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Amendments to Access Arrangement Information

On 23 October 2003 EAPL submitted an Access Arrangement Information which had
been revised to reflect the single amendment required to the Access Arrangement
Information by the Commission’s Final Decision of 2 October (FDA 8).

Commission’s requirement

Since 23 October 2003the Commission has required EAPL to make further amendments
to the Access Arrangement Information to reflect the removal of the Interconnect from
the Access Arrangement.

Amendments made

This partially revised Access Arrangement Information addresses

e the Commission’s requirement to amend the Access Arrangement Information to
reflect the removal of the Interconnect from the Access Arrangement; and

e EAPL’s proposed change to the Access Arrangement period.

This partially revised Access Arrangement Information does not reflect any other
amendments made to the Access Arrangement that was submitted on 23 October 2003.

EAPL understands that the Commission does not consider that a fully revised Access
Arrangement Information is necessary at this time and therefore has not required this
from EAPL.

. INTRODUCTION

1.1 Background to the revised Access Arrangement Information

East Australian Pipeline Limited (“EAPL”) is the owner of the Pipeline referred to in the
revised Access Arrangement submitted to the Australian Competition and Consumer
Commission (“Commission”) on 30 April 2002 as the Moomba-Sydney Pipeline
(“MSP”).

This revised Access Arrangement Information is submitted by EAPL to assist the
Commission and interested parties in their review of the Access Arrangement for the
MSP. While presentation of a revised Access Arrangement Information is not
contemplated under the Code, the changes to the commercial and regulatory environment
in which EAPL operates that have occurred since the original Access Arrangement and
Access Arrangement Information was submitted in May 1999 are significant, and
therefore make revision of the Access Arrangement Information necessary. These have
included:

e Change in ownership of EAPL. In 1999 EAPL was owned 51% by AGL and 49% by
Petronas and NovaCorp. On 13 June 2000 the Australian Pipeline Trust (“APT” - a
listed managed investment scheme) was floated and acquired AGL’s pipeline assets,
including its interest in EAPL, together with Petronas’ and NovaCorp’s interest in
EAPL thereby giving APT 100% ownership of EAPL;




e Commencement of the operation of a competing pipeline, the Eastern Gas Pipeline
(“EGP”) in September 2000;

e A revised Access Arrangement submitted to the Commission on 30 April 2002;

e Proposed changes to Balancing arrangements arising from practices of certain
shippers on the MSP;

e Errors of law identified in the Commission’s Draft Decision (19 December 2000) as a
consequence of the decision by the WA Supreme Court in respect of the Draft
Decision on the Access Arrangement for the Dampier to Bunbury Natural Gas
Pipeline - Re Dr Ken Michael AM; Ex Parte Epic Energy (WA) Nominees Pty Ltd. &
anor [2002] WASCA 231 (“the Epic Decision”); and

e Revised forecasts of volumes, operating expenditure and capital expenditure arising
out of announcements by AGL on 18 December 2002 about new long term supply
arrangements. AGL’s position as the major shipper on the MSP means its changed
supply arrangements have significant implications for future MSP volumes.

This Access Arrangement Information reflects the revised Access Arrangement
submitted to the Commission on 30 April 2002 (see in particular Section 3 of the revised
Access Arrangement). In addition, it reflects the change to the initial Capital Base (ICB)
proposed by EAPL in its 5 November 2002 submission to the Commission on the impact
of the Epic Decision on the Draft Decision. It also incorporates changes to forecast
volumes, capital expenditure and operating expenditure submitted to the Commission on
12 May 2003. These will need to be reflected in changes to Reference Tariffs in the
revised Access Arrangement.

The revised Access Arrangement adopts a Net Present Value (NPV) methodology (with
residual) to the determination of Reference Tariffs.

Attachment 1 to this revised Access Arrangement Information shows the information
categories listed in Attachment A of the Code and indicates where this information is
contained within this document.

