of where there has been sw tching
Wi th your nmajor users and generators that you supply.

MR W LSON: | thought we had supplied that informtion. Ve
can supply nore, though, if you want.

M5 BATES: 1'Il cone back to that, thanks.

MR JAMES: Per haps, though, if | just mght conment here. I

think you were asking questions about the evidence at
residential, at household |evel about the conpetitiveness
of gas vis-a-vis, say, electricity. If you look at the
chart that's on the screen now, the lower |ine, the blue
line shows the proportion of existing reticulated
househol ds, that is mins runners(?) people for whom gas
is available but who are not connected who switch and
becone gas consuners each year. 500 is significantly |ess
than 1 percent of the househol ds reticul ated.

In that respect the gas industry -- and these are
typical across other networks as well -- the gas industry
is not keeping pace wth inflation growh, or wth
popul ati on growth. Most of our new growth conmes where we
choose to spend capital in your housing estates, for
exanple, so we pretty aggressively conpete at the tine
that an appliance decision has to be made, rather than a
swi tching decision. So there are --

M5 BATES: Switching decisions at residential, just going from
my own experience, can be quite costly because of the cost
of getting up driveways and that sort of thing, whereas if
you're putting in a new subdivision you're starting from
scratch so the individual costs are |ess.

MR JAMES: Typically they're taken at tinmes when renovations
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are going on or when an appliance has broken down and
needs to be replaced, those sorts of things. [f we were
keeping pace, if we were holding our own and the
conpetitiveness of gas and electricity was nmaintained,
then we'd be keeping up with the rate. So, what this
indicates, the corollary of this is that nore custoners --
the electricity market is growing at a household |evel
faster than the gas market is.

M5 BATES:. Just before | leave that, one thing that |'ve been
t hi nki ng about is that, yes, okay, the electricity m ght
be cheaper but if gas prices go up and gas generates a
hell of a lot of the electricity, then that nust have an
effect on the electricity prices.

MR JAMES: But it doesn't open the gap. The relative price
between electricity and gas is narrower today than it was
back at the begi nning of the Maui period.

M5 BATES: So you think it will always be narrower?

MR JAMES: Absol utely, because in context in New Zeal and gas
is the marginal fuel that sets electricity prices, so that
price conpetitiveness will never open up.

The other issue too is that in household decisions
ot her conponents of econonmic decisions like utility, ease
of switching, availability of appliances, those sorts of
t hi ngs becone pretty significant decisions as well.

MR STEVENS: Has your success rate in signing new customers
changed fromthe past? |I'mjust trying to understand the
trend. You say they're hard won gains at the nmonment to
get new custoners and their swtching. Is that any
different froma few years ago? Wat's the trend?

MR W LSON: | think the situation is difficult to conpare.

The reason for that is that there have been really big
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structural changes in the gas industry in that tine.
There was a tinme, for exanple, where NGC was vertically
integrated, our utility business was based up in Hamlton,
it was called Gas Conpanies and it managed the
distribution networks and it also had a retail arm So
that business was a traditional utility style business if
you |like. But what's happened now, of course, is that the
assets tend to be owned by one conpany and the retailing
tends to be done by another conpany, and in fact the trend
we've seen is that nost of the retailing is done now by
the so-called gentailers.

VR STEVENS: From NGC s perspective are you having to nake
nore i nvestment now than you did previously?

MR W LSON: What we're having to do now is we've found that
generally speaking the retailers aren't interested in
growi ng the gas market. They're very interested in trying
to inprove their cut of the pie, if you like, but they're
not interested in growng the pie. The reason for that is
it's a very difficult thing to grow that pie. So what
we've found is that we've had to make that investnent so
we have staff that are dedicated to identifying
opportunities in the gas market and devel opi ng sol utions
for those.

MR STEVENS: Does that include offering different prices to
new custoners as opposed to existing custoners?

MR WLSON: Yeah, | nmean certainly any custoner, you know, any
large custonmer anyway is very Ilikely to have an
alternative fuel opportunity, so that would be part of the
deal in supplying the custoner, yes.

MR STEVENS: What | was trying to understand was this new

world order that we seem to be noving from as M Janes
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NGC
mentioned before, from one period to another period to
anot her peri od. I was trying to have an understandi ng on
the effect that it had on the distribution side of your
busi ness as opposed to the transm ssion side, and if you
saw any marked differences in the way you oper at ed.

MR W LSON: I think, yes, we have seen market differences in

the way we operate. As | said before, we were vertically
integrated and we did the retailing ourselves. Now we
find that the retailers aren't interested in growing the
mar ket and we have to nake the effort to see that the gas
mar ket does continue grow ng.

MR STEVENS: That's through price and through investnent?

VMR W LSON: There's only so nuch influence we can have on

price. GCenerally speaking -- well, the transm ssion price
is a small conmponent of the delivered price, the network
price tends to be a larger portion. But obviously we
can't dictate the final price that the retailer will offer
to the custonmer, but we can have an input into the price,
yeah.

MR STEVENS: Thank you.
MR WLSON. Mving on, on the next slide we have the table of

the network asset ODV and you'll see that on the networks
there is also optimsation, about 4 percent of the asset
is optimsed out and there is also sonme economc value
wite-down, about 2 percent in this case.

Summarising the distribution investnment risks, the
demand side risks include the availability and the price
of gas, conpeting fuels, we've talked quite a bit about,
electricity, LPG fuel oil, wood waste, industrial and
denmographic trends and also the behaviour of the
gentailers who are the major retailers in the market now.

Gas Pipelines Inquiry: Draft Report 26 July 2004



92

NGC
1 Just as in transm ssion NGC recognises that it does
2 need to continue taking risks in this market if it's to
3 gr ow. W certainly need to continue investing in new
4 reticulation if we want our residential custoner base to

5 gr ow.

6 CHAIR  What does your investnent profile look |ike over the

7 | ast say five years? Has it changed significantly or?

8 MR WLSON: | think if you | ooked at the network business you
9 woul d find that we continue to invest at about the rate of
10 depreciation. So about 4 percent a year. And no, | don't
11 think it's changed substantially, except maybe to say that
12 in the last year there's been perhaps an exceptional
13 anount of new reticulation opportunities just because of
14 t he housing market boom You might find that it's been
15 hi gher over the past 12 nonths.

16 CHAIR The housi ng market boomls been going on a long tine

17 hasn't it, but you think it's been exceptionally high in
18 the last 12 nont hs?

19 MR W LSON Yes, probably not that significant, | would say
20 that the investnment in new reticulation if we |ook back
21 you'd probably find it's about 4 percent a year, but we
22 can supply you with those figures.

23 CHAIR | think that would be good. On the transm ssion side,
24 what does the profile | ook |ike?

25 MR W LSON: It's very very different on transm ssion because
26 the situation in transmssion is that new investnent
27 opportunities don't conme up that often, it's not that
28 often that we're laying a new pipeline to G sborne or
29 Northland and in fact it's a long tinme now since we've
30 made a significant major pipeline investnent. The | ast
31 maj or pipeline investnent | think would have been | ooping
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NGC
the pipeline into Auckland and devel oping our Rotowaro
conpressor station at the top of the Maui pipeline.

Just sunmarising the presentation. Gas is not a
commodity in New Zeal and. The transm ssion pipelines in
New Zeal and are risky investnents, so are the distribution
pi pel i nes.

We tal ked briefly about innovation. Perhaps | could
have tal ked nore, the graphic there is a picture of one of
t he new greenhouse devel opnents south of Auckland. That's
quite a good exanple of going back to your question about
how t hi ngs have changed. NGC as a distribution operator
devel oped these opportunities, they haven't been devel oped
by a retailer. NGC worked closely with the industry to
devel op the technological solutions that would allow gas
to be supplied into these mmjor greenhouses and we have
achieved quite significant growh in our networks,
particularly south of Auckland as a result of that.
That's an exanple of how it's increasingly inportant that
we develop innovative solutions to encourage the use of

gas. Thank you.

CHAI R Thank you very nmuch for that. It's always very

interesting and | should note that the visit that you
hosted for us to the network, it really makes it nuch
easier for us | think when we have presentations such as
that, and we do have sone |ovely photos in yellow jackets
and hard hats as well, but that was very useful. For the
sake of time now I'd like to turn to our external experts
I think and take questi ons.

MR SELL: Thanks Madam Chair. I have a question, M WIson
on your pricing. Just a question of clarification
t hi nk. So there's the capacity reservation fee, the
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t hroughput fee was the other one.
MR WLSON: That's right.
MR SELL: It sounded to nme as if that was essentially a
bal ancing itemin striking your tariffs. | just wonder if

you could explain what's it balancing, is it balancing up
to the desired revenue requirement of the business in
total, or just for that tariff conponent of your business?

MR WLSON:. The former now. It used to be different prior to
99. Wen we were recasting the tariff each year
t hroughput fee was just recovering the non-asset cost.

MR SELL: kay, so it's recovering essentially everything
that's not recovered under the capacity reservation charge
for the whole of the NGC, or transmssion -- sorry was
this a transm ssion charge or distribution?

MR WLSON: Transmission. Sorry, in distribution the pricing
structure is different. Basically in transm ssion there's
a fixed and a variable price, the fixed price being the
capacity reservation fee whereas the retailers reserve
their space in the pipeline, if you like, and the
t hroughput fee is a variable fee.

On the networks there's also a daily fixed charge but
it's a much smaller proportion of the total charge and
there's a variable price for each different category of
custoner, so there's a different price, for exanple, for

residential as from commercial and industrial and | think

you'll find that that's generally the situation across all
the networks. | nean Vector and Powerco and WAnganui Gas
and NGC.

MR SELL: So just following through on that, if we just take
the transm ssion business, | think you said the tariffs of
some of your market are being set effectively on the val ue
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basis, based on the net back effectively from the
alternatives they have available to them But overall for
your transm ssion business, and putting aside for a nonment
the fact that you nmay have different views from the
Conmmi ssi on on WACC or acceptable cost levels and so on,
woul d you say that you're setting your prices on a simlar
basis to the way they would be set if you were being

regul ated? Are you attenpting to mimc that in any way?

W LSON: No, | don't think it would be the sane. I[f we

were regulated | think we'd have nuch less freedom to
negotiate prices than we do at the nonent.

SELL: | guess |I'm thinking nore about the overall revenue

| evel of the business that you're trying to achieve rather
than the specific tariffs, custoner by custonmer tariffs.
W LSON: Wuld the overall revenue requirenent of the

busi ness be different if we regul ated than now?

SELL: Mm
W LSON: | don't believe so, | don't believe it would be

significantly different.

SELL: So it's that kind of cost build-up npbdel that you're

trying to replicate internally at the nonent.
W LSON: I think we believe that we're endeavouring to
target a fair return on our ODV valuation and | think that

that woul d be the same whether we were regul ated or not.

