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1 Introduction 

1.1 Public consultation 

On 27 March 2002, GasNet lodged with the Commission its proposed Access 
Arrangement and Access Arrangement Information for the period 
commencing 1 January 2003, together with a detailed submission 
(“Submission”) in support of its proposed Access Arrangement.   

On 19 April 2002, the Commission published its issues paper relating to the 
proposed GasNet Access Arrangement and the proposed VENCorp Access 
Arrangement.  As part of that issues paper, the Commission invited public 
submissions in relation to these Access Arrangements.  GasNet, along with a 
number of other interested parties made submissions to the Commission in 
relation to the issues paper. 

On 14 August 2002, the Commission released its Draft Decision on GasNet’s 
proposed Access Arrangement.  The Commission has invited written 
submissions on the Draft Decision. 

This is GasNet’s response to the Commission’s Draft Decision.  GasNet may 
seek to make further submissions and to respond to submissions lodged by 
other interested parties. 

This Response adopts the conventions established in GasNet’s Submission, in 
particular the glossary in section 11.1 of the Submission. 

1.2 Criteria for assessing revisions to access arrangements 

The key criteria to be applied in assessing revisions to an access arrangement 
are set out in section 2.24 of the Code.  Section 2.24 provides that the 
Commission must take into account: 

(a) the Service Provider’s legitimate business interests and investment in 
the Covered Pipeline; 

(b)  firm and binding contractual obligations of the Service Provider or 
other persons (or both) already using the Covered Pipeline; 

(c) the operational and technical requirements for the safe and reliable 
operation of the Covered Pipeline; 

(d)  the economically efficient operation of the Covered Pipeline; 

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

(f) the interests of Users and Prospective Users; and 

(g)  any other matters the Relevant Regulator considers appropriate. 

GasNet notes that in the recent Epic Energy Case, the Supreme Court of 
Western Australia emphasised that where a regulatory regime requires that 
the regulator must take into account certain guiding principles in making 
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regulatory decisions, in undertaking the “balancing exercise” the regulator 
should give each of those principles weight as fundamental elements in 
assessing the ma tter.  In particular, the Court stated that: 

“The factors in s 2.24(a) to (g) of the Code are relevant to, and are to 
be given weight as fundamental elements in, the Regulator’s 
assessment of the proposed Access Arrangement, including the issue 
whether the Regulator is satisfied that the proposed Access 
Arrangement contains the elements and satisfied the principles set 
out in s 3.1 to 3.20……The factors in s. 2.24(a) to (g) should guide 
the Regulator, in determining, if necessary, the manner in which the 
objectives in s 8.1(a) to (f) can best be reconciled or which of them 
should prevail”.1 

GasNet submits that the Commission has failed to give fundamental weight to 
the factors listed in section 2.24 in its assessment of GasNet’s revised Access 
Arrangement.  The Draft Decision contains only a brief discussion of section 
2.24 and there is no indication as to the weight the Commission has applied to 
each of the elements listed in section 2.24.  The Commission simply states 
that if the amendments proposed in its Draft Decision are adopted, the Code 
principles contained in section 2.24 will be met.2 

GasNet is concerned that, in a number of key areas, and in particular, the rate 
of return, the Commission has failed to give proper weight to elements listed 
in section 2.24.  In particular, GasNet considers that the Commission has 
failed to give proper weight to GasNet’s legitimate business interest and 
investment in the GNS. 

In the Epic Energy Case, it was recognised that the Code does not prescribe a 
precise figure for revenue calculation but rather provides for a range of 
possible outcomes for revenue setting.  GasNet submits that in exercising its 
discretion in determining where GasNet falls within that range, the 
Commission has failed to give fundamental weight to the matters described in 
section 2.24. 

In many cases, regulatory risk lies not in initial decisions (in which investors 
might expect some uncertainty) but in sudden unanticipated changes in 
ongoing regulatory approach.  GasNet submits that in a number of aspects of 
the Draft Decision the Commission has, without a proper basis, changed the 
way it applies the Code, contrary to GasNet’s legitimate expectation of 
consistency in regulatory approach. 

2 Background 
The Commission identified a number of broad issues in relation to the 
proposed revisions to the Access Arrangement. 

                                                 
1 Re Dr Ken Michael AM, ex parte Epic Energy (WA) Nominees Pty Ltd and Anor [2002] WASCA 

231, p.91. 
2 Australian Competition and Consumer Commission, Draft Decision: GasNet Australia access 

arrangement revisions for the Principal Transmission System , 14 April 2002, p.154. 
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2.1 Merging of GasNet’s access arrangements 

GasNet notes the Commission’s proposal to accept the merger of the PTS and 
WTS Access Arrangements into a single Access Arrangement.   

VENCorp, TXU and GasNet are in the process of finalising the arrangements 
in relation to the termination of the WTS and the allocation of equivalent 
AMDQ rights to TXU.   

2.2 Regulation of GasNet’s Dandenong LNG facility 

GasNet agrees with the Commission’s assessment that the LNG system 
security reserve is separate from the GNS and should not be regulated once 
the relevant provisions of the Tariff Order cease to have effect. 

2.3 Market carriage 

In its Submission, GasNet noted that the unique features of the market 
carriage system had a number of significant implications for GasNet.  In 
particular, the pay-as-you-go tariff system means that GasNet is subject to 
increased volume risk.   

However, GasNet acknowledges that under the regulatory arrangements 
currently in place in Victoria, market carriage will continue to apply until at 
least 2007 when the relevant arrangements will be reviewed.  

2.4 Interaction with VENCorp’s access arrangement 

GasNet proposed revisions to the form of its Services Policy to bring it into 
line with the underlying commercial and regulatory arrangements.  The 
revisions aimed to clarify the relationship between GasNet and VENCorp.  
One of the issues arising from the proposed revisions was whether GasNet 
provides a Service to VENCorp and whether VENCorp is a User within the 
meaning of the Code.  

In the Draft Decision, the Commission rejected GasNet’s proposed 
amendments to its Services Policy and expressed the view that GasNet’s 
Access Arrangement should continue to contain a Services Policy under 
which GasNet provides a Reference Service to VENCorp.  One of the reasons 
suggested by the Commission to justify the retention of the current Services 
Policy was that VENCorp had a pre-existing contractual right in the form of 
the Service Envelope Agreement and that the new proposal would have the 
effect of depriving VENCorp of that pre-existing right contrary to section 
2.47 of the Code.   

As indicated in GasNet’s Submission and in its responses to various public 
submissions, GasNet considers that the services provided by GasNet under 
the Service Envelope Agreement (ie making the GNS available to VENCorp) 
should not be characterised as “Services” within the meaning of the Code.  
On this basis, GasNet considers that the Service Envelope Agreement is not a 
pre-existing contractua l right within the meaning of the Code.  In any event, 
even if the Service Envelope Agreement could be characterised as a pre-
existing contractual right, the revisions proposed by GasNet do not deprive 
VENCorp of that contractual right.  The Service Envelope Agreement will 
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continue to remain in operation for the Second Access Arrangement Period 
regardless of whether GasNet’s revision to the Services Policy is accepted. 

3 Reference Tariff methodology 

3.1 Reference Tariff policy 

GasNet notes that the Commission is generally supportive of the use of the 
CPI - X price path methodology.  However, the Commission proposes a 
number of amendments to GasNet’s proposals in relation to its redundant 
capital policy and pass through mechanism. 

3.2 Redundant capital policy 

GasNet has proposed a revised capital redundancy policy which provides that 
the Capital Base may only be adjusted for wholly redundant assets, being 
assets which no longer contribute in any way to the provision of the Tariffed 
Transmission Service.  However, the Commission has rejected GasNet’s 
proposal on the basis that it is not persuaded that the risks of partial 
redundancy should be fully shifted to users. 

GasNet notes that section 8.27(a) of the Code, which deals with capital 
redundancy, specifically refers to the removal of assets from the Capital Base 
which cease to contribute in any way to the delivery of Services.  Section 
8.27 further provides that before approving a mechanism to remove redundant 
capital from the Capital Base, the relevant regulator must take into account 
the uncertainty that such a mechanism would cause. 

GasNet accepts that it is appropriate for it to have a capital redundancy 
policy.  However, it considers that the policy as it currently stands is open to 
wide interpretation and creates uncertainty.  

GasNet submits that through the policy of cost reflective tariffs, it already 
bears the risk associated with partially redundant assets.  If an asset becomes 
under-utilised, the tariff would need to increase to recover the revenue 
requirement.  If this tariff is not sustainable, GasNet would need to defer 
depreciation in order to achieve a sustainable tariff.  However, GasNet is at 
risk that if volumes do not grow in the future, then the deferred depreciation 
will not be recovered. 

GasNet considers that this approach to partial redundancy achieves a fair 
sharing of costs when assets are under-utilised, as required by the Code, and 
is consistent with the Commission’s Draft Statement of Regulatory 
Principles. 

3.3 Pass through mechanism  

The Commission requires a number of changes to GasNet’s pass through 
mechanism including the following. 

(a) A 40-day assessment period as opposed to the 20 day period proposed 
by GasNet. 



5981635_8 
 

GasNet’s  Response to Draft Decision 
20 September 2002 

5
 

(b)  The inclusion of a provision allowing for both positive and negative 
pass through amounts  

(c) The inclusion of a provision allowing the Commission to initiate the 
review process. 

(d)  Amending the definition of “change in tax event” to include the 
removal of a tax. 

(e) Amending the definition of “regulatory event” to include both 
increases and decreases in regulatory requirements. 

(f) Amending the definition of “insurance event” to allow for changes in 
the minimum insurance level that exceed or fall short of the 
benchmark insurance costs. 

(g)  Amending the definition of “insurance event” to include amounts 
currently identified in the asymmetric risk allowance as deductibles in 
current insurance. 

(h)  The retention of the current definition of “relevant tax” as set out in 
the Tariff Order. 

Assessment period 

GasNet acknowledges the Commission’s concerns in relation to the length of 
the assessment period and considers that the 40-day period proposed by the 
Commission is reasonable. 

Insurance deductibles 

GasNet also agrees that it would be appropriate to deal with insurance 
deductibles by way of a pass through mechanism. 

Negative pass-through 

In relation to the issue of whether express provision should be made for 
negative pass through amounts, GasNet considers that the possibility of a 
negative pass through is already dealt with in section 6.3(f) of its proposed 
Access Arrangement.  Section 6.3(f) provides that the Commission must, in 
considering any application by GasNet for a positive pass through amount, 
take into account the effect of any previous pass through event (which would 
include negative pass through events).  As previously indicated in its response 
to submissions, GasNet has not included a specific obligation to make a pass 
through application for negative pass through events on the basis that pass 
through events are asymmetric, in that positive pass through events are far 
more likely than negative pass through events.  On this basis, GasNet 
considers that the proposed amendments to the definitions of “regulatory 
event”, “change in tax event” and “insurance event” are not warranted. 

Relevant tax 

In relation to the definition of “relevant tax”, the Commission states that 
GasNet’s proposed definition is too broad but provides no explanation as to 
why it has adopted this view.  The Commission has proposed a definition of 
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“relevant tax” which is based on the current Tariff Order and which excludes 
virtually all taxes.  GasNet considers that the definition proposed by the 
Commission is too restrictive and gives the tax pass through no substantive 
operation.  For example, it is unacceptable for GasNet to bear the risk of 
increases in land taxes and taxes imposed by municipal authorities. In a 
competitive environment, these taxes would be imposed equally on all 
competitors and (assuming an efficient market) would be passed through in 
full to consumers.  

4 Capital Base 

4.1 Initial capital base 

The Commission has indicated in its Draft Decision that it will not adjust the 
initial Capital Base to include the assets that were excluded in the Final 
Decision in 1998.   

GasNet understands that the Code does not permit the Commission to 
undertake a revaluation of the initial Capital Base.  However, GasNet is not 
proposing that the Commission revalue GasNet’s Capital Base.  As indicated 
in its Submission, GasNet considers that the Code does require the 
Commission to verify that the Capital Base expressed in the text of the 
Commission’s Final Decision accurately reflects GasNet’s Capital Base (in 
this case, as expressed in the 1998 GHD valuation).  The initial asset base 
identified by the Commission contained a number of omissions (including 
easements and pipeline regulators) which should be rectified.   