1.2 Provision for Possible Revocation of Coverage of the MSP

The revised Access Arrangement (April 2002) recognises that EAPL has applied for
revocation of coverage of the MSP and that the Minister for Industry, Tourism and
Resources may approve the application. EAPL has allowed for this possibility by
providing different tables of Reference Tariffs under a range of possible revocations
scenarios in the schedules of the revised Access Arrangement. These scenarios are:

e All pipelines are covered;

e Moomba Wilton Pipeline and Canberra Lateral are not covered: Wagga Lateral and
Regional Laterals are covered,

e Moomba Wilton Pipeline is not covered: Wagga Lateral: Canberra Lateral and
Regional Laterals are covered; and

e Canberra Lateral not covered: Moomba Wilton Pipeline; Wagga Lateral and Regional
Laterals covered.



1.3 A Brief MSP History

The MSP was conceived and development commenced by AGL in the early 1970’s to
enable the continued existence and growth of the gas industry in NSW. It was
compulsorily acquired by the Commonwealth Government in the early days of its
development.

Under Government ownership the MSP was expanded to meet increasing demand for gas
and extended to the major regional areas of NSW during the 1980s and 1990s. The MSP
was sold by the Commonwealth into EAPL in 1994 under the Moomba Sydney Pipeline
System Sale Act which also established the regulatory regime prior to the introduction of
the Code in 1998.

In 1999 the MSP was linked to the Victorian gas transmission system via the pipeline
extension known as the Interconnect, enabling flows to Victoria from NSW and to NSW
from Victoria.

In September 2000, the EGP was completed. This pipeline links the Gippsland gas fields
to the NSW/ACT gas market and competes with the MSP for transportation services into
this geographic market segment.

IMPORTANT NOTICE

This Access Arrangement Information for the MSP replaces any previous, proposed or
revised Access Arrangement Information documents submitted for the MSP.

Terms used in this revised Access Arrangement Information have the meaning given to
them in the revised Access Arrangement.

Projections in this revised Access Arrangement Information are based on a number of
assumptions. Although EAPL regards these assumptions as appropriate to base the
projection on at the present time, EAPL cannot and does not make any representation or
warranty as to the accuracy of the projections.

Due to rounding differences, the totals in tables in this revised Access Arrangement
Information may not equal the sum of the elements of the table.



2. ACCESS & PRICING PRINCIPLES

2.1

Factors to be taken into account by a regulator

Section 2.24 of the Code requires the Regulator to take the following into account in
deciding whether to approve a proposed Access Arrangement:

(2)

(b)
(c)

(d)
(e)

(®

service provider’s legitimate business interests and investment in the covered
pipeline;

firm and binding contractual obligations of the Service Provider or other persons;

operational and technical requirements required for safe and reliable operation of
the covered Pipeline;

economically efficient operation of the covered Pipeline;

public interest, including in having competition in markets (whether or not in
Australia); and

interests of Users and Prospective Users.

Section 8.1 also requires that a Reference Tariff should be designed with a view to
achieving the following objectives:

(2)

(b)
(c)
(d)

(e)
(H

2.2

providing the Service Operator with the opportunity to earn a stream of revenue
that recovers the efficient costs of delivering the Reference Service over the
expected life of the assets used in delivering that Service;

replicating the outcome of a competitive market;
ensuring the safe and reliable operation of the Pipeline;

not distorting decisions in Pipeline transportation systems or in upstream or
downstream industries;

efficiency in the level and structure of the Reference Tariff; and

providing an incentive to the Service Provider to reduce costs and to develop the
market for Reference Services.

Tariff Pricing Principles

In developing its proposed Services and Reference Tariffs in the Access Arrangement,
EAPL has focussed on the following objectives:

providing encouragement for the growth of natural gas markets;
achieving greater utilisation of the pipeline;

encouraging efficient use of the pipeline; and

responding to competition from the EGP.



2.3 Reference Tariff Determination

2.3.1 Treatment of Mainline and Regional Laterals

For the purpose of developing Reference Tariffs the MSP has established two pipeline
sub-systems. These pipeline sub-systems are designed to maximise the viability of gas
supply for regional NSW users, while at the same time ensuring that the transportation
charges for users of the Regional Laterals are cost reflective, as set out in Sections 8.38
and 8.42 of the Code. That is, a Reference Tariff is to be designed to recover all directly
attributable costs, and a proportion of shared costs to the maximum extent technically and
commercially reasonable. The Reference Tariffs have been designed so that revenues for
the Regional Laterals cover the incremental costs of the Regional Laterals.