SELL: Ckay, thanks. Just one other issue that you raised.

The tinme period over which you try to, or you aim to
recover your investnents, | wonder if you could just
comrent on that aspect of setting your revenue

requirement.

WLSON: Sure. | tried to nake the point a couple of tines

that these are very long lived assets. W assune a life
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of 65 years and we wll only achieve a return of our
investnent and a fair return on the ODV valuation if we
get the price throughout the life of the asset and that's
the difficulty with having pipelines such as the Witoa
pi peline, say, for a period of 10 years there. C(Cbviously
there wasn't enough revenue being generated off that
pipeline to justify the capital cost. So if we had been
under an ODV valuation during that period we'd have
witten down the value and we'd only have been recovering
on that witten down val ue.

MR SELL: Ckay. | understand well the dilenma you have here
because if you set your pricing based on 65 years then the
risk is only ever downwards isn't it?

MR WLSON: Yes.

MR SELL: I think you also referred to nmking investnent
decisions on a 20 year tinefrane, in which case
potentially your risk is a little bit less, but then you
have the other side of the dilemma which is that if the
custoners carry on for 65 years you potentially over-
recover for 45 years.

MR WLSON: Yes, when | was tal king about the 20 years | was
tal king about residential reticulation. So what we're
trying to do there is to get a positive NPV over a period
of 20 years. Because of the discounting, any revenue
beyond that 20 years is fairly well irrelevant, it is just
| argely discounted away, so | don't think that really is a
significant issue in terns of those investnents.

MR SELL: So your tariffs, even for them are still set on a
60 year basis let's say?

MR WLSON: That's right, yes.

MR SELL: Ckay, thanks for that.
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1 MR WYDEVELD: I just wanted to ask a question on capital
2 contributions from your customers on the distribution
3 net wor K. In submissions | think you provided a few
4 exanples for residential custoners and the argunent was
5 that maybe you could get 3 or $400 out of them possibly
6 as a capital contribution. | just wanted to get a feel
7 for maybe the size of that. In ternms of mybe a
8 percentage of total connection costs, what does that
9 represent, or, yeah, what proportion does it represent in
10 contri butions?
11 MR WLSON: The average cost of connecting a residential
12 custoner is around $1, 000.
13 MR WYDEVELD: Roughly around 30% then. Ckay, how do you
14 account for that as well? Do you just roll it into the
15 asset base, the contribution or?
16 MR W LSON: No, |I'm not sure what exactly was said in that
17 subm ssion, but currently the situation is that as |ong as
18 the custoner 1is installing a certain anount of gas
19 appl i ances we don't charge any contribution. So generally
20 connections to our networks are free. There are sone
21 excepti ons. If it's a particularly long driveway, for
22 exanpl e over 20 netres, we charge a little extra for that
23 extra distance, but generally speaking connections to our
24 network are free.

25 MR WYDEVELD: Ckay, thank you.
26 DR HODGSON: Just to add on there, the point about the capital

27 contributions was directed wth relation to people
28 preparing subdivisions, developers. As lan says, usually
29 with the residential customers they have a free
30 connection, so there's no contribution fromthem

31 MR WLSON I[f I could pick up on that point, that's a very
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good point, Paul, that I'd forgotten to develop earlier,
that's another significant difference between our business
now than a couple of years ago. A couple of years ago the
question of paying a contribution to a devel oper just
never would have arisen. But we find now that first of
all developers are very much inclined to, if they are
installing gas as well as electricity, to get them both
from the sanme provider, say Vector or Powerco. \Were the
provider of the gas network is different from the
electricity network we find that we're encouraged to pay
them a contribution towards getting gas into the
subdi vi si on. So that is added to the cost of new
reticul ation.

CHAI R I'd like to thank you for that part of the
presentation M Wlson. | don't know if you're presenting
after the lunch break?

MR WLSON: No.

CHAI R: Can | just ask who will be presenting so that |I'm
awar e.

MR BI ELBY: W'l nove next to Dr Hodgson's presentation and
then the CRA presentation.

CHAI R The CRA presentation is separate from the neno that
you' ve handed out to us, the slide?

MR BI ELBY: Yes.

CHAI R The CRA presentation will probably happen after the
afternoon tea break | suspect, okay. Al right, unless
there are any matters you want to raise with us before
| unch.

MR Bl ELBY: None thank you.

CHAI R Thank you once again and we'll adjourn now until

2 o' clock, thank you
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Lunch Adjournnent from1.00 pmto 2.05 pm

CHAIR Okay, 1'd like to reconvene this session with NGC and

ask you to please introduce the next speaker, thank you.

MR Bl ELBY: Thank you Chair. W have Dr Hodgson on ny right,

Andy N cholls on ny left. Dr Hodgson w Il lead the
presentation. W're at section 3, the business concerns
with the nodel which is at page 23 of your materials.
Thank you Dr Hodgson.

DR HODGSON: VWhat |'m going to discuss | think is probably

fair to say a business perspective on the nodel the

Conmi ssi on' s usi ng. Later you'll hear from CRA who wl|
discuss, if you like, the nore fundanmental econom c
ar gument s. W' ve also set aside, if you like, the WACC

issues we set aside for LECG to discuss and also the
i ssues about how one m ght do benchmarking or productivity
studi es have been set aside for PEG to discuss. So rather
than delve into the detail of those aspects we'll |eave
those for those sessions for the experts to address.

What |'m going to talk about is really a perspective
on the overall approach and then the actual approach
that's been applied in terns of the net acquirers benefits
test in the way the Commssion has applied it, or
presented it.

M Janmes hasn't been before the Comm ssion, but nyself
and Steve have been before and | guess we approach this
process wth the view the wusual ©process that the
Conmi ssion uses in its inquiries and that being one of a
forward-1ooki ng approach as the Conm ssion has presented
| ooking at a factual and a counterfactual and how things
pan out going forwards. That was indeed the approach used
in the airports inquiry. It was actually a tw part
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assessnment in that inquiry where you | ook backwards and
then you | ook forwards to see if there would be benefits
fromcontrol .

We therefore, having read the Draft Report, end up at
the position of this first question, it's a bullet point
here and | will address it here. Looki ng at the nodel
it's not clear whether the approach to analysis is trying
to generate an average year of benefits to inquirers or in
fact to provide sonme form of forecast. Just as with the
airports inquiry the recommendati on was nade on the basis
of | ooking forward. It's not clear to us. Wiy 1'd say
it's not clear, the point we wish to make apply in both
ci rcunst ances. It's a question of how you present or
communi cate the issue that we're trying to nmake.

Just to expand on this, if the nodel is trying to
generate an average year, which would be subject to the
benefits of control, or would represent the benefits of
control, then it would appear to us that the point of
taking a longer tinme period is to generate a nore robust
aver age. If that's the case then, if indeed it is to
represent an average, you would need to correct for one-
off events or what you consider to be non-repeatable
events so that a mathematical bias is not introduced into
t he anal ysi s.

It wuld also need, t herefore, to take sone
consideration of the fact that fundanentally the market
has changed and therefore the situation will not be the
sane. Phil showed the chart of transm ssion volunes
increasing significantly in the early period, and then
going forward we have quite a different profile. So there
is another mathematical issue in ternms of how you m ght
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prepare an average, if that indeed is the case. If on the
other hand it's a forecast, that presents another set of
chal | enges.

W would submt that if we were to take a forward-
| ooki ng approach, then the benefits of control, if you
like, or the assessnent of whether control should be
i ntroduced should actually use only a forecast data rather
than the whol e peri od. By using a whole period, if that
is the interpretation that you're trying to snooth out
volatility or anything el se such as that, you mght get in
the -- by having a shorter tine period, then in fact it
appears that you are projecting a 12 year period forward
fromtoday. |In other words, you're saying |'mstanding in
1997 looking forward to see if there are benefits to
controlling the gas industry.

Now again if that is the interpretation, you would
need to correct for behaviours which have occurred which
would be different had we been under price control. I
will address sone of those as we go through ny points
bel ow.

What | would say before | go into the list of issues,
is that we do believe that the forecasts we provided to
you are the best estimate of the future in terns of -- the
papers we provided the Conm ssion represented what went to
t he board. They included a reference case which is the
situation which we use to fill in the 70E returns. They
al so showed a growh case and they showed a |ow growh
case or a worst-case, if you like.

Clearly as a business we don't know how the future's
going to unfold and it's certainly a thene of what we've
heard so far and we'll hear fromnme and we will hear from
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CRA that the future is uncertain and we quite wllingly
say we can't predict the future. But taking that into
account in ternms of doing a nodel, one has to be sure that
what one is firstly looking at is robust evidence that
control is necessary, but also a certainty that benefits
can be achieved by inposing control and in particular the
CRA discussion later on will address squarely the point
about volatility looking forward and actually offer an
alternative nodel which allows assessnent of how
volatility may be represented in a nodel. But |'ll |eave
that to CRAto talk to.

What I'm going to talk to is sinply a list of points
whi ch we believe need to be either nodified, inproved upon
or corrected within the Conmission's framework which is
the net acquirers test and wusing the Conmm ssion's

par anmet ers.

CHAI R Can | just interrupt you for a mnute and I want to

pursue this question about whether it's appropriate to use
past data as well as forecast data and | want to be clear
what your submission is. 1Is it your subm ssion that under
no circunstances is past data relevant to an inquiry such
as this? O is it your subm ssion that because narket
ci rcunst ances have changed so significantly that it's not

rel evant ?

DR HODGSON: No, | think it's fair to say that nost people

woul d think that there is useful information in past data,
we're not saying that's not appropriate. And one of the
key pieces in there is that there has been a lot of
volatility in the information. What |'m saying in terns
of assessing benefits on a forward-1ooking basis, in our
view the best interpretation of the past data is what has
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been encapsul ated and what we put to the board and what we
have put to the market in ternms of our forecast | ooking
f orward
If you recall in the Airport Inquiry the Conm ssion
| ooked backwards to get an understandi ng of what was goi ng
on in the market but the recommendations on control were
based on the forward-I| ooking years within the analysis.

CHAIR So in principle you don't have a problemw th the fact

that past years mght have sone information value, you
yourself think sonme of it is enbedded in your forward
forecast?

DR HODGSON: Yes, that's why | guess |I'm raising the issue

that if indeed the Conm ssion was attenpting to create an
average representative year, then that's a certain
approach, but it would require correction so there's not a
mat hermat i cal bias introduced by one-of f events, as opposed

to sinply generating an average.

CHAIR kay, we might want to come back to this issue, but I

just wanted to be clear what the subm ssion was at this

stage, thank you.