In its Submission, GasNet also questioned whether the value of the asset base 
determined by the Commission as at 1 January 1998 was $363.7 million or 
$358.0 million.  GasNet accepts that the Access Arrangement Information for 
the First Access Arrangement Period supports the value of $358.0 million 

4.2 New facilities investment - South West Pipeline 

The Commission proposes to approve the roll-in to the Capital Base of 
approximately 50% of the cost of the SWP under the system wide benefits 
test and recovery of the balance under the economic feasibility test.   

GasNet acknowledges that, in determining the sustainable tariff for the SWP, 
the likelihood of gas from the Yolla field being injected into the GNS must be 
taken into account.  On this basis, it accepts that it is unlikely that the whole 
cost of the SWP can be recovered under the economic feasibility test. 

System-wide benefits 

GasNet agrees with the Commission that it is appropriate to roll-in a portion 
of the SWP under the system-wide benefits test. 

GasNet notes that a number of parties have questioned whether the SWP 
provides any system-wide benefits.  In particular, BHP Billiton and 
Exxon/Mobil have previously expressed the view that the SWP does not 
provide system-wide benefits that would justify an increase in Reference 
Tariffs for all users.  However, GasNet notes that in the Longford 
proceedings, BHP Billiton’s joint venture partner Esso has alleged (as part of 
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its third party claim against GasNet and others) that the losses flowing from 
the Longford fire and explosion were contributed to by the failure to develop 
alternative supply pipelines (such as the SWP) to provide additional security 
of supply.  This is inconsistent with the view expressed by Exxon/Mobil and 
BHP Billiton that the SWP has no system-wide benefits. 

GasNet stands by its views expressed in its Submission that the system 
security benefits and the competition benefits generated by the SWP justify 
its inclusion in the Capital Base under the system-wide benefits test. 

Tariff levelisation 

GasNet has proposed that the revenue requirement for the SWP should be 
levelised (escalated at CPI) for a period of 20 years.  This procedure has the 
effect of back-ending the recovery of deprecia tion.  In fact, this procedure 
leads to a negative depreciation allowance of $1.1 million in 2003 and $0.7 
million in 20073.  GasNet considers that this level of back-ending is 
appropriate to encourage growth in use of a new pipeline such as the SWP.  

The Commission has suggested that the SWP tariff (as opposed to the 
revenue requirement) should be levelised over 20 years.  It is not clear how it 
proposes to deal with the portion of the revenue requirement which is added 
to the Capital Base under the system-wide benefits test.  However, it is 
GasNet’s understanding that the suggested procedure levelises the tariff at 
CPI-2%.  

GasNet’s preference would be to levelise the whole revenue requirement of 
the SWP at CPI over 20 years and to apply this procedure to both the “stand-
alone” capital and the capital rolled-in under the system-wide benefits test.  
Our calculations do not show a significant difference between tariff 
levelisation at CPI-2% and revenue requirement levelisation at CPI. 

GasNet would prefer to levelise the revenue requirement as this procedure 
makes a clear and unambiguous assessment of the amount of back-ending of 
depreciation that is implied.  On the other hand, tariff levelisation generates a 
depreciation deferral profile which depends on the forecast of volumes over 
20 years.  It will give a different depreciation deferral if the forecast is altered 
(for example, the alteration to the forecasts to account for Yolla flows). 

4.3 New Facilities Investment - Murray Valley Pipeline 

GasNet notes the Commission’s view that the Murray Valley Pipeline should 
be classified as new facilities investment under the Code. 

The roll-in of the Murray Valley Pipeline was not treated as new facilities 
investment by GasNet in its Submission.  However, GasNet has subsequently 
provided the Commission with information to support the inclusion of the 
Murray Valley Pipeline in the Capital Base. 

The information provided to the Commission sets out GasNet’s arguments in 
relation to why the Murray Valley can be rolled-in under the economic 
feasibility test at the tariff which has been calculated using the cost allocation 

                                                 
3  These figures have been calculated using the Commission’s proposed WACC. 
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procedures adopted in the tariff model.  That is, the revenues to be generated 
by the pipeline at this tariff will be sufficient to recover the incremental costs 
of the pipeline. 

It should be noted that these incremental costs include the capital cost of the 
pipeline and the incremental operating costs. They do not include any costs to 
augment the Longford to Chiltern Valley pipelines.  This is because the initial 
allocation of AMDQ provided for the forecast load on the Murray Valley 
pipeline.  Therefore, there is adequate capacity from Longford to Chiltern 
Valley (the point at which the Murray Valley pipeline connects to the GasNet 
system) to supply the growing Murray Valley load without the requirement to 
augment the capacity from Longford. 

In theory, the tariff to apply on the Murray Valley pipeline could be set at a 
higher rate than is required to pass the roll-in test.  However, GasNet is 
concerned that the Murray Valley pipeline tariff for Longford supply is the 
highest tariff on the system.  Moreover, the industrial customers on this 
pipeline are disadvantaged by the move to a flat withdrawal tariff (many are 
spring peakers).  In addition, the Murray Valley pipeline is a greenfields 
pipeline and requires some tariff support till growth has been achieved. 
Therefore, GasNet proposes that the Tariff-D withdrawal tariff be set no 
higher than is required for the economic feasibility test to be passed, provided 
this does not lead to a lower tariff than applies to users in the North Hume 
and Wodonga zones. 

4.4 New Facilities Investment - other projects 

The Commission proposes to accept the inclusion of capital expenditure 
incurred by GasNet in the First Access Arrangement Period relating to 
compressor station automation and maintenance.   

In the Final Decision in 1998, the Commission approved the capital 
expenditure associated with the Brooklyn compressor restaging and cooler 
upgrade on the basis that it was likely to pass the system-wide benefits test.  
GasNet agrees with the Commission that it is now appropriate to roll-in the 
cost of this project on the basis that facilitating the use of WUGS provides a 
system-wide benefit.   

5 Rate of return 

5.1 Applying the Code 

GasNet submits that in determining the rate of return, the Commission has 
failed to take into account the fundamental elements set out in section 2.24 of 
the Code and in particular, section 2.24(a). 

Section 2.24(a) requires the Commission to take into account GasNet’s: 

(a) legitimate business interests; and 

(b)  investment in the GNS. 

The Epic Energy Case supports the view that seeking to maximise financial 
returns is a legitimate business interest, provided that the conduct of the 
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relevant service provider does not involve pric e manipulations or breaches of 
the TPA.  For example, the court held that the recovery of the actual 
investment in a pipeline, together with a reasonable return on that 
investment, is a legitimate business interest for the purposes of section 
2.24(a).4 

GasNet submits that the concept of a reasonable rate should inform the 
Commission’s discretion in relation to setting an appropriate return on 
GasNet’s investment in the GNS. 

GasNet has raised debt and equity in the lead up period to a rate reset.  For 
those investors and lenders who provided those funds, there was an 
expectation of a certain rate of return post the reset, based on expectations of 
consistency of application of the regulatory regime.  Provided that that return 
does not imply the extraction of excessive rents, it is a legitimate business 
interest to meet those expectations.  There was no suggestion from the 
Commission that GasNet’s proposals in relation to the WACC involve the 
extraction of excessive rents. 

GasNet is also of the view that the Commission has failed to take into account 
its investment in the GNS.  GasNet purchased the transmission network in 
1999 and did so in an environment where it was entitled to make a number of 
assumptions.  One of the key assumptions was that the regulatory regime 
would be applied in a consistent manner over time.  The Draft Decision 
represents a significant shift in the application of the regulatory regime, 
particularly in the calculation of the equity beta. 

GasNet believes it is not appropriate to change the accepted parameters from 
previous decisions simply because this is the first regulatory reset.  The Code 
must be applied in a consistent manner regardless of whether it is an “initial” 
decision or a “reset” decision. 

5.2 Summary of the draft decision 

In determining the rate of return, the Commission has employed a CAPM 
framework based on equity and debt margins over the prevailing real risk free 
rates. 

The following table shows the rate of return (expressed using the 
Commission’s terminology as the real WACC) which GasNet operates under, 
its proposal for the next regulatory period and the Commission’s draft 
determination.  

 Real WACC Margin above real 
risk-free rate 

First Access 
Arrangement Period 

7.75% 4.2% 

                                                 
4  Re Dr Ken Michael AM, ex parte Epic Energy (WA) Nominees Pty Ltd and Anor [2002] WASCA 

231, p.61. 
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 Real WACC Margin above real 
risk-free rate 

GasNet proposal for 
Second Access 
Arrangement Period 

8.22% 4.9% 

Commission’s draft 
determination 

6.4% 3.2% 

 

In reaching its decision, the Commission has rejected GasNet’s proposals in 
the following areas. 

Risk free rate The Commission has calculated the risk free rate 
using the 5-year government bond rate , whereas 
GasNet has proposed a 10-year rate.  

Equity beta The Commission has determined an equity beta of 
1.0, which is less than the equity beta approved in 
the 1998 Final Decision of 1.20 and less than the 
1.40 proposed by GasNet for the Second Access 
Arrangement Period. 

Debt margin The Commission has determined a margin of 
1.38%, which includes all transactional debt-
raising costs.  GasNet’s proposal was a margin of 
1.20% plus annualised transactional costs of $2.0 
million. 

Tax normalisation The Commission has rejected the normalisation of 
tax payments as proposed by GasNet and as 
allowed in the 1998 Final Decision and instead 
employed a pass-through model for tax payments. 

Accelerated 
depreciation 

The Commission has rejected GasNet’s proposal 
that the benefits of tax allowances from 
accelerated depreciation should be retained by the 
company. 

 

GasNet’s response in relation to each of these issues is detailed below. 

5.3 Regulatory consistency 

As a general comment, GasNet is concerned that, in a number of key areas, 
the Commission’s Draft Decision reflects a sea-change from the previous 
Commission decisions without any apparent basis.  

GasNet considers that the Commission had established a reasonable level of 
consistency in its previous decisions on gas and electricity transmission 
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companies.  However, GasNet is concerned that the Draft Decision represents 
an unwarranted shift from this pattern of decisions. 

The Draft Decision introduces a measure of regulatory inconsistency which is 
detrimental to GasNet’s business interests.  Investors have a legitimate 
expectation that regulators will make consistent decisions over time.  If 
regulators implement a paradigm shift without any change in underlying 
circumstances, then this not only harms the investors who have relied on 
previous decisions but also acts as a disincentive to investment in regulated 
infrastructure.  Some elements of the decision send a signal to potential 
investors that regulatory outcomes are unpredictable and cannot be relied 
upon.   

The Macquarie Bank report commissioned by the Commission makes it clear 
that consistency of regulatory decision-making is an important consideration 
in setting the cost of capital.  Macquarie states5: 

“The consistency of approach by the regulator exhibited in precedent 
transactions may provide comfort that change will only be 
incremental.  However, the uncertainty may be reflected in lower debt 
levels and/or higher pricing.” 

The WACC determination made by the Commission in the Draft Decision is 
the lowest gas or electricity transmission WACC decision made to date.  This 
is despite the fact that electricity transmission companies generally operate 
under a revenue cap, which provides a far more certain revenue stream than 
the average price cap which applies to GasNet.  

GasNet is also concerned at the magnitude of the change from 7.75% in the 
previous decision to 6.4% in the Draft Decision, a change which is not 
explained by any significant shift in the prevailing market conditions.  
Further, such a change is not warranted given that in the current Access 
Arrangement Period, the weather trend and consequent volume downturn 
resulted in GasNet under-performing against its target revenue.  This clearly 
demonstrates the fact that GasNet is subject to significant volume risk. 

