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Request for submissions

This document sets out the Australian Energy Regusa(AER) draft decision for
access arrangement proposal from N.T. Gas Pty €thCN 050 221 415 (NT Gas)
as a trustee of the Amadeus Gas Trust owners drthadeus Gas Pipeline (AGP) for
the period 1 July 2011 to 30 June 2016.

NT Gas must submit a revised access arrangemasioeproposal responding to the
AER’s draft decision by 27 May 2011.

Interested parties are invited to make written sigbions on issues regarding the draft
decision and the consultants’ reports to the AER4yune 2011. The AER will
consider all information it receives in the accagangement review process,
including submissions on the draft decision.

Submissions can be sent electronicallAtoadeusgasreview@aer.gov.au.
Alternatively, submissions can be mailed to:

Warwick Anderson

General Manager — Network Regulation
Australian Energy Regulator

GPO Box 3131

Canberra ACT 2601.

The AER prefers that all submissions be made puibliacilitate an informed and
transparent consultative process. Submissions glieumade with reference to the
AER'’s Access arrangement guideline (AAG) and theCESAER information
policy: the collection, use and disclosure of imfation (ACCC-AER Information
Policy).! These documents are availablevatw.aer.gov.auSubmissions will be
treated as public documents unless otherwise resghid2arties wishing to submit
confidential information are requested to submig thformation as outlined in the
AAG.

All non-confidential submissions will be placed tie AER’s website.

Copies of the access arrangement proposal for @i, Aelevant consultant reports
and other relevant material are available on th& ARvebsite.

Inquiries about this draft decision or how to makémissions can be made by email
to Amadeusgasreview@aer.gov.aar by phone on (02) 6243 1233.

1 ACCC and AERACCC-AER information policy: the collection, use aigtlosure of information
23 October 2008.
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Draft decision

The AER does not propose to approve N.T. Gas Riytéd’'s access arrangement
proposal for the Amadeus Gas Pipeline as it issabsfied that it meets the National
Gas Rulgs’ requirementsThe draft decision sets out the detailed reasonthis
decision:

This decision also outlines the amendments (oreatfiamendmentSyequired to be
made to the access arrangement propasdhe access arrangement informatitam
the AER to approve the access arrangement proposal.

Elements of the access arrangement proposal thastdequire amendment are
consistent with the national gas objective.

a b WN

NGR, r. 41 and r. 100.
NGR, r. 59(4).
NGR, r. 43(3) and r. 59(2).

N.T. Gas Pty. LimitedAccess arrangement for the Amadeus Gas Pipelinda12011 to 30 June 2016
December 2010, (NT Gasccess arrangement proposBlecember 2010).

N.T. Gas Pty. LimitedAmadeus Gas Pipeline—Access arrangement informatieffective 1 July 2011—
30 June 2016December 2010, p. 29 (NT Gag;cess arrangement informatiobecember 2010).

NGR, r. 100.




Shortened forms

Shortened form

Extended form

ACCC

The Australian Competition and Consumer
Commission

access arrangement information

N.T. Gas Pty Limdedess arrangement
information 23 December 2010

access arrangement period

1 July 2011 to 30 Juke 20

access arrangement proposal

N.T. Gas Pty Limitedess arrangemeri3
December 2010

access arrangement submission

N.T. Gas Pty Limeckss arrangement revisia
proposal- submissigr23 December 2010

AER Australian Energy Regulator

AGP Amadeus Gas Pipeline

CPI consumer price index

Code National Third Party Access Code for Natural Ga

Pipeline Systems

AS

earlier access arrangement

Access arrangementlfdy 2001 to 30 June

2011 inclusive

earlier access arrangement period

1 July 2001 tuB6 2011 inclusive

NT Gas N.T. Gas Pty Limited
NGL National Gas Law
NGR National Gas Rules




Overview

Background

The AER is responsible for the economic regulatboovered natural gas
distribution and transmission pipelines in all staénd territories (except Western
Australia). The AER's functions and powers areosgin the National Gas Law
(NGL) and the National Gas Rules (NGR). The NGL AR came into effect on
1 July 2008. Prior to this, the National Third Rakccess Code for Natural Gas
Pipeline Systems provided the relevant regulat@mnéwork for gas transmission
pipelines.

On 23 December 2010, NT Gas submitted an accemsg@ment proposal for the
Amadeus Gas Pipeline (AGP) for the period 1 Juli/12® 30 June 2016. In
accordance with the NGR, the AER published NT Gastsess arrangement proposal
on 14 January 2011. Interested parties were inwttedake submissions on the
proposal and four submissions were received.

Amadeus Gas Pipeline

The Amadeus Gas Pipeline (AGP) is a transmissipelipie in the Northern Territory
that transports natural gas predominantly fromBlaektip gas field in the Bonaparte
Basin which enters the AGP at Ban Ban Springs.|20ti2, gas is also contracted to
enter the pipeline from the Mereenie gas fielchatdouthern end of the pipeline. It is
approximately 1658 kilometres in length, stretchirggm Palm Valley and Mereenie
to Darwin in the north (see figure 1). NT Gas haly @ne user, Power and Water
Corporation (PWC) which primarily uses the gasdas-fired electricity generation.
The network is a natural monopoly and is reguléigthe AER to ensure that NT Gas
does not charge excessive prices or impose undhagoas terms and conditions on
users.




Figure 1: Map of Northern Territory pipeline networ k
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During the earlier access arrangement periodratl Gapacity on the pipeline was
contracted to PWE At the time of the ACCC review of the earlier asse
arrangement, gas reserves in the Amadeus Basinngarb/ depleted. The ACCC,
therefore opted to apply an accelerated recovedgpfeciation on pipeline assets
through higher reference tariftddowever, with the discovery and connection of the
Blacktip gas field, gas flows on the pipeline hahanged significantly, resulting in a
much different operational context than what wascgated at the time of the earlier
access arrangement review.

Under the regulatory framework, NT Gas is requitedubmit a proposed access
arrangement to the AER that sets out its propaadffistand terms and conditions.
The AER then reviews the proposal and decides vehétis acceptable, or if
amendments are required to make the proposal addeph accordance with the
NGR and NGL.

NT Gas’s proposal includes significant levels gital expenditure (capex) on an
enhanced integrity project beginning in the lastrye the earlier access arrangement
period. This is forecast to be completed in th&t fpear of the access arrangement
period. The enhanced integrity project is propdseaddress safety risks and the
deteriorating condition of the pipeline.

8 NT GasAmadeus gas pipeline access arrangement revisiopgsal submissiqr23 December 2010 , p.
146.(NT GasAccess arrangement submissi@ecember 2010).

9 ACCC,Final decision, Access arrangement proposed by NI &g Limited for the Amadeus Basin to
Darwin Pipeline4 December 2002, p. 69 (ACCEinal decision—-NT GadDecember 2002).




NT Gas has also proposed to change its tariff stracPreviously, the reference
tariffs reflected the movement of gas from southdah. However, as gas is now
being sourced largely from the north, NT Gas happsed a single-zone tariff
structure that reflects maximum daily usage irreipe of the location of gas
deliveries.

Overall, the AER considers that NT Gas’s accesmgament proposal is not
acceptable because the proposed reference tawof isigh and the terms and
conditions are too much in favour of NT Gas. Agsuit, the AER is requiring NT
Gas to lower its proposed tariffs and amend itmiseand conditions. However, the
AER is of the view that some increase in tariffsverranted so that NT Gas can
provide a reliable and safe service. The main ehltsnaf the AER'’s draft decision are
set out below. More detail can be found in thevah chapters of the draft decision.
The draft decision should be read in conjunctiothiT Gas’s access arrangement
proposal and the AER’s consultants’ reports, whaihavailable on the AER’s
website.

Total revenue

The AER calculates NT Gas’s annual average revemeethe access arrangement
period to be $26 million (nominal), a decrease®p8r cent relative to the $42.3
million average annual revenues approved by the @@Cearlier access arrangement
period. This compares to NT Gas forecast averageamevenue of $34.1 million
(nominal), a decrease of 21 per cent. The foreeashue requirement is shown in
figure 2, compared to the indicative revenues baseactual demand from the last
five years of the earlier access arrangement peficaial gas demand was around a
third higher than forecast at last access arrangeragiew.