DR HODGSON: The list of issues here | won't read out the

chart, people can read that. Wlat | will say is that when
| get to the last slide I wll actually denonstrate the
i npact of these key concerns on the Commi ssion's nodel and
we believe on what the Comm ssion's recomendation shoul d
be.

The Commi ssion obviously, and we accept the point that
it has to have sone form of nodel for making its analysis,
that's not in dispute, and we recoghise that it is a
difficult task, there's limtations on the estimates that
are available, the data that's available, and we would
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note the quote here that the Commi ssion has in its Draft
Report about what exactly constitutes normal returns, and
| won't read that out. It represents what | was trying to
express on the previous slide, that where there are
significant singular events, if you are indeed preparing
an average they can bias the result substantially, and
there's one or tw of these which we believe would
fundanentally change the Comm ssion's recomendation in
respect to NGC.

Dr Lally also warns in his work for the Conm ssion
that the asymmetric risks and in particular in our case
stranding risks present particular difficulties and he
suggests a particular approach for dealing with these
biases if they are considered to be slight. In our view
it's not reasonable to consider an inpact of an issue
slight if it indeed nmakes a difference between a price
control recomendation or a no control reconmendati on.

So | put those up sinply to identify that we have got
common ground, we do accept that it's a difficult
situation to assess returns on, there is Jlimted
information for all parties, but we would urge that we
need to nove forward on a robust basis.

Asset stranding, this is an issue you heard from | an
about this norning. In our view, and it is a significant
issue, the threats to us of inter-fuel conpetition are
very real. W do table an exanple in our confidential
version of our submission which is inmnent on our
pi peline, a whole section of a line that will be stranded.
It's not something that happens occasionally to gas
networks, it's a very real risk.

In sonme ways the best place for that risk is to be
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borne on the conpany. The conpany has the best know edge
and best skill of anyone in the nmarket, | believe, to
actually try and nanage those risks. In a regulatory
sense it places the incentive on the asset owner to avoid
stranding risks, firstly to avoid stranding risks.
Qobviously if we price too high and gas use goes somewhere
el se or demand goes elsewhere, we're the ones that are
left with the pipelines in the ground.

Alternatively where there have been stranded assets
the incentive is on the asset owner to actually find
alternative economc uses for those assets. If the
incentive wasn't on the asset owner, then consuners woul d
be exposed to the volatility in costs of stranding. I
don't think that's, you know, largely speaking | don't
believe the consumers would have the resources to manage
those risks and neither necessarily should they.

The ODV process as a basis of the regulatory regine
reflects this stranding. lan outlined the stranding, the
approach to how you represent stranding. First the system
is optimsed, so that's a technical decision, if you like,
if we need to supply a certain area do we need a 4 inch
pipe, a 2 inch pipe or do in fact we need to change the
size of the piece of pipe and introduce a conpressor into
the ideal system and that gets around to the, you know,
the question of consuners not having to bear the costs of
i nprudent investnents or the changes in demand by other
consuners. \Where that doesn't fully capture the stranding
then there's an economc value adjustnment which is also
applied to the system valuation. That |leads us to, as we
know, to the ODV nunbers and that's the val uati on on which
we seek to get our return.
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"Il turn to the first of the significant issues,
which | believe would change the Commssion's results
singularly. The Kapuni North line was built around 1969.
The Maui field was subsequently developed and that
pi peline was stranded when the Muui pipeline was put in
place. Just to give you an idea of the sizes, the Kapuni
North line is an 8 inch pipeline, the Maui pipeline for
much of its length is a 30 inch pipeline, in parts of
Taranaki it's larger than that.

So as you woul d expect our pipeline was stranded, wth
the ODV process it was witten out of the asset base, so
NGC was not recovering any of the costs of that pipeline.
In 2001, though, people started comng to us and saying we
want to get sone gas for the -- it's not Maui gas so it
can't go through the Maui pipeline, can you help us out?
Two or three other parties, which I'"'mnot sure if | have
the perm ssion to use their nanes, have spoken to Sw ft
and the Swift gas fromthe Rinu field was sold to Cenesis
for use at Huntly Power Station and the only way that
could actually get to market, in other words be sold to
Genesis, was if the Kapuni North |ine was used.

So by 2003 NGC had fully sold the capacity, as lan
described, it's probably the nost heavily utilised part of
the system So it was deoptim sed when we did a val uation
in 2003 and the Conmm ssion has seen that and in the work
M Sell has done. So there was a $50 million increase in
our valuation that was due to that pipeline being
deoptim sed, so, if you |like, unstranded.

CHAI R When you optimsed it out, how much went off your

asset base?

DR HODGSON: In the 1994 OOV I think it was $40 mlli on.
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CHAIR  Thank you.
DR HODGSON: The Conm ssion has the 1994 valuation, it's in

there. The nodel treats this the same as the reval uation.
| believe this is an inappropriate treatnent and this
assunption alone leads to a reconmendation for control in
NGC.

If we go back to ny earlier proposition, if indeed the
nodel is supposed to be an average, then clearly, and
recogni sing the quote from the Comm ssion on the previous
slide, this singular event introduces a mathematical bias
to the analysis. It's a $50 mllion one-off event that
is -- you know, if you test the sensitivity for it is what
|'"'m saying, the nunbers drop out so that you would

recomrend no control on a net acquirers basis.

CHAlI R Does it matter whether it's a one-off event? Isn't it

just whether it represents value -- an asset with value to

t he conpany?

DR HODGSON: | guess if | can go -- in ternms of assessing

normal returns, and this is a quote fromthe Draft Report,
| believe that that one-off event does unduly influence

the Commi ssion's reconmendati ons.

CHAI R W could make that argument about every investnent

you've ever made. Wen you invest in a particular
pi peline and be doing the sane pipeline over and over
again. | nust not understand the way you're interpreting
"singular event" here.

HODGSON: Well shall | say, if | take the other
interpretation and | guess this is part of the process
that we were in, if indeed the 12 year period that's being
assessed is a forecast of a control situation, so you're
trying to generate an average | ooking forward, then there
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are two behaviours that NGC would have denonstrated in
this regard. Firstly it would have sought from the
Regul at or, whoever the Regul ator was, an ex-ante
di spensation for that pipeline comng back into use, we
woul d have said basically we intend to start using this
pipeline again, is this going to be treated against us in
a reqgqul atory sense? |If the answer --

CHAIR What do you nean by "treated agai nst us"?

DR HODGSON: If the understanding is going to be taken as
econom ¢ income, and that obviously, you know, to put it
in very blunt terns, the $50 mllion, if we're expected to
reduce our revenue by $50 million for a one-off event then
that's not sustainable from a business cashflow
per specti ve. W can't turn around to custoners and say,
you know, we couldn't wear that from a business sense, so
we would turn around to them and say if we are not going
to get dispensation from the Regulator we will not bring
t hat asset back into use.

CHAI R Wiy would you not if you earn WACC on it in the
future, why would you not bring it back in? If it's
economic to bring it back in why would you not?

DR HODGSON: If it's economic to bring it back in, the
interpretation of your nodel is that we need to reduce our
revenues by $50 million to bring it back in.

MR STEVENS: Are you suggesting that we haven't synmmetrically
dealt with it because the wite-dowmn was outside the
review period of the nodel and the wite-up is in the
review period, is that what you' re suggesting? That's the
poi nt you're maki ng?

DR HODGSON: Yes, it's a singular event within the nodel which

is unduly influencing the result.
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CHAI R Surely the wite-down -- you wote it down when you
took it out, right, you wote down the asset when you took
it down and you counted it as a revaluation | oss.

DR HODGSON:  No.

CHAI R: It didn't appear in your books in any way when you
optimsed it out. You've showed us cases where you
optim se out assets and it clearly showed up in your asset
base, did you optimse it out?

DR HODGSON: The optim sation, the stranding event occurred a
I ong tinme ago.

CHAI R Yes, but when it was stranded | asked you what |oss

was it and you told me, | believe you told nme it was
$40 million.

DR HODGSON: It was $40 million in 1994.

CHAI R: So that would have gone through your asset base at
t hat point.

DR HODGSON: The val uation, yes.
CHAI R: And we accepted whatever gains and |osses there had

been from that earlier period for the purposes of our

anal ysi s.

DR HODGSON: But that loss is not recovered ex-post, this is
the point |I'm saying, that we can't go around to our
custonmers and say that asset has got stranded. A good

exanple is the one that we have in there that's about to
happen on that particular line, that when that asset is
stranded and it's witten out of the asset base we cannot
go around to the custoner and say sorry, we've just |ost
$X mllion on that asset, we're going to put up your price
to recover that, because that amount of noney will show up
as excess returns, because it's witten out of the ODV.
When we're assessed on the ODV basis we will be getting,
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you know, X plus 1 percent rather than getting X percent

return, which will be judged to be an excess rate of
return.
CHAI R: It strikes me, and I'll give careful thought to your

DR

subm ssion, but it strikes nme that the Conm ssion has
approached this in a symetrical way. To do anything
other than what we've done would have opened up a

di screpancy in ternms of treatnent. "1l give careful
thought to it, but | have to say | am having sone
difficulty wunderstanding the subm ssion. I  make that

poi nt not because |'ve fornmed a final view on it, but |
just want to be clear with you so that if there are any
further subm ssions you want to make to us on this point
to hel p us understand your point you can do so.

HODGSON: CRA will be addressing this as well. The
assunption ex-post recovery we think just doesn't hold for
strandi ng events.

|'"ve provided the exanple and it sounds as though the
menbers are famliar with it, to try and illustrate the
i npact of a shortened assessnent period on the
Conmi ssion's nodel, but 1've provided a sinple nodel here,
and we won't go through that in detail, it's described in
our witten subm ssion. But | would draw people's
attention to the question, and this reflects again the
guestion of mathematical bias, that table D and table B
are identical except for the fact that the sanple period
differs.

By the sanple period being different, so within that
nodel the treatnment of revaluations and devaluations is
pushed through as incone, it's taken to be conpletely in
the way that it's presented in the Comm ssion's nodel, but
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by having a different sanple period we see an excess
profits finding between those two tables. Even when we go
into subsequent tables in that nodel and it does take sone
time to sit dowm and look through it, wth reduced
revenues in the shortened assessnent period, you can still
end up with deoptimsation leading to an NPV greater than
zero when again you are | ooking over the shorter period.

WIIl there be future changes in stranding? Vel |,
implicitly, and | think this is inplicitly reflected in
the nodel, the termnal value at the end of the study
period is the estinmate of future earnings, that is the
interpretation people put on it. But that nunber
i ncorporates significant uncertainty and CRA will address
this on a nore economc basis later in our presentation,
or in their presentation.