5.4 Tax normalisation 

The Cost of Service methodology employed by GasNet permits the service 
provider to recover the full costs of providing the Reference Service, 
including the cost of company tax expenses.  The recovery of tax expenses 
has been the subject of some controversy in the past.  However, the 
Commission has established a policy framework for the treatment of tax 
expenses which is set out in the Draft Statement of Regulatory Principles and 
in the recently published Post-Tax Revenue Handbook. 

As GasNet understands it, the post-tax methodology is based on the principle 
that the actual taxes payable are calculated from the benchmark business 
parameters.  This amount is included in the Cost of Service as a cashflow 
item.  The returns to capital are then determined as the product of the Capital 
Base and the “vanilla” WACC. 

                                                 
5  Macquarie Bank, Issues for debt and equity providers in assessing greenfields gas pipelines, 

May 2002, p.17. 
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However, the Commission’s methodology also allows for a procedure called 
tax normalisation.  Under this procedure, the depreciation profile of the assets 
is adjusted to generate a smoothed profile for the revenue requirement over 
the life of the assets.  This avoids the S-curve that might otherwise arise in the 
allowance for taxation costs. 

GasNet has submitted a procedure for the calculation of the tax allowance 
which it believed was consistent with the Commission’s policies.  This 
procedure uses the tax normalisation option presented in the Post-Tax 
Revenue Handbook and employs a simplified version of the model which 
does not allow for capital expenditure.  GasNet is prepared to enhance this 
methodology by calculating the required adjustment to the depreciation 
profile using the actual Regulatory Asset Base model.  GasNet will publish 
the adjusted depreciation profile in the revised Access Arrangement 
Information. 

5.5 Interest rates and inflation 

Risk free rate 

The Commission has rejected GasNet’s proposal to use the 10-year 
government bond rate to set the risk free rate.  Instead, the Commission 
proposes a 5-year bond rate on the basis that this is the appropriate bond term 
to consider when the regulatory period is 5 years.  In coming to this position, 
the Commission relies on advice it received from Dr Martin Lally. 

GasNet notes that the Commission is alone among economic regulators in 
Australia in using the 5-year rather than the 10-year rate.  In order to explore 
this issue further, GasNet, in conjunction with SPI PowerNet and ElectraNet, 
held a seminar on this and other WACC issues on 24 June 2002.  Both of the 
principal academic speakers at this conference (Henry Ergas and Bob Officer) 
concurred that the appropriate value for the risk free rate for regulated 
companies was the 10-year rate. 

GasNet is also concerned that the decision stands in complete opposition to 
the recent draft decision handed down by the ESC on the three Victorian gas 
distributors.  GasNet believes that economic regulators have an obligation to 
ensure that they take consistent views on specific technical issues such as this.  
It is apparent that the ESC has not been persuaded by the Commission’s 
arguments on this issue. 

GasNet has commissioned David Robinson of Ernst & Young to review the 
Lally paper which forms the basis for the Commission’s decision.  His paper 
is contained in Annexure A.   

Robinson has presented a thorough analysis of the issue of the appropriate 
term for the risk free rate.  The weight of argument supports a risk free rate 
which reflects the long-term nature of the investment.  This is generally taken 
to be the 10-year government bond rate.  The argument that the appropriate 
maturity period is the term of the regulatory period cannot be supported. 

“The argument for using a regulatory period linked rate of return 
would only be true if the owner of the asset could be sure that they 
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would be fully compensated if the asset was stranded or abandoned at 
the end of the regulatory period.”6 

Robinson points out that the use of a rate with an incorrect maturity will lead 
to a mis-allocation of resources. 

In addition, Robinson notes the inter-relationship of the risk free rate and the 
market risk premium.  In order to be consistent, the risk free rate should be 
determined over the same period that the market risk premium is determined. 

Robinson has reviewed the approach of other regulators to this issue.  All 
Australian state-based regulators have applied the ten year rate.  Moreover, 
Robinson notes that in the UK, the Competition Commission, Ofwat, Ofgem 
and the Office of the Rail Regulator use the yield on 10 and 20 year British 
government bonds to arrive at the risk free rate. 

The Commission has relied heavily on the paper by Lally as support for its 
views.  Robinson has reviewed this paper and finds that the arguments in 
support of the five year rate are not persuasive. 

Period of Measurement 

The risk free rate to apply over the Second Access Arrangement Period is 
obtained by assessing the prevailing fixed term real rates for Commonwealth 
Government bonds.  The Commission has previously used an average of the 
bond rates over a period of 40 days ending shortly before the date of the Final 
Decision. 

The Commission has accepted GasNet’s proposal for the Commission to 
advise GasNet of the relevant end date no later than four weeks before the 
expected release of the Final Decision. 

However, GasNet proposed that the period for determination of the risk free 
rate would also be agreed with GasNet.  GasNet sees no valid reason not to 
agree on the duration of the period as well as the end date of that period. 

Inflation Rates 

GasNet agrees with the Commission that the inflation rate should be 
determined from the nominal and real risk free rates, using the Fisher 
equation.  However, as discussed above, GasNet believes the appropriate term 
for these rates is 10 years. 

5.6 Debt margin and the cost of debt 

Summary of draft decision 

The debt margin is the cost of borrowings expressed as a margin over the risk 
free rate.  The appropriate margin can be estimated by analysis of actual 
borrowings in the market and is, as stated by the Commission, an empirical 
matter.   

                                                 
6  David Robinson, Review of issues in the estimation of the risk free rate for regulatory purposes, 

September 2002, p.7. 
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In preparing its revised Access Arrangement, GasNet has separated the 
margin into an interest rate spread and a transaction cost.  It is, however, the 
total annual cost which is relevant to the assessment of the GasNet revenue 
requirement. 

In reaching its Draft Decision, the Commission has relied on a paper prepared 
by Macquarie Bank7 which is attached to the Commission’s Greenfields 
Guidelines.  The Commission has also relied on the spreads above the 
Commonwealth bond rates of traded corporate bonds to give an estimate of 
the interest margin.  To these spreads, the Commission has added an 
allowance of 8 basis points to cover the transaction costs of raising debt, 
namely bank fees and a dealer swap margin.  The Commission does not 
recognise other costs, such as legal and advisory costs, credit rating fees and 
agency fees.  The Commission has not provided a source for this estimate of 
transaction costs. 

GasNet believes the Commission may have quoted selectively and out of 
context from some of its sources.  In some cases, the Commission has not 
identified the sources, particularly in respect of its assessment of transaction 
costs.  For example, the Macquarie report states: 

In addition to the interest rate margin, the project will also incur non-
margin financing costs, such as arrangement fees, advisory fees and 
syndication costs all of which are paid at the time the financing 
arrangements are entered into.  …. These non-margin financing costs 
will be incurred each time the project refinances or renegotiates its 
debt.  If the project obtains a credit rating, it will incur both upfront 
and annual rating agency costs.  If any of the project’s debt is 
provided as a syndicated loan facility, it will also incur an annual 
agency fee for the management of the facility.8 

Further, it is stated in the Macquarie report that: 

…. if the project has entered into a floating rate debt facility, it will 
need to swap its floating interest rate exposure into a fixed rate 
exposure.  A dealer swap margin therefore needs to be added to the 
interest margin to obtain the fixed interest rate for the project.  The 
margin will be determined by the volume and tenor of the swap 
arrangement, the credit of the project and prevailing conditions.9 

While recognising that such costs exist and are commonly charged to 
borrowers, the Macquarie report does not give any indication of the 
magnitude of these fees and charges.  GasNet submits that these charges can 
be significant, and it is inappropriate for the Commission to estimate 
benchmark transaction costs without adequate sources.  Clearly, this 
information will tend to be confidential and difficult to obtain in the public 
arena.  However, GasNet has direct experience of these transaction costs.  

                                                 
7  Macquarie Bank, Issues for debt and equity providers in assessing greenfields gas pipelines, 

May 2002. 
8  Macquarie Bank, Issues for debt and equity providers in assessing greenfields gas pipelines, 

May 2002, p.21. 
9  Macquarie Bank, Issues for debt and equity providers in assessing greenfields gas pipelines, 

May 2002, p.21. 
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Information on these costs has been provided to the Commission on a 
confidential basis. 

The Commission considered that it was not appropriate to incorporate 
advisory and legal fees for debt raising or agency costs incurred when 
obtaining a credit rating.  The Commission’s basis for not including the legal 
and advisory fees is that they are negligible.  GasNet submits that this 
statement may be based on a misunderstanding by the Commission as to the 
extent of the legal and advisory fees that must be paid.  When raising debt, 
the borrower not only has to pay its own legal fees but those of the lender 
which can be substantial and can include US counsel and those of any agent 
that is required.  The quantum of the legal fees is not based on the margin of a 
particular benchmark company.  In GasNet’s recent refinancing, the legal 
costs claimed were $0.69 million. 

In the Draft Decision, the Commission has stated that a credit rating is not 
required by debt providers10.  This view is based on a statement made by 
Macquarie Bank in their paper on Greenfields projects that: 

“……Debt Providers will review the rating level and the rationale for 
the rating provided by the agency.  However, Debt Providers, 
particularly bank lenders, do not usually rely on this analysis.  The 
majority of Debt Providers do not delegate their credit decision 
process to the credit rating agencies”11. 

However, this statement referred to a greenfields project, when the risks are 
high and the lender would obviously prefer to take their own advice (which 
would be reflected in a higher fee).  For a refinancing, the lender will rely on 
credit ratings agency advice.  The fee for this servic e is therefore a legitimate 
cost. 

As a case in point, under GasNet’s bond issue and its syndicated bank facility, 
the margin paid by GasNet depends upon the credit rating of the company.  
The definition of “credit rating” in that agreement means: 

“the most recent investment rating for either long term unsecured 
senior debt issued by the company not supported by third party credit 
enhancement by the company itself by S&P or, if S&P ceases to issue 
such ratings, the equivalent rating issued by a reputable credit rating 
agency selected by the Agent”.  

An event of default under these borrowings is indeed a failure to retain an 
investment grade credit rating.  This provides clear evidence that GasNet does 
require a credit rating to raise debt.  Accordingly, the Commission should 
make an allowance for these costs. 

                                                 
10  Australian Competition and Consumer Commission, Draft Decision: GasNet Australia access 

arrangement revisions for the Principal Transmission System , 14 August 2002, p.[insert]. 
11  Macquarie Bank, Issues for debt and equity providers in assessing greenfields gas pipelines, 

May 2002, p.12. 
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Benchmark Debt Margin 

The Commission considers it appropriate to estimate a benchmark for the 
purpose of setting a credit rating, and further considers that a BBB+ credit 
rating represents an appropriate proxy rating for a benchmark company. 

The Commission further states that debt requirements have primarily been 
met by the bank market for projects involving construction in Australia and 
that it understands that the interest margin associated with bank issued debt is 
generally lower than capital market interest margins.  However, as 
information on the debt margin associated with bank debt is generally not 
widely available, the Commission proposes the use of capital market data as 
the basis of the benchmark debt margin calculation even though it may 
provide a benchmark which is biased in favour of the service provider. 

GasNet is currently rated BBB, which is below the benchmark rate.  
However, its gearing is higher than the benchmark 60%.  Therefore, on the 
basis of current evidence, GasNet accepts BBB+ as the benchmark rating. 

However, GasNet considers it misleading to assume that bank debt is readily 
available to a benchmark company and that therefore using capital market 
data may provide a bias in favour of the service provider.  In GasNet’s 
opinion, there are many other factors which could lead to bank debt being the 
more expensive option. 

The refinancing decisions faced by a company include, at the very least: 

(a) the availability of funding; 

(b)  the required tenor (or duration); and 

(c) the cost of funds (debt raising costs). 

Availability of Funding 

The Commission contends that bank debt is less expensive than debt raised in 
the capital markets.  The obvious question is, therefore why do companies 
such as GasNet raise funds in capital markets?  This is particularly pertinent 
given there is an additional risk of a “failed” bond issue which is very public, 
with all the likely consequences in respect to cost and availability, versus the 
confidentiality associated with a bank debt raising. 