Figure 2: AER'’s revenues for NT Gas

| 2006-07 to 2010-11 indicative revenues @ AER approved revenues B NT Gas proposed revenues
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Source: NT GasAccess arrangement submissi@ecember 2010, p. 142; AER analysis.




Note: Note that as the pipeline was previously figiy contracted to one user, NT
Gas did not actually recover the reference semagenues as illustrated above.
The indicative revenues pre-2011-12 were calculasgng NT Gas's reference
tariffs, adjusted backwards for actual CPI and ipligtd by the actual gas
throughput in the three zones.

In the earlier access arrangement period, NT Gesset base was depreciated rapidly,
to address the risk of asset stranding on theipgeAs a result of the new gas supply
from the Blacktip gas field, the AER considers stranding risk had been largely
alleviated. The return to a more ‘typical’ depréica profile was a significant driver

of reductions in NT Gas'’s overall total revenue.

Proposed tariffs

The AER accepts NT Gas’s proposal to change iif$ saructure from a zonal tariff

in the earlier access arrangement, to a singlié taritransport of gas between any
receipt and delivery point on the pipeline. The Aé&Rsiders that the single zone
tariff structure would prevent significant stepgerincreases in the southern and
central sections of the pipeline, and thereforeld/dimit the risk of the AGP being
under-utilised. The AER also accepts NT Gas’s psapto shift from a volume based
charge to a capacity tariff.

The tariff is calculated based on forecasts oftahpnd operating expenditure, the
cost of capital, and depreciation expenses. DulleeAER’s conclusions on these
components of the draft decision, NT Gas’s propdmest year reference tariff of
$0.7596 per gigajoule (GJ) per day has been redog@d per cent, to

$0.5778 per GJ per day. Table 1 sets out NT Gaejgoged tariffs and the tariff
calculated by the AER.

Table 1: NT Gas’s proposed and AER’s accepted refence tariffs (GJ)
Zone Tariff ($ 2011)
Earlier access arrangement (2010-11) 1 1.04
2 0.74
3 0.61
Proposed (20H12) single 0.7598
AER accepted (20H12) single 0.5778
Source: AER analysis
a GJ of delivery point maximum daily quantity.

NT Gas has proposed a tariff that would be chaogethe basis of capacity for the
access arrangement periddver the earlier access arrangement period, sawiére
based on a user’s gas throughput. This changeg alih the reduced number of
zones, prevents meaningful comparison of tariftsvben the access arrangement
periods.

10 NT GasAccess arrangement informatiddecember 2010, p. 29.




Cost of capital

The cost of capital, and resultant return on cgpate generally the most significant
drivers of revenue for regulated businesses. Horyele to the accelerated
depreciation in the earlier access arrangemenbghelT Gas has a small asset base
relative to its total expenditure. The return opita is therefore a smaller component
of NT Gas’s annual revenues than would normallgx@ected for a gas transmission
business.

The higher cost of capital proposed by NT Gas @ p& cent, compared to 8.91 per
cent for the earlier access arrangement period)Jdw@sult in an 8 per cent increase
in the estimated revenue requirement over the aareangement period. The AER
does not accept the cost of capital proposed bysE3 and has instead estimated it to
be 9.72 per cent. Compared to NT Gas’s weightethgeecost of capital (WACC) in
the earlier access arrangement period, the appiaeezhses in WACC are largely
driven by a higher cost of debt. This estimate \wWadcount for an increase in the
revenue requirement of 1 per cent over the aceessgement period. Figure 3 shows
NT Gas’s revenue in the access arrangement penider u

a number of cost of capital scenarios. Furthetetalsets out NT Gas’s proposed
WACC parameters compared to those approved by B A

Figure 3 NT Gas's forecast revenue under differentost of capital scenarios
35.0
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Source: AER analysis.
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Table 2: NT Gas's proposed and AER'’s allowed cosf @apital parameters

Parameters NT Gas proposal AER draft decision
Nominal risk free rate 5.48 5.53
Inflation forecast 2.50 2.57
Real risk free rate 2.66 2.89
Cost of debt* 10.94 9.32
Debt risk premium 5.46 3.79
Cost of equity 11.98 10.33
Equity beta 1.00 0.8
Market risk premium 6.50 6.0
Gearing 60.00 60
Nominal cost of capital 11.36 9.72

Source: NT Gashccess arrangement submissi@ecember 2010, p. 115; AER
analysis.

The AER considers that the parameters estimatédiib§as do not meet the
requirements of the NGR, and overstates the redjuate of return.

Capital expenditure

NT Gas has proposed forecast capex of $14.4 mitlier the access arrangement
period®? Figure 4 sets out the major components of thecémietotal expenditure are
replacement (92.6 per cent) and non-system cap&é€r cent).

11 NT Gas proposed to include debt raising casts @mponent in the cost of debt parameter. THe A&sS
separated debt raising costs from the cost of @lagmtthey do not directly reflect a required netiar
investors but are more akin to operating expenelitihe value in table 2 is the cost of debt withieit
raising costs.

12 The earlier access arrangement period wasyadreriod compared to the access arrangementperi
which is set to be five years.

11



Figure 4: NT Gas's forecast capex by purpose — 20802 to 2015-16
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Source: NT GasAccess arrangement submissi@ecember 2010, pp. 81-83.

Enhanced integrity program

NT Gas has proposed to undertake an enhancediiptegpex program worth

$22.4 million (nominal) over 2010-11 and 2011-1®rder to address integrity
issues associated with the pipeline. This experaitjjustified, according to NT Gas,
to rectify deteriorating pipelines, corrosion, métas and coating defects indentified
through intelligent pigging.

In broad terms, the AER accepts the need for thacement capex program, given
the age of the pipeline and the evidence thatakgected to transport gas into the
foreseeable future. However, the AER does not ddd€pGas’s estimated costs for
the replacement capex program in 2010-11. InsteedAER has accepted
significantly lower costs in 2010-11 that refldot tmore up-to-date estimates of
actual capex in 2010-11 provided by NT Gas.

For the access arrangement period, the AER laegalgpts NT Gas’s forecast capex.
However, the AER does not accept forecast cosatimglto project management fees
and cost escalation, for which the AER considettebérecasts could be made. The
AER accepts a forecast cost of $13.9 million ($2a10) are justified under

r. 79(2)(c) of the NGR to meet the needs of pigehmaintenance, integrity and safety
of services. Figure 5 shows the forecasts accdptéde AER compared to those
proposed by NT Gas in its access arrangement pabpos

12



Figure 5: NT Gas proposed forecast capex compared AER draft decision

‘I:I NT Gas proposed B AERapproved ‘
0T~

2011-12 2012-13 2013-14 2014-15 2015-16

Source: NT Gashccess arrangement submissi@ecember 2010, p. 81, Email from NT
Gas to AERAER.NTGAS.1®5 February 2011.

Other capital expenditure
The AER accepts the forecast non-systems and expacepex proposed by NT Gas.

However, NT Gas included a [c-i{d]per cent project management fee for elements
of its forecast capex. NT Gas has not providediafoymation to substantiate the
inclusion of these costs. The AER does not acéepptoject management fee as it
appears to be a double counting of overheads. Qaesdy, the AER has removed
the project management fee from all forecast chpipenditure.

The AER also considers that the inflation rategluseoll forward the capital base
was inconsistent with the tariff variation mechami\fter adjusting for these issues,
the AER has calculated the capital base to be $88lion (nominal) on 1 July 2011.
The AER identifies that NT Gas had not adjustednibi@inal depreciation amount for
the difference between actual and forecast inftatio

Operating expenditure

NT Gas has proposed a forecast opex of $71.1 mitlier the access arrangement
period, representing an increase of 59 per centtbeeearlier access arrangement
period. According to NT Gas, the higher expendisieans mostly from increases in
overhead costs.

The AER does not consider NT Gas’s forecast opegatosts are prudent and
efficient and the lowest sustainable cost of mamgags network, as required by the
NGR.

13 Refers to material that is commercial in confiketo NT Gas.

13



There is a large increase in proposed forecastheaercosts when compared with NT
Gas’s actual overhead costs incurred over theegeaticess arrangement period. The
AER considers that there is likely to be a substhtgvel of double counting between
local and corporate overheads. This is becausAHReconsiders that several
corporate functions including accounting and engjiimg, which are normally
undertaken by APA Group, are undertaken locally amedalready included in
overheads.