The two pipeline sub-systems are as follows:

e the Mainline, consisting of:
- the main pipeline (from Moomba to Wilton);
- the Wagga Lateral (from Young to Wagga Wagga); and
- the Canberra Lateral (from Dalton to Watson).

e the Regional Laterals, consisting of:
- the Northern Lateral (from Young to Lithgow including Bathurst, Orange
Oberon); and
- the Griffith Lateral (from Burnt Creek to Griffith).

The use of these two pipeline sub-systems (Mainline and Regional Laterals) involves
calculation of a different price path for each pipeline sub-system.

2.3.2 Price Paths

The Mainline and Regional Lateral tariffs have been designed to allow the recovery of
efficient costs. At the same time the price paths avoid price “shocks” for Regional
Lateral users and price “pleasures” to Mainline users.

Reference Tariffs for the Access Arrangement Period start with the current MSP
Published Tariffs and follow a price path determined by applying the NPV methodology,
as detailed in Section 5 below.

2.4 Reference Tariff Structure

Total transmission costs are most strongly related to two factors: firstly, length of
pipeline, and secondly, and to a lesser extent, the maximum daily quantity (MDQ)
transported. Reference Tariffs have therefore been structured around tariff components
that reflect pipeline system utilisation in terms of distance and MDQ transported.



2.4.1 Volume Distance Methodology

The relationship between costs and length of pipelines is approximately linear apart from
relatively small fixed costs such as metering. In setting cost reflective tariffs it is
therefore appropriate to capture the length of pipeline or distance factor either by:

e Setting tariff charges on a distance basis; or
o Setting different charges for different geographical zones in a way that reflects
distance overall but provides a postage-stamp rate within a zone.

Distance-based charges are more directly cost reflective than zonal or postage-stamp rates
and do not create artificial by-pass opportunities at zone boundaries. Zonal charges are
advantageous on systems with very large numbers of Receipt and Delivery Points, such as
distribution networks. The MSP has relatively few Receipt and Delivery Points and
EAPL has therefore historically adopted a distance-based structure for the Reference
Tariffs, called a Volume Distance Methodology.

2.5 Cost Allocation

There is only one Reference Service offered. This is the Firm Service and the Reference
Tariff for the Firm Service has two components that are designed to broadly reflect the
fixed and variable components of transportation costs through the MSP. Fixed costs are
allocated to the Capacity Charge and variable costs are allocated to the Throughput
Charge. Costs are further allocated on a distance basis resulting in a tariff expressed as
$/GJ/km.

As identified earlier there are different Reference Tariffs for the Mainline and for the
Regional Laterals based on the costs of the Mainline and the Regional Laterals
respectively.

2.6 Incentive Mechanism
The incentive mechanisms in the Reference Tariffs are:

e The level of Reference Tariff is designed to enable EAPL to develop the market for
the Reference Service and other Services' in an environment of pipeline competition;
and

e The prospect of retaining improved returns for the Access Arrangement Period
provides an incentive to EAPL to increase the volume of sales and minimise the cost
of providing Services;

¢ In developing Reference Tariffs for the next Access Arrangement Period, EAPL will
ensure that Users and Prospective Users will share in benefits of increased
efficiencies achieved by EAPL up to that date.

These incentive mechanisms will encourage to EAPL to reduce total operating costs and
increase pipeline throughput.

" In accordance with Section 8.1(f) of the Code.



2.7 Other Revenue

The Reference Tariff has been designed to recover the revenue attributable to the
Reference Service. No allowance has been made for other revenue that may accrue from

any other charge incorporated in the Reference Tariff as these are not considered material.



3. CAPITAL COSTS AND REVENUE PATH

3.1 Asset Base

The ICB is to be determined by reference to a range of factors set out in Section 8.10 of
the Code. In determining the ICB, consideration must also be given to the objectives set
out Section 8.1 of the Code. Where there are conflicts between the application of the
objectives, the regulators must apply Section 2.24 of the Code in exercising its discretion
in determining the ICB.

