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think we can see sone of the argunents there, but it also
does relate to how it actually was treated then, that it's
reasonably relevant for us assessing whether you're
correct in saying that it's wong to apply the treatnent
we're doing now | don't know if this particular piece of
informati on would be useful or not, but it just struck ne

that it was interesting.

CHAIR We're just approaching the tine when we really do need

to approach the tinme for tea. Can | just ask staff if
they have further questions for Dr Hodgson? [ No
comments]. Then we will adjourn now until quarter past 4
and then we will resune, | believe, with Professor Evans

on behal f of NGC. So thank you very nuch.
Adj ournnent from4.00 pmto 4.15 pm

CHAlI R I'd like to now reconvene this session with NGC and |

believe you wll probably like to introduce Professor

Evans and M Strong.

MR Bl ELBY: Thank you, Professor Evans.
PROF EVANS: (Good afternoon Conmm ssSioners. For the record I'm

Lewi s Evans, professor of economcs and senior consultant
to Charles River and with ne is Nathan Strong a senior
associate with CRA and we're appearing at the request of
NGC but expressing our own Vi ews.

Before | start with the presentation proper | think it
woul d be hel pful just to nake a couple of comments rather
than dive straight into detail of technical neasurenent of
benefits and costs and all that. The first thing | would
suggest that we need to keep at the forefront is that the
gas industry is at a real point of change and we know t hat
gas prices have doubled and that in such circunstances one
would expect that all nmanner of consuners wll Dbe
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carefully evaluating the various fuels that are avail abl e.

Furthernmore fromthe country's perspective it is quite
a worry in lots of respects. First of all there are
substitute fuels and which are the best substitute fuels
wi || depend upon our energy policy in the future and our
environnmental policy. There are substitute |ocations for
busi nesses such as Australia and substitute businesses in
terns of their getting into or out of other activities.
This within the context of a quite wide context of clinmate
change in which we have sone unresol ved policy and we have
an evolving process in the environnent that allows us to
invest in natural resources.

So if there's anything to do with our submssion |
think, any overall view it would be related to the
i nportance of uncertainty and risk that's attached to this
i ndustry, but not only just with respect to the industry,
but rather also that a method of analysis should reflect
the fact that there is a lot of risk and uncertainty
attached to this particular industry, the approach we use
woul d be applicable in other industries as well.

It's particularly inportant, though, in gas because
as people wll have told you, nentioned no doubt, or
enphasi sed even, that to this point gas delivery to either
househol ds or comercial entities is at the discretion of
the pipes providers as well as the gas providers. There's
no obligation to serve. At one end this is a benefit for
t he pipeline conpanies. At another end we should |ook to
them to manage their own affairs better because they're
not subject to the restrictions of the requirenment to
serve.

I'd like to nove now to what the presentation wll
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cover. I"d first like to spend sone tinme on the
theoretical basis of the Conm ssion's nodeling of welfare
i npacts of gas price control, and as that | necessarily
have to touch on the role of cost benefit analysis and as
part of that | have to touch on welfare tests which are
used in the assessnment of the benefits for control; and
thirdly again return to the volatility and uncertainty and
risk issue that | nentioned before, and propose how it
shoul d be recognised. Fourthly, as you will have cone to
expect from nyself at this point to at |east nention
dynam c efficiency and its role in such an anal ysis.

The second broad approach will be to, or section of
the presentation will be to survey issues relating to the
approach the Conmi ssion's adopted to this point. Thirdly,
we will turn to an approach which tries to conbine the
good aspects of cost benefit analysis and fit it to an
uncertain environment where we need to consider in detai
the difference between a counterfactual and a factual.

The first section is the principles of cost benefit
anal ysi s. I just start out by noting that cost benefit
analysis is a powerful tool of evaluating an effect of
policy decision relative to sone defined alternatives.
One of the issues that mght be considered in this
particular study is whether this particular static gains
from |l ower pipeline charges, that is to say gains today,
woul d be offset by |osses of dynamc efficiency in the
future.

Well conducted cost benefit analysis would involve
first of all clearly specifying the factual and the
count erfactual . W need a conparison and conparator in
order to conduct a sensible cost benefit analysis. W
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need, secondl vy, to encapsulate all the inportant
behavi oural inpacts of the policy decision. Thirdly, we
need to determ ne nodels that are capable of representing
actual behaviour; at least sufficiently well that they
capture the essence. Model s never represent actua
behavi our exactly, or even close to exactly, but we'd |ike
to have sone nodels that actually encapsulate what the
counterfactual and the factual are conpari ng.

Fourthly, we'd collect the data or other evidence to
support the population of the nodels and finally we woul d
eval uate sources of uncertainty and their inpact on the
strength of the decision. So what we would be doing is at
the nmonment the Conm ssion is charged wth recomending to
the Mnister a proposal regarding whether or not gas
pi pel i nes should be controlled in sone way. So here we
are in 2004 and so one presunes that the cost benefit
anal ysis would yield the indication to the Mnister as to
what the costs and benefits would be of inposing price
control from next year forward.

Let's turn just for a nonent to the question of
wel fare tests. The Conmission is required by Act to
exam ne benefits to acquirers. The Mnister has
specifically sought advice on a public benefits test and
any other nmatter the Conmi ssion considers relevant to
whet her controls should be introduced. The Conmm ssi on,
therefore, may have nore flexibility than it has in other
of its dealings because the Mnister is specifically
seeking advice on the public benefits test and seeking
advi ce about what the outcone would be if you |ooked at
the public benefits test as well as that of benefits to
acquirers. As part of that it gives the Comm ssion the
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right to express its views about how to inplenent these
things and any other related matter. So in this sense the
Conmission is well placed and is given a wder nmandate
than it m ght otherwi se have in its normal operation.

W'd remnd the Conm ssion, and |I'm sure the
Conmi ssion knows it as well as | do, that the Act focuses
on the long-term interests to consuners. Furt her nor e,
regulation or price regulation which transfers profits
bet ween producers and acquirers, not necessarily the end-
users, risks making decisions that harm the long-term
interests of consuners and acquirers by affecting
i nvest nent, innovation and conpetition.

O course the regulation that |owers prices which has
this effect of transferring profits between producers and
acquirers has that direct effect, hence we nentioned the
static issue earlier on, but the indirect effects and
risks that it poses for affecting the long-terminterests
of consuners and acquirers are very real because of the
ef fects on investnent.

Now finally we'd suggest that the benefits to

acquirers mght also be neasured with respect to their

long-term interest. It's not clear to wus that the
benefits to acquirers should be limted to the static
benefits of a transfer today. There's no reason why

benefits to acquirers shouldn't be neasured in the sane
context as the long-term interests of consuners, in which
case the long-term consuners and producers surplus that
are generated by whatever policy is put in place would be
rel evant.

I"'d like to continue now and just nention transfers
because | know that they have arisen in a nunber of
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del i berations the Conmi ssion has had in recent tinmes and
al so they are an issue. Transfers arise in the question
of benefits to acquirers and they arise in the treatnent
of foreign ownershinp. Producer profits in concept are
exactly the sane thing as consunmer surplus.

There's sort of two ways to look at this. One is a
consumer surplus is welfare you get over and above the
paynment that you're required to nmake in order to obtain
the good; profits are the thing that you get if you're
paid a little nore over and above that which you're
required to supply the good. By this | nean pure profits,
that is above normal profits.

So in this sense they are exactly the sane concept.
They're also -- we can put it in a nore direct way, by
saying that producer profits enter one side of the budget
constraint and you can think of consumer surplus entering
the other side of the budget constraint, of consumers.

Now transfers redistribute inconme anong individuals,
that's what they're for. The justification for themis
that of incidents. So we transfer using the tax system or
the Social Welfare systemrevenue and benefit in ways that
are targeted at particular individuals, individuals'
particular income and incidence is the only justification
once we've deci ded how rmuch tax revenue to rai se.

The problem is that incidence in the nmarketplace is
extrenely difficult to pin down. At a point in time to
figure out who gets what, one has to |look at the transfer
explicitly, ask who buys what, who sells what; finally,
how do they respond to this transfer, do they pass any of
it through, do their suppliers and their producers or
their household owners, do they actually benefit? Who
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actually does benefit? | think, and |1 know that the
Conmi ssion has in the past exam ned this question and had
evi dence before it to showthat it is extrenely difficult,
it has been carried out wunder sonme jurisdictions, or
sought to be carried out w thout nmuch success.

It's probably nost obviously difficult when we think
of suppliers of inputs to other firms. So a firmthat's
supplying inputs to other firns, it's not clear whether
the owners of those other firms will be the beneficiaries,
the incident will lie there, or whether it will be their
custoners or whether it will even be their suppliers.

In the case of pipelines we've got the acquirers, it
seens to nme, lie at both ends of the pipeline. One of
them you're providing a service by the delivery of gas,
you're providing a service by taking gas, and so at both
those ends we have conmercial entities except in the
di stribution sector where we're delivering to househol ds.
So incidence in those other areas would be of firm to
firm or fromfirmto firm would be al nost, or inpossible
to identify the group of consumers, or individuals even,
that woul d benefit fromthat.

A second point is that where a policy, be it price
control or whatever, affects investnent, the actua
incidence that flows fromthat is entirely inpossible to
predict, because it affects the size of markets, it even
affects the existence of markets in the future and who
benefits and who | oses from those markets is hard enough
to determine in any way, let alone 1looking at the
incidence of these benefits ultinmately with those who
consune or produce over tine.