The AER has estimated real labour cost escaldtatsate lower than those forecast
by NT Gas, based on its own analysis and adviage Deloitte Access Economics.
The AER has also either amended or has not accaptathber of NT Gas’s non base
year costs on the basis that these are not comsgitd the NGR.

Overall, the AER accepts $59 million ($2010-11ppex over the access
arrangement period, which represents a 20 perdssméase on proposed
expenditures. On average, the accepted incre@3egsr cent higher than average
annual expenditure in the earlier access arrangepesiod

Other issues

NT Gas proposed a general cost pass through estdnéct to a materiality threshold
equal to one per cent of smoothed forecast rev@rmeAER accepts the proposed
materiality threshold, but not NT Gas’s approachkééining cost pass through events.
The AER proposes an alternative it considers isenmotine with the requirements of
the NGR. In particular, the AER proposes specifistpass through events to
increase regulatory certainty for NT Gas and usetke pipeline.

The AER accepts NT Gas’s demand forecasts anddst®tor capacity utilisation.
The demand growth of 2.3 per cent per annum appeds relatively strong and is
therefore considered reasonable. The AER also derssNT Gas’s demand forecast
methodology and assumptions are reasonable.

Terms and conditions

NT Gas’s proposed access arrangement sets out amahsonditions that are not
directly related to the nature or level of taripisid by users. NT Gas has proposed
revised terms and conditions which are significadtfferent to those set out in the
earlier access arrangement. The AER has not actaptember of the proposed
terms and conditions because in aggregate theyeghted too much in favour of
NT Gas. The AER considers that amended provisionthése terms and conditions
better promote the national gas objective und2B f the NGL, which the AER
considers requires it to balance the interesth@tervice provider and users.

Final decision to approve the access arrangement @posal for
the Amadeus Gas Pipeline

The AER is due to make a final decision to apprineeaccess arrangement for the
AGP before the earlier access arrangement expir@ dune 2011.

Following receipt of the proposed access arrangeoref3 December 2010, the
AER intended to receive submissions by 14 Febr@@fyl and to make a final
decision to approve the access arrangement béferearlier access arrangement

14



expires on 30 June 2011. However, PWC sought ansiin to make a submission
one month after submissions were due. The extemngsrnsought because PWC was
in the final stages of negotiating a 25 year gasgportation agreement with respect
to the AGP.

As a result, the AER’s final decision may be dethyaetil shortly after 1 July 2011.

NT Gas and PWC have been advised of this and hatvexpressed any significant
concerns regarding the possible delay. The eatieess arrangement in place for the
AGP* will continue to have effect until the AER makéesaccess arrangement under
r. 64 of the NGR.

14 Further, reference tariffs set out in the eadiccess arrangement are expected to continuelias w

15



1 Introduction

1.1 Background

The ownership of the Amadeus Gas Pipeline (AGRgsded in a consortium of
banks and the pipeline is leased to N.T. Gas Rtyted (NT Gas) as trustee of the
Amadeus Gas Trust.

NT Gas was formed from a consortium of companidstmce, construct,

commission and operate the pipeline which was ptesly known as Amadeus Basin

to Darwin Pipeline (ABDPJ® The pipeline was commissioned in December 1986 and
gas was first delivered to Power and Water CorpmigPWC) in January 1987.

1.2 NT Gas’s network

The AGP is approximately 1658 km which includesNMereenie spurline, Tennant
Creek and Katherine laterals, and the Pine CredktdfiINT Gas supplies gas to
PWC predominantly for generating electricity in @ar.

The AGP consists of the mainline or system backlazmtkecomprises four gas inlet
stations (Palm Valley, Mereenie, Ban Ban Springs\Ateddell), a compressor station
(Warrego), one odorant station (Tylers Pass), elenainline valves, eleven scraper
stations and thirteen offtak&s.

1.3 Regulatory requirements

The AER is responsible for the economic regulatboovered natural gas
distribution and transmission pipelines in all staénd territories (except Western
Australia). The AER's functions and powers areosgin the National Gas Law
(NGL) and the National Gas Rules (NGR). The aceessgement for the AGP for

1 July 2001 to 30 June 2011 inclusive (earlier sg@rangement) is a transitional
access arrangement in accordance with scheduléhe 6fGR. The transitional
arrangements set out in clause 5 of scheduleliedNGR apply to the review of the
AGP access arrangement proposal for the periody20d1 to 30 June 2016 (access
arrangement period).

1.3.1 National Gas Law

The NGL states that when performing or exercisimg@eonomic regulatory function
or power, the AER must do so in a manner thatavilk likely to contribute to the
achievement of the national gas objective. Theonatigas objective is:

... to promote efficient investment in, and effiti@peration and use of,
natural gas services for the long term interestsoobumers of natural gas

15 NT GasAmadeus gas pipeline access arrangement revisioposal submissiqr23 December 2010, p. 5.
(NT Gas,Access arrangement submissi@ecember 2010).

16 NT GasAccess arrangement submissi@ecember 2010, p. 5.
17 NT GasAccess arrangement submissi@ecember 2010, p. 5.
18 NT GasAccess arrangement submissi@ecember 2010, p. ix.
19 NT GasAccess arrangement submissi@ecember 2010, p. ix.
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with respect to price, quality, safety, reliabilagpd security of supply of
natural gas®°

The AER must take into account the revenue andngrigrinciples when exercising
its discretion in approving or making those paftarmaccess arrangement relating to
a reference tariff. The AER may also take the reeeand pricing principles into
consideration in its performance or exercise of aiimger economic regulatory
function or power where it considers this apprdprfa

1.3.2 National Gas Rules

The NGR sets out the provisions the AER must appéxercising its regulatory
functions and powers when making its draft decisiorihe access arrangement
proposal for the AGP.

1.4  Structure of draft decision

The AER’s consideration of the access arrangemepiogal for the AGP and
accompanying access arrangement information areusets follows:

= introductory chapters outline the regulatory reguients and pipeline services

= part A outlines the key components of the totakreie building blocks including
the capital base, depreciation, the rate of retas@gtion, operating expenditure
and provides a summary of total revenue

= part B outlines the demand forecasts, referendéstand tariff variation
mechanisms

= part C outlines the non-tariff components of theess arrangement proposal.

1.5 Next steps

NT Gas may submit a revised access arrangemenbgaband updated access
arrangement information to the AER by 27 May 2011.

Submissions on the AER’s draft decision and théseglvaccess arrangement proposal
for the AGP from interested parties are due by P011.

The AER expects to make a final decision in July220

20 NGL, s. 23.
21 NGL, s. 28. The revenue and pricing princiglesset out in NGL, s. 24.
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2 Pipeline services

NT Gas’s access arrangement describes the typ@aatute of services to be
provided. This includes those services likely tadneght by a significant part of the
market (reference services) and non-reference cesvi

The AER is satisfied that NT Gas has identifiedoipeline to which the access
arrangement relates and described the proposedipgservices in accordance with
the requirements of the NGR. Further discussiamefspecified reference services
and tariffs proposed by NT Gas is provided in ceapD of the draft decision.

2.1 Introduction

This chapter considers the pipeline services seinddT Gas’s access arrangement
proposal.

2.2 Regulatory requirements

Rule 48(1) of the NGR provides that a full accasaregement must specify certain
information for pipeline services, including refece services. Pipeline services
include haulage services, interconnection senacesancillary service€.Reference
services are defined as pipeline services thdtkaaly to be sought by a significant
part of the market® An access arrangement must:

= dentify the pipeline to which the access arranggmelates and a website at
which a description of the pipeline can be inspefte

= describe the pipeline services the service provpdeposes to offer to provide by
means of the pipelife

» specify the reference services, and the referaiféfor each reference serviée.

Rule 109(1) of the NGR provides that a pipelineszeer provider must not make it a
condition of the provision of a service that thegpective user also accept another
non-gratuitous service, unless the bundling ofisesvis reasonably necessary.

2.3  Access arrangement proposal

NT Gas has proposed to offer a “firm service” asfarence service, and interruptible
and negotiated services as non-reference servidas iaccess arrangement peribd.
The pipeline services proposed by NT Gas are gahdable 2.1 below.