These points were highlighted to the Commission in EAPL’s 5 November 2002
submission concerning the impact of the Epic Decision on the Draft Decision. In
addition, that submission highlighted errors of law in the Draft Decision. The errors that
were identified related to the following:

e The interpretation of DORC as a maximum for the ICB;

e The effect of monopoly returns on the valuation of the ICB;

e The reasonable expectations of the Service Provider under the prior regulatory
regime;

e The interpretation of the Code to include a “fairness” test, particularly in determining
the ICB and the DORC methodology, and the definition of DORC as a backward
looking methodology in relation to depreciation; and

e The impact of Section 2.24 and the legitimate business interests of the service
provider.

It is clear that the Commission must reconsider the ICB for the MSP in the light of the
Epic Decision and matters identified in EAPL’s submission of 5 November 2002.

Pursuant to Section 8.10 the most significant factors in the context of the MSP are as
follows.

3.1.1 Optimised Replacement Cost (“ORC”)

EAPL estimated the ORC for the MSP for its 1999 Access Arrangement. EAPL has not
revised the ORC, except for the removal of assets disposed of at the time of the
establishment of APT in June 2000. The item called contingency in the 1999 ORC
estimated by Venton and Associates” has not been removed because Venton has
confirmed that this item does not refer to an allowance for overrun of costs, but is a cost
component to cover small items that are not otherwise included in the methodology
applied to estimate the ORC.

The ORC, broken down by pipeline and asset class, is set out in the following tables:

% Submission to Commission 20 May 2003



MSP ORC by Pipeline

(52000)

ORC

($m)
Moomba Wilton Pipeline 879.5
Canberra Lateral 19.2
Northern Lateral 49.6
Griffith Lateral 30.8
Wagga Lateral 33.6
Total 1,012.7

MSP ORC by Asset Class
(52000)

ORC

($m)
Pipelines — Moomba to Wilton 819.9
Pipelines — Young to Wagga 29.8
Wagga
Pipelines — Laterals 90.8
Compressors 58.1
Metering 14.0
Plant, Machinery, Equipment 0.0
Mobile Equipment 0.0
Total 1,012.7

Note: There are rounding differences in this table.

3.1.2 Depreciated Optimised Replacement Cost (“DORC”)

DORC has been calculated by reference to the NPV methodology for deriving DORC
from ORC. This forward-looking methodology is consistent with the methodology and
meaning of DORC as set out in the Commission’s Draft Statement of Regulatory
Principles and the 1998 Final Decision on the Victorian gas transmission system now
owned by GasNet. It is also consistent with the evidence accepted by the WA Supreme
Court in the Epic Decision and with the view expressed by the Commission’s
consultants’.

The following table sets out the DORC (adjusted for asset disposals in June 2000) broken
down by pipeline.

* The justification for the use of an NPV methodology has been detailed in a number of submissions by EAPL
and its advisors. NERA also provided a report to the Commission supporting the calculation of DORC on an
NPV basis (using costs).



MSP DORC by Pipeline

($2000)
DORC
($m)
Moomba Wilton Pipeline 813.4
Canberra Lateral 18.3
Northern Lateral 48.2
Griffith Lateral 30.5
Wagga Lateral 32.0
Total 942.6

EAPL has not calculated an NPV based DORC for the individual classes of assets.

3.1.3 Economic Written Down Value

The economic written down value of the MSP which reflects past under-recoveries of
depreciation and return on assets reflects the original intention that the pipeline’s costs
would be recovered over its life with early under-recoveries being recouped in later years.

Based on the Commission’s calculations of the economic written down value at 30 June
1994 of $1,291 million EAPL has estimated a value of $1,700 million at 30 June 2000.

3.1.4 Reasonable Expectations under the Prior Regulatory Regime

Section 8.10 (g) of the Code requires the Commission to take into account the reasonable
expectations of persons under the regulatory regime that applied to the MSP prior to the
commencement of the Code. This value had previously been estimated by EAPL on a
preliminary basis as being greater than $666 million. Following the Epic Decision, EAPL
fully re-estimated the value of the MSP attributable to its reasonable expectations under
the prior regulatory regime, taking into account the reasoning of the WA Supreme Court.
EAPL’s calculations of the value of its reasonable expectations are soundly based on
corporate documents prepared by it prior to the introduction of the Code*. This value is
now estimated to be in the range of $756.9 million - $963.5 million’ as at 1 July 2000.