The final point I'd make about incidence is that it is
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very difficult, for all the reasons given above, in the
sense that firns that are foreign owned in New Zeal and
have -- you'd have the problens listed in the previous two
bull et points, but in addition you' d have to explore the
ownership of firms to ask whether individuals owning these
firms lay in different countries. The ownership of firms
is nore nmulti-country than it has ever been.

I have a student who's just doing a masters thesis on
hone bias and honme bias in investnent is rapidly
declining, and that just reflects that people are taking
positions in assets in different countries rendering it
very difficult to ascertain actually who has what.

One other thing that occurred to nme, but | think it's
a mnor point, is that when you transfer to a conpany it's
not clear whether it actually is the owners that benefit,
it could actually be the debt hol ders.

So that's the issue, background issue on transfers.
I'd like to nove to the welfare tests associated wth

transfers.

CHAIR Can we just interrupt you for a few questions please.
M5 BATES: | just wanted, just before we nove on fromthis bit

of it, to talk about transfers. If you're transferring
excess profit from a non-conpetitive sector to a
conpetitive one, isn't it a good thing because you're

putting it somewhere where it will be conpeted away?

PROF EVANS: If it's conpetitive it doesn't really matter.

The firm should be earning roughly sone sort of nornal
rate of return no matter what happens. |If you subsidised
them all you'd get is nore firms, you mght actually get
a distortion in that rmarket. If you subsidised the
consunmers you have the issue then of whether vyou're
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subsi di si ng consuners. But to do that I think it's --
usually when we think of these transfers it's a noney

transfer. You could actually think of transferring to a
specific market as being a specific transfer |like nore
| ogs or sonething, sonme goods rather than noney. But

money is nore fungible so it wouldn't have quite the
distortionary effects. It would be passed through in
various ways and affect sone decisions, but ultinmately the

i nci dence would be very difficult to determ ne.

M5 BATES: | thought the idea behind trying to do sonething

about excess profits was Ilinked very nmuch wth the
conpetitiveness of the market where these rents were being
earned, they're unlikely to be earned in a conpetitive
mar ket .

PROF EVANS: That's correct.
M5 BATES: So | can't see why they would continue if there was

a transfer into a conpetitive market.

PROF EVANS: Well, the transfer, there's no -- the market's

still conpetitive, it's a question of what woul d happen to
it. If it is conpetitive then the funds would either
be -- they'd go to the firms owners in that nmarket.

Suppose we're talking about an internediate good and so
we're saying that we're going to transfer what we think
are excess profits out of this industry into this other
industry and so it's going fromindustry to industry. It
doesn't always happen that way. Sonetines it goes from
i ndustry to consunmers, like in the distribution sector,
for exanple, it would go -- even there there's a lot of
commercial interest, but there wll be sone househol ds
t here. But if it goes to a comercial entity there's no

reason for that comercial entity to do anything in that

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

159
NGC
industry, in its own industry that's different from the
past .

M5 BATES: Let's look at this one so it's a transfer fromthe
distributors to the retailers, assunming that the retai
part of the industry is conpetitive, why would they be
able to hold on to those, the transfer?

PROF EVANS: There's two effects. If we lowered prices so it
was in effect a transfer, right, then the argument is
you' d get sone expansion, you'd get |ower prices and sone
expansion, and that's not a transfer effect, that is a
straight out econonmic efficiency effect. You've got a
| ower price and nore output and the nore output the nore
consunption is regarded as a straight welfare effect. The
transfer is the effect where | take noney -- you take
noney fromnme and give it to you. If you own a firmit's
up to you what you do with it. You mght actually go and
buy a Mercedes, but you mght -- | don't know, you m ght
al ready have a Mercedes.

M5 BATES: Course of do. But | nmean you'd have to assune that
a business would act rationally don't you?

PROF EVANS: No, no, well that would be entirely rational
that's the point | think, it would be entirely rational,
the problemis we don't know where it would end up.

M5 BATES: kay, thank you.

PROF EVANS: Let's turn now to the conplicated issue of
transfers and foreign ownershinp. I  know that the
Conmi ssion has had to grasp this thorny nettle in the past
and is doing so again in this particular investigation.
If we have a decentralised econony where we have firnms
that are carrying out the investnent and firnms that are
suppl ying us with goods and services then profits have an
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absolutely major role to play in an econony. They signa
opportunities for investnment, they signal opportunities
for disinvestnment, and they signal opportunities about
whi ch sorts of goods and services we should be providing.
The good thing about profits is that they do it right
t hroughout the econonmy in a very diffuse way in that it
doesn't matter where you are, if there's a profit in it so
long as the price, there's no cross-subsidies and so on,
it's worthwhile doing. So profits have a ngjor role in an
econony.

If profits are very high they'Il attract rent seekers
and one sort of rent seeking is really hel pful because
they' || attract conpetition. If profits are really |ow,
as we've seen in one very large utility, then we can have
gradual exit from the market. But then provided the
prices that they're paying for their inputs are accurate,
are correct, then that's a good thing as well. So profits
have maj or roles, incentive roles in an econony, incentive
and reward and puni shment roles in an econony.

The Commi ssion's excess profit issue, and 1'd |ike now
to turn to relating it to the issue of foreign ownership,
the incident of the transfer is very hard to assess. W
really don't know if we have a transfer of excess profits
by lowering the price who's ultinmately going to get that.
The transfer bit is very hard to pin down, particularly in
a conpany which is supplying inputs to other conpanies,
the ownership of which is diffuse across countries as well
as within the econony.

Secondly, the excess profits that you calculate wll
actually be different than the returns that foreign and
domesti c sharehol ders actually get. | gave the exanple in
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the CRA note where a firm comes into New Zealand and
purchases an asset and it may have paid over the odds for
the asset, then if you ex-post cone along or after the
event cone along and say well, you paid too nuch for that
we're going to actually lower the price on that asset,
that the fund lost from that may well be actually taking
away nore from the foreign owners than they contracted to
New Zeal and in the first place. One m ght ask about the
merits and denerits of that, but that's the effect of it.

The point of that exanple is that the excess profits
as cal cul ated based on the costs of NGC and the revenues
of NGC will generally differ fromthe returns to foreign
sharehol ders fromthe ownership in the sane conpany.

The third point is this question about functionless,
which the High Court has identified as sone sort of test
for whether or not foreign entities or funds going to
foreign entities, foreign producers from New Zeal and
shoul d be regarded as a benefit to New Zeal and or not.

Now in general |[|'lIl argue that profits, even if
they' re excess profits are generally not functionless, and
treating them as such nust adversely affect economc
per f or mance. "Il give you an exanple of this. Much of
the debate about price regulation is about the effect on
investnent, it's about the effect on quality, it's about
the effect on conpetition. Al those things, if you cone
up with price regulation and you say well there's going to
be some of these effects but I'm going to inpose it
anyway, on one hand on the other the benefits exceed the
costs I'mgoing to inpose it anyway.

The profits that are cut-off from that are not
functionless, they mght be a transfer but there's no
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reason to believe they're functionless. Any regul ation
that entails trade-offs anong these, and performance at a
point in time, and it's for that reason, anobng others,
that excess profits cannot be functionless. I'"d argue
that there's no need for excess and functionless producer
surplus to have the sane test at all. You could decide to
lop off sone profits, or excess profits by inmposing price
control, and you could do that in full know edge that this
price control my affect conpetition in that industry,
because it wll affect the interest in acquirers
purchasing that, it would affect conpetition in nanagenent
and ownership, it mght also affect investnent.

Were it has those sorts of effects that the absent
profits cannot be functionless, they sinply can't be, and
so indeed one of the H gh Court's exanples is profits give
an incentive for cost reduction and where that incentive
lies and where it's achieved they should not be regarded
as functionless. It's for that reason that | think a nmuch
hi gher threshold could be adopted for functionless than
for excess. Excess |I'mtalking about is the excess profit
that you're interested in and concerned about for price
regul ation. Under functionless you' re tal king about the
functioning of the econony.

More broadly, and the sort of diffuse effect that
profits have in an econonmy and the incentives rewards and
puni shment that profits can provide in an econony and |
think that excess is a nmuch narrower test than | would use
to determne what is a functionless profit.

Putting all those things together, | conclude that in
the net public benefits test inplenented sinply as the net
public benefits test wll provide npbst conprehensive
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framework for evaluating welfare benefits of cost and
control where | would have a very very high test for
functionl ess.

CHAIR  That test doesn't take account of any excess profits,
no matter how high you put it.

PROF EVANS: That's correct. But in the treatnent of benefits
and of consumer surplus and producer surplus mght differ
under that test if you thought that they were going to
sonme foreign entity. The point here is that there are two
reasons why, first of all we don't know where the
incidence lies, but then it may be that the courts have
set us this threshold in any event. The second issue is
the one about whether these profits that are being
transferred have no function and in the sense of the H gh
Court's neaning of the term

CHAI R I"'m not sure if we know exactly what the Hi gh Court
nmeant by functionless, but | suspect the fact that they
used it suggested that they mght think sonme transfers
woul d be functionless, not that it would be hard to get to
the conclusion that there wouldn't be such a thing from
what they said, that was clearly not their intention or
they wouldn't have nentioned it as a reason why you m ght
have to discount transfers to foreigners. So they
certainly didn't take the position that excess profits
cannot be functionl ess.

PROF EVANS: No, | agree with that. Nor did they say, though,
that excess profits were functionless.

CHAI R No, they weren't necessarily, but certainly by
nmentioning it as sonething you would want to take account
of suggests that they thought they may exist.