22 NGL, s. 2.

23 NGR, r. 101(2).

24 NGR, r. 48(1)(a).

25 NGR, r. 48(1)(b).

26 NGR, r. 48(1)(c) and r. 48(1)(d).

27 NT GasAccess arrangement submissi@ecember 2010, pp. 10, 11.
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Table 2.1: NT Gas's proposed pipeline services

Type of service Description
Firm service Transport from any receipt pointsryg delivery points on the pipeline
Transport from any receipt points to any deliveoynps on the pipeline,
Interruptible where NT Gas is entitled to cease receiving gas,far delivering gas to,
services the user when pipeline capacity is constrainedéded, or to meet the

capacity requirements of other users of the firmise.

Service negotiated to meet the needs of a usehwdifiter from those of

Negotiated services the firm or interruptible service, including potihtas available services.

Source: NT GasAccess arrangement submissi@ecember 2010, p. 9.

2.4  Submissions

The AER received submissions from three interegtaties about the definitions of
the reference service and non-reference ser¥icBse issues raised in these
submissions are considered in chapter 10 of tla& decision.

2.5 AER'’s consideration
The AER is satisfied that;:

®= NT Gas has identified the pipeline to which theesscarrangement relates and has
provided a reference to a website at which a detseni of the pipeline can be
inspected and therefore it meets the requirements of r. 48)bf the NGR

®= NT Gas has described the services which it propiseBer to provide by means
of the pipeline in section two of its proposed a&scarrangement, and section ten
of its access arrangement informaffband therefore it meets the requirements of
r. 48(1)(b) of the NGR

= the reference service is likely to be sought byubers and prospective users. The
issue of the appropriate specification of the iafiee service and tariffs are further
considered in chapter 10 of this draft decision

= there is no information before it to suggest thatproposed non-reference
negotiated service is likely to be sought by aisiggnt part of the market and
therefore considers that NT Gas’s access arranggmgposal is consistent with
the requirements of r. 101(2) of the NGR

28 Northern Territory Major Energy UseB&bmission to the AER regarding Application by N &a New
gas access arrangement for Amadeus gas Pipdfieleruary 2011(NTMEUSubmission to the AER
February 2011); Power and Water Corporattumymission to the AER; Application by NT Gas for New
gas access arrangement for Amadeus Gas Pipdihdlarch 2011(PWGCSubmission to the AER
14 March 2011) and Santos Limited and Magellandkatm Australia LimitedRevisions to the Access
arrangement for the Amadeus Basin to Darwin PipelifeFebruary 2011, (Santos and
Magellan,Submission to the AERebruary 2011).

29 N.T. Gas Pty. LimitedAccess arrangement for the Amadeus Gas Pipelinés§12011 to 30 June 2016
December 2010, p. 3 (NT GAscess arrangement proposBlecember 2010).

30 NT GasAccess arrangement proposBlecember 2010, p. 3,N.T. Gas Pty. LimitAdhadeus Gas
Pipeline—Access arrangement information—Effectively 2011— 30 June 201Becember 2010, p. 29
(NT Gas,Access arrangement informatiobecember 2010).
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= the AER therefore considers that NT Gas’s accaasi@gement proposal meets the
requirements of r. 109(1) of the NGR.

2.6 Conclusion

Based on NT Gas’s access arrangement proposakaadsaarrangement information,
the AER is satisfied that NT Gas has identifiedphgeline to which the access
arrangement relates and described the proposelihgigervices in accordance with
the requirements of the NGR.
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Part A — Total revenue (building block components)
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3 Capital base

The AER does not accept the opening capital bageoged by NT Gas of

$112.4 million ($2010-11) as at 1 July 2011. Intfwadar, the AER requires NT Gas
to amend its estimated capex in 2010-11, consisatgntNT Gas’s own recently
revised estimates. The AER also requires NT Gesvise the depreciation used to
roll forward the capital base as at 1 July 2011teAimaking these adjustments, the
AER has calculated an opening capital base on ¢ 2011 of $97.0 million ($2010—-
11), $15.4 million less than that proposed by NE.Ga

NT Gas has forecast $14.4 million ($2010-11) ofexapver the access arrangement
period for 1 July 2011 to 30 June 2016. The AERsclans that most of the forecast
capex complies with the NGR. However, the AER d&jasted fees related to capex
project management, because the costs have notséstantiated. In addition, the
AER considers the real cost escalators appliedtedast capex are excessive.

Overall, the AER considers that NT Gas must amisrfdiecast capex over the
access arrangement period to $13.9 million ($20110-4 reduction of 3.5 per cent
compared to that proposed by NT Gas.

The AER has calculated a closing capital base odu® 2016 of $100.9 million
($ nominal).

3.1 Introduction

This chapter sets out the AER’s consideration aradyais of the capital base that
NT Gas has proposed for the access arrangemeatperi

3.2 Regulatory requirements

In assessing NT Gas’s opening capital base, the ikE&juired to consider the
transitional provisions of the NGR (Clause 3(2kolfiedule 1 of the NGR). This
relates to actual or forecast capital expenditoesv(facilities investment) under
section 8.21 of the Code.

In relation to the value of the opening and closiagital base, the NGR requires NT
Gas to demonstrate:

= capex (by asset class) over the earlier accessgamaent period (r. 72(1)(a)(i))

= how the opening capital base is arrived at, incig@ demonstration of how it is
increased or diminished over the earlier accessgement period (r. 72(1)(b))

= the opening capital base is derived in accordantterw77(2). Rule 77(2)
specifies the components that contribute to thevaéon of the opening capital
base, including conforming capex, depreciation r@adindant and disposed of
assets

= forecast conforming capex (r. 72(1)(c)(i)) and hadwpreciation over the access
arrangement period is derived (r. 72(1)(c)(ii))
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= the closing capital base, derived using the formuening capital base plus
forecast conforming capex less forecast depreciaiu disposed pipeline assets
(r. 78 of the NGR)

= that forecast capex is such as would be incurreal foyident service provider
(r. 79(1)(a) of the NGR)

= that forecast capex is justifiable on a groundestainder r. 79(2). That is,
= the overall economic value is positive

» that either the expenditure is necessary to mairaad improve the
safety of services

= complies with a regulatory obligation, or

* meets the level of demand for services existingeatime the capex is
incurred.

Rule 90 requires that the access arrangement ronktic provisions governing the
calculation of depreciation for establishing thewipg capital base for the next
access arrangement period. The provisions musiveestether depreciation of the
capital base is to be based on forecast or acapétiat expenditure.

Rule 85(1) allows an access arrangement to induchgpital redundancy mechanism.
The AER may also require such a mechanism in tbesscarrangement.

The NGR also requires NT Gas to show key experajerformance indicators to be
used by the service provider to support expenditui® incurred over the access
arrangement period (r. 72(1)(f)).

3.3 Access arrangement proposal

3.3.1 Opening capital base

NT Gas has proposed an opening capital base of4idiftion ($2010-11) as at
1 July 2011. The calculation of the opening captae is shown in table 3.1.
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Table 3.1: NT Gas proposed opening capital base ($r2010-11)

N ™ <t 1o} (o] N~ [0} [} o i N
9 9 9 < N ? N < T T i)
— [aN] (a2} < Lo (e} N~ [0} (o)) o —
o o o o o o o o o — —
o o o o o o o o o o o
N N N N N N N N N N N

Opening 2285 2161 2020 1886 170.8 153.6 139.4 131.0 .6117105.7 112.4

capital base

pluscapex 02 04 29 04 05 03 07 06 07 206

plus

speculative

capex

plus reused

redundant

assets

Less

depreciation (190 (202 (215) (229) (244) (17.7) (155) 58 (162) (165)

PRB . 6.5 5.8 5.0 4.7 6.8 3.2 6.3 1.9 3.6 2.6
indexation

Less

redundant

assets

Less

disposals (0.0) (0.0) (0.0) (0.0) (0.0) (0.0) (0.0)
Closing 2161 2020 1886 170.8 153.6 139.4 131.0 117.6 .7105112.4
capital base

Source: NT GasAccess arrangement informatiodecember 2010, p. 13.

a The AER has converted 2009-10 real dollars @201 real dollars.