So what are the inplenmentations? W' ve al ready
addressed a couple of these points. In our view stranding
i ssues should not be treated the sane as reval uations. W
understand the basis of why revaluations are treated as
i ncome, however we believe that optim sation and econom c
val ue adjustnments require a different approach so that the
nodel better approximates reality. W would say that, and
we acknow edge fully, that it's a difficult issue of how
to deal with asymetric risks and stranding risks and
accept that. W are sinply putting forward the view that
ex-post recovery is inpractical in reality as any increase
to cover stranding costs shows up as a margin over the
acceptable return on your ODV assets.

So in ny view the Conmission's nodel as it puts
forward represents two nutually exclusive options. | f
you're going to nake an assunption of ex-post recovery
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then the excess profit calculation should wuse a
depreci ated replacenent cost, because you are saying that
the conpany is allowed to recover cashflows that cover its
optimsation and econonmc value wite-downs, therefore
rather than having ODV in the equation it should have
depreci ated repl acenment cost. If indeed you're going to
use an ODV asset base then stranding should not be
i ncl uded as incone.
On a wider front, this issue raises dynam c efficiency
issues. As | said earlier the incentive --

CHAIR Can | just clarify one thing. Wen you wote out the
assets did you treat it as a | 0oss?

DR HODGSON: No, it doesn't go through the P & L, the
revaluations do not go through the P & L, they are a
bal ance sheet item

CHAI R You didn't do it at all, you don't do it ever wth
reval uation, gains and | osses?

DR HODGSON: They don't go through the profit and | oss account
in the statutory accounts. So they show up in the
regul atory accounts, but they don't --

CHAIR So the | oss showed up in the regul atory accounts?

DR HODGSON: W were actually under price control at that
tinme.

CHAIR  What do you nean by "regul atory accounts"?

DR HODGSON: Since 1997 we've had the information disclosure
accounts, so those include revaluations as incone.

M5 BATES: That's from historic costs for ODV, is that what
you' re tal ki ng about ?

DR HODGSON: Sorry, no, just ongoing revaluations appear as
incone through the ARP or RRO fornulas, whichever ones

t hey' re using.
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CHAIR  Since the disclosure regulations, or they're not even
regul ations are they in your case?

DR HODGSON: They are regul ations.

CHAIR  They canme about in 97.

DR HODGSON: Yes, that's correct.

CHAI R Since then you' ve treated these as gains and | osses,
but the period at which this was optimsed out, Kapuni,
going back to it, | think at that tine that was disclosure
regs.

DR HODGSON: The first major ODV assessnent we did was in 94,
but the asset was stranded nuch earlier than that.

CHAI R When you did the opening value there was no account
taken of the original stranding?

DR HODGSON:  No.

CHAIR | see what you're saying.

DR HODGSON: It's | guess a question of analytical treatnent
is the discussion. In a wider sense there is a dynamc
efficiency issue here which we believe needs to be
mai nt ai ned. It's necessary to keep the incentive, we
believe, on the asset owner to use its assets and to avoid
st randi ng.

"Il give you a couple of exanples here. The Frankl ey
Road pipeline which lan referred to which runs between
Kapuni and the Maui pipeline, and that's where the Darby
Road conpressor station is which you visited, those assets
are optimsed out at the noment, roughly $20 mllion.
There is the potential, and we've raised this as a
potential, that sonmewhere down the |ine soneone wll want
to devel op storage in the New Zeal and gas system

The best way to actually present that is for Frankley
Road to becone what's known as a hub or the central
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trading point in the system Logically as the systemis
configured now that woul d be the place that you woul d want
to do it. That would then allow the inplenmentation of
storage and a whol esale nmarket, if one is indeed needed.
Clearly should that eventuate, |I'mnot saying it wll,
|"m just saying that these are things people have flagged
we need storage in New Zeal and to address the question of
flexibility, we need a wholesale narket, the jury's
probably out on that, but certainly if NG was in a
position where it was going to be negatively inpacted
there wouldn't be nmuch incentive on us to actually want to
deopti m se those assets.

CHAIR Can | just ask you a question. It's my understanding

that in 1997 which is when the disclosure regs cone in and
it's the cut-off date that the Conm ssion uses in terns of
past revaluation gains and |osses, 1997 NGCT had a
reval uation reserve of $110 million positive, is that your
under st andi ng?

DR HODGSON: | don't have the figures to hand, but if you've
pi cked themup from sonewhere |'I|l take that as read.
CHAIR I'mtrying to understand if that is the case, and that

but for the decision to treat past revaluation gains has
decided to overl ook them they would have been treated as
incone and that significantly advantaged the analysis of
NGCT in terns of your perspective. \What |'m not sure of
is whether that positive $110 million is a net nunber
that's taken account of this $30 million odd that you say
was a |loss from the earlier period. I may be
m sunderstanding the two, but | would ask if you could,
pl ease, to cone back to us on that point. Because | think
"' m begi nning to understand that point and I'mtrying hard
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to understand the point that you were naking.

It still troubles nme then to say -- | can see the
poi nt you're making, but then when I turn nyself to what |
know we did in the analysis, which is that we took 97 as
the cut-off date for past analysis of revaluation gains
and | osses, and | know, or | believe at that tine you had
a revaluation reserve of $110 nillion that was not taken

into account. It suggests to nme that you've conme out well
ahead on this front. So I'd just like your assistance if
you could in clarifying that for ne. If you can't do it

today, in your cross-subn ssion please.

DR HODGSON: My understandi ng, though, is that it's a bal ance

sheet item that's not been through the profit and | oss
statenent or indeed the cashflows of the business. You

know, there is a question of --

CHAIR But the gain wouldn't have either, right?
DR HODGSON: No, | guess this is what we're getting to with

this question of the treatnent of stranding is exactly
what the inpact is on people who, if you like, pay the
bills that we send out. | nmean, | guess that's what we're

trying to get to.

CHAI R | may be confusing two different issues, but if you

DR

can help nme with that I'd be grateful.

HODGSON: I guess just to wind up on the question of
preserving the incentive, the Gsborne Iline has a
significant wite-down. The electricity system in that

part of the country, particularly the netwrks and
transm ssion systemthere, is in need of support. There's
opportunity for people to look at potentially gas co-
generation in that area. In general terns there is a

significant amount of optimsation and econonmic value
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NGC
wite-downs that potentially could be addressed through
new options if we want to bring assets back into use.

To wap this point up, the stranding on NGCT has been
volatile in the past. As percentages, you can see it's
down at 29 percent in 97, up to 36 percent, down to 23
percent in 2003. Not volatile on distribution, but
i ncreasing. The fundanental point is around stranding the
future's not certain. And this ties in again with the
issues that CRA wll nmake that |ooking forward and
t hi nki ng about the benefits of control one has to take
into consideration uncertainty.

CHAIR | probably should be able to figure this out on ny own
but | haven't been able to so I'll ask you, and | have a
feeling it's one of these obvious things that | should

know, but why has the optimsation been so nuch greater

for the transni ssi on busi ness than the distribution?

DR HODGSON: Partly | would suggest, and unfortunately lan's

not here, he would be better placed, but typically your
transm ssion system going to particular points, if you
like, such as a dairy factory or a, one of those other
exanples or, say, right across the country to G sborne

you're spanning much |onger distances with nuch bigger
pi pes.

So when you have events like a major customer drops
off, the inpact tends to be bigger, whereas the
di stribution network you have, you know, a lot of small
consuners. So | nean we've got 56,000 connections on our
net wor ks agai nst 12 maj or connections off the transm ssion
system But also our transm ssion system connects to
everybody else's networks so we get the cunul ative i npact
of the network business.

Gas Pipelines Inquiry: Draft Report 26 July 2004



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

31

117
NGC

Also typically networks aren't |ooped, so where we've
got two pipelines into Auckland now, in the optimsation
process that's treated as one pipeline of a different size
and simlarly on the pipelines com ng south where they've
been | ooped, where you've had that sort of double up that
was built to supply the load growth through the 80s then
you're stuck with just having it optinmsed down to one
pi pel i ne.

In terms of the Commission's analysis, our views are
that taking a forward-I|ooking approach is appropriate.
The usual approach of specifying a factual and a
counterfactual and | ooking at the difference between them
and again if we are going to judge that by using past
informati on we have to consider that behaviours woul d have
been different in the past than if we'd been under
contr ol

So it's not fair to say that the -- for instance the
growmh in the market woul d have been the sane if we'd been
under price control from 1997. If we'd have been price
controlled then and restricted to a certain revenue, then
there may have been sonme growh, but there certainly
woul dn't have been the sane incentive to grow the narket,
it would have been a question of, if you like, regulated
growh rather than this is fairly explosive growth
Therefore, in terns of this process we believe that the --

CHAI R: Wiy would the incentive had been any different if

you' d never earned excess returns and the Regul ator would
allow you to earn a return arguably consistent wth what

you say you have earned?

DR HODGSON: I'"m saying the growth in the market. I nean we

woul dn't have the sanme shape of gas industry now as we had
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in the past. Just to take an exanple, previously when we
were under price control we were requested to have speci al
tariffs for co-generation; for instance they weren't
all oned by the Conmi ssion at the tine. Since the period
actually that we're looking at here, there has been a
growh in special tariffs for co-generation plants which
have increased the ODV all volunme and, if you like, have
benefited everyone because, as you say, we haven't got
over the return cap, but we've been able to hold prices.
lan nentioned that in 1999 was the last tine we cranked
the handle on the allocation nodel. After that we
actually had three years where prices conpletely were
rolled over. |If you actually plot transm ssion prices, in
real terns they've significantly reduced since 1997.

CHAIR Is that taking account of both conponents? | thought

we heard sone heavy qualification of t hat poi nt

eventually. D d | msunderstand?

DR HODGSON: What happened, since 1999 the reservation fee

the fixed conponent hasn't changed to this day. Nei t her
conponent changed for three years, then there was a PPI

adjust, then there was a larger adjustnment |ast year. So
there has been -- if you like there was a price freeze in
toto for three years, well, not the freeze, it was a rol

over, because volunme growh etc had allowed us to offset
increased costs, but now we're getting to the situation
where that growmh's no longer there in the profile as we
saw and so costs have had to nove. So, yeah, it's largely

how t he prices have gone.

CHAI R: | nust have m sunderstood the evidence, because |

thought he had indicated that the one conponent had
changed in each of the years, but --
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DR HODGSON: Not in each year, in the |ast tw years.

CHAI R: You say there was three years where there was no

change in either conponent of the pricing?

DR HODGSON: Yeah. |In ternms of the long-termfixed contracts,

rather than the posted prices, there may have been PPI,
you know, inflaters built into the contract, but...