The answer is that it is not possible to say with certainty that bank debt is 
cheaper or more readily available than capital market funds.  Circumstances 
change, and companies, in pursuing their business interests, must remain 
flexible to seek to obtain the best package available at any particular time, 
taking into account timing, upfront costs, and risks of failure.12  In addition, 
bank funds may not be readily available at the benchmark margins, either on 
terms and conditions that are acceptable to borrowers, or at all.  For example: 

                                                 
12 The Australian Financial Review reported on 18 September 2002 that TXU abandoned a bond 

issue because of a glut of other issues at the same time in the market, and resultant increasing 
bond spreads. 
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(a) banks have policies of spreading risk in any particular sector.  
Therefore, while the Commission states that benchmark companies 
should be stand-alone entities, these are (in the absence of a 
government guarantee) often the least attractive companies to lend to; 
and 

(b)  banks seek business where they have existing relationships, where 
there is a likelihood of collateral business and where, if there is ever a 
credit issue, there is a strong cornerstone investor who can provide 
the requisite coverage.  A stand-alone company, in a mature market 
with limited opportunity for growth or collateral business, does not 
readily fit these criteria.   

Tenor 

In GasNet’s experience, banks prefer to provide short term facilities rather 
than longer term facilities.  Longer periods are available in the capital markets 
albeit at a greater cost.  When considering the appropriate tenor for GasNet, 
regard was given to both the refinancing risk and the regulatory period.  
Banks prefer to lend only up to the duration of the regulatory period in order 
to avoid the risk associated with the next regulatory reset. 

On the other hand, it is not prudent for the borrower to assume it can 
successfully refinance a significant amount of debt within a short timeframe 
when it is also likely that the debt markets are being accessed by the 
refinancing requirements of other regulated entities on the same reset cycle.  
The depth of the Australian debt market at a point in time, for one sector of 
risk, is limited. 

Therefore, the borrower must mitigate its refinancing risk by spreading the 
tenor while at the same time seeking to best match its regulatory period.  All 
of these decisions have cost consequences. 

Debt Raising Costs 

The Commission has stated in its Draft Decision that it is appropriate to add 
an 8 basis point margin for prudent debt raising costs.  GasNet contends that 
the Commission has significantly underestimated the costs involved. 

GasNet has provided the Commission with a range of quotes that it received 
in its recent debt raising for traditional debt and capital markets debt.  GasNet 
also provided the Commission with information in relation to the fees actually 
incurred by GasNet.  This information has been provided to the Commission 
on a confidential basis.  

Based on the information provided to the Commission, GasNet considers that 
a debt raising transactional cost margin of approximately 30 basis points is 
reasonable. 

5.7 Equity beta 

The Commission is proposing to reduce GasNet’s equity beta from 1.20, as 
determined in the 1998 Final Decision, to 1.0.  This reduces the real WACC 
by approximately 0.5%. 



5981635_8 
 

GasNet’s  Response to Draft Decision 
20 September 2002 

18
 

In setting this value, it appears that the Commission has relied on a paper 
prepared by Allens Consulting Group (“ACG”) and a number of additional 
factors, which the Commission claims point to a lower equity beta.   

GasNet submits that neither the ACG paper nor the additional factors 
identified by the Commission support a lower beta. 

The ACG Report recommendations 

The underlying assumption of the CAPM is that beta is an objective empirical 
fact, and not a subjective assessment.  The ACG paper endeavoured to make 
an estimate of the GasNet beta from empirical data from comparator 
companies. 

However, GasNet is concerned that the Commission has incorrectly 
interpreted the findings contained in the ACG paper.  In our view, the 
recommendations of the paper support a beta of at least 1.2 for GasNet. 

In its paper, ACG actually concluded that: 

The use of a proxy beta of 0.7 would represent a substantial reduction 
in the estimates of the costs of capital associated with these activities 
compared to the assumptions previously adopted. While such a revision 
would be warranted in the face of reliable, objective evidence, it cannot 
be concluded definitively that this quality of evidence exists at this 
time.”13 

Further, ACG suggested that the Commission adopt a conservative approach 
in setting the equity beta.  It was stated that: 

…in the near term, while noting that how the Commission chooses to 
exercise its discretion is f or it alone to decide, it is recommended that it 
adopt a conservative approach, which is suggested to imply not using a 
proxy equity beta that is too far from the range of previous, relevant 
regulatory decisions.14 

The ACG paper indicates that the quality of the data is inadequate to draw a 
conclusion about the equity beta and they recommend against a shift from 
previous decisions.  However, the Commission appears to have ignored this 
recommendation in setting the equity beta.   

The Draft Decision on the equity beta represents a significant move away 
from the previous range of relevant regulatory decisions.  In particular, 
GasNet notes the following: 

(a) In the December 2000 draft decision on the Moomba-Sydney 
pipeline, the Commission noted that the revenues on the Victorian 
transmission system, which operates under a market carriage regime, 
show a greater sensitivity to changes in economic conditions than the 
Moomba-Sydney pipeline, which operates under a contract carriage 

                                                 
13  The Allen Consulting Group, Empirical Evidence on Proxy Beta Values for Regulated Gas 

Transmission Activities, July 2002, p.6. 
14  The Allen Consulting Group, Empirical Evidence on Proxy Beta Values for Regulated Gas 

Transmission Activities, July 2002, p.6. 
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system.  Consistent with that view, the Commission approved an 
equity beta of 1.16, lower than the equity beta of 1.20 currently 
prevailing on the GasNet system. 

(b)  The Commission approved an equity beta of 1.5 on the Central West 
pipeline in June 2000 and an equity beta of 1.16 on the Amadeus to 
Darwin pipeline in May 2001.  OffGar approved an equity beta of 1.2 
on the Dampier to Bunbury pipeline in June 2001 and 1.33 on the 
Goldfields pipeline in April 2001. 

(c) As recently as July 2002, the Commission confirmed its view on the 
appropriate beta for a gas transmission pipeline, when it approved a 
beta of 1.16 for the Moomba-Adelaide pipeline.  This pipeline also 
operates under a contract carriage regime. 

(d)  While the Commission approved a beta of 1.0 for the PowerLink 
system, it should be understood that this company operates under a 
revenue cap.  Its revenues do not change with changes in demand.  
On the contrary, GasNet revenues are linked to demand, which in turn 
is known to be linked to economic factors.  Accordingly, one would 
expect GasNet to have a higher systematic risk than PowerLink. 

On the basis of the pattern of these decisions, the logical response to the ACG 
recommendation would be to approve a beta of at least 1.16.  Further, GasNet 
submits that since the Moomba-Adelaide and Moomba-Sydney pipe lines are 
contract carriage pipelines, they would have a lower systematic risk (a point 
noted by the Commission in the EAPL Moomba-Sydney Draft Decision).  On 
this basis, the ACG recommendation would be consistent with an equity beta 
of no lower than the current value of 1.20. 

GasNet notes that the ESC has approved an equity beta of 1.0 in its draft 
decision on the gas distributors access arrangements.  However, GasNet 
submits that gas distributors are likely to have a lower systematic risk than 
GasNet for a number of reasons.  Firstly, the gas distributors’ revenue is 
heavily weighted to the residential market, whereas GasNet’s revenues are 
weighted 50% to the industrial market.  Accordingly, GasNet’s revenues are 
likely to show a higher level of systematic  risk.  Secondly, GasNet has a 
lower ratio of variable operating costs to total revenues, which increases the 
impact of revenue fluctuations on equity returns 15.  Finally, a Fixed Principle 
has been approved for the gas distributors which removes all redundancy risk 
from these companies for 30 years, whereas GasNet is exposed to both full 
and partial redundancy risk.  

An evaluation of the ACG paper 

ACG has calculated the equity beta from a range of Australian, US, Canadian 
and UK companies which ACG considers are comparable to GasNet.  
However, ACG cautions against relying on the evidence it has collected.  
With respect to the Australian data, ACG states: 

                                                 
15  The ratio of operating costs (including tax) to revenue is 40% for the distributors, but only 30% 

for GasNet.  GasNet’s operating costs also have a higher fixed component.  This implies a 
higher level of operating leverage for GasNet, and hence a higher beta.  R.A. Morin, Regulatory 
Finance - Utilities Cost of Capital,p.364-367. 
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“First, the primary source of evidence – which derives from the listed 
Australian entities – consists of a group of only four firms. Moreover, 
only two of the firms have been in existence for long enough to permit 
the AGSM’s-preferred four years of observations to be used, with the 
beta estimate of one of these – the Australian Pipeline Trust – being 
based upon only 21 observations (just above the cut-off that the 
AGSM Risk Management Service applies for providing beta 
estimates).”16 

With respect to the overseas company analysis, ACG states: 

“Secondly, we are concerned about the magnitude of the beta 
estimates derived for firms operating in other countries. The re-
levered equity betas for the US firms, in particular, are substantially 
lower than the estimates that have been obtained from past time 
‘sampling windows’.  It could be hypothesised that the recent events 
on US share markets – such as the large surge in the values of high-
technology stocks and then their subsequent fall – may have affected 
the beta estimates, and which may have biased the estimate of the 
forward-looking beta risk of these firms if those events were not 
considered by investors to be normal events. However, it is 
impossible to prove or disprove such a conjecture.”17 

This suggests that, despite having conducted an extensive analysis of overseas 
companies, ACG is not convinced by its analysis. Notwithstanding the doubts 
expressed by ACG as to the usefulness of the analysis, it still attempts to draw 
conclusions from the data.  For example, ACG states: 

“Rather, the latest evidence from these markets would be more 
supportive of a view that the Australian estimates overstate the true 
betas for these activities, although concerns are expressed with the 
reliability of the beta estimates from these other countries.”18 

GasNet submits that this, and similar statements, are an attempt to draw 
conclusions which are not warranted by the evidence. 

On the basis of a fair reading of the ACG paper, GasNet considers that the 
empirical evidence is not available to support an estimate of the equity beta.  
GasNet concurs with the recommendation of the ACG that the Commission 
has no evidence to support a shift from previous decisions on transmission 
pipelines. 

GasNet has commissioned a paper from David Robinson of Ernst & Young 
(see Annexure B) to review the evidence put forward by the Commission on 
the beta.  GasNet has been informed by the Commission that the ACG paper 
is the only external report informing its draft decision on the equity beta.  
Therefore, the focus of the Robinson paper is a critique of the ACG 
methodology. 

                                                 
16   The Allen Consulting Group, Empirical Evidence on Proxy Beta Values for Regulated Gas 

Transmission Activities, July 2002, p.42. 
17   The Allen Consulting Group, Empirical Evidence on Proxy Beta Values for Regulated Gas 

Transmission Activities, July 2002, p.42. 
18   The Allen Consulting Group, Empirical Evidence on Proxy Beta Values for Regulated Gas 

Transmission Activities, July 2002, p.5. 
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The thrust of the Robinson analysis is that there are numerous concerns in 
relation to the methodologies applied and in the quality of the data that is 
available.  These include: 

(a) a lack of comparative companies; 

(b)  insufficient sampling periods; 

(c) large standard errors; 

(d)  small sample biases when averaging betas;  

(e) no adjustments for potential differences between domestic and 
foreign beta factors; and 

(f) potential biases in beta measurements due to non-standard statistical 
properties of the data.  

Robinson also queries the assumptions made by ACG which were used to 
critique the NECG paper submitted by GasNet in March 2002. 

In addition, in reviewing the companies that are considered to be comparable 
to GasNet, ACG makes no allowance for the actual differences that do exist.  
For example, AGL and United Energy have significant retail interests.  
Furthermore, the Australian Pipeline Trust is significantly bigger than 
GasNet, has locational and regulatory diversity of assets, and most 
importantly, has limited volume risk, being a contract carriage pipeline.  
These differences have not been analysed. 

From a reading of the ACG and Robinson papers, GasNet considers that the 
empirical data is not adequate to draw firm conclusions on the equity beta.  
The NECG paper submitted by GasNet in its original Submission indicated a 
range of possible results which suggest an equity beta higher than 1.0. 