3.3.1.1 Capital expenditure in the earlier access arrangenrg period

NT Gas indicated it had incurred capex of $27.3ioml($2010-11) in the earlier
access arrangement period and proposed this arheuntluded in the opening
capital base for the access arrangement periode Bab sets out the actual capex
incurred in the earlier access arrangement peaiavell as an estimate for
2010-123"

31 NT GasAccess arrangement submissi@ecember 2010, p. 81.
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Table 3.2: Forecast and actual/estimated capital eenditure for 2006-11
($m, 2010-11

AN ™ <t Lo (o] N~ o ()] o <~

T 7 7 ? 7 7 N 7 T T

— N (5] < To) © ™~ © o)} o =

o o o o o o o o o - =

o o o o o o o o o o o

N N N N N N N N N N =
Forecast
(ACCC 0.5 3.7 2.0 0.6 0.7 3.6 0.7 0.6 0.7 0.6 13.7
approved)
Actual/

) 0.3 0.5 3.6 0.5 0.6 0.4 0.8 0.6 0.7 19.7 27.5

Estimated
Difference 0.2 33 (1.6) 0.2 0.1 32 (0.1) (0 (0)(19.1) (13.8)
Source: NT GasAccess arrangement submissi@ecember 2010, p. 81.
a The AER has converted 2009-10 real dollars i®201 real dollars.
b: estimate

NT Gas included $13.4 million ($2010-11) of capexs$ calculation of the opening
capital base, which is 100 per cent higher tharatheunt approved by the ACCE.
The overspend was significantly affected by theeexture estimated to be incurred
in 2010-11, as figure 3.1 shows.

Figure 3.1: Comparison of approved and actual/estimted capital expenditure for
NT Gas for the earlier access arrangement period (8, real, 2010-11)

25 4
W Actual O ACCC O Forecast

2001-02 2002-03 2003-04 2004-05 2005-06 2006-07 2007-08 2008-09 2009-10 2010-11

Source: NT GasAccess arrangement submissi@ecember 2010, pp. 81-82.

Table 3.3 shows NT Gas’s approved and incurredxcpehe major capex
categories (expansion, replacement and non-systeting earlier access arrangement

32 NT GasAccess arrangement submissi@ecember 2010, p. 81.
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period. During this period, NT Gas overspent irntlalee capex categories. NT Gas’s
performance in each of these cost categorieseflypdiscussed below.

Table 3.3: NT Gas allowed and incurred capital expaditure for the earlier access
arrangement period ($m, 2010-1%)

N (92] < K9] (o] N~ [e0] (o)) o —
T 7 7 T N 7 7 7 iy T
— o 52) < To) © ™~ S0 () o =
o o o o o o o o o - -
o o o o o o o o o o o
3V 3 3 N N N N N N N =
Expansion Allowed 0.0 0.0 0.0 0.0 0.0 0.0 0.0 00 00 0 0
Incurred 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.41 72 7.6
Variance 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.41 72 7.6
Replacement  Allowed 0.0 3.2 0.1 0.0 0.1 2.7 0.1 0.0 0.1 0.0 6.2
Incurred 0.1 0.3 3.3 0.4 0.1 0.2 0.2 0.4 0.2 12.417.7
Variance 0.1 (2.9) 3.3 0.1 0.1 (2.5) 0.1 0.4 01 241 115
Non-system  Allowed 0.5 0.6 1.9 0.6 0.6 0.9 0.6 0.6 0.6 0.6 7.5
Incurred 0.1 0.2 0.3 0.1 0.4 0.1 0.6 0.2 0.1 0.1 32
Variance (0.3) (04 (16) (05 (0.1) (0.8) (0.0) (04) (05 (05 (5.2)
Total Allowed 0.5 3.8 2.0 0.6 0.7 3.6 0.7 0.6 0.7 60 137
Incurred 0.3 0.5 3.6 0.4 0.6 0.3 0.7 0.6 0.7 19.727.5
Variance (0.2) (3.3) 15 (0.2) (0.1) (3.3) 0.0 0.0 0.0 19.1 13.7
Source: NT GasAccess arrangement submissi@ecember 2010, p. 81.
a: The AER has converted 2009-10 real dollars i®201 real dollars.

Expansion capital expenditure

NT Gas did not originally forecast any expansiopesaover the earlier access
arrangement period. However, NT Gas undertookXpeeted to undertake) three
expansion projects towards the end of the pefidhese included:

= removal of check valves along the AGP, south of Ban Springs in 2009-10
costing $0.37 million ($2010-1%)

= the Katherine Meter Station upgrade requested bZ BMsupport an increase in
capacity in the Katherine generating facilitiedbtocompleted in 2010-11, costing
an expected $7.7 million ($2010-12)

33 NT GasAccess arrangement submissi@ecember 2010, p. 63.
34 NT GasAccess arrangement submissi@ecember 2010, p. 63.
35 NT GasAccess arrangement submissi@ecember 2010, p. 63.
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= the Channel Island Meter Station upgrade schedaledcur in 2010-11 at a cost
of $0.6 million ($2009-10) [ c-i-c ] to support an increase the
capacity of the Channel Island generating facififie

Replacement capital expenditure

NT Gas overspent on replacement capex over thieeaccess arrangement period
by 187 per cent’ However, for most of the earlier access arrangémeplacement
capex was below that forecast due to a delay istipervisory control and data
acquisition (SCADA) upgrade project. For examphe Mereenie looping project
forecast to cost $2.6 million ($2010-11) was naiertaken in 2006—-0%.The
reported over spend in replacement capex was deile@nced integrity projects that
were expected to be completed in 2010-11, at aoé@t2.1 million ($2010-11%

Non-systems capital expenditure

NT Gas submitted that it underspent on non-syst&pex by $5.2 million ($2010-
11), which represents 71 per cent of the amountihad been allowed in the earlier
access arrangement peritd.

3.3.1.2 Adjustment to the capital base for inflation in theearlier access arrangement
period

NT Gas proposed an adjustment to the capital bsieg actual inflation based on the
consumer price index (CPY).For 201611, NT Gas estimated an inflation rate of
2.50 per cent? NT Gas's proposed inflation rates for adjusting tapital base is set
out in table 3.4.

Table 3.4: Inflation rates for adjusting the capitd base (%)

N (a2} < o [{e} N~ (o] [} o

< < < < < Q N < i\ |

— [aN} ™ < Lo (e} N~ [e0) (@] o

o o o o o o o o o g

o o o o o o o o o o

N N N N N N N N N AN -
Inflation rates 2.64 2.69 2.48 2.49 3.98 2.07 451 1.46 3.05 2.50
Source: NT GasAccess arrangement submissi@ecember 2010, p. 98.
a The value for 2010-11 is a forecast.
36 NT GasAccess arrangement submissi@ecember 2010, attachment D (confidential).

37 NT GasAccess arrangement submissi@ecember 2010, p. 81.
38 NT GasAccess arrangement submissi@ecember 2010, pp. 65-66.

39 NT GasAccess arrangement submissi@ecember 2010, p. 68. These projects include @ dsland
meter replacement, Channel Island piggability ptojeeplacement of Elliot heaters, Southbound
piggability projects, Cathodic protection upgradegst2, Hazardous area assessment and equipment
replacement, Palm Valley filtration and slam-sligat shrink sleeve replacement and Below ground
station pipework recoating.

40 NT GasAccess arrangement submissi@ecember 2010, p. 93.
41 NT GasAccess arrangement submissi@ecember 2010, p. 93.
42 NT GasAccess arrangement informatiddecember 2010, p. 93.
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3.3.1.3 Depreciation in the earlier access arrangement pesd

The ACCC approved straight line accelerated metiat&preciation for the earlier
access arrangement perfSd-his was a combination of depreciation of the &api
base (return of capital) and indexatSMNT Gas has submitted that to roll forward the
capital base, it disaggregated the depreciationradekation components from the
depreciation schedule in the ACCC final decisifable 3.5 sets out NT Gas's
proposed depreciation amounts for the earlier acagangement period.