CHAI R I"m kind of puzzled by the comment about incentives

for growh because | know from our experience in
electricity that the <conpanies that are experiencing
growh find it quite easy to live wthin thresholds, the
ones that aren't find it a little nore difficult; so the

incentives to find growh are very strong for them ['"'m
trying to understand why this mght be different, |I'mjust
simply trying to understand the point. | wonder if you

can help me out with that a bit nore about why there is

this issue about incentive for growth under regul ation.

DR HODGSON: Well, not wanting to hark back to the sane
exanple but | wll, the Kapuni North line, if we had been
subject to regulation, price control of some form and we
got to the year 2000 and people started talking to us
about whether or not you want to bring that asset back
into life, and we're saying well no, we don't believe that
we can because the inconme will be treated against our
cashflows and we will breach a cashflow assessment of what
we're allowed under regulations, there wouldn't be the
incentive for us to bring that asset into use.

CHAIR | won't bel abour this debate, maybe staff will want to
come back to it, but | remain slightly unsure about that
part of the submission, but we'll certainly look at it
very carefully.

DR HODGSON: In ternms of productive efficiency, as we
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menti oned on Wdnesday, PEG wll be discussing, if you
like, the details or the nechanics of this. Wat we would
like to talk about is the inplications of the approach to
productive efficiency, and it's our view, and it was
expressed by Phil Janmes in terns of his experience of
benchmar ki ng studies. But in terns of robust evidence for
assessing the gains under price control, we don't believe
that any additional gains can be ascribed to a contro
factual against a counterfactual of no control.

NGC s an investor owned conpany, listed on the
New Zeal and Stock Exchange, it has every incentive to be
efficient. |If it is not efficient it stands in the market
as a potential take-over target in ternms of commercial
reality, if it's not efficient, it faces bypass, it faces
inter-fuel substitution, and for the people responsible
they face the incentive within a listed conmpany such as
ours of actually mnanagenent change. So at every |level
there are strong incentives for people to encourage
productive efficiency.

We understand and fully recognise that there is only,
if you Ilike, limted data available to Meyrick &
Associates, so it's in no way a reflection on their work.
| woul d say, however, that there are, as PEGw || outline,
there were sonme significant factors that weren't corrected
for, but again that's an issue for experts to discuss
rat her than ne.

The work that we had done by PEG show that NGC
distribution is a superior cost performer. 30% | ower than
US firns. Statistically significant. W're not claimng
that your nodel should say that the counterfactual has a
productive efficiency gain over it, but we are saying that
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NGC
it's not sound to say there are additional gains from
price control.

In the case of NGC transmssion, it's sinply not
conparable to transm ssion pipelines such as the Mbonba to
Sydney pi peli ne. To give a couple of exanples of why
that's the case, we haven't conducted a study but we
believe it is sonmething that can be addressed in a quite
strai ght forward manner

The nenbers, when they visited Taranaki, would have
seen a nunber of large pipelines at the four road(?)
m xi ng station. The Monba to Sydney pipeline is one of
those nuch |[|arger pipelines. In fact if | sort of
illustrate with ny body, the dianeter of it is basically
fromthe mddle of nmy body to about the end of ny hand
that's the sort of dianeter the Monba to Sydney pipeline

is.

What |'ve got here is a bit of the pipeline that was
cut-of f the Pohangi na bridge. It's an 8 inch pipeline.
Doesn't even get across ny body here. The cost of

actually supplying gas down a pipeline that big conpared
to one that big are nuch greater. On top of that, the
Moonmba to Sydney pipeline largely runs through the dessert
so, there is not the land owner issues that we have to
face, we have to control our pipeline regularly. In the
case of cross-country pipelines that's aerial patrol til
we get down to the point of wthin Auckland itself,
particularly on Hillsborough Road it's patrolled on a
daily basis. W have three and a half thousand | andowners
that we have to deal with in terns of our pipeline.

On the comercial side the Monba to Sydney pipeline
deals with one or two | arge conpanies that have contracts.
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NGC
On our pipeline we're trying to deal with the allocations
and reconciliations of a whole raft of shippers. It's a
much nore conplicated situation. So again, we recognise
that there is a l|limtation to the data and that the
Commission is trying to find a way forward but we don't
accept that the study can be relied on to assune
addi ti onal gains, and would submt that productive
efficiency should be taken to be the sane between the
factual and the counterfactual.

In fact wunder control, and this is what we've put
forward in our witten submssion, and it was actually
recogni sed the other day in the discussions here at the
conference, that the incentive, as has become apparent in
overseas jurisdictions, is for the regulated firm to
actually save up its productive efficiency gains in years
4 and 5 so that they can use themin the next regulatory
peri od. That's reflected in the CRA nobdel which we say
they' re nmuch better placed to discuss.

Information estimates. These are sone of the
estimates that we've provided and sonme which the
Conmi ssi on have worked on. In our view, as we say and
have said, is that our forecasts provide the best estimte
for the future. W're not saying they're perfect, we
fully acknow edge that through the scenarios that we
presented to the board that the future's uncertain. It
is, however, the information that we've provided to
investors and to the market, and it incorporates as far as
possible, as we see it, any information that's in the past
that can be usefully used | ooking forward. By not taking
a forward-1ooking appr oach in t he anal ysi s t he
Conmmi ssion's nodel leads to a control reconmendation.
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That will be one of the inpacts that I show at the end.

Common costs, the Conmssion has indicated that it
intends to adjust the comopn costs provided by the
different conpanies. We've previously provided an
econom c report by CRA around the application of ACAM |
don't intend to go over the econom c discussion again
her e. However, | would say that if we had, and we have
said this in our witten subm ssion, if we had applied a
strict ACAM top-down strip off the contestable business
approach, then we would have included 100 percent of our
actual common costs in our 70E returns. In fact if we'd
al l ocated the conmon costs on the basis of funds enpl oyed
we would have ended up with around 62 percent of actual
NGC common costs al | ocat ed.

What we did, however, is actually endeavour to provide
a robust and good faith estimate to the Conmission in
response to the 70E notice. The comon costs we've
all ocated only 54 percent of NGC s total commobn costs. W
believe that's a fair representation.

In terms of tax, specifically forecast tax expense, |
don't endeavour to debate the issue of the tax shield, we
weren't inpacted by that, we didn't include interest.
However in the process of addressing the Comm ssion's
subsequent requests for information it's cone to |ight
that the price increases that we notified the Commi ssion
of earlier in the year we didn't include the inpact of
those on the tax expense we forecast going forward. So,
if you like, there's 33 percent of each of those which
need to be taken as additional forecast tax expense.

In the reconciliation process that we're performng
for the Commission it also becane apparent that on
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NGC
transm ssion there has been a significant and consi stent
anount of non-deducti bl e expenditure which has resulted in
increased tax over and above the 33 percent. That has not
been included in our responses. When | say significant,
both those nunbers are over $1 nmillion per annum

It al so becane apparent that in terns of distribution
we underestimated the forecast tax expense. W' ve
provided the detail of that to the Commi ssion staff, we
won't | abour that here.

In terms of the WACC, as | said, the WACC i ssues have
been addressed by LECG  There are two points that | would
make from a conpany perspective. The first one is sinply
a question of timng. W're now sitting in 2004, Dr
Lally's work used 2003 nunbers. W believe that the risk-
free rate shoul d be updated.

Also interestingly the Conm ssion's nobdel assunes a
control period of five years but Dr Lally has used a risk-
free rate of three years in his calculations, though, if
you like, the principles that have been put forward in
terms of WACC indicate that the risk-free rate should
equate to the regulatory period. So we're just
highlighting that as sonething we believe should be
addr essed.

Some other what we believe to be significant concerns,
and when | get to the last slide where | discuss the
i npact of these concerns on the results, we don't go into
the detail of a lot of these. A lot of these are actually
represented in our witten subm ssions. They're also
represented using the different WACC | evels and using the
different tests that the Conmm ssion has before it. Al

wll talk about in a few mnutes is sinply the net
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acquirers test.

But the sale of assets, and this relates to our
distribution business, we don't believe that the gain
shoul d be included against the distribution business. The
question of whether you sell sonething for nore or less is
simply a question of a market transaction. If the
Conmission feels that that reflects a view by the
purchaser of inappropriate valuation, then even wthin
this process, that 1is being addressed through the
assessnent of the purchaser's asset base.

So those assets may have been bel ow ODV, above ODV, |
don't know. The gain was related to the book val ue and
simply shows that we sold an asset for nore than we had
it. It's not a question of NGC distribution's excess
profits.

Val uation of easenents. As we've submitted to the
Commi ssion before, we believe that a replacenent cost
shoul d be used. These are a significant and val uable
asset for transnmission system and fundanmentally you
couldn't run this system wi thout them W recogni se the
Conmission has a different view, so we won't |abour the
poi nt here.

W have outlined a nore appropriate approach to
i ndexi ng back for the Comm ssion. The Conm ssion assuned
that all the easenents were in place in 1974, that's not
the case. There was a large increase in the length of the
transm ssion system through the 80s. W' ve indicated an
approach where two-thirds of the easenents are indexed
back to 1983 and one-third back to 1974.

The costs of control are another place where we differ
from the Commssion and it's not of the sane order of
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magni tude as sone of the others but it's one that | wll
raise. This inquiry is a decision process and we all
accept that. It's not the one that would establish the

control regime and the Conmm ssioners know better than |
the extensive process that's been gone through in
establishing the electricity lines business control
regi ne.

In our view this inquiry is sinply part of the light-
handed regul atory regine. Every so often people would
want to check whether or not returns have been appropriate
and it's NGC s position it's fully happy to engage in that
process. However it is an ongoing cost of business, it's
like an any other business event and so the direct and
indirect costs of this inquiry should remain in the
Conmi ssi on's nodel as opex.

If you are looking at the costs of setting up a
control regine there wll be another, if you Iike,
engagenment w th whoever the relevant Regulator is should
there be a control decision. |If you like, that is nunbers
that | think the Comm ssion have included in their nodel
as the direct costs of control.

The last point I would nmake on that is that setting
aside that we don't agree with the approach that's been
made in the nodel, the Commission actually deducts nore
from the opex than it subsequently puts forward as being
the cost of control, and | don't think that's tenable. If
the operating expenses, the indirect ones, people Iike
nysel f who have been in the business and are working on
this, there is direct costs which are the ones where we've
paid external parties for assistance, those costs are
actual and have been incurred. |[If the Conm ssion wants to
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NGC
say that they should be a different nunber, we can
under stand how the Comm ssion mght get to that position
but it should then only subtract that nunber from the
actual opex of the <conmpany in ternms of doing the
assessnent.
So where does that |leave us? As | said, we've put a
raft of numbers in the witten subm ssions and also in the

detail of the CRA subm ssion. W don't intend to go
t hrough them all here. \Wat | have done here is actually
put up a nunber of significant ones. |[|'ve put them up on

the basis of their calculation on a net acquirers test as
put forward by the Comm ssion and at the 75th percentile
of the Comm ssion's WACC nunber.