3.1.5 Purchase Price

The value obtained by EAPL in purchasing the MSP from the Commonwealth in 1994, as
assessed by EAPL, significantly exceeds the purchase price of $534 million. There is no
evidence to support the view expressed in the Draft Decision that the sale price accepted
by the Commonwealth reflected an intention on the part of the Commonwealth to
preserve an implied subsidy to NSW gas consumers.

* EAPL provided copies of the documents to the Commission on a confidential basis.

> See EAPL’s 5 November 2002 submission to the Commission on the impact of the Epic Decision on the
Commission’s Draft Decision on the MSP Access Arrangement. These figures have been adjusted in
accordance with EAPL’s submission to the Commission on 23 October 2003
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3.1.6 Initial Capital Base

The Code requires consideration of a number of valuation methodologies which, in the
case of the MSP, range up to $1,700 million. The relevant valuations are significantly
greater than the ICB proposed in the Draft Decision.

The proposed ICB is now $761.9 million. To arrive at an ICB less than the bottom end
of the range attributable to EAPL’s reasonable expectations under the prior regulatory
regime represents a confiscation of value from EAPL and a windfall to users’.

Appropriately the proposed ICB of $761.9 million also reflects the fact that correcting the
errors in the Draft Decision must lead to a substantial increase in the ICB above the value
of $539 million proposed in the Draft Decision’.

In addition, EAPL notes that in taking into account the matters in Sections 8.1 and 2.24 of
the Code (as is now clearly required in the light of the Epic Decision) the value of $756.9
million does not represent a maximum possible value for the ICB, but is a minimum

value which would properly recognise the interests of EAPL as required under the Code
while still recognising the interests of users.

It is also important to note that, as identified in EAPL’s 5 November 2002 submission,
DORC does not necessarily represent a constraint on the ICB. Even if the Commission
calculated a DORC value less than the value represented by EAPL’s reasonable
expectations, the circumstances associated with the sale of the MSP are sufficiently
unusual to justify a determination of ICB outside the “normal” range of between DORC
and DAC.

Asset Disposals since the 1999 Access Arrangement

As a consequence of the establishment of APT and associated outsourcing arrangements,
certain of EAPL’s non-pipeline assets were disposed of in June 2000. Included in the
assets disposed of were the SCADA system, motor vehicles, tools, plant and mobile
equipment.

The ICB in the revised Access Arrangement includes adjustments for disposal of assets
arising from the formation of APT. The adjustments to the ICB for disposals were based
on ORC and DORC values in the 1999 Access Arrangement Information. The value of
the assets disposed is as follows:

® EAPL's submission of 5 November 2002 to the Commission submitted that the appropriate ICB is represented
by the NPV of cashflows that EAPL would have reasonably expected under the regulatory regime prior to the
introduction of the Code. EAPL calculated a range of $768 million - $972 million. This range was
subsequently corrected to $761.9 million - $968.5 million. It has been further adjusted for disposals giving a
range of $756.9 - $963.5

"In addition to errors identified in EAPL’s 5 November 2002 submission to the Commission a number of other
errors were identified in EAPL’s 14 March 2001 response to the MSP Draft Decision. The figure was
subsequently corrected to $784. It has been further adjusted for the removal of the Interconnect giving $761.9

11



MSP Assets Disposed

($2000)
Revised AA
ORC* DORC* Deemed
($m) ($m) Disposal Value
($m)
Plant, machinery & equipment 10.3 4.8 2.0
Mobile Equipment 6.0 3.0 3.0

Note: * From Access Arrangement 1999 (p27)

The ICB was adjusted downward for disposals by $5.0 million ($2000) to arrive at an
adjusted ICB of $756.9 million ($2000) as follows:

Initial Capital Base by Pipeline

(52000)

ICB % of ORC

($m)
Moomba Wilton Pipeline 657.3 86.8
Canberra Lateral 14.4 1.9
Wagga Lateral 25.1 33
Regional Laterals 60.1 7.9
Total 756.9 100.0

3.2 Economic Lives and Remaining Economic Lives

Economic lives for the various assets making up the MSP have been established based on
APT’s experience as major owners and operators of Australian pipelines together with
various recent access arrangements proposed by service providers, submissions of
industry participants and decisions of Regulators. These are set out in the table below
together with the average remaining economic life of each of the asset classes making up
the MSP.