Table 3.5: NT Gas's proposed depreciation for theaglier access arrangement period
($m, nominaly

N (42] < o (o] N~ (o] (@] o <~

< < < < < < N < 7 T

— A ™ < [Te} (e} N~ [e0) (e} o

o o o o o o o o o —

o o o o o o o o o o

N N N N N N N N N N
Regulatory depreciation 1, 1 155 177 188 208 144 125 131 137 144
per ACCC
Indexation 65 58 50 47 68 32 63 19 36 26

Straight line depreciation 19.1 20.2 215 22.9 24.4 17.7 15.5 15.8 16.2 16.6

Source: NT GasAccess arrangement submissi@ecember 2010, p. 98, NT Gag;cess
arrangement submissipbecember 2010, Attachment E-1 (confidential).

a This table disaggregates the ACCC 2002 finaisitat forecast depreciation.

b: The value for 2010-11 is a forecast.

3.3.1.4 Capital redundancy mechanism

NT Gas proposed that no assets had become redundhatearlier access
arrangement periotf.

3.3.2 Projected capital base

NT Gas proposed a projected closing capital baszdalune 2016 of just over
$110 million ($2010-11). The calculation of the jeated capital base is shown in
table 3.6.

43 ACCC,Final decision, Access arrangement proposed by N§ 3w Limited for the Amadeus Basin to
Darwin Pipeline4 December 2002, p. 61 (ACCEnal decision—-NT GadDecember 2002).

44 NT GasAccess arrangement submissi@ecember 2010, p. 92.
45 NT GasAccess arrangement submissi@ecember 2010, p. 92.
46 NT GasAccess arrangement submissi@ecember 2010, p. 91.
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Table 3.6: NT Gas projected capital base ($m, nomart)

2011-12 2012-13 2013-14 2014-15 2015-16

Opening capital base 112 433 117 192 115032 182 67109 688

Plus forecast capital

. 9317 1653 1737 1398 1674
expenditure
Less forecastregulatory -0 3814 4091 4388 968
depreciation
less forecast disposals
Less forecast redundant
assets
Closing capital base 117 192 115032 112 678 189 68110 394
Source: NT GasAccess arrangement informatioRdecember 2010, p. 12.

3.3.2.1 Forecast capital expenditure for the access arrangeent period
NT Gas proposed forecast capex of $14.4 millio®{$2-11) for the access
arrangement period. The proposed forecast capset ©ut in table 3.7.

Table 3.7: Proposed forecast capital expenditure fdhe access arrangement period
($m, 2010-11

2011-12  2012-13 2013-14 2014-15 2015-16  Total

Pipeline 7.9 0.9 0.9 0.8 0.9 115
Compression 0.0 0.0 0.0 0.0 0.0 0.0
Meter Stations 0.6 0.1 0.0 0.1 0.0 0.9
SCADA& 0.1 03 05 0.1 0.4 1.4
Communications

Operation& 0.1 0.1 0.1 0.1 0.1 0.6
Management facilities

Building 0.0 0.0 0.0 0.0 0.0 0.0
Total 8.7 1.5 1.5 1.2 1.4 14.4
Source: NT GasAccess arrangement informatiddecember 2010, p. 9.

a: The AER has converted 2009-10 dollars to 2010edldollars.

Figure 3.2 below shows actual and estimated capex the earlier access
arrangement period and forecast capex for the a@esngement period. On average,
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there is a 0.1 per cent per anrillincrease in total capex in the access arrangement
period when compared to the earlier access arraenfeperiod’

Figure 3.2:

NT Gas capital expenditure actual, apprved and forecast($2010-11)

m Actual

—a&—ACCC

—a— Forecast \

2001-02 2002-03 2003-04 2004-05 2005-06 2006-07 2007-08 2008-09 2009-10 2010-11 2011-12 2012-13 2013-14 2014-15 2015-16

Source:

a.

NT GasAccess arrangement submissi@ecember 2010, pp. 81-82, 89.
The value for 2010-11 is a forecast.

3.3.2.2 Adjustment of the capital base for inflation in theaccess arrangement period

To roll forward the capital base over the accesmngement period, NT Gas included

a forecast rate of inflation of 2.5 per céht.

3.3.2.3 Forecast depreciation allowance in the access arrgament period

NT Gas’s proposed allowance for depreciation inabeess arrangement period is

discussed in chapter 4 of the draft decision.

3.4

Consultant review

The AER engaged Wilson Cook & Co Limited, enginegrand management

consultants, to review NT Gas's proposed capexg@MilCook)’ This included a
review of the capex in the earlier access arrangeperiod, as well as NT Gas’s
forecast capex for the access arrangement period.

For the earlier access arrangement period Wilsark@onsidered the followirtg
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The earlier access arrangement period was-gdanperiod, for comparison reasons the figureHfer

access arrangement period has been doubled.

NT GasAccess arrangement submissi@ecember 2010, pp. 81, 83.

NT GasAccess arrangement submissi@ecember 2010, p 93.

Wilson CookReport—NT GasJanuary 2011, p. 5.
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= an element of NT Gas’s contract with its primargtomer required NT Gas to
inform and gain approval of the customer to go dheiéh material capex. As
such, there was a reasonable level of assurantelkiaaterial capex projects
were prudent and efficietit

= the most significant of these projects is the Katieemeter station upgrade, at a
cost (estimated) of $7.6 million. As well as in@eg the metering capacity of
this station, due to the age of the installatiomynaspects of it needed to be
upgraded to comply with present day standards.dfiSook considered that a
detailed cost breakdown is not provided, howeVes estimated internal rate of
return was in excess of the nominal pre-tax WATCC

= Wilson Cook noted that the proposed cost of thedlaxpansion projects sum to a
larger total than the total amount of proposed s capex ($8.89 million
against $7.4 million), and this discrepancy hadbesn explained

Wilson Cook noted the following points concerningecast capex in the access
arrangement period:

= the majority of the forecast capex lay in the ‘amted integrity program’, which
continued from the earlier access arrangement

= aside from the ‘enhanced integrity program’, Wil€dook considered that,
despite a lack of detailed information the remajnjeneral capex (e.g. SCADA
upgrades, replacement of tools and minor equipretent appeared justified

= the forecast for non-system capex was small, asgitgelittle information being
provided, appeared justified.

Wilson Cook recommended that the AER seek furthi@rmation from NT Gas on
some aspects of its expenditure. This included rdetail on costs of certain projects
and apparent discrepancies in descriptions of thegts in the access arrangement.

3.5 Submissions

Submissions on the capital base were received Korthern Territory Major Energy
Users (NTMEU), Power and Water Corporation (PWGQ) Biorthern Territory
Treasury (NT Treasury).

NTMEU submitted that over the earlier access amarent period, the actual capex
was lower than the ACCC approved capex of $13.4ani(nominal). Further,
NTMEU submits that there is large increase in campet 2010-11 and 2011-12.

NTMEU were concerned that the amount of forecaptetgation, as determined by
the ACCC, has not been completely accounted ftiarroll forward of the regulatory
asset bas®.

52 NTMEU, Submission to the AERebruary 2011, p.13.
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Further, NTMEU submitted that the proposed forecapex for 2010-11 and
2011-12 and its timing should be closely examitied.

PWC submitted that it considers the opening cap#ak to be excessive and that the
depreciation allowance is overstated for the follmyweasons:

actual capex incurred by NT Gas during the eaglegess arrangement period was
financed by PWC

all compression on the pipeline is redundant and #hould not form any part of
the calculation of deprecation

the historical capex on O&M facilities and SCADAnedunded by PWC under
existing contractual arrangements and as such éteuiully depreciated

PWC submitted that it was concerned with forecapeg in 2010-11 and 2011-12
and in particula’

whether or not NT Gas had the capacity to delikerprojects within the
nominated time frame

that a significant proportion of the projects wbaing fast tracked despite not
being urgent

projects were being accelerated and with some leidgd simply to suit NT Gas.
For example, NT Gas proposed to begin southbouwyglng in 2015-16.
However, the South Bound Piggability project wagdast to be complete in
2011-12 as part of the enhanced integrity program

that some proposed projects did not belong in Bsecapex as they were
completed in the earlier access arrangement p&tiod.

PWC further submitted that the proposed scopeeétthanced integrity project
forecast to be undertaken in 18 months was sulist&hFurther, PWC indicated that
many of the projects in the enhanced integrity progwere remedial integrity
activities, which would be carried out on a yearyaar basis. PWC has suggested
that the forecast capex be scrutinised carefullyresy r. 79 of the NG
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NTMEU, Submission to the AERebruary 2011, p. 13.
NTMEU, Submission to the AERebruary, p. 13.