The question of whether vyou're taking a forward-
| ooki ng approach, in other words if we were to apply the
same process as was applied in the Airports Inquiry where
we'd ook at the past to informthe decision and then | ook
at the benefits of control on a forward-|ooking basis, the
Conmmi ssion's baseline is at $3.3 mllion, net acquirers
benefit. Sinply by switching to a forward-Iooking
approach on transmission reduces the net acquirers
benefits to $495, 000 per annum

I would nmake the point that given the difference in
size, say, between NGC transm ssion and Wanganui Gas, in
the case of Wanganui, $200,000 was considered not
consequential to encourage a control on Wanganui, this is
a much smaller percentage. That is one singular issue.

In ternms of the Kapuni North -- and these are treated
separately here, and they're also illustrated separately
in our subm ssion, the individual inpacts. |[If the Kapuni
North pipeline issue was -- our view was accepted, sinply
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taking that revaluation out changes the results to be a
negative benefit to acquirers. | would say, reflecting
back at ny earlier position, that having a singular event
change the decision between inposing control or not
inmposing control | think is significant in terns of the
task that the Conmmission's faced with here.

If we conbined all the other adjustnents that we've
outlined in the witten subm ssion | would say, and | put
the proviso in brackets here that it's on the Commerce
Conmi ssion's nodel, it's not possible to just do that on a
forward-1ooking basis, so this is |ooking over a 12 year
period, conbining all those adjustnment results in a net
acquirers benefit of negative $2.2 mllion. It's a very
big sw ng. This is at the 75th percentile. I[f it's at
what we'd describe as a nore realistic WACC nunber of 9.2
percent then the net acquirers benefit of controlling
NGC s transm ssion is significantly negative.

In terns of NGC --

CHAIR | wonder why your sharehol ders haven't punished you in

your share price for under-achieving what woul d reasonably
be expected by the nmarket, when | see the nunber next to a
nore realistic WACC.

HODGSON: For quite a while NGC s share price was
reasonably | ow. It's only recovered on, shall we say,
specul ati on of what was going to happen to us in the | ast
few nont hs. | think with a conpany such as ours it is
difficult to separate out the inpacts of the particular
busi nesses. (Qbviously there's a ot of uncertainty around
whol esale gas with the Mui redetern nation. When the
Draft Report came out, as Phil noted, there was |ike an
i mredi ate downwards inpact on the share price, but then
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t he specul ati on about Contact Energy and us possibly being
up for sale I think threw the price up sonewhat.

CHAIR | just wanted to come back to your comment you nade on
common cost allocation and you indicated that in your 70E
responses you put forth a percentage of 54 percent of
actual. | wondered if you could give us a better feel for
the justification for that.

DR HODGSON: Okay, that's by conbining the transm ssion and
distribution; the staff asked us, you know, what do these
nunbers add up to? Putting the two busi nesses together
that adds up to 54 percent.

CHAIR 54 percent of what?

DR HODGSON: O NGC s total common costs. So what we did, and
the regul ati ons have been, shall we say, booked for being
updated for a nunber of years, so it was clear that ACAM
was going to be inplemented as it has been for
electricity, we built a nodel of what we saw as a
realistic stand-alone -- NGC transmission in a realistic
st and- al one NGC di stribution conpany.

So if you look at a transm ssion conpany of this size
that this business would be, the easiest exanple is in
ternms of describing it in the case of the legal staff we
have, not wanting to pick on the |awers but it just nmakes
it easier. Steve here is the conpany secretary and
General Counsel . We al so have three other |awyers. So
when we were | ooking at the NGC transm ssion we said would
you have four |awers in the conpany, and we said well no,
we'd keep Steve but we'd probably only have one other
solicitor.

So in terms of designing it, and we went through all
the parts, if you Ilike, the conmmobn costs, you know,
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realistically how nmany accountants would you have, you'd
have a CFO. Wien we | ooked at NGC distribution and say
well, it's a nmuch smaller business, would you have a Steve
Bielby and three lawers and we said well, no, vyou
probably woul dn't have Steve. Wat you'd have is a senior
solicitor who is al so conpany secretary.

So basically it's like a box with people's nanes next
to it that we had and we went through ticking them or
crossing them to end up with a nodel of what you woul d
have in ternms of corporate personnel; what you woul d have
in terns of conputer support, obviously a bigger conpany
like us, and we inplenmented big conmputer systemnms |ike the
JD Edwards system for keeping all the accounts on that.
You woul dn't expect a snmall distribution conpany to go to
that sane | evel of expense in those areas.

So we generated a nodel for each of the businesses
which had like a -- this is based on 2003 data which was
based when the conpany had got out of generation, got out

of electricity, and said well this is what the proportions

would look Ilike, vyou know, for the two stand-al one
busi nesses. That gave us a set of percentages for each
category of comon costs, like |leases and, you know,

i nsurance, all those sort of things, and then we used that
as a set of percentages to project backwards against the
common costs that were in place, you know, so we could in
the past identify the bucket of commobn costs. What we did
was try to get a robust percentage for each of the
busi nesses so that we could say well this is what they

woul d |i ke goi ng backwards.

CHAIR | diverted you fromyour presentation
DR HODGSON: That's all right, happy to explain. Wth NGC
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distribution, and 1'd make a comment here that in terns of
forecasting in terns of the 70E response, we ended up
making a couple of mistakes which we've notified the
Commi ssion of and it was around when we were trying to re-
i ncorporate the gas netering business. The account ant
that was involved made a couple of hiccups in his
spreadsheets which Jlead us to a forecast set of
repl acement costs which, using the standard revaluation
gain calculation, generated a set of negative nunbers
whi ch the staff raised concerns with, and consequently the
Conmi ssion adopted its own approach to our forecast
di stribution asset base.

I can understand the reasons why and as | say we nade
the m stakes and acknow edged that. W' ve subsequently
provi ded corrected nunbers and the issue here is that in
terns of forecasting the asset base the pipelines are
indeed likely to be subject to revaluations, but the gas
netering assets aren't.

So the two conponents have to be, if you Ilike,
forecast separately and then put back together rather than
sinmply the final ODV being inflated. So that's what we've
provided and that's why the baseline nunber we present
here is different from what's in the Comm ssion's Draft
Report.

If we sinply stand today and take a forward-I|ooking
approach on the distribution business, the acquirers
benefits drop to $27, 000. We've also, and | should say
we, CRA have outlined a nodel of dynamic efficiency which
we believe is nore appropriate for distribution. Si mply
put the question is, in the Conmi ssion's nodel it assunes
in year 1 of control that there's a reduced investnent of
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NGC
equivalent to 50 TJs of the market. However it assumes
that in year 2 and subsequent years investnent has
returned to the pre-control |evels.

What we're saying is that wthout getting into an
argunent of what the nunber should be, that should be a
cumul ative effect. So if there's going to be reduced
mar ket growmh of 50 TJs, then the subsequent year it's
another 50 TJs on top, another 50 TJs on top going
forward; so you have this cumnulative dynam c efficiency
i ssue associated with distribution networks.

Putting that into the nodel leads to a net acquirers
benefit of negative $269, 000. In terms of conbining all
the different aspects again within the Conm ssion's nodel,
which again isn't forward-looking it's across the whole
thing, you end up wth a negative $2.3 nillion of
acquirer's benefit and again increasing the WACC nakes
t hat nunber nore negati ve.

I would al so add here, and we haven't included that on
this slide, but these nunbers we've presented here don't
incorporate -- well | believe the conbined effect does,
but even if, say, we take the forward-|ooking approach
that is put up for both those businesses, that doesn't
correct for our inaccurate tax expense forecast that we've
put to you. So there would be in the case of transm ssion
another $2.4 nmillion in tax that needs to conme off that
number, or in the case of distribution around $800, 000
a year. Just recalling, they were the factors around the
fact we didn't incorporate the effect of +the price
i ncrease on the tax expense.

So really that is in summary, and | do say it is in

sumrary, our subm ssions from a business perspective on
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1 the Comm ssion's nodel. |'m happy to take questions. As
2 | say, CRA will be comng up shortly to discuss many of
3 these issues froma nore econonic basis, but I'm happy to
4 answer them from a busi ness point of view
5 CHAIR 1'Il just check with my coll eagues.
6 DR LAWRENCE: Just a couple of points. Firstly you would
7 agree with the general proposition that the Conm ssion has
8 a responsibility to use all the information that it has at
9 its disposal when undertaking this sort of analysis?
10 DR HODGSON: Wen you say "use", | nean "use" is quite a wde
11 wor d. I would say it's, you know, the Conm ssion can
12 consider all the information as it's disposed. | nean
13 they're ultimately in the position of making a judgment
14 call as to whether that information infornms the decision
15 positively or in fact can be relied on. | mean, but
16 certainly it needs to look at all the information before
17 it.
18 DR LAWRENCE: I was just wondering what you would say to the
19 proposition that only including forecast data is
20 effectively throwi ng away nmuch of the information that the
21 Conmi ssion has to base its anal ysis on.
22 DR HODGSON: No, | don't accept that on the basis that the
23 forecasts incorporate our best view of what can be
24 informed by the past. W've indicated in there that there
25 is volatility in our forecasts, that's provided in what we
26 provided to the Comm ssion. W accept that
27 people may have different views on volatility, but you're
28 sort of saying, well, you can sort of |ook at sonething
29 and necessarily cone up with a better view of the future
30 t han our seni or managenent team and our board.
31 | guess it gets a little bit difficult. | mean that
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1 information was not prepared for the benefit of the
2 Commi ssion, it was prepared for board strategy purposes
3 and we've got people that are dealing with this all the
4 time. | would expect if you have faith of their know edge
5 of the past and what analysis is available to them that
6 they would give a reliable prediction for the future. But
7 | accept the point there nmay be other aspects the
8 Conmi ssion may want to think about.
9 DR LAWRENCE: | guess the point |I'm nmaking is that sure we
10 accept that your manager should be well placed to conme up
11 with inforned estinmates of what's likely to happen in
12 future years. But that, as your work points out, is by
13 nature uncertain, but you' ve also got sonme information
14 there that is very definite as to what's al ready happened.
15 So the point I'mmking is that you need to take a fairly
16 holistic view of all of that information that is
17 avai |l abl e.
18 DR HODGSON: | accept that, you know, as | have said, the
19 Conmission will want to consider everything. | think the
20 usual approach though, and I nmean |I'm not an econom st by
21 training, but | would say that, as | wunderstand it, the
22 usual approach to decision-naking, if you're taking an
23 econom c approach, is to take a forward-I|ooking approach
24 with the best information and estimates that are avail able
25 to you. Indeed that's what the Commission did in the
26 Airports Inquiry. So while it was inforned by the past --
27 CHAIR | think there is a bit of a problemw th what you keep
28 sayi ng about what we did. W certainly |ooked at past
29 excess returns and we would have done nore than that had
30 it not been for lack of information to do it. So | think
31 we should argue this on its nerit rather than nake
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conmparisons to that particular case, because what we did
in that particular case probably had nore to do wth data
[imtations than suggesting | think what you mght be
trying to suggest by referring to it. | just want to
caution you on that point.