Regulatory consistency 

As discussed above, the Epic Energy Case makes it clear that the Commission 
must give fundamental weight to the factors listed in section 2.24 of the Code 
in its assessment of GasNet’s revised Access Arrangement. 

GasNet submits that in setting the value of the equity beta, the Commission 
has failed to give any weight to GasNet’s legitimate business interest in 
ensuring that a reasonable equity beta is maintained. 

When GasNet purchased the transmission network in 1999, it did so on the 
basis that the regulatory regime would be applied in a consistent manner over 
time.  In particular, GasNet had a legitimate expectation that, in the absence 
of any material change in the underlying circumstances, the Commission’s 
calculation of the equity beta would not change significantly.  Similarly, 
GasNet is now owned predominantly by retail investors (superannuants) who 
invested in and rely on the yield from their investment.  These investors all 
acquired their interests in GasNet after November 2001, after the majority of 
the decisions noted above.  It is reasonable for these investors to rely on the 
precedents that the ACCC has provided. 
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As indicated above, the Draft Decision on the value of the equity beta 
represents a significant shift form the 1998 Final Decision and from more 
recent decisions of the Commission.  GasNet submits that in setting an equity 
beta of 1.0, the Commission has failed to give weight to GasNet’s legitimate 
business interest in ensuring that it obtains a reasonable return on its 
investment. 

Other factors 

In addition to the ACG paper, the Commission relied on three factors to 
support the lower beta. 

First, the Commission suggests that as the asset beta approved in the 1998 
Final Decision included an allowance for specific risks and specific (or 
asymmetric) risks are now to be provided for separately, the asset beta should 
be reduced. 

However, in its 1998 Final Decision, the Commission simply stated that these 
risks were hard to quantify and should be taken account of by choosing beta 
estimates towards the top end of the plausible range.  The specific risks were 
simply one of a number of intangible factors taken into account by the 
Commission.  In particular, there is no evidence that if the Commission had 
ignored specific risks, it would have reached a different view on the asset beta 
or what the quantum of that difference would have been (indeed using the 
allowance in the recent Draft Decision as a guide, the impact would have 
been negligible). 

Second, the Commission notes that the 1998 Final Decision reflects the view 
that revenue or price cap regulation is more risky than rate of return 
regulation.  The Commission goes on to observe that it proposes to accept the 
removal of the feature which “allowed most of the [sic] GasNet’s first period 
revenue shortfall to accrue” and that there is a “frequently held view” that 
utilities are less risky than the market average. 

These observations are not a sufficient basis to conclude that a lower asset 
beta is warranted.  The reference to the feature of the revenue control formula 
is presumably a reference to the liberalisation of the tariff control, in 
particular, the K factor.  However, this accounts for about only half of the 
$19.3 million revenue shortfall that GasNet has already experienced in the 
First Access Arrangement Period to end 2001 (and even then does not fully 
compensate for the lost time-value of money).  The other half (primarily the 
result of lower volumes) will never be recovered. 

In addition, the Commission provides no basis for the “frequently held view”.  
Even if this can be established, GasNet contends that it is inappropriate to 
compare the current risk profile of GasNet with the traditional utility risk 
profile.  GasNet is not a ‘traditional’ low risk utility, as this term is 
conventionally understood.  Historically, most Australian utilities have been 
government owned, and therefore protected from financial failure.  Similarly, 
the traditional US utility is subject to low risk, rate-of-return regulation, and 
supported by take-or-pay contracts.  However, the Victorian Government 
reform process has significantly increased the level of risk on infrastructure 
businesses in Victoria.  There is simply no comparison between traditional 
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views of utility risks and the risks now being experienced in the reformed 
Victorian market. 

Also, it is difficult to see how the Commission can place much weight on 
informal assertions, particularly when it has commissioned its own 
(admittedly inconclusive) empirical study. 

GasNet also disputes the view expressed in the Draft Decision that an equity 
beta of 1.2 implies greater volatility than the market as a whole, and that it is 
inconsistent with the general market assessment that utilities are less risky 
than the market average.  This comment ignores the higher gearing of 
utilities, which implies a higher equity beta through the effect of financial 
leverage.  To make a proper assessment, it is required to deliver the equity 
beta and compare asset betas.  The asset betas approved in the past by the 
Commission are lower than the asset beta of the market as a whole. 

Third, the Commission claims there is no longer a need for an allowance in 
the asset beta for the newness of the regulatory regime and perceived 
uncertainties for investors.  As with the specific risks, it is not clear the 
Commission would have made a different decision in 1998 without this factor 
(or what the magnitude of this difference would have been). 

As discussed in section 1.2, regulatory risk often lies not in initial decisions, 
in which markets expect an amount of volatility, but in sudden changes of 
ongoing regulatory philosophy.  It would be ironic for the Commission to rely 
on regulatory maturity as a basis for effecting a sea-change in regulatory 
application. 

The suggestion that an allowance is no longer required for the newness of the 
regulatory regime is also inconsistent with the Commission’s recent decision 
for the Moomba-Adelaide pipeline where it approved an equity beta of 1.16, 
notwithstanding that the Code has been in place for almost five years. 

6 Revenue elements 

6.1 Operating and maintenance expenditure 

The Commission has proposed a number of amendments to GasNet’s forecast 
operating and maintenance costs.  GasNet’s response in relation to each of 
these proposed amendments is set out below. 

As discussed in clause 6.9 of this response, VENCorp has only recently 
informed GasNet that it requires at least 3 additional chromatographs to be 
installed on the GNS.  GasNet is required to install and operate this 
equipment under the MSO Rules.  In addition to the capital expenditure that 
will be incurred in installing this equipment, GasNet will also incur ongoing 
operation and maintenance costs in the order of $70,000 per annum.  Given 
that this requirement only became known in September 2002, the forecast of 
operating costs is not yet complete.  GasNet provides the estimate on the 
basis that it will be adjusted when accurate costings have been completed. 
This amount includes the following: 



5981635_8 
 

GasNet’s  Response to Draft Decision 
20 September 2002 

24
 

 Costs per unit Total 

Helium $7,200 $21,600 

Reference gas $2,000 $6,000 

Labour $10,800 $32,400 

Telemetry $1,000 $3,000 

Travel $1,000 $3,000 

Parts $2,000 $6,000 

Total $24,000 $72,000 

 

GasNet proposes to add this amount to each year’s forecast operating and 
maintenance costs, except that in the year 2003, the cost will be pro-rated for 
half a year. 

6.2 Allocation of costs 

The Commission suggested in its Draft Decision that listing costs, governance 
costs and increased insurance costs have been overestimated on the basis that 
these costs have not been allocated between GasNet’s regulated and 
unregulated operations.   

GasNet has reviewed the information provided on these costs in the draft AA 
Information and determined that the full costs rather than the allocated costs 
were shown in the relevant tables.  Accordingly, GasNet will amend its AA 
Information to include the correct figures.  GasNet notes that the tariff model 
which has been provided to the Commission includes the correct allocation of 
these costs. Consistent with the AA Information, GasNet has now updated its 
estimate of insurance premiums.  The result is a slight increase in the costs 
identified in the original submission. 

6.3 Ongoing litigation expenses 

In the Draft Decision, the Commission rejected GasNet’s proposal to include 
an allowance for ongoing litigation expenses arising from the Longford 
incident in 1998.  The Commission suggested that this allowance was not 
appropriate given that the Longford incident occurred prior to the 
commencement of the First Access Arrangement Period and GasNet was 
compensated for such risk through the beta parameter in the First Access 
Arrangement Period.  Further, the Commission argued that it was 
unreasonable to expect users to fund GasNet’s litigation given that GasNet 
has not proposed to share any compensation received with users should it be 
successful in court.   

The Commission’s response on this issue reflects a misunderstanding of 
GasNet’s involvement in the Longford litigation.  GasNet has not brought 
proceedings in anticipation of obtaining compensation.  Rather, it is 
defending an action brought by other parties.  On this basis, the 
Commission’s assertion that it is unreasonable to expect users to fund 
GasNet’s litigation is unfounded.  
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Further, while the Longford incident occurred prior to the First Access 
Arrangement Period, the action against GasNet was brought after the 
regulatory period had begun, and was therefore not a consideration at the time 
the GasNet rate of return was set. 

GasNet understands that the Commission may be reluctant to approve the 
costs associated with the Longford litigation when it is difficult to determine 
in advance what those costs might be.  For this reason, GasNet suggests that it 
may be more appropriate to deal with these costs using the pass-through 
mechanism set out in clause 6 of GasNet’s draft Access Arrangement.   

6.4 Regulatory review costs 

The Commission has requested that GasNet provide an itemised breakdown 
of its regulatory review costs.  This information will be provided when the 
costs are finalised. 

6.5 Capital raising costs 

GasNet’s response to the Commission’s proposals on capital raising costs is 
set out section 5.6. 

6.6 K Factor 

The Commission proposed that GasNet amend its revised AA Information so 
that the estimated K factor under-recovery to be recovered from the 
benchmark revenues is $10,359,839 in 2002 dollars adjusted to 2003 dollars 
using the formulae in schedule 5 of the Tariff Order.  The Commission also 
proposed that GasNet amend section 3.5 of its revised AA Information to 
state that annual tariffs set for 2003 will be adjusted to reflect the 2002 K 
factor carry over, which is to be calculated at the annual tariff review process 
at the end of 2002. 

As stated in its Submission, GasNet considers that the better approach is to 
use the K factor balance as at the end of 2002 as the input into the 2003 - 
2007 tariffs.  In practice, this will result in almost the same tariffs for 2003 as 
would have been calculated using the Commission’s two step proposal in the 
Draft Decision where the closing 2001 balance is used in the base revenue 
requirement calculation and the tariffs are later adjusted for the actual 2002 K 
factor.  Moreover, this approach has the advantage that the tariffs approved 
by the Commission in its Final Decision will be exactly those charged in 2003 
whereas, under the Commission’s proposal, the tariffs charged would be 
different to those approved, reflecting the addition of the 2002 K factor. 

As the K factor calculation is a rolling calculation over the regulatory period, 
the use of the value calculated in November 2002 provides the correct value 
to be applied to the revenue requirement for the next regulatory period.  It 
removes the requirement to calculate the proportion of the 2001 closing K 
factor balance forecast to be recovered and the proportion of that amount 
which has actually been recovered during 2002.   

If this methodology is adopted, there will still be a requirement to calculate 
the Ktb balance for 2002 when the 2004 tariffs are being set at the end of 
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2003.  The value of the balance will be calculated according to the 
methodology set out in Schedule 5 of the Tariff Order.   

It is important to note that the interest factor is applied to the closing K factor 
balance in each year before it is factored into the calculation of the maximum 
average tariff for the following year.  Accordingly, the value of the K factor 
calculated for the end of 2002 must then have the interest factor applied to it 
for the purpose of determining the opening value for 2003.  Once the opening 
value is set for 2003, that figure then needs to reflect the cash flow timing 
assumed in the revenue requirement model (ie receipt at the end of the year).  
This means that the balance must be escalated so that the future value at the 
end of 2003 is the same as the calculated opening value. 

GasNet does not propose to calculate a value for the balance at the end of 
2002 until it has the final volume data for the current winter period (in late 
October).  At that time GasNet will provide the Commission a model which 
will calculate the balance for the opening of 2003.   

For any calculations that the Commission might wish to undertake before a 
final value for the K factor balance is known, GasNet’s best estimate at this 
time is that opening balance for 2003, calculated as outlined above, will be 
close to $14 million.  

The Commission agrees in principle with GasNet’s proposal to change the 
rebalancing control formula for individual tariffs but considers that the 
proposed maximum increase in tariffs of 2% above the average increase is 
unreasonable. 

GasNet stands by its position set out in its Submission that it is appropriate to 
retain some flexibility to rebalance the relative weights of one tariff 
component against another and that it is reasonable to set the proposed 
maximum increase at 2%.   

6.7 Asymmetric risk 

In its draft AA Information, GasNet included an estimate of costs which 
represents compensation for asymmetric risks.  These estimates were based 
on a review of GasNet’s business conducted by Trowbridge. 