PWC Submission to the AER4 March 2011,pp. 5-8.
PWC Submission to the AER4 March 2011, pp. 5-8.

PWC,Submission to the AER4 March 2011, pp. 5-8. These projects includéoB&round Station
Pipework Recoating project which is traditionally@ex item; Heat Shrink Sleeve Replacement project;
in the past it has been treated as non-routine apé>Cathodic Protection Upgrade project; should
represent O&M savings in the future.

PWC,Submission to the AER4 March 2011, pp. 5-8.
PWC Submission to the AER4 March, pp.5-8.
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PWC also submitted that NT Gas did not provideisieffitly detailed information on
forecast capex in the years from 2012—13 to 201830&erall, PWC has considered
that there was an over-estimation in forecast capex

The NT Treasury considered that forecast capedi1®211 and 2011-12 was
excessivé? Further, it submitted that the forecast capex tiveraccess arrangement
period g\éas high and more than double the levelserearlier access arrangement
period.

3.6 AER’s consideration

The AER is satisfied with the majority of the compats of NT Gas’s proposed
opening capital base. However, the AER requires34$ to revise its opening capital
base to account for capex that had been estimatacttur in 2010-11 but will not be
undertaken. The AER also requires NT Gas to retotieg calculation of the
“residual amounf® used by NT Gas to roll forward its capital basé auly 2011.

With respect to forecast capex over the accesagenaent period, the AER largely
has accepted the amounts forecast by NT Gas. Tdtetaoanaintain the safety and
integrity of the pipeline over the access arrangsrperiod and beyond provides
sufficient justification for the proposed capex €TAER is also satisfied that, for the
most part, the forecast costs are prudent andesificHowever, the AER considers
amendments must be made to the capex forecashtavegproject management fees
and to revise the accepted rates of real costasmal

3.6.1 Opening capital base

Two steps are required to calculate the openingatdgase at 1 July 2011:

= first, the value of the capital base at 1 July 2i30dbtained from the access
arrangement review undertaken for the earlier acagangement period and an
adjustment is made to account for any differende/éen actual and estimated

capex in 2000-01. This becomes the opening cdyat# for the earlier access
arrangement period;

= second, the opening capital base at 1 July 20ailles] forward to 30 June 2011.
This involves:

» adding conforming actual capex over the earlieess@rrangement
period

* removing regulatory depreciation

= removing any redundant capital and disposals and

63 PWC Submission to the AER4 March 2011, pp. 5-8.

64 Northern Territory Treasur$ubmission to the AER, proposes access arrangdareghe Amadeus Gas
Pipeline 21 March 2011, p. 2. (NT TreasuSubmission to the AER1 March 2011).

65 NT TreasurySubmission to the AER1 March 2011, p. 2.
66 NT GasAccess arrangement submissi@ecember 2010, p.92.
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» indexing the capital base and other componentseofdll forward for
actual inflation.

While the AER is satisfied with the majority of Ndas'’s calculation of the opening
capital base, the AER does not accept NT Gas'mattd capex in 2010-11. As a
result, the AER does not accept NT Gas’s propogediag capital base and requires
NT Gas to amend its access arrangement informas@et out in amendment 3.1.

3.6.1.1 Opening capital base for the earlier access arrangegent period

The AER considers that NT Gas has correctly updéedpening value of the
capital base in the earlier access arrangemerdcgeérhat is, the value of the capital
base on 1 July 2001.

3.6.1.2 Conforming capital expenditure in the earlier acces arrangement period

The AER is required to consider whether the capeke earlier access arrangement
period is conforming’ The AER does not consider that the capex incuaret
estimated by NT Gas over the earlier access armaagieperiod is consistent with

r. 79(1)(a) of the NGR. As a result, the AER isgmsing to remove $13.6 million
($2010-11) from NT Gas’s proposed opening capaakbat 1 July 2011.

In reaching this view, the AER has considered dtiewing information:

® inits access arrangement proposal, NT Gas sulthtfttd capex was estimated to
increase sharply in 2010-11 to address pipeliregiity concerns through its
‘enhanced integrity prograri®. However, subsequently, NT Gas provided the
AER with information outlining significant revisiarto its estimates for
2010-11°°NT Gas submitted much of the estimated capex i®-201 would not
proceed in that yedf.Based on the updated information provided by N, &z
AER does not accept the estimated capex for 2018s Ekt out in the access
arrangement proposal as it does not comply witd§2). To reflect a more
accurate estimate of conforming capex in 2010-I134s is required to amend
its capex in accordance with amendment 3.2.

= aside from the revisions to the ‘enhanced integiiggram’ and capex related to
the Katherine Meter Station upgrade, the variabedseen the actual and
allowed non-system expenditure were relatively mino

The AER does not agree with the submission from RWACsuggested certain capex
amounts incurred during the earlier access arraageperiod should be regarded as
non-conforming. PWC submitted that some operatgifies and data acquisition
assets (SCADA) were specifically funded under @stract with NT Gas. As such,

67 NGR, r. 79(1)(a). The relevant test is whetherexpenditure was justified and would have beeurned
by a prudent service provider acting efficienttyaiccordance with accepted good industry praatice t
achieve the lowest sustainable cost of providingices.

68 NT GasAccess arrangement submissi@ecember 2010, p. 81.
69 NT Gas, Email to AERARER.NTGAS.15-18 - Update and details on speciakptgj25 February 2011.
70 NT Gas, Email to AERAER.NTGAS.15-18 - Update and details on speciakptgj25 February 2011.
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PWC considered these represent capital contribsiamal should not be included in
the capital basé

The AER considers the reference tariff in the eadiccess arrangement period was
based on an expected level of costs to be recovemdever, PWC and NT Gas have
negotiated an alternative contractual approaclkdsts to be recovered. This
contracted tariff was different to that specifiadhe access arrangement and, as a
result, may have had different requirements fortahpontributions to be made. The
AER considers revenues recovered under this cdrdascnot easily be matched to
revenue recoveries allowed for in the approved sxaerangement. PWC did not
provide information on the amounts it claims to énaentributed toward capex, nor
did it identify the relevant assets.

NT Gas indicated in its access arrangement proploaathese recoveries from PWC
were treated as revenue and the AER accepts thisagh’? In rolling forward the
asset base, the AER considers that the actual et on the assets referred to by
PWC should be included in the capital base. Intamdithe AER also considers the
forecast depreciation associated with these atsdjtssted for actual inflation) and as
determined by the ACCC, should be subtracted filogrcapital base.

3.6.1.3 Depreciation used in the roll forward model

The AER accepts that forecast depreciation (adjusteactual inflation) as approved
by the ACCC in the earlier access arrangement gpashiould be used to roll forward
the capital base to 1 July 2011. However, wherABR reviewed NT Gas'’s roll
forward model (RFM), the AER found that the metlapglied by NT Gas to adjust
the depreciation amounts for the difference betvastnal and forecast inflation
understated the amount of depreciation. In a resptmthe AER, NT Gas provided a
demonstration of the depreciation calculation methwbmitted in its proposal.The
AER found that NT Gas had omitted inflation adjustits to the nominal depreciation
component and that only the indexation componedtiezn adjustetf.

The AER recalculated NT Gas’s depreciation takirig account changes to inflation
on the nominal and indexed depreciation amounts.AER'’s calculations result in a
reduction of NT Gas'’s opening capital base by $8il8on ($2010-11).

Table 3.8 sets out the AER approved and NT Gassqaed depreciation amounts
for the earlier access arrangement period.

71 PWC Submission to the AER4 March 2011, p. 5.
72 NT GasAccess arrangement submissi@ecember 2010, p. 91.
73 NT Gas, Email to AERResponse to information requedanuary 2011.

74 NT Gas, Email to AERAER.NTGAS.15-18-Update and details on special pgmj2s February 2011,
attachments (confidential).
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Table 3.8: Approved depreciation and NT Gas’s propsed for the earlier access
arrangement period ($m, nominal)

(o} (92} < Yo} (e} N~ [e0] (e} o <~

9 Q < < < < NI < 7 7

- N ™ < n [(e] N~ o] (@] o

o o o o o o o o o —

o o o o o o o o o o

N N N N N N N N N N
AER approved straightline 155 05 515 209 246 177 158 158 162 165
depreciation
NT Gas 191 202 215 229 244 177 155 158 162  16.6

proposed depreciation

Source: NT GasAccess arrangement submissi@ecember 2010, p. 99, AER Analysis.