MR NI CHOLLS: One piece of information that we haven't got yet

is an explanation for why not use the NGC forecast apart
froma broad reference to a holistic view CRA point to
the fact that it can be mned for information about
variability and that sort of thing. But to average it in
to sort of inprove the forecast in sone way, there's no
explanation in the Commission's report for why that was
done. So that's very hard for us to react to and very
hard for us to understand why, you know, apart from a
reference as to holistic view, why you haven't used the

best estimate of market participants.

MR Bl ELBY: If 1 could add, having sat through the board
strategy process, turn this one on its head and say if we
went back to the NGC board and said which approach would
they find useful, accepting fully that the Comm ssion
should look in both directions, | would strongly suspect
they would not feel that the process of averaging back
woul d help them inform thenselves |ooking forward, they
woul d go back to the position which we had, particularly
for the reasons that M Janes outlined, that the market's
changed fundanentally.

DR LAWRENCE: Perhaps we'll nmove on. | just want to ask sone

questions about the productive efficiency slide that you
put up. You meke sone comments about NGC being a, or
facing various threats if it was indeed an inefficient
conpany, and they're related to things |like take-over and
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bypass and so forth. My understanding is that NGC does
not have a long history, though, of being a fully
commerci al conpany. It has evolved over the |ast decade
or so into a shareholder owned entity. It's basically
operating in a market that is, to a large extent,
characterised by natural nonopoly features; wouldn't it be
fair to assunme that even with a fully conmercial conpany
it's going to take a considerable period of tinme for that

sort of organisation to becone fully efficient?

DR HODGSON: | guess there's a two step process in NGC s case.

W were sold to Fletcher's in | think 87 or 88 before we
becane a listed conpany. Fletcher's had a fairly strong
ethos of getting costs and value out of businesses. I
would say they probably had a good first sw pe at
anything. | wasn't there at the tine, so |I'mjust sort of
sayi ng from general inpression.

Then we've been listed, | nean granted inprovenents
take time, you know, we're not claimng that they don't
take time, but | would say that it seens unlikely that
there is a robust basis for assumng a difference in
productivity. Because we are talking about ongoing
productivity inprovenents in both cases. VWhat | am
submtting against is a claim that there wuld be
additional productivity inprovenment wunder control as

agai nst a no control situation.

DR LAWRENCE: You nmake sone observations about the PEG study

and indeed we'll have quite a few questions for PEG on
Wednesday norning, but following on from the discussion
this nmorning | thought we got to the proposition from
M James that basically the US was not a good conparator
for New Zeal and given very different characteristics of
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1 t hose markets.
2 DR HODGSON: As with any market | would say there are huge

3 differences, | accept that's part of the issue or the
4 problem wi t h benchmarki ng per se if you like. | think if
5 you |ooked at the chart that Phil put up, the US and
6 indeed Victoria in Australia was up in the same sort of
7 zone of high utilisation, you know, high demand, high
8 penetration rates. So certainly the costs there would be
9 much | ower just because of the natural virtues benefits of
10 net wor k economi cs. W on the other hand are wite-down
11 t he ot her end.

12 So if anything, and I'm not, you know, we're not
13 claimng this 30% as let's put it into the nodel, but what
14 we would say qualitatively |ooking at the discussion you
15 had with Phil this norning is that you would expect the
16 costs in New Zealand to be higher than in the US, sinply
17 from fundanental network econom cs, w thout necessarily
18 being able to quantify those.

19 DR LAWRENCE: I think there's two points there. Firstly the
20 conparison you put up this norning was a very partial
21 conpari son because you were just | ooki ng at t he
22 residential conponent of demand, | believe, from what you
23 confirmed when we asked that question. Looking at the
24 overall figures in terns of demand from all sources, not
25 just residential, | don't have the figures for the US, but
26 certainly relative to Australia, NGC distribution actually
27 comes through with the highest energy density out of the
28 14 or however many distributors it is that we've included
29 in our study from New Zeal and and Australi a. Vector is
30 al so very high. There's only one other conpany that cones
31 close to the two of those conpanies and that's actually
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1 Al'lgas in Queensland. So | think you ve got to be careful
2 when you tal k about energy densities because if you take a
3 partial view just |ooking at residential then you'll get a
4 very different picture to if you look at the whole
5 situation with regard to demand.
6 DR HODGSON: | accept it's very difficult to look at. 1'd say
7 energy density is one aspect. Connection density is
8 anot her significant aspect in that you' ve got every one of
9 those connections there that you have to deal wth. | f
10 you |like there's 230,000 gas connections in the country if
11 you take the reticulated market as a whole. Pr obabl y
12 220,000 of them or nore are residential, so there's still
13 a high cost to actually maintain networks to serve those
14 cust oners.
15 DR LAWRENCE: I"d just like to ask you whether you think the
16 PEG study adequately adjusts for operating environment
17 di fferences. We discussed this norning that there are
18 some fairly significant factors there that differentiate
19 bet ween the US and New Zeal and.

20 DR HODGSON: Certainly ny view and | woul d i magi ne the view of

21 NGC is that we're not experts in benchmarking studies and
22 it's really I think for PEG and yourself to discuss,
23 because our proposition here, or NGC s proposition is not
24 trying to say that you should be showing a productive
25 inefficiency fromcontrol or a productive efficiency gain
26 from control. W're saying that the factual and the
27 counterfactual for this decision-nmaking process cannot
28 assume a difference in productive efficiency. Contr ol
29 will not inprove productive efficiency over and above
30 those drivers that |'ve put up.

31 DR LAWRENCE: This is something 1'Il explore with PEG on
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Wednesday, but | think the point is that in reality they
i nclude very few operating environnment adjustnment factors.
I ndeed the maj or factors you spoke about this norning such
as climatic differences and lifestyle considerations are
not included in that study at all.

If I could just nove on to two other points. Firstly
you mentioned that in your nodeling work that you defer
gains in years 4 and 5 due to an incentive that's
supposedly there for firns to defer benefits as they cone
up to the new regulatory period. Now, as | understand it
the Conm ssion has not nade any forecast or comrents on
the type of regulatory regine that m ght eventually apply
if indeed that does occur, but | would nake the point that
nost other jurisdictions have introduced efficiency carry
over nmechanisns that actually give firns an incentive to
even achieve or achieve an even spread of productivity
i nprovenent over tinme, including in those |ast couple of
years l|leading up to the next review Wiy have you not

consi dered that?

DR HODGSON: Again 1'll refer to people with nore expertise

than nme, that M Horton who was here on Thursday on behal f
of Powerco who has had nuch nobre experience in these
matters than | indicated that those nechanisns are very
difficult to inplenent in practice.

So we are here talking about a nodel, we're not
necessarily saying exactly about reality, but certainly
the incentive would be, and | know if | could take an
analogy that I'm aware of, that actually comes from
Australia where people are allowed so nuch capex within
their five year regulatory period; there was certainly one
high profile situation in the last year or tw where a
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conmpany two years into its regulatory period signaled that
it had actually spent all its capex that it was allowed
for the next five years and wouldn't be investing in any
nore, | think it was electricity distribution assets.
Once we get into a situation of regulatory regines it
becones very difficult to determ ne how one particular
aspect of it will result in behaviours or what sort of

incentive it puts in place for people's behaviour.

DR LAWRENCE: | think the exanple you're quoting there is a
different situation to the one | asked about. Perhaps we
could nove on to the last question that | wanted to ask
you. That is that in chapter 6 of your subm ssion you

make the statenment that the productivity NGC has achi eved,
as recorded by the Comm ssion, would place NGC on the
margin between average and high categories in the
electricity lines threshold reginme. | just wanted to get

a feeling for what basis you nmade that statenent on

DR HODGSON: Yep, that was, | nust admt, it's a, shall we

say, a back of the envel ope type calculation. |If you took
the study that you performed for NGC distribution sinply
by trying to assess what the relative growh, the index
that you came up with, how that had noved between | think
the study period was 99 to 2002 in the electricity lines
busi nesses. Basically | tried to pick the sane period
that you'd use for the electricity lines businesses, and
then using the index that you'd produced there |look at it
and say well how does that cone out in terns of a
productivity growh figure as you'd published for
electricity lines businesses. | fully admt, it's ny
calculation, it cane out to be conparable to the figure
that you gave for UnitedNetworks as an indicative figure
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NGC
which | believe was the tenth ranked conpany on
productivity basis.

So that's why | say, it would seemto ne, and this is
simply by interpreting the information that's been put to
me rather than by doing a study from scratch, that
conpared to the electricity Jlines businesses we're
certainly in that region and it would certainly, in ny
view, not be sound to assune that we're in the |ower
productivity region.

DR LAWRENCE: I think you mght be confusing productivity
growh rate and levels there, in that the electricity
groups are made up on the basis of productivity levels
rather than growh rates. Indeed |I think it's problematic
to try and extrapol ate or conpare your productivity growth
rate wth electricity lines businesses because in many
ways they're quite different markets, where | woul d expect
hi gher productivity growh rates in gas given that you
have nuch |ower penetration rates into the market than

does electricity. So electricity is going to be a nore
stable market and with probably very little change in
penetration rates conpared to gas. So | just caution

agai nst maki ng conparisons |like that.

DR HODGSON: Fair comment. | guess the subnission | would put
back is that wth the exception of Powerco and
Uni t edNet wor ks, they're all conmunity owned bodies, so not
necessarily with the sane productive efficiency incentives
on themthat we have.

DR LAWRENCE: That's one aspect, but as | nentioned the basic
mar ket characteristics are also a very inportant driver of
t he observed productivity gromh rates. 1'Il hand over

MR SELL: The first question | have is probably drilling down
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NGC
alittle bit nore on the cost allocation process that you
went through. 54 percent of total commobn costs, how does
that conpare with your network's revenue as a proportion
of NGC s total revenue? Are you able to give sone sort of

i ndication on that?

HODGSON: | haven't done that, | could | ook that nunber up
for you. | couldn't answer off the top of ny head.

SELL: The second question | have, and | don't want us to
get too nuch into accounting detail here, but | am having
trouble reconciling the nunbers on your slide with nunbers
in your report and | think I heard you say that you've
also incorporated in those nunbers on the slide sone
corrections that you' ve nade subsequent to the report.