PROF EVANS: There's nothing in the Hgh Court ruling that
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1 suggests you <can't have a quite different test for
2 functionl ess and excess profits, nothing.
3 CHAIR No, but | mean you're still left with a big decision
4 about what that is and arguably when the Commi ssion
5 greatly discounts what excess profits it takes into
6 account, which it does, it's taking a simlar view of sone
7 sort or another to that that you don't take all of them
8 but the question still remains to what extent.
9 But I wanted to ask you Professor Evans, you talk
10 about functionl ess when you | ook at what happens when you
11 i npose regul ation, and then you say well, when you inpose
12 regulation you can see the consequences of noving the
13 rents which may be a consequence of poor regulation as
14 much as anyt hing. But what is the function of an excess
15 profit in a natural nonopoly, |eaving aside whether this
16 is a natural nonopoly, what is the function of excess
17 profits that you would say are reasonable when you're
18 dealing with a natural nonopoly, where conpetition is not
19 possi bl e?
20 PROF EVANS: I"m not arguing that functionless rents would
21 never exist, I'm arguing sinply the threshold is nuch
22 hi gher. In a natural nonopoly the ability to pursue
23 profits provide an incentive for ownership change and
24 managenent change and conpetition in that dinmension. So
25 in that sense the profits of a natural nonopoly are not
26 functionl ess, though you mght find that you can inprove
27 static efficiency by lowering the price or whatever, but
28 it is not functionless.

29 CHAIR  But do you need excess profits to get that, why do you
30 need excess profits in order to get that conpetition, |
31 nmean that conpetition is there in conpetitive market. I
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1 guess ny question is why do you need an excess profit in
2 order to get that conpetition in this sort of market as
3 opposed to in a conpetitive market?
4 PROF EVANS: | actually entirely agree wth you. The point is
5 you | ook at the cost and benefits of price control and to
6 me excess profits is a side show and that actually you can
7 see from you're adding up the cost and benefits of
8 implementing price control and we'd |ike to nmke a
9 suggestion about how that's done.
10 CHAIR If a normal return gets you that sort of conpetition
11 and nmanagenent and whatever else, a normal return,
12 whatever that is, sonmething that's not an excess, whether
13 it's good or bad or indifferent, if a normal return in a
14 mar ket gets you conpetition in managenent and in the sense
15 that you say, why then is an excess profit fulfilling a
16 function to yield that result if a normal return would
17 have yielded it?
18 PROF EVANS: | think a large elenent of the debate is exactly
19 what is a normal return. That's the first thing. And the
20 second thing --
21 CHAIR | want to try and separate out those two argunents if
22 we can for a mnute.
23 PROF EVANS: I don't think we can and the reason for that is
24 that price control is usually thought of as being put down
25 at a level which mght be quite binding and affecting
26 decisions that the firm makes and the levels of output in
27 a market. It seens to ne that it mght go well below you
28 know, beyond the point where a level of -- to the point it
29 affects functionless profits. | see a distinction between
30 t he two.

31 MR STRONG Can | just nmake a point. The whole notivation for
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the shift in regulatory approach from rate of return
regulation to price cap regulation is to allow firnms to
benefit from tenporarily higher profits and that's a
notivator of efficient behaviour, the incentive to reduce
costs. So what we observe within the Conm ssion's nodel
is that every single dollar above the level that is
consistent with the WACC in your various nodels is treated
as an excess profit. | guess the issue cones down to
whet her you consider over the past seven years that form
the historic data in your nodel NGC has not nmade a single
efficiency gain and so in that sense an excess profit can
be a notivator for efficient behaviour.

CHAI R: What do you nean by tenporary in a narket such as

this? What is going to constrain these excess profits or
what ever you want to call themto be tenporary?

MR STRONG In a nmarket such as this | nmean | think NGC

observed this norning that they face a nunber of
di mensi ons of i nter-fuel conpetition and bypass
conpetition.

CHAI R: Sure, but we can debate that, but abstract from that,

let's say there's linmted, very Ilimted conpetition,
substantially Iimted conpetition and there nmay be at the
margin but substantially limted, it's going to be that
way forever, what keeps these excess profits from being

much nore than just tenporary?

MR STRONG | guess that's partly a question that NGC can

answer in ternms of how it views the regulatory regine or
the Ilight-handed regulatory regine and what is an
acceptabl e outconme and what isn't an acceptabl e outconme in
terms of its view of the Regulator. But certainly absent
a Regul ator and absent any constraint, then by definition
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al rost you could have excess profits, but I'm not sure
where that's really taking us.

CHAIR | guess I'mjust trying to get at sonme notion of what

you see as constraining this market to a situation where
we think that excess profits, whatever they nmay be, are
fulfilling a function that wouldn't be fulfilled by a
normal return and not only are they potentially there but
there's nothing to conpete them away and there's nothing
to ensure necessarily that they wll be tenporary and
they're often very likely to last for significant periods.

So | don't question the notion that all excess
profits may -- that sone elenment of excess profits may
fulfil some function but this isn't about an all or

nothing, is it, it's a matter of degree and | wonder when
| hear you say we count every dollar, because | think the
excess profits are highly discounted in the Conmm ssion's
appr oach.

In fact under the net public benefits test actually I
think the way they' re cal cul ated neans you can never have
a net public benefit because of the way the test works, so
this is a matter of degree and | think we do have to ask
the question what will these excess profits buy you that a
normal return wouldn't and then | think you'll get a good

sense of whether they're functionless or not.

PROF EVANS: |I'd be very keen to return to this after we have

run the nodel and explained the nodel which we've used
which is a forward-1ooking cost benefit nodel of price
regul ation. Because this is exactly the issue that it
addresses and now sone of the assunptions doubtless you
can play with, but it does give us sone sort of a handle
on exactly that issue. So I'd be happy if that suited
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you, Commi ssioner, to enphasise this when we go over the
results of that nodel

CHAI R kay. We'll let you continue and |I'm sure that our
ot her coll eagues will have sone nore questions on sone of
these points but 1'lIl let you proceed with sonme nore of

the presentation, thank you

PROF EVANS: Now I'd like to, having set the background of

cost benefit analysis and established at least to ny
satisfaction that we should do a public benefits test, 1'd
now |like to conment on the franework. The objective of
the inquiry is to test whether conpetition is limted and
if so whether the benefits of price control exceed the
costs of sane.

We continue to consider that inter-fuel conpetition
materially constrains pi pel i ne pricing and t hat
greenfiel ds pi pel i nes, upgr ades, have addi ti onal
conpetition. Further, we see no reason why a finding by
the Conmission that no control at this tinme or extra
control relaxes existing constraints on the pipeline
i ndustry. So we'd just like to nake that as a preanble
before we turn to the substance of the cost benefit

anal ysi s.

CHAlI R I think we'll be interested in that since we know a

particular airport increased their charges 75 percent
after the Governnent decided not to inpose control, so it
was an interesting debate that we often have about whet her
if you see sone excess profits whether they' re excessive
in the end or functionless is another issue, but what
happens in the next period in ternms of the constraint,
it's an inportant debate that we often have, so please

conti nue.
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PROF EVANS: | can understand that. How would we inplenent a

cost benefit assessnent? The cost benefit analysis should
specify the factual, price control under the Comm ssion's
description and the counterfactual and express them
clearly. The cost and benefits of price control should be
assessed |ooking forward from the date of inplenentation
in 2005. This nmeans if we do this we can provide the
benefits and costs of the policy to society that are
rel evant to the decision of the Mnister.

So looking forward from 2005 we can say the net
present val ue benefits and costs fromthis we expect to be
what ever. That is the sort of nunber that is relevant
under cost benefit analysis for making a decision now in
relation to 2005.

The past is extrenmely useful. It can provide
information that aids assessing future perfornmance under
the counterfactual, plus and if we add in assunptions the
fact ual

In other words we can use the past that's really a
rich source of information that enables us looking to
assess and popul ate a nodel |ooking forward that enables
us to conpare the factual and the counterfactual.

The unadj usted past cannot tell us any information on
the factual versus the counterfactual because behaviour is
different between the alternative regines. So we can't
rely on the past as any reasonable predictor of the future
in conparing the alternative regines.

W suggest that applying Mnte Carlo simnulation
anal ysis, and that's jargon which just -- Mnte Carlo, I
think, relates to the tables of dice in Mnte Carlo --
what you do is you use historical information to find out
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what the volatility and variability in the performnce of
the industry was in the past. You use that information to
calibrate a nodel |ooking forward and it could just be
your net present value nodel with certain nodifications.

You then rerun this nodel thousands of tinmes so you
can sort of replicate every possible reasonable possible
scenario for the future. You then take the expected
outcone and this is the forward-I|ooki ng expected outcone
today of these two policies informed by the past and
informed by your assunptions as to the difference between
the factual and the counterfactual.

So under 5 we apply this sort of sinulation analysis
which is basically replicating every possible scenario
that's likely to occur fromnow to the future and we do it
by constructing our nodel using historic information and
the key operating variables, so it's just operating cost,
demand and custonmer nunbers.

Secondly we use anticipated structural changes in the
econom ¢ environnent or you could wuse it, we don't
actually do that, but if you thought the gas world was
going to be a different world than the gas world of the
past you coul d i npose that.

Thirdly you would inpose assunptions on the
behavi oural effects of regulation and finally you would
simul ate the range of potential ex-post outcones.

The sixth point is that we would then calculate from
all that information the distributions of net benefit
arising fromprice control, and that would show us sort of
the expected outconme, it would show us the average
outcone, it would show us possibilities of anbitious
outconmes, it would show us possibilities of the downside
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across all scenarios that are suggested by the way in
whi ch the industry has worked in the past.