From a rate of return viewpoint, the asymmetric risks are a sub-set of 
diversifiable risks.  Diversifiable risks arise from entity-specific events which 
are not correlated with market returns and which are therefore not recoverable 
from the cost of capital.  Where an event has symmetrical outcomes, the 
events will not affect the present value of anticipated returns over the life of 
the asset.  However, where the financial outcomes are asymmetric, the 
present value of anticipated returns will be below the value of the capital 
base.  In such circumstances, a compensating adjustment to the cashflows is 
justified. 

GasNet has proposed an annual adjustment of $0.75 million to the cashflows 
to allow for a range of identified risks.  However, the Commission has 
approved an amount of only $0.022 m.  This is summarised below. 
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Risk GasNet Submission 
($’000s) 

Commission Draft 
Decision ($’000s) 

Property 20 10 
Deductibles 140 0 (pass through) 
Credit 252 12 
Terrorist 65 0 
Stranding 75 0 
Other 200 0 
Total 752 22 
 

The basis for this decision is that the Commission: 

(a) disputes that the relevant risk identified by GasNet is asymmetric in 
nature; 

(b)  disputes the calculation of the specific amount; or 

(c) proposes a pass through of the financ ial consequences of specific 
events. 

GasNet accepts that informed parties could come to different views on the 
financial consequences of rare or unpredictable events.  However, GasNet 
submits that it has been conservative in its proposals and that there ma y in 
fact be additional asymmetric risks which are not identified in its 
Submission.19 

In the event that the Commission maintains its current view that some of the 
risks identified by GasNet are exaggerated or that the relevant premium is too 
high, GasNet considers that it should be given an option to pass through the 
costs of that event, rather than seek a self-insurance premium.  

Deductibles 

GasNet agrees with the Commission that the proposed pass through 
mechanism is a reasonable way to deal with the issue of deductibles. 

Credit risk 

The Commission has approved an amount of $10,000 for this risk, compared 
to the Trowbridge estimate of $200,000.  In coming to this position, the 
Commission appears to have relied entirely on the response of the ESC to a 
similar claim made by the gas distributors in Victoria.   

However, there are significant differences between the payment protections 
afforded to the gas distributors and the protections afforded to GasNet under 
the market carriage system.  In its draft decision on the gas distributors access 
arrangements, the ESC noted that gas distributors are already substantially 
shielded from credit risk: 

…The Commission considers that these assumptions substantially 
understate the protection that the distributors will achieve as a result of 

                                                 
19  For example, statutory liability insurance, costs of replacing equipment after failure and 

earthquake risk. 
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the Commission’s Draft Decision in relation to the ‘terms and conditions 
for the reference services’. The Commission has accepted the principle 
implicit in the distributors’ terms and conditions that the distributors be 
substantially shielded from credit risk, only requiring an amendment to 
permit firms with an investment grade credit rating and good payment 
history to be exempt from the requirement to obtain a bank guarantee 
(mirroring the Victorian electricity credit support arrangements).20 

GasNet does not have the same protections as those put in place for the 
distributors.  The only contractual relationship GasNet has with users 
(typically gas retailers) is an indirect relationship through the Gas 
Transportation Deeds.  The Gas Transportation Deeds do not impose any 
creditworthiness restrictions on the users.   

The MSO Rules allow a wide range of possible Market Participants to flow 
gas on GasNet pipelines. These include retailers, transmission customers and 
traders.  Although the MSO Rules do impose certain prudential requirements 
on these potential users, they do not protect a gas transmission company from 
defaulting users.  Therefore, GasNet is uniquely exposed to customer default. 

The ESC also relied on the fact that retailers generally have credit ratings of 
BBB or higher and therefore the risk of default is relatively small.  However, 
as indicated above, GasNet is not only obliged to transport gas for retailers 
but also for transmission customers and traders who use the transmission 
system but may not use the distribution system.  There is currently one 
transmission customer and it is possible that there could be numerous new 
customers (including a number of new gas-fired power stations) in the next 
five years.  While some of these new users may be subsidiaries of larger 
companies, it is our understanding that some new developments are project 
financed and do not have recourse to the parent company.  While there are 
currently no  market traders on the transmission system, there is the potential 
for such users to enter the system.  The recent collapse of Enron is evidence 
that a real risk of default by a trader exists. 

If the Commission rejects a reasonable self-insurance premium for credit risk, 
then GasNet considers that it would be appropriate to include this risk in the 
pass through mechanism contained in GasNet’s draft Access Arrangement.  
While this would result in a marginal reduction in tariffs, if a credit event 
occurred, then there would be a significant one-off tariff increase for users, 
which the users may not have budgeted for. 

Terrorist threat 

The Commission has rejected GasNet’s proposal to include an amount of 
$0.065 million for terrorist threat on the basis that the threat of terrorist 
sabotage is very small and the estimate of the premium would be subjective.  
Further, the Commission expressed the view that all companies face a similar 
risk and accordingly, the risk is already accommodated by the market. 

GasNet does not agree with the Commission that the terrorist threat is 
immaterial.  GasNet notes that insurance companies formerly covered 

                                                 
20  Essential Services Commission, Draft Decision: Review of Gas Access Arrangements, July 

2002, p.274. 



5981635_8 
 

GasNet’s  Response to Draft Decision 
20 September 2002 

29
 

terrorist sabotage, but now refuse to cover this risk after the events of 
11 September 2001.  This implies that the risk is not regarded as small or 
immaterial by insurance companies.  The fact that the risk is difficult to 
quantify does not mean that the prudent premium is zero.  GasNet submits 
that its proposal is very conservative, particularly as it only contemplates 
damage to above-ground assets. 

It is not correct to disallow a self-insurance premium because the whole 
market suffers the same risk.  The fact that the whole market suffers the same 
risk does not imply that the risk is diversified to zero, or that it becomes a 
non-diversifiable risk.  So long as this specific risk is present, the value of 
GasNet’s business will be reduced and accordingly, a cashflow adjustment 
will be required. 

As indicated above, if the Commission does not allow a self-insurance 
premium for this type of event, GasNet proposes that such an event be 
included in the pass through mechanism contained in GasNet’s draft Access 
Arrangement.  As above, this could cause a very significant one-off tariff 
jump. 

Uplift risk 

The Commission considers that it is not appropriate for GasNet to self insure 
for the liability associated with equipment failure on the basis that equipment 
maintenance is GasNet’s core business.   

GasNet submits that any diversifiable risk, no matter what the cause, which 
has an asymmetric outcome, must be compensated for in the cash flows.  A 
failure to do so will result in a mismatch between the present value of the 
business and the target capital base value.   

The fact that equipment can fail and exposes GasNet to uplift penalties, 
means that the GasNet return to equity will fall below the fair and reasonable 
target level.  Clearly, this cost will be minimised to the extent that GasNet is a 
skilled and prudent operator.  However, even the most skilled and prudent 
operator cannot avoid all possible failures, in particular random equipment 
failures.   

A prudent business would make an assessment of the appropriate level of 
resources to be devoted to equipment maintenance.  If a very high investment 
is made in operating and maintenance resources, the failure cost could be 
made close to zero.  However, this would lead to higher operating costs and 
an excessive tariff.  The prudent course would be to draw a balance between 
excessive maintenance costs on the one hand and the costs of failures on the 
other.  However, in making this assessment, the business must cover off the 
costs of those failures as well as the annual operating and maintenance costs, 
or the business value would fall.  Accordingly, GasNet believes it is prudent 
to make some provision for the costs of equipment failure in the cashflows. 

In assessing the cost of failures, GasNet originally proposed that the entire 
cost to GasNet would be the uplift liability.  However, upon further 
consideration it is our view that there are also costs to rehabilitate and replace 
failed equipment, above and be yond the budgeted operating costs.  Together 
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with the market compensation costs, GasNet proposes a cashflow adjustment 
of at least the Trowbridge estimate of $65,000 and up to $100,000 per annum. 

Key person risk 

The Commission has rejected the self -insurance premium of $72,000 for key 
person risk as unwarranted, because there is no likelihood that departure of a 
key person would cause a loss of income.  However, this analysis does not 
address the argument put forward by Trowbridge in its report. 

Trowbridge identified three costs associated with the departure of a key 
person, being: 

(a) standard replacement costs; 

(b)  additional replacement costs (related to the specialisation or high 
skills of a person); and 

(c) business disruption costs. 

Trowbridge excluded the standard replacement costs on the basis that this 
would be part of the standard budgeted operating costs of the business.  
However, based on an actuarial analysis of the probability of a key person 
leaving, Trowbridge calculated additional replacement costs as $17,600 and 
business disruption costs as $54,400.  

The Commission interprets business disruption costs to mean loss of income 
from tariffed services.  GasNet agrees that this is unlikely to occur.  However, 
business disruption also includes the additional costs of hiring consultants and 
contractors to undertake the work normally undertaken by the key person and 
the potential cost of correcting errors made in the absence of the key person 
(such as inefficient use of existing resources, inappropriate management of 
inventories, inefficient design work, etc).  On this basis, GasNet submits that  
the Trowbridge estimate is reasonable.  

Employment Practices Insurance 

The Commission rejected GasNet’s proposals in relation to self insurance for 
wrongful acts in relation to employment practices on the basis that all 
businesses face a similar risk.   

However, GasNet believes that this risk is asymmetric and diversifiable (that 
is, there is no correlation between the employment practices claims across 
businesses), and therefore the cost should be recovered as a cashflow 
adjustment.  The fact that other businesses may bear similar costs does not 
change the fact that GasNet must be compensated for this cost in order to be 
held whole. 

6.8 Working capital 

The Commission proposes that GasNet amend section 3.5 of its revised AA 
Information to remove the proposed allowance for working capital from its 
revenue calculations.  The Commission expressed the view that spare parts 
and linepack inventories do not form part of the generally accepted definition 
of “working capital” and instead form part of the capital base of the firm.  
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The Commission also suggests that linepack and inventories were included in 
the GHD valuation as part of the capital base but excluded in the Final 
Decision and therefore GasNet should not be allowed to receive a return on 
these items. 

GasNet acknowledges that the GHD valuation included a value for linepack 
and inventories.  However, in the Final Decision, these assets were separated 
out from the asset base and included in the calculation of working capital for 
the current Access Arrangement Period.  Therefore, the approach adopted by 
GasNet for the revised Access Arrangement is consistent with that approved 
by the Commission for the current Access Arrangement Period.   

GasNet did include an amount for linepack and inventories when it purchased 
the business from the Victorian Government.  However, these items were 
included in the purchase price as part of working capital, not the regulated 
capital base. 

6.9 Capital expenditure 

The Commission proposes to accept most of GasNet’s forecast capital 
expenditure but disputes the forecasts in relation to: 

(a) the Brooklyn Loop; 

(b)  the Stage 2 Lurgi line rehabilitation; and 

(c) service lines. 

GasNet acknowledges that, on the assumption that the gas will flow from the 
Yolla field, it is unlikely that the demand forecasts will support the 
construction of the Brooklyn Loop.  Therefore, GasNet will amend its capital 
expenditure forecast to exclude amounts relating to the loop.  In the event that 
gas does not flow from Yolla and there is a need to construct the Brooklyn 
Loop, GasNet will make an application at that time to include the pipeline in 
the asset base. 

In relation to the Stage 2 Lurgi line rehabilitation forecasts, GasNet 
understands that the Commission may be reluctant to approve these costs 
when the scope of work and range of costs are uncertain.  Accordingly, 
GasNet will remove this amount from its capital expenditure forecasts.  If the 
stage 1 works reveal that further work is required, GasNet will make an 
application to include this capital expenditure in the asset base.  