HODGSON: This slide?

SELL: Yes, is that correct?

HODGSON: In terns of the report, in the report they wll

show the anended baseline | believe. VWhi ch particul ar
nunbers are you having problens with, the conbi ned bottom
nunbers or the --
SELL: Well all of them actually. I'"'m on page 9, for
exanpl e, of your submi ssion and what | see there is, for
exanple, if we take the forward-1ooking characterisation,
if we just say NGC transm ssion, change their mnus 1, 444.
HODGSON: Sorry, yeah in that table, in the full report
from CRA there were two versions of a forward-I|ooking
nunber and in terns of preparing this subm ssion we've got
a bit confused in ternms of which one is in here. The one
that's shown on page 9 is a recasting of the whol e thing.
So if you were standing with 1997 as 2005 and | ooki ng
forward for a 12 year period, what would the inpact be on
the results as opposed to sinply taking information that's
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given and then looking forward from 05 to 08. So |
apol ogise for that. The distribution one we picked up the
correct nunber but when we cane back to this, and in the

CRA report it has both presented.

SELL: kay, so for distribution, for exanple, | mean the
nunbers differ there as well, there's 1,050 in this report
and you' ve got 27 there.

HODGSON: Yeah, in the report there's a columm which is

just the change or, if you like, the inpact of that
particul ar thing. What |'ve presented here is the net
nunber that you end up with when you nake that change.

SELL: So it's just for transmssion that there is a table
on a different basis than here?
HODGSON: There were two forward-|ooking characterisations

that were in the CRA report and we intended in our witten
submi ssion to have the one that was 05-08 but we
unfortunately picked up the wong nunber. But they are
all presented in the CRA report.

NI CHOLLS: We'll supply a corrected table.

SELL: In the nmeantine if we go to the CRA report we'l
see one that reconciles with the nunbers on your slide
will we?

HODGSON: W th the exception of the corrected forecast tax

which also flows into the conbined nunbers. W only
becane aware  of t hat when we were doing the

reconciliations recently for the Conm ssion.

SELL: The next question | have is one about the concept,

or one of the concepts that the Comm ssion has applied

W may well cone back to this after CRA, but | wondered if
| mght just ask you a sinple question about it. \Wen it
comes to analysing just a partial period, let's not worry
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for now as to whether that's partly historical, partly
future or whatever; is the problemthat you have with that
a problemto do with the asynmmetry of it that the Kapuni
example, if you like, where we're |eaving out one side of
an adjustnment and only putting in another, or do you have
some other nore fundanental concern with just analysing
partial periods?

DR HODGSON: I think the exanple if we go back to those
tables, is that expecting NPV to equal zero over a parti al
period is unlikely to be the sanme as NPV equals zero over
the full asset life. There's a fundanental mathemati cal
sanpling issue there which | think it is actually
reflected in the table that we show. So we then end up
with -- on top of that you have this situation of one-off
events that may not be treated on a symetrical basis.

MR SELL: So you do have a difficulty with the nmathematics,

the financial mathematics, if you like, of just |ooking at
partial periods.

DR HODGSON:  Yeah, | guess what we're trying to highlight, we

have an issue with it, we recognise that obviously there
has to be some form of assessnent so we can't just say
let's not do it, but I think we're saying that you have to
be very careful how you interpret the inputs when you're
doing an analysis like that and what sort of results you
draw from it and particularly the sensitivities around
issues, if you have a one-off event that's included but
not, you know, the corresponding event's not included. So
we're recognising the raft of difficulties associated with
it.

MR SELL: Is this something that CRA are going to cover to

some extent in their presentation as well, or should we
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deal with it all now?

DR HODGSON: | believe Professor Evans is going to discuss the

construct of NPV equals zero but also in nore detail how
it applies to the Conm ssion's assessnent.

MR SELL: Maybe it's best if we cone back to it after that

session if that's okay.

M5 BEGG  You' ve made the case | think that we should be using

an ex-ante approach to using optimsation and stranding
risk and you've also said that NGC itself prices on that
basi s. It doesn't price on an ex-post basis where it
recovers a stranding cost when an event occurs. You' ve
al so given us nunbers that suggest for NGC transni ssion
that stranding and optim sation are quite significant, 29
percent, 36 percent etc. | just wondered, therefore, in
operationalising, if that's a word, the ex-ante approach
which NGC says it uses, what nodel you' ve used, or what
approach you' ve used to assessing what the ex-ante margin
shoul d be which you'd add on to your WACC and al so for the
Conmission if we were to apply your approach, how should

we assess that margin?

DR HODGSON: | guess there's the issue of a margin and I guess

it's a question that lan, when he's doing the pricing, is
saying what do we think is a reasonable fair return on
these assets and he looks at that. \Whereas in this type
of process we're to sonme extent stuck with the CAPM node
and then it beconmes a question of what margin should we
have over and above that. W obviously have sone people
that do those sort of calculations but we don't say what
is the nmargin over WACC unless we're actually talKking
about the type of approach that you're doing.

W're saying, and | think Phil's on record at an
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1 i nvestor conference as saying, when we're |ooking at our
2 returns going forward then we're | ooking at opportunities
3 that are somewhere between 8 and a half and 10 percent
4 post tax returns. Different investnments wll have
5 different rationales to them But that's what, if you
6 like, the conmpany as a whole is looking at. So within the
7 conpany in terns of opportunities different business unit
8 are conpeting to try and attract the investnment dollar
9 fromthe board.
10 M5 BEGG So would it be fair to say that if you use CAPM to
11 get a WACC you'd get a |ower nunber than your 8 to 10 and
12 your 8 to 10 incorporates these optimsation risks,
13 although it sounds Ilike vyou haven't formalised the
14 assessnment of thenf
15 DR HODGSON: | guess the WACC issue is a conplex one for
16 experts. Certainly the work that we did at the franmework
17 stage with Tony van Zijl and denn Boyle produced a
18 m dpoint WACC for 9.6 as a reasonable return for gas
19 transportati on businesses. Clearly Dr Lally has a
20 di fferent view

21 M5 BEGG But if you're saying that your advisors say that 9.6

22 is a reasonable WACC derived from CAPM are you then
23 saying you're actually not applying any margin for the
24 optim sation of risk, which doesn't seem consistent to ne
25 with the ex-ante approach that you're suggesting. Either
26 you conpensate ex-post when an adverse event occurs, or
27 you have |ike an insurance prem umin your pricing.

28 DR HODGSON: | guess the difficulty is when we're assessing
29 opportunities we're trying to take into consideration the
30 risk froma commercial perspective. Wat | can say is the
31 ex- post approach won't work. | nean the exanple of
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stranding that's about to happen that we've indicated
through an alternative fuel was driven by one of our
shi ppers who, shall we say, has interests in other energy
forms. If that asset is stranded out and we turn up to
them in the next year and say thanks for doing that
i nvestment and by the way can we have our $X million back
t hrough your other revenues we're going to get a fairly
short answer fromthem

So what |I'm saying is the assunption of ex-post
recovery in ternms of this nodel does not reflect reality.
And even if it did, say, for exanple, that, just to pick a
nunber, say the regulatory WACC was 8 percent and we had
an asset that was stranded and we said right, let's go and
put our prices up in subsequent years, and this really
comes to the issue of under-recoveries and over-recoveries
as well, so it sort of applies in the idea if we have an
under-recovery or unexpected cost.

But we deci de next year we're going to put our prices
up by whatever nunber, so that in that year we get a
return of 9 and a half percent rather than, if you Ilike,
what is the accepted level of 8 percent. When peopl e
actually look at wus in our disclosure accounts they're
going to say you guys are getting 9 and a half percent,
that's not on.

So the systemisn't set up with the ODV process to
all ow ex-post recovery. If it was to allow ex-post
recovery then those stranding events would be reflected in
the way we've -- you say, well okay, you're allowed a
return on your depreciated replacenment cost rather than on
your optimsed and EV witten down costs. That way when
you | ooked at the 9 and a half percent you would actually
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say the 9 and a half percent on ODV is only 7 percent on
depreci ated repl acenent cost, therefore that's fine.

But it's not, and you know, it's not really ny place
to speak for the shippers, but they are supportive of the
ODV process, they are insisting on that because they
believe that we should bear the risks of stranding and we
should also bear the incentive to make sure stranding
doesn't occur or to do something about it when it has

occurred.

M5 BEGG When the Conmi ssion does its assessnent it seens to

nme we have a choice between inperfect alternatives. W
can choose to do it on an ex-post basis, which you say
doesn't necessarily reflect your pricing, or we could try
and do it on an ex-ante basis, but nobody's giving us any
guidance as to how or what approach we should take to
estimating that margin, and | just think that if you have
any nore thoughts at sone stage on that, perhaps in cross-
subm ssions, you could give us sone advice on how you
think you do it and how you think we could equally do it.

I note for some things |ike disasters and so on where
it's also suggested that the risks are asymetric and an
ex-ante approach is adopted by the conpanies; | note
there's an additional difficulty there for us if we went
to an ex-ante approach that we'd then have to take out of
the cashflows the actual costs that have been incurred and
I suspect the conpanies don't actually have the
information that would allow that. But naybe because
those events are nove matched in that adverse events nore
closely match expectations that m ght be | ess of an issue.

But perhaps it would be wuseful to us | think if,
instead of just telling us we should be using an ex-ante
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approach, you give us sone better guidance on how we
inplement it so we can then assess whether the errors that
m ght be associated wth trying to inplenment that,
guessing or estimating sonme ex-ante figures, how that
mat ches, you know, the problens that you have highlighted
m ght be occurring because we're using an ex-post
appr oach.

MR BIELBY: Just on that, | think that's sonething we should
try because, going back to the coment about a pick
between two inperfect nodels, what we're saying firmy is
the real world for us is one side, so | think it's a good
chall enge for you to give us. M W/l son's probably the
best person to answer that, so we might be able to get him
back today, but otherwise I'm sure we'll be able to
respond to that, because yes, we've done that process
every year, and | guess that's the force of our subm ssion
to you that that's the way we do approach it, so again
it's a fair challenge on your part.

M5 BEGG  Thank you. | had just one other question. That was
| think you said that NGC was under control at the tine
that the North Kapuni line was stranded. | just wondered
if you knew how that was treated under the regulatory
reginme of the tine. Was it left in the asset base or was
it taken out at that tinme?

DR HODGSON: It was stranded | ong before then because the Maui
field came on at the end of the 70s.

M5 BEGG So was it still in the asset base or not?

DR HODGSON: | wasn't around at the tinme. | wouldn't be able
to answer that off the top of ny head.

M5 BEGG It would be slightly interesting, because you're

suggesting to us there's an asymetry in treatnent and |
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