So we would look at the net benefit and as part of
that it would throw up excess profits and | just nake the
point here that excess profit should only be assessed in
the context of the factual versus the counterfactual. The
behaviour that this inplies and the associated net public
benefits. W cannot just run a WACC back in tine and
assess what the excess profits would be iif we had
regul ation back in tinme. The Conm ssion hasn't done this.
It has made sone snmall adjustnents, but it really requires
that the factual and the counterfactual be constructed in
maki ng an assessnment of excess profits let alone of
di stributions of net benefit arising fromprice control.

So that's a background to where we will conme to in
provi ding a forward-|ooking nodel of the approach.

The Conm ssion has adopted a different approach. W
will argue that the Conm ssion does not reflect the
gqualitative description of the factual and Nathan wll
speak to that later. It focuses on static excess profits
at the expense of assessing the dynamc costs and
benefits. It mxes up the past and the future in the
cal cul ation of benefits, it does not seriously take into
account risk possibilities, it nmkes negligible, perhaps
even questionable behavioural adjustnments between the
factual and counterfactual. Sone of those of course are
val ue judgnents, but nevertheless that's our view It
makes an arbitrary adjustnment for regulatory costs and
there are a range of mistakes in the calculation of excess
profit on its own approach

These |ook as though we are here today sinply to
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criticise the Comm ssion's approach, that's not what we're
here for. W would just like to point out sone of these
i ssues because they are relevant to inform ng us on how we
m ght go about this task and we review them and we offer a
sinple alternative as | have said in providing a way doi ng
a cost benefit analysis |ooking forward.

I"d just like to turn to the calculation of excess
profits which we've nentioned there. The Conmmi ssion
cal cul ates excess profits by first calculating excess
profits for each year 1997 to 2004 and 2005 to 2008.
Secondly, it measures the total as at 2004 by adding up,
first of all the excess profit conmpounded up to 2004 and
are secondly the excess profit discounted back on the
forecast figures, 2005 to 2008.

If we're standing in 2005 then we have to discount
back the future in order to reach the sane point that we
are now in ternms of what we could earn and the opportunity
cost of our funds. If we look back in time, back to 1997
we have to conmpound up and so what's happened is the
conmpoundi ng' s gone ahead, the discounting's gone ahead to
cal cul ate sone sumin 2004.

The third step is to calculate the average annual
benefit by take the nunber from the second step and
dividing it by the nunber of years in the period which is
12. This is a picture of that process. W're |ooking at
2004. The white line we could think about as the
cal cul ated excess profits that the Conm ssion has cone up
with on an annual basis, so we could think about the
vertical axis there as relating to 1997, if you like, and
out to the right we have the forecast that have been used
by the Comm ssion.
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The red line says what happens when you conpound and
what happens when you discount. When you're | ooking
backwards in tinme you place a |lot nore weight on 1997 than
you do on 2004. That's just the process of conpoundi ng,
there's nothing wong with that. What that says is if |
had sone excess profits back in 1997 and | invested in the
bank they'd be larger by the amount of the interest than
t hey were then.

But then what happens is when you add up, and what's
essentially happened is the Comm ssion has added up the
red line and not the white line. On the future, the point
of the future is we've got a discounted figure, so we
wei ght the future nmuch nore lowy than the present and the
reason for that is that we haven't got the noney that is
going to be there, we haven't got the welfare, the excess
profits that are there in the future, we've got to wait
for them so they're of Iless value to wus. So the
discounting is entirely appropriate but the effect of it
is to weight the future nmuch nore lightly.

The second dotted line is suggesting that we inpose
price control from 2005 and what we're looking at is a
measure of benefit that tells us whether or not that's a
good or bad thing to do.

The resulting nmeasure is on the best interpretation
the Commission's total excess profit is that as an
assessnment of the benefits of price control today as if it
had been inposed in 1997 and would last to 2008. That's
the essential feature of it.

But in that respect it has two nmgjor difficulties.
First of all the backward discount rate should be [|ower
than the discount rate |ooking forward. When you | ook
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back in tinme you know the world. When you're | ooking
forward in time you don't, and it's standard to know that
you should have different discount rates relevant to both
periods |looking at it froma point in tine.

The adjustnent for behaviour wunder regulation was
negligible by the Comm ssion and | ooking back in tine we
essentially are taken very close to what events that
actual ly took place.

I think you' ve been already indicated to you by NGC
decisions that it would have taken differently had it
known it was regulated back then. | think one of them
woul d have been to do with sone sale of assets in 1999
The effect of that if they, under a regulatory regine,
didn't allow the retention of the margin on that would
mean that the assets would not be sold, potentially, |
don't know what they would have actually done, but that's
an adj ustnent for behaviour that was not nade.

The third point | would make about this is it weights
the past very heavily versus the future. This is what |
mentioned to you before. If we |look at an excess profit
in 1998 it would be weighted in this cal culation nore than
two and a half tines higher than that at 2010. This is
just a natural feature of conpounding and di scounting, but
it's nevertheless a characteristic of the sumthat we get
there and one that's relevant to what follows.

The second point I'd |ike to nake, the second overal
point is to divide that sum by 12 does not give us an
average annual excess profit. First of all the weights,
when you do that, you should weight each observation by
some fraction of 1, so when you add them up it's an
average. You don't actually have weights that add to 1 in
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t hat process.

Secondly, it's biased up as an average, as a
consequence of that by roughly 20 percent, in other words
to treat that as an average excess profit is roughly -- if
that's what you were interested in, |I'm not quite sure
whet her you would be or not, but if you thought that sum
was an average annual excess profit then it would be
overestimated by very roughly 20 percent, it actually
depends on the individual observations.

However, we can set A and B aside. The really
important point is this; that the Comm ssion's net benefit
is not an indicator of the social benefit of price
regul ation from 2004. The decision date is 2004. W want
to know the net social benefits, the net social costs

| ooking forward as of today, because after all, it is
price regulation into the future that natters. Price
regulation into the past is sunk. Maybe we should have

had it, who knows. But it's sunk, it ain't there, that's
not our deci sion.

The past is really inportant, it helps inform likely
outcones in the future and in that respect it is very
i nportant and should be used in the calculation. However,
t he past should not be weighted nore than the future when
we're looking forward. In fact the past should have zero

weight. Thirdly --

CHAI R: | just wanted to stop you there for a mnute because

at |l east when we | ook at the past we know what the actua
out come was. One experience that we had in airports was
we certainly heard simlar argunents and we heard all
sorts of argument about why that market had changed and

going forward gromh was going to be nmuch |ess than what
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it had been in the past. It was a conpletely different
market, but the gist of the argunments were al nost
identical to what we've heard today.

| don't say that to discount the argunments because
some of them seem quite reasonable, as they did in the
case of airports. You can imagi ne what sort of dynam cs
there were in that market at the tine. What actually
happened after the fact when you |ooked at what happened
actually to demand growth, it turned out that it | ooked
far nore like what it happened in the past than what was
forecast.

So when we talk about the outcone in the future, we
don't know, it's not what the forecast is, and it's not
clear to ne at all that a forecast tells nme nore about the
future than the past and in fact | suspect if you | ook at
nost markets the best predictor of the future, at |east
for short tinefranes, is going to be the past.

Sol'"'malittle -- from experience on this one, having
been there and been through simlar argunents, saw the
outcome of it makes ne fairly cautious, and while I'm
perfectly happy with the notion that we should put weight
on the future because it's the future that we're | ooking
at, the forecast isn't the future and | haven't heard
anything yet that tells me why that forecast tells nme nore
about the future than past experience mght, or that |
don't need to take a | ook at both.

I have heard evidence from Powerco's expert why as a
Regul ator they would never take the conpany's forecasts
unchal | enged, while | at the sanme tinme know that we have
done precisely that and having talked to nmany Regul ators
they've made it very clear to us repeatedly that those
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forecasts are wusually challenged and challenged quite
significantly.

So I'm a little bit concerned about sone of this,
Prof essor Evans, and |1'd |ike your conment on it, because
this al nbst suggests to nme that you think the forecast is
the future when in fact of course we know it isn't.

PROF EVANS: First of all | appreciate the issue. W are not

abstracting from using the past to forecast the future
If you' re looking forward and you say the future's going
to be like the back, that's fine, | don't care, that's not
what we're saying. The problemis in |ooking back the way
the cal cul ation has been done the problemis in terns of
the calculation specifically that in |ooking back you' ve
pl aced huge weight on the past and that even if you were
to say the future's going to replicate the past, the
benefit reduction that would flow from that, if you're
| ooking forward to the future fromnow and you're going to
replicate the past, then basically as of today the
Conmi ssion has overestimated the net public and net
acquirer benefits of an order of 60 to 90 percent and it
all has to do with the conmpoundi ng that has been used in
t hat process. You should not be using the conpounded up
past. | don't have any trouble with you using the past at
all.

Secondly, | do take your point really seriously about
the effect of forecasts and the problematic issues that

are attached to them This is why we use all the
information we can and Nathan wll give you sone
descripters of the volatility, | think you ve already had

some, around what took place in the past and the past
scenario we could use exactly, that would be fine too
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I[t's just that we think we can do a little bit better than
that by using the volatility around the past as a forecast
to the future. So I'mfully cognizant of that difficulty
and we' || address it.

In any event, I'd like to nake one nore point about
this. Cost benefit analysis, when it's used for decision-
making is a forward-1ooking tool. You can use it to
eval uat e deci si ons ex-post but there's a wonderful exanple
about 1ooking forward and doing a cost benefit study to
see if you build a road. If you're |ooking forward and
you say we're going to save three people's lives here
we'll multiply them by 5 mllion or whatever and do our
cost benefit study.