Asset Economic Lives (from installation and remaining years)

Asset Economic Remaining
Life (years) Life (years)
Transmission Pipelines 80 53
Compressor Stations” 25-50 10-35
Regulation and Metering
Stations 50 23-49
Plant and equipment 5-20 0-20
Buildings 50 23

Note: # A compressor station’s remaining life depends on both its age and the level of usage.




3.2.1 Back-ending Depreciation (Economic Depreciation)

The use of the NPV methodology allows for “back-ending” of depreciation, which
provides greater opportunities to grow the market, particularly in regional centres.

For the MSP, this means that during the early Access Arrangement Periods estimated
returns will not be sufficient to cover the total costs (including profit and straight-line
depreciation) of providing the Reference Services. While this applies to both the
Mainline and the Regional Laterals, the level of under-recovery for the Regional Laterals
is very significant in early years. Accordingly, there is a need for a mechanism to provide
for the under-recovery of revenue in the early years of the MSP’s life to be recouped in
the later years of operation.

The concept of back-ended depreciation — which often arises where the NPV
methodology is applied — provides such a mechanism and, in respect of the MSP, is
necessary to achieve the Code objective which requires that the Reference Tariffs be
designed with a view to providing the Service Provider with the opportunity to earn a
stream of revenue that recovers the efficient costs of delivering the Reference Service
over the expected life of the assets used in delivering that Service®.

Application of back-ended depreciation to the MSP is also consistent with the provisions
of Section 8.33(a) of the Code, which provides that the depreciation schedule’ should be
designed:

“so as to result in the Reference Tariff changing over time in a manner that is
consistent with the efficient growth of the market for the Services provided by the
pipeline (and which may involve a substantial portion of the depreciation taking
place in future periods, particularly where the calculation of the Reference Tariffs
has assumed significant market growth and the pipeline has been sized
accordingly)”.

This section of the Code recognises that such a mechanism is necessary to justify
commitment to major infrastructure projects, and that this objective outweighs any
argument that the ability to roll forward estimated under-recovery lessens incentives for
efficiency. In addition, the Code recognises that inherent in investment in pipelines is a
significant market risk associated with demand forecasts. What is unusual in the case of
the MSP is that a significant element of its market risk arises because of an unregulated
competing pipeline - that is the EGP.

The Commission has accepted that the depreciation approach adopted by EAPL is
consistent with Code principles'® in it Final Decision on the Central West Pipeline.

¥ Section 8.1(a).

? Application of depreciation principles to the IRR/NPV methodology is addressed in Section 8.34 of the Code,
which includes reference to Section 8.33.

' CWP Final Decision p71

13



33 Estimated and Committed Capital Expenditure

The amounts estimated for capital expenditure are set out in the table below'".

Forecast of Capital Expenditure

(82001, $m)

2004 2005 2006 2007 2008 2009
Northern Lateral Capacity Expansion 0.00 0.00 4.05 0.00 0.00 0.00
In-line Inspections 2.70 0.00 0.00 0.00 0.00 0.00
Compressor overhaul 0.00 1.10 0.00 0.00 1.10 0.00
Stay-in-Business 0.15 0.39 0.39 0.39 0.87 0.39
TOTAL 2.85 1.49 4.43 0.39 1.97 0.39

Note: #The forecast capital expenditure for 2004 is from 1 January 2004 onwards only.

3.3.1 Justification of capital expenditure

The revised Access Arrangement contains proposed capital expenditure during the Access
Arrangement Period. In addition to annual stay-in-business capital expenditure, periodic
intelligent pigging (in-line inspections) and compressor overhauls, there is one capacity
expansion proposed for the Northern Laterals as discussed below.

Stay-in-business

This is capital that is necessary for continued operation of the business and includes
minor capital equipment. Estimates are based on historic experience of requirements and

are small in magnitude.