In relation to the inclusion of forecast capital expenditure for service lines, 
GasNet agrees with the Commission that if amendments to GasNet’s 
extensions and expansions policy to allow service lines to be excluded from 
the Access Arrangement are approved, it may be unreasonable to include the 
cost of service lines in the forecast capital expenditure.  On this basis, GasNet 
will amend its capital expendit ure forecast to exclude amounts relating to the 
service lines.  However, if GasNet constructs any service lines during the 
Second Access Arrangement Period which it elects to include in the Access 
Arrangement, it will make an application to include this capital expenditure in 
the asset base.   
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In addition to the changes proposed by the Commission, GasNet has recently 
been informed by VENCorp that, under clause 4.3.3(a) of the MSO Rules, 
GasNet is required to install 3 new gas chromatographs (GCs) on its 
transmission system at or near North Paaratte, Lara and the Brooklyn 
compressor station (a copy of the direction from VENCorp is contained in 
Annexure C).  The requirement for these GCs has arisen from the more 
complex gas flows and different gas compositions associated with different 
sourcing of gas. These GCs have been identified by VENCorp as being 
required to calculate heating values for gas flowing at those locations with a 
sufficient degree of accuracy to allow the energy content of gas measured at 
affected offtakes to meet the accuracy required under Schedule 4.1 of the 
MSO Rules.   

Under clause 4.3.3(a)(2) of the MSO Rules, GasNet, as Transmission Pipeline 
Owner, is required to pay for these installations. GasNet’s practice with 
regard to the recovery of costs associated with GCs is as follows: 

(a) those located at injection points are charged to the injection point 
charges; 

(b)  those which are embedded in the transmission system are charged 
through the transmission tariff; and 

(c) those located at withdrawal points are allocated to the withdrawal 
point charges (unless the information is used to calculate energy 
values elsewhere in the transmission system, in which case a 
proportion will be recovered as for embedded sites). 

GasNet was aware that VENCorp had previously canvassed the possibility of 
further GCs on the GNS.  This possibility had been reviewed in mid 1999 at 
the time that the SWP was commissioned.  This review concluded that the 
cost of these installations would not be justified at the time.  VENCorp did 
not indicate prior to August 2002 that they had come to a different 
conclusion.  As a result, GasNet did not include any allowance for this capital 
investment in the forecasts contained in its Submission.  As VENCorp now 
requires GasNet to make this investment, GasNet proposes to add the capital 
costs to its capital investment forecast. 

As the requirement has only been identified this month, GasNet does not yet 
have final capital cost forecast. However, preliminary indications are that the 
costs will be as follows. 

North Paaratte $272,000 

Lara/Corio $260,000 

Brooklyn $370,000 

 

It is expected that this investment will be made in 2003. 



5981635_8 
 

GasNet’s  Response to Draft Decision 
20 September 2002 

33
 

6.10 Depreciation 

The Commission has accepted GasNet’s proposals in relation to the economic 
life for non-pipeline assets and for each of GasNet’s pipelines, with the 
exception of the Longford pipeline. 

With respect to the Longford pipeline, the Commission rejects GasNet’s 
proposal for an end date of 2024 and instead proposes that GasNet retain the 
current assumption of 2030.  In coming to this conclusion, the Commission 
appears to have given weight to the views expressed by BHP Billiton in its 
submission on GasNet’s Access Arrangement.  However, the Commission 
does not provide any explanation as to why it has not given weight to the 
conclusions set out in the Saturn Resources report commissioned by GasNet. 

GasNet notes that a recent report issued by ABARE21 is consistent with the 
proposal put forward by Saturn Resources and GasNet.  ABARE concludes 
that it is unlikely that the Gippsland basin will maintain production beyond 
2020 unless substantial further discoveries are made.  ABARE has conducted 
a sophisticated modelling exercise on gas supply and demand in Australia, 
using its proprietary MARKAL model to match supply and demand.  This 
model takes account of the economics of gas supply and transportation and 
generates the most likely production scenarios in each gas basin and the 
associated interstate transfers of gas. 

ABARE has used its previously published demand forecast, which is similar 
to that used in the Saturn Resources report.  However, it also considered a 
high scenario, based on new uses for gas, which was not used in its 
supply/demand evaluation, but which would result in an earlier depletion of 
gas fields if it eventuated. 

With respect to gas supply, ABARE has used the current estimates of 
commercial and non-commercial gas reserves from Geosciences Australia.  It 
has assumed that non-commercial reserves will be developed (by further 
exploration and development work) as required to maintain supplies.  
However, it has included an estimate of “unidentified resources” for the 
Gippsland basin, which is 1358 PJ above the current reserves estimates of 
8368 PJ.  This compares to the approach of Saturn Resources, which included 
an additional 3000 PJ for “undiscovered resources” in their probabilistic 
scenarios.  Without this allowance of 1358 PJ for undiscovered gas in the 
Gippsland basin, the fields would be depleted 3-4 years earlier than their 
quoted end-date of 2020. 

In conducting its analysis, ABARE has assumed that for all practical purposes 
a gas basin is depleted before all identified gas reserves have been produced 
from the fields.   This reflects the reasonable assumption that production is 
expected to cease when the costs associated with extracting the last of the gas 
from tight formations render further production uneconomic. 

ABARE concluded that: 

“..while the modelling results suggest these established south eastern 
markets will not require significant new supplies for other regions 
before 2019-20, at the end of the study period almost all eastern 

                                                 
21  ABARE, Australian Gas Supply and Demand Balance 2019/20, August 2002. 
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Australian gas reserves are depleted or nearing depletion with only 
an estimated three years worth of production remaining in 2019-
20”.22 

On this basis, and noting that a proportion of the gas reserves in a basin will 
not be economical to produce, the conclusions of the ABARE study support 
an economic life for the Longford pipeline of 2020. 

ABARE notes that there may be further gas discoveries which would extend 
the life of the fields.  However, ABARE does not expect significant new 
discoveries, stating that: 

“The Gippsland basin is also a mature basin, and while industry 
consensus is that hydrocarbon accumulations are likely to be located 
in the many undrilled offshore areas of the basin, it is unlikely these 
discoveries will be large”.23 

Saturn Resources has made a reasonable allowance of up to 3000 PJ for new 
gas discoveries in the Gippsland basin.  This is a 35% increase over known 
reserves, and 1640 PJ above the undiscovered reserves estimate of ABARE.  
This assumption supports a life of 2024 for the Longford pipeline. 

A recent critique of the ABARE study by APIA does not, in GasNet’s 
opinion, change the conclusions drawn by ABARE in respect of the 
Gippsland reserves.  The critique is most focussed on the potential for 
competition between Timor/PNG gas and coal seam methane in Queensland 
and NSW. 

BHP Billiton has suggested that the life of the Gippsland basin based on 
known reserves is 2037.  In support of this view, they assert that the Eastern 
Gas Pipeline (EGP) would not have been constructed if the owners had 
anticipated a reserve life of only 2024, implying that the pipeline could not be 
economic over this period.  However, GasNet has determined that the EGP 
can be economic if the pipeline captures a sufficient proportion of the NSW 
market, even though the flows might cease in 2024 (a model has been 
provided to the Commission).  In fact, the scenario put forward by BHP 
Billiton, in which the EGP captures only 25 % of the NSW market (an 
assumption which leads to a longer life for the Gippsland field reserves), is 
less profitable for the EGP.  GasNet is not making any assertions about likely 
EGP flows, but points out that the construction of the EGP is not inconsistent 
with the shorter life of the Gippsland fields. 

In support of its contention that further gas discoveries will be made in the 
Gippsland basin, BHP Billiton states that it has commenced a Northern 
Margin seismic survey.  However, it does not give any indication of the likely 
prospects for further discoveries, or whether the assumptions made by 
ABARE (1360 PJ) or Saturn Resources (3000 PJ) are inconsistent with its 
expectations from this exploration activity. 

GasNet acknowledges that there are prospects for further discoveries in the 
Gippsland basin, which would extend the life of the Longford pipeline.  

                                                 
22  ABARE, Australian Gas Supply and Demand Balance 2019/20, August 2002, p.3. 
23 ABARE, Australian Gas Supply and Demand Balance 2019/20, August 2002, p.12. 
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However, Saturn Resources has made an allowance of 3000 PJ for 
undiscovered reserves, which is 35% of current reserve estimates.   GasNet 
believes this is a reasonable assumption, particularly in light of the ABARE 
opinion quoted above that large discoveries are unlikely in the Gippsland 
basin. 

Irrespective of the assumptions made about undiscovered reserves, GasNet 
believes that the economic life of a regulated pipeline should be based on 
reliable, scientifically established reserve estimates (such as provided by 
GeoSciences Australia), and not on possible outcomes of speculative 
exploration activity.  A bank would not lend to a new pipeline project on the 
basis that returns are subject to the discovery of new reserves at some time in 
the future.  The same principal applies to the existing Longford pipeline.  
Moreover, even if new gas discoveries are reasonably anticipated, it is not 
possible to know in advance that they will be economic to produce against 
competitive alternatives, such as Otway or Timor sea gas.  For example, the 
potential gas discoveries could be in uneconomical tight formations, or may 
lack sufficient gas liquids to raise the financial returns above the hurdle rate. 

6.11 Inflation  

The Commission proposes to use the expected inflation rate determined by 
the relevant bond rates, currently 2.5 %, to adjust the Capital Base through 
the Second Access Arrangement Period. 

GasNet considers that this is an appropriate method of calculating the 
expected inflation rate. 

7 Volumes and revenue 

7.1 Demand forecasts 

The Commission proposes to accept GasNet’s proposed annual volume 
forecasts for the Second Access Arrangement Period but will consider further 
submissions from interested parties before making its final decision. 

GasNet has conducted further investigations into the warming trend.  The 
figure contained in Annexure D shows the Annual Effective Degree Days 
(“EDD”) with the identified warming trend.  The estimated actual for 2002 
has been plotted, based on the actual weather to date and an assumption of 
average weather for the remainder of the year.  GasNet is concerned that the 
2002 value is the second warmest on record and that the last six years have 
been below the trend line , which suggests that there may have been a shift in 
the weather in Victoria.  A reduction in demand due to a shift in weather 
patterns is a specific risk which should be compensated by an adjustment to 
cash flows.  It is not an issue which affects beta risk nor is it compensated by 
the beta factor in the CAPM.  GasNet proposes that there should be a 
reassessment of weather patterns in 2004, by which time it will be apparent if 
there has been a shift in weather patterns.  If this fact can be substantiated, 



5981635_8 
 

GasNet’s  Response to Draft Decision 
20 September 2002 

36
 

GasNet proposes that the forecast volumes for 2005 to 2007 be adjusted for 
the impact of the shift in EDDs24.  

GasNet is proposing to levy injection tariffs on the top 10 peak days at each 
injection point.  The forecast peak day volumes are strongly influenced by the 
top 10 coldest days (in EDD terms) through winter.  GasNet did not include a 
warming trend in the peak day forecasts because it believed that the 10 peak 
days would follow the same trend as the peak day.  GasNet’s own analysis 
confirmed the analysis of VENCorp as reported in the VENCorp Annual 
Planning Review, that there is no significant trend in the peak day.  
Therefore, GasNet did not allow for a trend in the top 10 days.  However, 
subsequent analysis has shown that the sum of the top 10 days in the winter 
shows a strong trend.  This is demonstrated in the attached figure.  In 
statistical terms, the trend is more significant than the trend identified in the 
annual EDD totals.  GasNet’s opinion is that the peak days may also show a 
trend, but that this is masked by the larger fluctuations apparent in the peak 
day.  The trend in the top 10 days is consistent in percentage terms with the 
trend in the annual EDD. 

Accordingly, GasNet proposes to amend the forecast of the top 10 peak days 
to allow for the identified weather trend.   

GasNet also proposes to make some minor amendments to the zonal volume 
forecasts to reflect the latest information from the 2001 actual flow data.  The 
volumes submitted in March were based on year 2000 actual as the final 
settlement data for 2001 was not available at that time. 

7.2 Supply forecasts 

GasNet considers that it is probable that the Yolla field will be developed and 
proposes to amend its injection forecasts appropriately.  However, GasNet 
will continue to monitor the progress of this project.  GasNet notes that the 
revised forecasts will lead to a discounted tariff for those withdrawals in 
Victoria which are matched to the Yolla field injections at Pakenham.  