If you're |ooking back and say oh ny God that was ny
life that was saved or | could have saved soneone | knew,
then that would change the thing entirely. In other words
| ooking forward ex-ante is what cost benefit is really
designed to do in its use of making decisions, and it's
i npersonal in that sense in looking forward and it tries
to assign probabilities to different outcomes and tries
and bring all the information together so that | ooking
forward we can say if we take this action the country wl|
be, we believe, better off by a cost benefit of $X
mllion, but presently the way the study has been

constructed it doesn't do that.

M5 BATES: Just taking you up on that fromyour road exanple |

didn"t quite understand, because if you were naking the
decision on a safety basis, ignoring traffic flows on
that, if you're making it on a safety basis surely what
you would do is you' d |look back to the past and you' d say
how many acci dents have been on this road on this corner.
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PROF EVANS: Exactly, | agree with you entirely. That's what
we do. W say we don't know exactly what it was but we
know that there were, say, five accidents one year and
t hree accidents another year and so on. So we say right
it's going to be -- that's around about the accidents we
can save. That's what you use in saying now |I'mgoing to
save that in the future because of this road, and so we're
using the past in order to define the costs and benefit of
i nposi ng the road, | agree.

M5 BATES: What was the relevance of | could | ook back and say
| could have saved ny life or...?

PROF EVANS: It's just an interesting, | think, use of cost
benefit studies, if you knew it was your own life you were
going to save then you'd build a road where you m ght
otherwise not. In other words you' re | ooking forward but
you're not using a particular thing. It was raised before
that you can look in the past, you know, use the past to
predict the future. In the sense that you and | have
di scussed that, that is fine, | think that's exactly the
right way to do it. The trouble is with looking in the
past it's so very specific you should actually use the
variation in the past.

M5 BATES: You woul d, you'd | ook over tinme you' d | ook over --

PROF EVANS: Exactly, | agree.

M5 BATES: But you don't look at one year particularly.
You' re suggesting that's what the Comm ssion has done?
PROF EVANS: No, in the past all they have used is the excess
profits of the past period, they haven't even used how

much it's varied over tine.

M5 BATES: Thank you.

PROF EVANS: The way we would do this, just to elaborate, is
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to say let's use all the information that we have fromthe
past and let's construct scenarios that were possible in
the past. There would be a whole lot of those, a zillion
of those. W run them forward from suppose we start
regul ation in 2005, we propose to do that. Then we have a
whol e set of scenarios and the scenarios are, as | say,
are feasible in the sense that they are based on past
per f or mance.

If there's not been nmuch variation in the past then
these scenarios would be very close together, they'd be
very much the sane, but if there's been a |Iot of variation
in the past then that should be reflected in the analysis
that's done. So what we would then do is say, well, these
are the streans of excess profits into the future, we've
got three of themthere, what we would do is discount them
back and take the average of them and that would be our
expected net benefit for making a decision in 2004.

It's an entirely forward-Iooking approach but it
relies heavily on information provided about how the
i ndustry worked in the past. That's what we woul d suggest
and that's what the cost benefit analysis, in a decision-

maki ng franmework, is designed to do.

CHAI R: I'"d just like to stop you there for a mnute because

I"m sure we're going to need to resunme early tonorrow.
Wiat ['d like to do is ask the Conm ssion's external
experts if they have questions up until this point because
I"d like to handle those before we go on to the next part

of your presentation.

DR LAWRENCE: Lew if | could just clarify the statement you

made there a nonment ago that the approach the Comm ssion
has used hasn't taken account of past variability. Surely
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1 it has by using the past data, the past data has varied,
2 so | just don't wunderstand the basis on which you made
3 t hat statenent.
4 PROF EVANS: Well, let ne just go back then. The Comm ssion
5 certainly used past data. If we look at the white line
6 there then the Conmmssion has wused all that data.
7 However, as you'll appreciate there's a confidentia
8 interval around that line that historical data suggests,
9 it's a band. It mght not have been exactly that, in fact
10 it mght have been reasonably different from that. | f
11 you' re | ooking forward, |ooking back it's exactly that.
12 If you were to start in 1997 here and | ook forward, a
13 range of scenarios could have unfolded, only one of them
14 di d. VWat they have done here is just use the actual
15 data, whereas, for exanple, you can see how variabl e that
16 is, you could have used that piece of variation in there
17 to inform what the wvariation mght l|look like in the
18 future. As we wll show there is sonme significant
19 variation in things like net revenues and flows through
20 gate stations and all those kind of things. That woul d
21 say that this is just one particular scenario of a whole
22 | ot of scenarios that were reasonable to consider as being
23 feasible in the past period between 1997 and 2004.
24 MR SELL: Prof essor Evans, could you just clarify for nme this
25 guestion about conpounding and discounting and so on, |I'm
26 just not entirely sure | understand what you're suggesting
27 here at the nonent. Are you suggesting that there
28 shoul dn't be any conpounding or inflation effect, in other
29 words the Commi ssion should just take a strai ght average?
30 PROF EVANS: No, |I'm not suggesting that at all. [ m
31 suggesting that the Conm ssion should in 2004 stand there
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and be able to tell the Mnister that | ooking forward this
is what we estimte the net benefits wuld be of
i npl ementing price control. The problem with using the
past and conpoundi ng the past up is that you are adding in
there benefits of the past, not of the future, and
secondly you're adding in there benefits to the past bl own
up by the compound factor.

If you wanted to stand in 2004 and say well, | want to
know whet her that was a good deal, whether we should have
inmposed it in 1997 and conpound that up, then you've got
an argunent going for you. But in terns of assessing it
as benefits for price control in 2004 there's no argunent.

MR SELL: | guess if the past data had the sanme average, if

you like, as the future data, and you were going to take
the two together and calculate an average net acquirers
benefit or net public benefit or whatever per year, then

you should come up with the sane answer.

PROF EVANS: That's right.
MR SELL: What |'m hearing is your concern is that as it

happens the past data was quite different fromthe future
and it's been conpounded and then applied to the future;

is that a fair sumary?

PROF EVANS: No actually, these figures that we've plugged in

here, this figure of 20 percent basically does what you're
suggesti ng. It says that this is the effect of the
conmpoundi ng on just figuring out what the average is. |If
we suppose the average was constant, suppose it was the
sanme, exactly the sane for the 12 years then it turns out
that this process would give a bias upwards of about 20
percent because you're dividing it by 12 but you're also
multiplying it by the conmpoundi ng factor and a di scounti ng
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factor, so that turns out to give us a bias of 20 percent.

MR SELL: So that's the average conpounding facto over 12
years effectively?

PROF EVANS: Exactly, but it slides through given you' ve got a
fixed elenent each year and you're dividing it by 12, so
you've got your mean tinmes that sum

MR SELL: | appreciate that clarification, I was going to
come back and ask you to clarify that 20 percent. The 60
to 90 percent figure that you' ve got down the bottom can
you just clarify how that's derived agai n?

PROF EVANS: That's alnost |like saying well, let's actually
|l ook at it fromthe point of view of 1997, another way of

| ooking at it and saying let's |look at the present value

in 1997.
MR SELL: As opposed to | ooking at --
PROF EVANS: Because it's forward-I ooking. It has to be

forwarded | ooki ng. Your best guess would be to say this
is what the benefits were in 1997, 1'll plug themin for
2005. So in a sense what we've done is replicate that by
actually saying let's take this sanme data series and | ook
at the present value of it in 2004. That's what we did
So we just said let's take the present value, the sane
data series, 2004, that's what happens.

MR STRONG The difference arises because of the variation in
the data, so that in Lews first exanple you ve got a
constant stream of excess profit whereas in the second
exanpl e where there's an overestinmate of 60 to 90 percent
there's variation in the data, so that in the past there
was hi gher excess profits and then these are conpounded
up.

MR SELL: | understand that.
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MR STRONG It's really a mathematical issue to do wth
conpoundi ng and | ooki ng forward.

PROF EVANS: It's a conceptual issue | think actually, it's

| ooki ng forward.

MR STRONG It's both.

CHAIR | think, Denis, you had a follow up

DR LAWRENCE: Just a quick followup on the point you nade
about the Conm ssion should have wused, if you Iike,
scenari o anal ysis based on the past data, or what actually
happened in the past was only one of any nunber of
scenarios that my have happened. How woul d you get
i nformati on on what those scenarios should have been?

PROF EVANS: It's really cormmobn with -- |I'm just involved in
anot her project now where we have sone variables where
standard deviations can be estimated from various sources
or guessed from various sources and so what you then do is
set up, this is the average for the period, this is the
volatility in the period, that could give you the standard
deviation, if you like, and then you just take random
sanples out of that and that produces a whole set of
scenarios that are consistent with this.

So if we were to go back -- you see this variation in
the white line. The standard deviation of that would be
smal | . Over the period in the data it's nmuch nore
vi gorous than that and you coul d have used that to produce
a standard deviation over the period for which you could
have conducted a Monte Carlo investigation. W have sone
information which I think, yes, we made -- it's avail able
to all parties, about the flows through gate stations and
about the volatility and net revenue and revenue and
various other things, which you can use to construct the
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volatility, estimates the volatility of, and use them to
construct scenari o0s.
LAWRENCE: As | understand what you've done in your
nodel i ng work you've actually used the data on the |ast
seven years or whatever it is to derive those key features
of the distribution and then forned that as the basis on
whi ch you sanple going forward. The trouble I'"mhaving is
that if you were also to use a simlar approach to the
past it seenms a bit circular to ne, you're sort of using
the information fromthe pattern of what actually happened
to try and generate a nunber of things that may have
happened in the past. It just seens circular to ne.

PROF EVANS: Wll no, it is certainly not circular. For a

start it's forward-|ooking and we di scount.