Periodic in-line inspections

Under the Pipeline Licence conditions for the MSP and as part of sound routine
maintenance EAPL is required to undertake periodic in-line inspections using intelligent

pigging techniques. The estimated cost reflects EAPL’s historic costs and current

industry knowledge.

Compressor overhauls

Maintenance programs for compressors involve overhauls of both gas turbine driver and
the compressor units. These overhauls are undertaken after completion of operational
hours set by the equipment manufacturers. The estimated costs reflect EAPL’s historic
experience of the costs of overhauls and quotations from the manufacturer.

" These estimates reflect the assumed levels and timing of replacement of components. Although EAPL regards
these assumptions as appropriate to base its capital expenditure estimates on at the present time, EAPL cannot
and does not make any representation or warranty as to the accuracy of the estimates presented.
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Northern Lateral Expansion

The 1999 Access Arrangement did not forecast any capacity expansion on the Northern
Lateral in the initial Access Arrangement Period.

The Northern Lateral has a single reciprocating compressor (called the Young-Lithgow or
YL Compressor), to boost delivery pressures at the Lateral’s extremities in peak periods.
There is no backup unit in the event of compressor failure. While this unit has
historically operated for short periods in winter only, recent modelling indicates that
substantial growth in the area will result in peak system constraints that may require
expansion as early as 2004, but will definitely be required by 2006.

The Northern Lateral compressor will be increasingly used to assist the northbound flow
of gas from Victoria through the Wagga Lateral in the shoulder and summer periods.
This use of the unit will result in greater likelihood of unplanned interruption and
maintenance.

The capital cost of expanding the Northern Lateral capacity in 2006 is estimated at $4.0
million, based on the cost of adding an additional reciprocating compressor unit to the
existing station with 50% higher power rating (600 kW) compared with the current
compressor unit (400 kW).

New Facilities Investment tests

For the proposed capital expansion, the requirement to expand is not based solely on an
achieving a specific volume target. The requirement to expand depends on number of
factors, including but not limited to, system or lateral peak day volume requirements,
system or lateral minimum pressure requirements, and specific delivery point volume
constraints (daily and/or hourly).

The expansion is justified on a combination of the tests under Section 8.16(b) of the
Code. A different mix of the tests applies to each expansion as follows:

Northern Lateral Expansion - As growth in load is the main driver for this expansion, the
anticipated incremental revenue generated by the additional capacity is expected to cover
a significant proportion of the costs of the expansion (test (1)).

Continuing load growth on both the Northern Lateral and increasing use of the
Interconnect will require the installation of a duplicate compressor to allow for periods of
planned and unplanned maintenance. The investment in capacity expansion is needed to
provide system wide benefits of security of supply (test (ii)) and to maintain the integrity
and Contracted Capacity of Services (test (iii)).

Replacement capital expenditure

The capital expenditure forecast during the Access Arrangement Period does not
incorporate any significant capital expenditure for replacement of assets. Some minor
replacement is incorporated into the SIB capital expenditures and is not identified on a
specific project basis.
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34 Rate of Return

3.4.1 WACC Approach

EAPL has adopted the weighted average cost of capital (WACC) approach using the
capital asset pricing model (CAPM) in determining an appropriate rate of return for the
MSP. A pre-tax real WACC is preferred for a number of reasons:

e [tis simple to apply when modelling, only requiring calculation of pre-tax cash flows

or EBITs.

e [t avoids the requirement for complex notional tax calculations.

e Its use reflects the imprecision of estimating the WACC, recognising that many of the

variables used to calculate WACC have a wide range of uncertainty. It also reflects

the fact that the formulae used to calculate the WACC are open to debate even among

academics and experts.

3.4.2 WACC Parameters

Rather than specify a range for the variables, specific values have been chosen that reflect

an appropriate point in the range that will avoid inappropriate and undesirable under
estimation of the WACC'?. The following table sets out the parameters and underlying

assumptions used in the revised Access Arrangement.