7.3 Forecast revenue 

The Commission considers that GasNet’s proposal to maintain the Cost of 
Service approach and to utilise tariff smoothing is appropriate. However, the 
Commission requires GasNet to make a number of changes to the benchmark 
revenue assumptions to reflect amendments which the Commission requires 
GasNet to make to the return on working capital, forecast depreciation and 
forecast operating and maintenance costs.  GasNet’s response to the 
Commission’s proposals in relation to each of these revenue elements is 
discussed in section 6 of this response.. 

                                                 
24  The correction will require the sensitivity of demand to EDD, which is regularly determined and 

published by VENCorp. 
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8 Reference Tariffs 

8.1 X-Factor 

GasNet has proposed a CPI–X price control, which is consistent with the 
Fixed Principle in the current Tariff Order.  However, GasNet has used 
different X factors in different zones, although in any one zone the X-Factor 
is fixed over the five-year regulatory period.  The Commission has accepted 
that this proposal is consistent with the Fixed Principle. 

GasNet believes that it is appropriate to maintain a zero X-Factor in certain 
zones.  For example, where there is a bypass threat on a particular pipeline, it 
is desirable to maintain the tariff at a fixed real rate until volumes grow 
sufficiently to justify a change in the bypass tariff.   

8.2 Peak and non-peak relativities 

GasNet generally agrees with the Commission’s comments on the degree of 
congestion on specific pipelines.   

There is still some capacity available on the WTS, but it cannot carry a large 
new load.  However, the proposed pipelines to South Australia will certainly 
target any large new load.  Therefore, it is unlikely that the WTS will become 
congested.  GasNet contends that it is inconsistent to offer prudent discounts 
on a pipeline and at the same time to levy peak price signals which are 
designed to discourage flows on the peak. 

GasNet agrees with the Commission that there is potential for congestion on 
the Wollert-Wodonga pipeline if the northern zones receive all their gas from 
the south and none through the Interconnect.  This may justify a peak signal 
on the withdrawal tariffs for supply from the south, but not on withdrawal 
tariffs for supply from the north.  However, GasNet considers that it is 
impractical to levy peak charges on one pipeline alone and that there is 
minimal loss of economic efficiency given that gas is likely to continue to be 
injected at Culcairn.   

In relation to injection pipelines, the Commission notes that on current 
forecasts there is not likely to be congestion over the next 5 years.  However, 
there is considerable scope for flows to change on injection pipelines.  
Withdrawal pipelines require the establishment of a new customer before they 
can become congested (which can generally be forecast).  However, an 
injection pipeline can become congested by a simple decision to source gas 
from another injection point.  GasNet considers that it is appr opriate to send a 
peak signal on injection pipelines so that this sourcing decision is made with 
proper regard to the cost of congestion on the injection pipeline.  Withdrawal 
charges are levied on the customer, whereas injection charges are levied on 
the injecting Retailer, who is more likely to be responsive to the price signal 
than a withdrawal customer.   

In addition, while congestion will not occur on injection pipelines on current 
forecasts, there is likely to be congestion during the subsequent Access 
Arrangement period.  Therefore, in order to provide some continuity into the 
subsequent period and to provide an appropriate price signal in relation to gas 
sourcing, injection pipelines should bear a peak charge. 
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8.3 Postage stamp allocation 

GasNet agrees with the Commission that unrecovered K factor and capital 
raising costs should not be allocated on a postage stamp basis.  The 
unrecovered K factor will be allocated to all tariffs on a uniform percentage 
basis and capital raising costs be allocated on the same basis as other capital 
costs. 

8.4 Matched rebates 

As indicated in GasNet’s first Submission, GasNet will allow a matched 
rebate where the withdrawing retailer differs from the injecting retailer, 
provided there is evidence of a commercial relationship between the parties.  
GasNet’s model has already been provided to the Commission. 

8.5 Prudent discounts 

The Commission proposes to accept the prudent discounts contained in the 
GasNet Access Arrangement.  As stated previously, GasNet accepts that gas 
is likely to be injected into the GasNet transmission system at the Pakenham 
injection point.  These injections, and the matched withdrawals in east 
Melbourne, will attract a prudent discount.  GasNet will amend the tariffs to 
allow for this prudent discount. 

8.6 Tariff path 

The Commission has expressed concern with the step change in tariffs 
between 2002 and 2003 and with the rate of decline at CPI-4.5% thereafter.  
The Commission believes that it is important to consider a balance between: 

(a) the initial tariff change from 2002 to 2003; 

(b)  the slope of the price path; and 

(c) the transition from 2007 to 2008. 

The Commission has analysed the tariff path at the proposed WACC and has 
determined that a smaller initial tariff increase of 4% can be accommodated 
with a smaller X factor of 2% (at the cost of a greater step down in tariffs 
from 2007 to 2008).   

GasNet accepts that there should be a balance of the three factors identified 
by the Commission.  When the final revenue requirement for GasNet has 
been determined, GasNet will recalc ulate the tariff path with regard to these 
principles. 

GasNet believes it is appropriate to expect some increase in zonal tariffs to 
allow for the inclusion of that part of the SWP which is rolled-in under the 
system-wide benefits test.  This is consistent with the outcome that was 
approved by the Commission after the roll-in of the Interconnect assets. 

8.7 Compliance with tariff principles 

GasNet stands by its earlier view that its proposed tariffs comply with the 
tariff principles in the Code. 
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9 Access Arrangement Information 

9.1 Complexity of application 

The Commission has indicated that it considers the AA Information 
comprises both the AA Information and GasNet’s Submission (including the 
schedules and annexures). 

GasNet considers that its draft AA Information is a stand alone document and 
contains all the information required by users to determine whether the tariffs 
comply with the Code.   

In contrast, the Submission is to provide a detailed explanation of the content 
of and principles underlying the proposed Access Arrangement and GasNet 
AA Information.  It is not intended to form part of GasNet’s AA Information. 

If the Commission considers that there is any specific material which is 
contained in the Submission that should also be contained in the AA 
Information, then GasNet will consider amending the AA Information to 
include that material.   

9.2 Further information 

The Commission has requested that GasNet provide further information in 
relation to the following matters: 

(a) KPIs on the operating costs/km/TJ; 

(b)  historical operations and maintenance expenditure for the First 
Access Arrangement Period; and 

(c) data in support of GasNet’s proposed inclusion of the Murray Valley 
Pipeline in the Capital Base. 

The KPI information is contained in Annexure E.  Information in relation to 
historical operations and maintenance expenditure and the Murray Valley 
pipeline has already been provided to the Commission. 

10 Performance and incentives 

10.1 Benefit sharing for subsequent periods 

The Commission proposes to use the ESC 5-year carry-forward model.  This 
is claimed to have a range of appropriate incentive mechanisms, such as a 
continuous incentive to improve each year. 

GasNet acknowledges that the model has a number of appropriate incentive 
properties.   

However, GasNet submits that the model will penalise GasNet for cost 
increases which are beyond management control.  For example, GasNet has 
had to bear an increase in insurance costs of over $1.2 million in 2002, which 
has had a direct impact on 2002 returns.  However, under the proposed 
effic iency sharing model, this loss would be borne for five years including the 
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subsequent Access Arrangement Period.  The Commission suggests that the 
regulatory system is actually advantageous to GasNet, since in a price-taking 
market, the service provider would have to bear the loss indefinitely, rather 
than until the time of the next price reset.  However, in a competitive market, 
costs increases such as insurance costs would be incurred by all competing 
entities.  In such a case, the price to consumers would increase, since all 
competitive parties would pass the cost increase through immediately. 

GasNet believes that certain cost categories should be defined which are 
excluded from the efficiency carry-over mechanism.  GasNet proposes that 
the cost categorie s which have been accepted for the pass-through mechanism 
would fall into the category of costs to be excluded from the efficiency carry-
over mechanism.   

10.2 Benefit sharing for first period 

The Commission proposes to allow GasNet no incentive payments relating to 
efficiencies made in the First Access Arrangement Period.  The Commission 
concludes that the glide path mechanism is appropriate for the First Access 
Arrangement Period but, on the Commission’s calculations, GasNet has not 
attained any efficiencies that would lead to a positive glide path revenue 
element. 

GasNet submits that it has in fact achieved significant and sustainable 
efficiency gains in its O&M activities, particularly in the areas of pipeline and 
compressor maintenance.  These gains should be recognised, consistent with 
the spirit of section 8.44 of the Code.   

The Commission has agreed with GasNet that, whatever method is used to 
calculate carried over efficiencies for the incentive mechanism, adjustments 
to the raw actual and/or forecast O&M costs are required to allow for changes 
in scope and unexpected uncontrollable cost changes. The Commission, in its 
calculations in section 10.1 of the Draft Decision, has made allowance for the 
effects of the major increase in GasNet’s scope of operations during the 
current regulatory period and the government’s decision not to collect the 
Commission’s regulation fee budgeted for the current regulatory period. 

GasNet accepts the appropriateness of the glide path mechanism for the first 
regulatory period. However, GasNet considers that the Commission has not 
made all of the necessary adjustments to the actual and forecast O&M to 
enable the like-for-like comparison required for the application of the glide 
path.  

In addition to the reduction in GasNet’s cost base in the current regulatory 
period occasioned by the removal of the Commission’s regulation fee, 
GasNet, along with all companies, has been subject to extraordinary increases 
in insurance premiums arising from a number of extraneous events.  These 
cost increases have been accepted by the Commission as both genuine and 
outside the control of GasNet.  The Commission has therefore allowed 
GasNet to treat these costs in a special category outside the normal treatment 
of O&M costs so that any further shocks , whether positive or negative, can be 
passed through in its tariffs.  The Commission’s decision in this matter means 
that, for consistency, they should also be excluded from the efficiency 
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calculations.  This can be done by excluding it from the forecast for the next 
period. 

GasNet has recalculated the glide path for the current regulatory period using 
the methodology of the Commission set out in section 10.1 of the Draft 
Decision together with the additional adjustment.  The calculation assumes 
that the extraordinary increase in insurance premiums is maintained in 
nominal terms only.  GasNet agrees with the base year (2002) O&M of 
$18.90 million ($ 2003) and, for the purposes of this calculation, will use the 
Commission adjusted forecast O&M for the 2003-2007 period. The adjusted 
calculation is shown in the following table. 

Table # 
GasNet Adjusted Glide Path Calculation 

($ million) 

 2003 2004 2005 2006 2007 
O&M ($nominal) 18.2 19.9 19.7 21.4 21.8 
Pass through insurance 1.27 1.27 1.27 1.27 1.27 
Adjusted nominal forecast 16.93 18.63 18.43 20.13 20.53 
Real dollars (2003) 16.93 18.18 17.54 18.69 18.60 
Average ($2003) 17.99     
Variance to base year ($2003) 0.91     
Efficiency carryover ($ 
nominal) 

0.91 0.73 0.55 0.36 0.18 

 

10.3 KPIs 

The Commission requires GasNet to provide information on operating 
costs/TJ/km in its comparison of Australian KPIs.  This information has been 
provided in Annexure E. 

11 Non tariff elements 

11.1 Services Policy 

The Commission has formed the view that GasNet does provide a service to 
VENCorp and that VENCorp is a “user” within the meaning of the Code. 

GasNet stands by the position it has taken in both its Submission and in its 
subsequent responses to submissions from interested parties that it does not 
provide a service to VENCorp within the meaning of the Code. 

11.2 Terms and conditions 

The Commission proposes that GasNet include in its Access Arrangement the 
terms and conditions upon which it supplies services to VENCorp (which in 
turn are set out in the SEA and the MSO Rules). 

For the reasons identified in its Submission, GasNet considers that 
responsibility for complying with the requirement to include the terms and 
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conditions upon which the reference service is provided to users should be 
allocated to VENCorp.  

11.3 Extensions and expansions policy 

GasNet acknowledges that the Commission  proposes to accept revisions to 
its extensions and expansions policy to give greater flexibility to exclude 
certain pipelines from coverage under the Access Arrangement. 

 




























































































