DR LAWRENCE: | appreciate that's what you do.
PROF EVANS: Secondly we are not limted, if you like, to the

past, but |I'm cogni zant of Conm ssioner Rebstock's conment
that the nost credible sort of scenarios would be those
that are in consonant with the past. So what we've done
from what follows here is to just use the past, but
there's no reason why information couldn't be inserted in
a nodel of this kind that reflected the structure of
adjustnent in sonme way but there would be a lot nore
uncertai nty about what that nmeant. Sonmeone may di scover a
huge gas field tonorrow and conpletely knock it out. For
the empirical work that you'll see later we've just relied
on the volatility of the past.

MR SELL: | have sonme other questions that derive from the

report but they haven't actually been covered in
presentation yet, would you like ne to ask them now or
| eave themto | ater?
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CHAIR Wiy don't we take the ones that we haven't heard about
at the end | think.

MR WYDEVELD: | was just wondering, if we did a hypothetica
exanple and if we wanted to do an NPV equal s zero anal ysis
over the life of a hypothetical analysis that, say, had
the sanme nomi nal returns each year, would you expect with
di scounting that you would get that sort of red downward
sl opi ng trend?

PROF EVANS: This is purely illustrative, but the downward
trend would lower it from the white trend. The white
woul d be your cal cul ation of whatever profits were in that
period, that's what that depicts and then you just
multiply it by a weight less than 1 in your discounting,
so you end up with a red line.

MR WYDEVELD: That's right. The Conmi ssion's approach, as you
woul d have known from the report, is based on this NPV
equals zero approach so the idea of putting -- the
analysis in effect was trying to |ook over the whole
period and see what the ultimte outcome was. So putting
actually a faith in a trend, in a way, is a little bit
m sl eading and then to choose a point, say, that we put
nore weight on the past or we put nore weight on the
future is a bit msleading as well, so we treated them
equal ly, but you disagree with that.

PROF EVANS: | do disagree with that, | nean the white line
treats them equally and then you conpound them up and
di scount them back. The white line treats them exactly
the way you treated them so | agree with you, you're
havi ng a shot at what those excess profits are in each of
t hose years.

MR  WYDEVELD: So you don't accept the argument that vyou
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expl ai ned before, or as you explained the Comm ssion neant
it, of that if you nade an excess return, say, in 1987
that you'd have an opportunity to reinvest that and
conmpound t hose.

PROF EVANS: No, that's exactly what this does, that's what
you're saying in your calculations. This is the excess
returns for each year, the white line is a depiction of
the excess returns for each year, just calculated as
excess returns in each year, nom nal excess returns.

MR WYDEVELD: But you wouldn't add on the opportunity cost
that cones with that, to conpound it --

PROF EVANS: Then you compound it up at the WACC to get to
2004 and discount it back.

MR WYDEVELD: Ckay t hanks.

CHAIR | think we should proceed with the presentation if we
can please and 1'mgoing to hope that we can get about two
thirds of the way through today and pick up the rest
tonmorrow, but let's see how we go, thanks.

PROF EVANS: I["d now like to turn to sonme specific issues on
the Comm ssion's calculation of excess profits, the key
under pi nni ngs of t he Conmmi ssion's excess profit
cal cul ati on. The Conmi ssi on relies on severa
propositions to support this excess profit calculation.
First that NPV should be zero over the life of an asset or
a busi ness.

There exists a nethodology that enables NPV to be
equal to zero, to be accurately nmeasured from a snapshot
of the life of the asset business, that's a separate
i ssue. Pipeline businesses use ex-post pricing to recover
any unexpected costs. Costs of stranded assets are
recovered instantaneously, as a-la the previous point,
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within very short tinmefranes from custoners.

The pipeline businesses should not be entitled to
benefit from efficiency gains, or the efficiency gains in
the report, as there is no evidence that New Zeal and
pi pel i ne businesses are superior perforners. So if any
one of these assunptions we have nuch trouble with, then
the resulting calculations do not neasure excess profits
even if inplenmented correctly.

There's a question of degree because |I think as one of
the Comm ssion staff mentioned earlier, that it's not an
easy business to get a systematic way for assessing what
excess profits mght be. But 1'd Iike to address sone of
the key issues that this proposes.

The first point is one that we shouldn't necessarily
accept that the net present value in a conpetitive market
should actually be equal to zero necessarily. In any
actual market, and any actual market is very far from
perfect, NPV will unlikely to be zero. First of all in
conpetitive markets it cannot occur ex-post. Even if
you're setting out and even if the narket forces you to
have ex-ante in net present value, when the dust is
settled and the transactions have settled and so on, in
general firms will not have ex-post an NPV equal to zero.

Unpredictable volatility and revenues, unpredictable
volatility and costs and volatility and options nean it's
very often desirable to wait before investing. Before |
go and discuss that, I'd just like to nention that the
criteria that the net present value should be greater than
zero is very simlar, if not exactly the sanme, to a
criteria that Tobin's Q which is the market val ue divi ded

by the replacenent cost should be greater than one.
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I've never seen many investigations of whether NPV
should be equal to zero, but a world full of people
assessing Tobin's Q exists. It has a long history in
economcs and as is usual with npbst econom c concepts it
is plagued with difficulties of neasurenent and also
conceptual argunents.

However, it is an interesting thing to look at and
it's about the only enpirical evidence that we have on
this topic. There's an interesting paper by Abel and sone
others that relates Tobin's Q very much to options which |
know t he Commi ssion has had explained to them ad nauseum

Most of the enpirical evidence on Tobin's Qis that it
is greater than 1. This is a controversial issue, its
measurenment is sonething of a challenge as you can well
i magi ne. But a ot of the evidence, and | read a paper
just last night which surveyed different ways of
calculating Q and they all yielded a Q that was markedly
greater than 1.

If we think about it in terns of options that a firm
has, all that would be required to obtain a net present
value or Q of greater than zero or a Q greater than one
would be that there is sonme value in waiting, that
investnment shouldn't be <carried out instantaneously.
There's al so been sone literature evolving in this area as
wel | .

It's often been thought and often been shown, not
often, but in sone cases shown that where you have
conpetition that net present value equals zero is the
outcone in the sense that options to wait are elimnated
because conpetitors can get in there and grab any options
that you have. |If you wait to install sonething, soneone
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else will install it for you if it's in a conpetitive
envi ronment and you won't get the benefits so you might as
wel | go ahead as soon as NPV equal s zero.

Many of those investigations are very partial in
nature. There's only been a couple that's really tried to
look at this in a general sort of equilibrium setting.
There's a person at Berkeley by the nane of Marks who has
investigated this question in the context of a general
equilibrium nodel, or a strategic interactive nodel. The
benefit of this is that you're |ooking at the demand side
as well as the supply side and in this case comes up with
the solution that generally the net present value of a
firmwll be positive, that real options do exist.

In order to elimnate this, one has to think about
what sort of world we would have to live in. The poi nt
made by this person is that every little firm even the
corner dairy, has sone personal decisions to make. He
uses the example of a vacant lot. If in fact you invested
every tine you saw an NPV was strictly greater than zero,
then you' d never see any vacant |ots.

If you return to the corner dairy there wll be
situations and many situations where the dairy should
replace its freezer that holds its ice cream but it's
never going to probably replace it until the thing breaks
down. The owner of the shop will not study what the
optimal tinme to replace the ice creamfridge is, rather it
will rate signals that probably take it potentially beyond
that for which it needs repl acenent. In those
ci rcunstances the net present value would be positive.

I"m not arguing that there don't exist situations in
which one mght expect options to be created by
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investnent, so that in that situation you would expect of
those particular things you mght invest before NPV is
equal to zero, in other words you m ght invest when NPV is
negati ve. But in many nmany situations the option of
wai ting is valuable and the general evidence is, although
again there's exceptions, that Qis greater than one.

I just nention this as a precautionary sort of tale
because in starting this | argued that ex-post we can't
expect to see NPV equal to zero, that's just randomess.
In conpetitive markets it's nost likely to be ex-ante as
wel | because in some circunstances it my actually be
negative but in many circunstances it may be positive.

I finish this discussion by noting that even
appropriately regulated incunbents may have NPV greater
than zero. W think of regulating an incunbent by making
them price according to the cost of a replacenment firm
When that happens the prices may actually reflect that,
but the firmmy actually have a value that's greater than
the replacenent firm

The reason for that is that it may have an asset which
has formally been stranded which it has access to which is
it mght potentially be used in the future. This is a
major issue | realise and a tricky issue to analyse
anal ytically, but the argunment here is, and it's nore than
an argunent, it can be denonstrated under circunstances,
that where a firm that's been regulated has stranded
assets that mght be useful, it could have higher value
than just its replacenent cost.

All I'"m arguing here is that the net present value
being equal to zero is not a truism Only a very unusua
price technique in fact could deliver the net present
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val ue equals zero. In our know edge, there may be others,
Transpower is the only utility we're aware of where it has
had this objective and it seeks to achieve it by ex-post
price changes. Changes in which it evaluates how well it
did last year and for a proportion of its profits, that
which it's related to, or overs and unders, that which is
related to demand is then |oaded on to charges for the
com ng year.

Since 1998 when it first adopted this pricing approach
it has over-recovered $68 nillion. Seemingly its
i nvestnent has been adversely affected. |  know that
Transpower is looking into their technique and people are
| ooki ng at what its affect has been and custoners have had
vol atile charges. It makes it alnost inpossible for a
pricing mechanismof this sort to have |long-termcontracts
with custoners and yet custonmers that have very |large
entities with fixed sunk costs value long-termfixed price
contracts quite considerably.