WACC Parameters
Parameter
Real Risk Free Rate (r1y) 3.25%
Inflation (f) 2.19%
Nominal Risk Free Rate (ry) 5.52%
Debt to Total Assets 60%
Effective Tax Rate (T) 23.5%
Imputation Credit Value (y) 0.5
Asset Beta (j3,) 0.40
Debt Beta (B4) 0.00
Equity Beta (B.) 1.00
Market Risk Premium (MRP) 6.0%

The following formulae are used to derive the pre-tax real WACC and intermediate

variables.

Pre Tax Nominal =R./ (1 -T * (1 —y)) *E/V + 14 * D/V

12 There is a significant body of evidence and opinion which points to the likely adverse consequences of
underestimating WACC and other components of regulated revenue eg Productivity Commission Review of

National Access Regime, 2001.
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Post Tax Nominal = (Re * (1 - T)/(1 =T * (1 -7))) * E/V + 14 * (1 = T) * D/V

Where:

Cost of Equity

= Corporate tax rate

= Imputation credit take up rate
Equity

= Debt

= Debt plus Equity

= Cost of Debt

£ <gm= 3m
Il

3.4.3 Justification for each parameter.

e Nominal risk free rate: EAPL has taken the 40 day average 10 year bond rate to 17
September 2003.

e Inflation rate: EAPL has taken the inflation rate of 2.19% as required by the Final
Decision.

o Real risk free rate: EAPL has calculated the real risk free rate as the difference
between the nominal risk free rate and the inflation rate (by Fischer Equation). This

is consistent with Commission’s approach in the Draft Decision.

e Gearing: The industry standard structure of 60% debt has been adopted as required
by the Final Decision.

e Equity Beta: EAPL has adopted the equity beta of 1.0 required in the Final Decision.

e Market Risk Premium: EAPL has adopted the market risk premium of 6.0% as
required in the Final Decision.

o Effective tax rate: EAPL has adopted the tax rate of 23.5% required in the Final

Decision.

e Imputation Credit Value: EAPL has adopted the estimate of 50% for the value of
imputation credits as required in the Final Decision.

3.4.4 WACC Results

The resulting estimates of cost of equity, cost of debt and WACC are as follows:
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WACC

Percent
Nominal Cost of Equity () 11.5%
Nominal Cost of Debt (r4) 6.68%
Pre Tax Real WACC (W) 6.87%

In addition, EAPL has incorporated the following items which have been identified as
part of its cost of capital and are best treated the regulatory cash flows:

e Cost of Debt: EAPL has adopted a cost of raising debt margin on the basis of a BBB
credit rating of 50 basis points. This has been applied as a cashflow item of
$2.27million.

e Cost of Equity Issuance: EAPL has adopted a cost of equity issuance allowance of
39.7 basis points on the cost of equity. This has been applied as a cashflow item of
$1.20 million.

e Asymmetric risk: EAPL has adopted an allowance for asymmetric risk of $1.5
million ($ July 2000).
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4. NON-CAPITAL COSTS: OPERATIONS AND MAINTENANCE, OVERHEADS
AND MARKETING"

Estimates of Non-Capital costs or operating expenditure have been developed by EAPL
for the period 1 January 2004 to 30 June 2009. Pursuant to Section 8.2(e) of the Code,
the forecasts of operating expenditure detailed in this section represent best estimates
arrived at on a reasonable basis.

The efficiency of the estimated operating expenditure incurred in operating the MSP is
demonstrated in Section 7. EAPL believes that there are no readily achievable efficiency
gains to be made which would significantly reduce the operating expenditure forecast.

4.1 Operations and Maintenance Costs

Operating costs represent the direct costs of operating and maintaining the Mainline and
Regional Laterals. Operating activities undertaken include continuous monitoring,
operation and control of the:

Pipeline,

Pipeline right of way,
Pipeline facilities, and
Compressor stations.

Maintenance activities undertaken include the maintenance of the:

Pipeline,

Pipeline right of way,

Pipeline facilities,

Pipeline SCADA and communications system, and
Regulation metering and gas measurement equipment.

APT has elected to outsource a substantial proportion of its operational activities to
Agility, which provides asset management services and field services under an agreement
with APT for each of its pipelines including MSP. As a consequence a significant
proportion of the MSP’s operations and maintenance work is carried out under APT’s
agreement with Agility.

Oper