Just to review where | think we're getting here, |
woul d argue that one has to have sonme sort of criterion
for the Commission's work and the criterion will be the
net public benefit criterion. As part of that it should
throw up an estimate of the extent of excess profits. It
may or nmay not throw up excess profits in the sense of it
bei ng net present value equal s zero.

In the context of analysing the situation we think
that the distribution of profits is inportant and that in
another world one mght assess excess profits or using
anot her nodel as being related to how often very high
profits are obtained as much as what the average profit
| ooks |ike. That is a topic we will turn to later as
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wel | .
Ex- post versus ex-ante pricing. VWen | canme in here
this afternoon that was the topic of the question. The

assunption of ex-post pricing is the foundation stone to
the Comm ssion's analysis but whether it's consistent with
reality is not exam ned. It's noted by Professor Lally
that if businesses do not in fact price in this manner
then the resulting profit calculations will not shed |ight
on whet her such profits are excessive or not.

In other words this gets back to the point which we
made at the begi nning about cost benefit anal yses that are
tied to the key behavioural assunptions and the key
behavi oural realities. The quote there is sinply
paragraph 7.83 which is that of stating that the
busi nesses are assuned to act in this way. I[f it is not
close, if they don't actually or have not been acting that
way to a good close degree, then the results from an
i nvestigation of that sort would be biased, or inaccurate
is a better way of putting it.

We observe that NGC states that it does not set prices
usi ng an ex-post approach. |Indeed NGC has a set of |ong-
termcontracts that would make it extremely hard for it to
set the prices ex-post, at least for quite a lot of its
t hr oughput .

Finally, its custoners would not want prices to be set
in this mnner. | am aware of custonmers' views of
Transpower charges not just their level but the fact that
they cannot be specified with any certainty. |It's already
been nentioned that NGC has been exposed to sufficient
stranding optimsation risks and revenue and denand
volatility and that the way that that is being supported
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is by neans of ex-ante longer term pricing nethodol ogy.

So the assunption of ex-post pricing at |low risk does
not match the facts in the corresponding cal cul ati ons of
excess profits, is not therefore that informative. W'l
turn to the risk issue later, we really haven't
established that at this point.

What are the inplications for calculating past excess
profits? The pipeline businesses use ex-ante pricing
methods and are therefore exposed to volatility in
ear ni ngs. They require risk premum to bear the
asymretric risk of asset standing or unexpected costs.
Ex-post profits will differ fromex-ante expected profits.

Just returning to the second point, require risk
premiumto bear the asymetric risks of asset stranding or
unexpect ed costs. The problem with ex-ante or incentive
regulation, if you like, or long-term contracts that bear
the risk, it won't be possible to link the incomng and
out goi ng assets as they become stranded or destranded or
whatever, to actually a line of costs. What it will be
possible to link it to is foregone revenue as the assets
revenue is being eaten away and when they're stranded
conpl etely renoved.

But in contrast to ex-post pricing, sort of rate of
return pricing, where prices are set on the basis of the
assets that are there and its ensured that the recovery of
cost of an asset is ensured by the process, and indeed
enforced wusually by regulation because ex-post pricing
cannot be enforced any ot her way, |ooking forward, ex-ante
pricing nmakes it very difficult to tie events to revenues,
or costs to revenues.

What you're looking at is a revenues across the
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business and costs across the business as opposed to
specific events. Pricing that is ex-ante in this sense,
suppose a new line is put in place and it's priced with
the risk premium that's required to bear the asymetric
risk of asset stranding and suppose that this risk is not
specifically known but it certainly exists, and suppose
the asset Dbecones stranded in the future, then the
conpany's got no way of recovering the stranding costs
under its pricing reginme, it's |ost the revenue.

Suppose in the nore distant future this other pipeline
comes back on-stream the conpany gets some revenue from
this. Ex-ante its pricing will reflect the possibility of
custoners comng in and out of its system and therefore
either the asset vanishing from the system or the asset
goi ng back into the system needn't affect prices pursuant
of output at all. This is the key difference between ex-
ante pricing and ex-post pricing and it has the
unfortunate -- not the unfortunate, but the connotation or
the inplication that you can't tie actual assets in place
to the prices in place for specific assets.

So ex-post profits will obviously differ from ex-ante
expected profits for all the reasons given. You can have
expected ex-ante profits that are zero or greater than
zero; ex-post profits nmay be very different.

Comput ati on of excess profits nust therefore take the
approach which considers whether observed profits are
statistically consistent with targeting an ex-ante
reasonabl e rate of return, given the degree of uncertainty
and variables affecting the returns. So this says that
because of the stranding and because of ex-ante pricing
there isn't any way you can really get a reasonable grip
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on whether or not profits are reasonable or unreasonable
wi t hout having a look at the full distribution of profits
that m ght be expected under that schene.

Gven that profitability is examned over a short
period in the physical lifetinme of pipeline assets,
extrene care, we would argue, is needed before concl uding
that profits in excess of a sinple WACC are evidence of
excess earnings.

Measuring with snapshots whether or not excess profits
exi st over the period of the asset or the business. It
depends on a nunber of things. In particular it depends
on the relationship between pricing and asset values and
it depends on what the final snapshot period asset val ue
represents.

Ideally the final snapshot period asset value should
ideally represent the cashflows that that asset's going to
generate beyond the snapshot period. However, even if it
does, the pricing reginmes that are used may not nean that
within snapshot that the net present value is actually
zero, for very good reason. For those Conmi ssioners
associated wth telecomunications the tilted annuity
approach to depreciation and taking that into account
would materially affect whether a snapshot would reveal
excess profits or not.

The term nal ODV value in this snapshot excess profit
calculation is critical to the assessnent of excess
profits because it, as |'ve said, purports to represent
the expected cashflows going forwards. But there's a
particular issue with it when using ODV because when
optimsation is applied it has an asymmetric inpact on
potential future cashflows. The termnal ODV value
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actually enbodies a lot of wuncertainty about the future
and may not include a close representation of actual
pricing strategy. Future asset stranding may not follow
the cashflows associated with termnal ODV values to be

recovered as NGC bears the risk of asset stranding.
| guess this is a controversial slide, so | mght as

well start. Excess profit only exists in the context of
factual and counterfactual. 1'd just like to stress that
one cannot, and | know the Conmm ssion hasn't done this,

but we cannot | ook back in the past and say if we used a
different WACC |look at this, this is the excess profits.
Excess profits really are only those which can be obtained
because if you don't take into account the behavi our under
the factual and the behaviour under the counterfactual in
calculating them you nmay be calculating sone nythical
excess profit that no-one can attain and that's not good
public policy.

There is a difference between the factual and the
count erfactual . The price regulation incurs extra costs
and induces reactive behaviour. By lowering the
probability of profit retention it reduces incentives to
be productively efficient, it reduces the incentive for
owner shi p managenent take-over and thereby one form of
conpetition and it reduces incentives for investnent in
gquality and quantity. Thus the regulatory counterfactua
to the past is not obtained by using unadjusted historical
data, just, as | said before, in nmeasuring a high tide of
excess profits.

The key here is that there's no obligation on NGC to
serve as wth sone of the other wutilities and so the
effect on investnment and quality and all that is largely
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1 up to the supplier of the services and the demander of
2 these services. The discretion lies still with the owner
3 of the pipeline assets and so the effects of the profit
4 incentives that are proposed here are directly germane to
5 its decision-naking.
6 CHAIR I"m not sure | understood that |ast point. I wonder
7 if you could go back to it please and go through this
8 poi nt again for me what you nean when you say you're still
9 subject to owner discretion in New Zeal and.
10 PROF EVANS: It's really saying that if -- in studying the way
11 in which the desirable WACCs in our papers, for exanple,
12 we've | ooked at two sorts of nodels, one of themis the
13 obligation to serve, so that if a new custonmer conmes al ong
14 you have to sign them up, you know, like electricity it
15 woul d be very hard to turn people away; Telecom it would
16 be very hard to turn people away.
17 So there's a particular set of regulatory issues go
18 with that. Stranding is probably even nore of a problem
19 for themthan it could be here, even though as we'll see,
20 it's a mjor problem here. Here you have a firm which
21 we're trying to induce, if you like, to deliver the
22 services that our society wants by nmeans of its investnent
23 and its productive efficiency and satisfying consuners.
24 It has no obligation to provide particular |evels of
25 service to consunmers, and it has no obligation to put a
26 pi peline in.
27 So its effect on investnent of price control is going
28 to be nore than it would be in a situation where, by sone
29 statute or other, it was required to serve, that's all |I'm
30 really saying, that there is nore freedom associated with
31 NGC connecting a custoner to its network than there is an
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electricity conmpany, and that that does have inplications
for the response to price regulation and it, in ny view,
strengthens the effect of Ilowering the probability of
profit retention.
CHAIR  Wien you say | ower excess profits in the factual, it's
due to that factor just |ooking at that factor?
PROF EVANS: That's right it's investnment in connections as

well which is not there. Over tine, Conm ssioner, the
investnent effect will be there and we haven't really
enphasi sed that there, | could have had a fourth bullet
poi nt . | suppose investnent in quality and quantity
covers it, so yes, | agree.

CHAIR  Ckay.

MR STRONG My turn.

CHAIR | mght just stop you and take any questions before we

go on to the next bit.

MR SELL.: Prof essor Evans, |I'd just like to followup on this
guestion of constraining investnment | guess that you just
touched on at the very end there. Because | think that is
quite an inportant point, and I noticed in your subn ssion
you showed sone distributions of NAB or NPB, or maybe
both, and between the counterfactual and the factual you
show quite significantly worse dynamc efficiency under
the factual. And ny reading of your submssion is that
that's all based around an inherent assunption that the
Regul ator would require a mnuch Ilower WACC than the
busi nesses own WACC, therefore the business would try and
recover the shortfall through higher capital contributions
and because capital contributions have effectively a very
high elasticity, investnent will effectively be cooled.
That logic flows through, but it is all predicated on the
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1 Regul ator constraining the WACC. I"d just like to get
2 your views on that.
3 PROF EVANS: W will go through this in sonme detail at the
4 end, however, yes, that's essentially the line of |ogic,
5 that these investnents are risky and require a rate of
6 return that justifies them on comercial grounds and
7 therefore there's no certainty that they will be realised,
8 the returns that you prospectively look at wll be
9 realised in the future, so that prospective profits being
10 | owered does affect their criteria for investnent and
11 therefore the nunmber of custoners signed up and therefore
12 the dynamc efficiency effect, so in short we'll go over
13 it in detail later, but, yes.
14 MR SELL: I guess | see that assunption also underlying the
15 | ast statenent on that, the last slide as well. | know
16 that it would be naive to suggest that Regulators and
17 regulated entities will cone to sone nmgical agreenent on
18 t he WACC. But | just think it's worthwhile enphasising
19 that that appears to be the only assunption that leads to
20 t hi s concl usi on.
21 PROF EVANS: That's right, in the sense that there is a
22 relationship between the WACC and investnent, that is
23 really inportant. W also have looked at this in
24 t heoretical nodels as well and we have one paper which I'm
25 happy to share with you in which we're |ooking at whether
26 to use historical costs or forward-looking costs and
27 trying to induce the firmto invest at the right tine from
28 society's point of view, and it turns out that if you have
29 real asymmetric risk in the sense that if you set a rate
30 of return on that firm at 10 percent too |ow versus 10
31 percent too high, that it has a significant effect on
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1 investment in there as well. | raise that because that's
2 the sane sort of situation here as there's no obligation
3 to serve in that particular nodel at all, the firm just
4 i nvests.
5 MR SELL: | agree, that is a relevant factor.
6 MR STRONG Can | also just make a conmment that vyou've
7 suggested that we're doing this al nost by assunption. In
8 fact the nodel is calibrated so that we consider the WACC
9 range that the Comm ssion has suggested and we have
10 considered the investnent hurdle rates that NGC has
11 disclosed to it investors and the Conm ssion's WACC range
12 is less than NGC s disclosed hurdle rates, so that drives
13 essentially the under-investnent, so it's not really by
14 assunmption, it's really driven fromwhat we observe.
15 PROF EVANS: It's still sort of, in any nodel it's sort of by
16 assunption, but what we tried to do was just to say well,
17 we'll just take the world as it's given to us, plug it in
18 and this is what you get. You could vary sone of those
19 assunptions but | think one should |ook at them very
20 carefully and critically, but we'll go through this in
21 sone detail.
22 MR SELL: | guess the only comment |'d make on NGC s hurdl e
23 rates is that we've only had them presented to us so far
24 as being hurdle rates for investnment and NGC hasn't
25 confirmed to us that they are the rates that they would
26 use in pricing and | guess they're to conme back to us on
27 t hat .

28 PROF EVANS: That's a good point. One deficiency of our nodel

29 is that it doesn't explicitly handle stranding, so that's
30 a cost that's not in there, which wuld lead to a
31 potential difference between hurdle rates and WACGCs.
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MR SELL: | had one other question. That's that you nake the

statenent just a few slides back that the Comm ssion has
based its whole analysis on the assunption that the
busi ness's price on an ex-post basis. Now | wasn't a
party to the Conm ssion deciding howto do its analysis, |
m ght get kicked under the table for this, but | don't
think that's the case.

The way | read the analysis, what we're seeing is
volatility of the returns and that's not necessarily
suggesting that pricing would be equally volatile and |
mean vol atile returns are sonething that we see all the
time in |ooking at any business, whether it's regulated or
not, in fact typically nore in conpetitive businesses.

I mean we could debate what was the Conm ssion's
intention or we could ask the Conmm ssion, but |I'mactually
not sure that it makes any difference. I think what the
Conmi ssion has set out to do is to observe the returns and
| think nmy suggest would be that that's all we need to

concern ourselves wth.

PROF EVANS: Just from ny point of view the -- | nean the

Conmi ssion explicitly states that's what it's doing and so
that's reasonable. Secondly, if one was to look at it on
an ex-ante pricing basis, | think one would have had a go
to look at the distribution of returns and ask the
guestion, because the problem with ex-ante pricing is
that, you know, you m ght have your WACC of 9 percent or
whatever, as ny little exanple of a firm comng in and
putting a pipeline into them and then their stranding and
then it com ng back. If you guess wongly in that it
mght look like a lot of profit, even though ex-ante you
thought it was zero profit prospectively.
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So when you | ook at ex-ante pricing you' ve got this
i ssue about whether you actually observe just the
transaction business in a long-term contractual sort of
setting or whether you see it as a surplus profit. So one
woul d exam ne that | think by | ooking at a distribution of

returns rather than --

CHAI R Do you want to followup on any of those questions

Sue?

M5 BEGG Sorry, ny mnd drifted, | hate to confess this, but

one question | did ask NGC was, you know, if you want us
to use an ex-ante approach what are you doing if that's
what you are doing and how do you calculate the prem um
so conments you have on that would be useful. ['"'m not
sure whether you need to do it now or whether you consult
with NGC on that. Everybody tells us do this ex-ante and
not a single person has actually said well here's how you
should do it. | think in part you suggest we'll just use
the hurdle rate that NGC does, that m ght be sufficient,
but --

MR STRONG | agree it's a really difficult issue to exam ne

and quantify. The nodel that we calibrate, and we'll
discuss this in quite sonme depth |ater on, does go sone
way towards addressing this issue of, given that you're
pricing on an ex-ante basis what is the expected range of
outcones that is consistent with the level of volatility
observed in the market, and so that wll give you sone
insight into how far you mght observe profits exceeding
just sort of the nomnal WACC based on the ex-post

approach but still being very consistent with an ex-ante
NPV equal s zero approach, for exanple, so we will come to
that, certainly. As | say it's not perfect but it wll
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1 gi ve you sone insight.
2 M5 BEGG W can obviously look at the past and see what
3 strandi ng' s happened and you can say if you had that nmany
4 years over which the stranding's occurred what sort of
5 prem um m ght you need to have conpensated for that, but I
6 presune it's a nore conplex approach than that, but
7 anyway, it will be interesting to get your comrents.
8 The other question | had is on your suggestion that
9 the NPV is generally greater than zero in conpetitive
10 mar ket and | just wondered, to reach that obviously your
11 assunption about WACC s inportant and WACC, using the CAPM
12 is calculated in part based on what actual returns are
13 observed. Does this assunption nean that the cal culation
14 of WACC is m ssing sone of the returns to conpanies in the
15 way it's been neasured?
16 Like I can see for an initial investnent where you
17 have these timng options obviously there's no base on
18 which to pick up the increnent in value, so | could see
19 there mght be a situation there, but once you ve got a
20 conmpany in place then all the additional options that are
21 created presumably picked up through a neasure of market
22 return. I just wondered if you could link back the WACC
23 into that discussion there that m ght be hel pful
24 PROF EVANS: They often use a WACC of sonme kind in order to --
25 and there are various explanations for why they find this
26 Q thing greater than one, and it includes a whole |ot of
27 things like you can't neasure intangible capital, for
28 exanpl e, nmarket power is another one that's been proposed,
29 but even in quite a conpetitive narket you can have a
30 margin, just a little margin, that cones about from the
31 behavi our of the firns. So there's a range of reasons why
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Qs greater than one and that's been sort of one of the
puzzl es.

The other thing about it is that it is actually used
in investnent sort of nobdels to predict investnment and see
what the effect of the business cycle is on investnent and
so on, and over the business cycle it varies quite a |ot,
so there's no fixed relationship as we mght expect. I

don't really have a nice tight -- I'"m not an expert on Q
"' m afrai d.
CHAI R: Any further questions please? [No comments]. [''m

just mndful of our transcripter who's worked very hard
today and | don't think we'll get through another session
by 6.30, so | think I'll propose that we adjourn the
di scussi on for today.

I'"d ask NGC and Professor Evans and M Strong to be

available at 8 amin the norning to reconvene this session

and | just want to confirm that that is agreeable. I
suspect that we will require two hours to get through the
remai nder of the mterial, would that be a fair

assessnent ?

MR STRONG |'mnmuch | ess verbose than Professor Evans.
CHAIR We'll hold you to that Nathan. Nathan used to be at
the Comm ssion and | can renenber sone |engthy debates

with him You nust have had a really positive influence
on hi m Prof essor Evans.

MR Bl ELBY: He's much nore respectful now.

PROF EVANS: He's learning to do what | don't do by exanple.

CHAIR So | suspect we will plan to take the remai nder of the
NGC submission in the norning, it should take us through
to 10 o'clock and then I wll propose to nove on to Nova
Gas and we'll need to let the other parties know tonorrow.
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That nmeans we will be sitting |ate tonorrow night. Anyone
who is planning to attend tonorrow that will push us to a

closing time of 6.30 tonorrow unless we nmake up tinme at
some point which |I suspect we won't, so the learning from
the past | think we've got a pretty good record on that
front.

It leaves ne now to thank you everyone for assisting
the Commssion with the tinetable. I do once again
apologise for the delay this norning but we wll see
everyone at 8 amin the norning, so thank you very nuch

Hearing adjourned at 6.15 pmto
Tuesday, 27 July 2004 at 8.00 am

skskok
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