3.6.1.4 Adjustment to the capital base for inflation

The AER considers that the inflation rate usedtiek the capital base should be
consistent with the inflation rate used for the wadntariff variation mechanism. NT
Gas’s proposed RFM uses the change in June toGCRhigures to adjust the capital
base for inflatiorl> This is not consistent with the annual tariff aion mechanism,
which uses the change in March to March CP!I figéit&onsequently, the AER
considers that NT Gas must adjust its proposed Ré& that it uses the change in
March to March CPI to calculate the inflation adiment of the capital base. The
effect of this change is to increase the openimpgtalabase as at 1 July 2011 in
nominal terms by more than $0.3 million. The iriflatrate for 2010-11 will be
updated for the final decision when the CPI forMhech quarter 2011 is available.

3.6.1.5 Redundant capital

PWC submitted that the Warrego Compressor Stasioedundant, and should not be
included in the calculation of depreciation amoufhfshe capital redundancy
mechanism in NT Gas’s earlier access arrangemenwuidas for the removal of
redundant assets from the asset B&8&. Gas has also proposed a capital
redundancy mechanism for the access arrangemead per

Assets are considered redundant under the NGRyraweusly under the Code,
when they cease to contribute in any way to th&ipian of pipeline service®. The
Warrego Compressor Station was installed to pressgas being transported north
from the Amadeus Basin. The AER accepts that stedastallation, the direction of
gas flow has changed as gas is now delivered frenBtacktip gas field which is
connected at the northern end of the pipeline. 8foes, the compressor station is
currently not used by NT Gas in the provision gfgline services.

75 NT GasAccess arrangement submissi@ecember 2010, attachment E-1, (confidential).
76 NT GasAccess arrangement submissi@ecember 2010, p. 148.

77 PWC,Submission to the AER4 March 2010, pp. 3-4.

78 NT GasAccess arrangement for the Amadeus Basin to DaripieliRe, February 2003, p. 15.
79 NT GasAccess arrangement proposBlecember 2010, p.15.

80 NGR r. 85(1), and Code, s. 8.27.
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In response to the AER, NT Gas submitted that timepressor is kept in operational
condition in case it is needed, and could potdgtiz converted for use in alternative
gas flows scenaridg.

The AER accepts that, at this stage, the compressainues to provide an
operational capability (despite not being in cutnese) and is, therefore not a
redundant asset. The compressor consequently theatsquirements of r. 79 of the
NGR. However, the AER will reassess whether thepressor has been required to
provide pipeline services during the access arraegé period at the next access
arrangement review.

3.6.1.6 Summary on the opening capital base

The AER has considered the components of NT Gasfsoged opening capital base.
The AER requires an amendment to the opening ddgaite to account for an
adjustment to capex, depreciation and inflatiotheearlier access arrangement
period. The AER has calculated the opening capdak as at 1 July 2011 to be
$99.5 million ($2010-11) compared to $112.4 milljoominal) proposed by NT
Gas. As a result, the AER does not consider thaGld$'s proposed opening capital
base is consistent with r. 77(2) of the NGR. NT Gagquired to amend its access
arrangement information as outlined in amendmeht 3.

3.6.2 Projected capital base

The closing capital base is calculated by takirgapening value on 1 July 2011 and
adding to it forecast conforming capex, removingéast depreciation and then
adjusting for inflation and expected capital cdnitions.

3.6.2.1 Forecast capital expenditure

In its proposal, NT Gas forecast capex of $14.4ionil($2010-11) in the access
arrangement period. NT Gas’s actual and forecgebgancluding its revised
estimate for 2010-11, are shown in figure 3.3.

Figure 3.3: Allowed, actual and proposed capex ($20-11, $ m)

‘_ Actual === Estimate - December [ Estimate - March == Forecast - December —#&—ACCC
25— m st o -

F L it i
R ——_—__,_,,——————.—_—- .. . P bkb

L ...

OJAI\_\-_F—I-_/F._J\—-I‘—-** 1 ‘ S N I v I i

2001-02 2002-03 2003-04 2004-05 2005-06 2006-07 2007-08 2008-09 2009-10 2010-11 2011-12 2012-13 2013-14 2014-15 2015-16

81 NT Gas, Email to AERResponse to AER.NTGas.23 March 2011.
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Source: NT GasAccess arrangement submissibecember 2010, pp. 81-81, 89, NT Gas, Email to
AER, NT Gas submission on AA revision proposal- revisgukx 18 March 2011,
attachments (confidential).

Figure 3.4 shows proposed capex by purpose: exgansiplacement and non-system
capex. There are significant increases in two eftkinee categories, with the most
notable being the replacement program. Figure I3alshows how the ‘enhanced
integrity program’ (which is part of the replacerheapex) was to be spread across
2010—1;831nd 2011-12. NT Gas forecast $8.4 milg20{0-11) would be spent in
2011-12°

Figure 3.4: NT Gas'’s forecast capital expenditure Y purpose — 2001-11 to 2011-16

—e—eXxpansion capital —a—replacement capital —A—non system capital

2001- 2002- 2003- 2004- 2005- 2006- 2007- 2008- 2009- 2010- 2011- 2012- 2013- 2014- 2015-
02 03 04 05 06 07 08 09 10 11 12 13 14 15 16

Source: NT GasAccess arrangement submissi@ecember 2010, pp. 81, 83.

The AER considers that NT Gas'’s forecast capexrprogequires amendment. The
AER accepts capex of $13.9 million ($2010-11) comagdo NT Gas'’s proposal of
$14.4 million ($2010-11), a decrease of 3.9 pet.cen

The AER’s consideration of the replacement capekraom-system capex elements of
NT Gas’s capex program are set out below, folloimea@ consideration of other
factors affecting the capex forecasts.

3.6.2.2 Replacement capital expenditure

In its assessment of replacement capex, the AE€sss8 NT Gas’s proposed
‘enhanced integrity program’ in accordance withtiegs capex criteria under r. 79 of
the NGR. However, for ease of reading, the AER&asment applies the new capex
criteria to each of the following aspects:

= whether the program is necessary;

= whether the costs have been estimated appropriatsdy

82 NT GasAccess arrangement submissi@ecember 2010, p. 83.
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= whether it is necessary to undertake the replaceimehe timeline proposed by
NT Gas.

These matters are considered in the following sesti

Necessity of the program

The AER considers that NT Gas has establishedwresgent to maintain the

integrity and improve safety of services offerediy pipeline and to comply with
regulatory obligations in accordance with the NERhe AER accepts that as a
pipeline ages, maintenance and replacement of degrassets will be requir€iThe
AER is also aware that capex during the earlieesg€@arrangement period assumed
the pipeline may have limited further use beyorelabcess arrangement period.
Given the anticipated continuing use of the pipelidue to new gas sources, the AER
accepts there may be a need for some catch uplatenent capex in the access
arrangement period. On this basis, the AER consitther proposed enhanced integrity
program is designed to address these issues. I&btritlines each of the projects
that comprise the enhanced integrity program aadutification of these projects on
the basis of safety and integrity.

Table 3.9: Justification for the projects that male up the enhanced integrity
program.

Project Justifications

Channel Island meter replacemeninetering accuracy requirements for integrity of/aars
Channel Island piggability project  ensure onga@atety and integrity of the pipeline

. ensure ongoing compliance with NT Gas’s obligatimmmeet its
Replacement of Elliot heaters i ) e
contract specified quality specification

Southbound piggability project periodic integrityrgeys are a requirement of AS2885

Cathodic protection upgrade— ensure the integrity and safety of the pipelinedigh ongoing
Stage 2 compliance with AS2885, AS/NZS2832.1 and AS/NZS283

Hazardous area assessment and ensure the safety of sites along the AGP and camdi with AS2430,
equipment replacement AS3000 and AS2381

Palm Valley filtration and slam-  ensure the integrity of the pipeline and maintaid amprove the safety
shut of services provided by means of the pipeline

. ensure the ongoing structural integrity and sadéthe pipeline and to
Heat Shrink sleeve replacement comply section 3.3 of AS2885:3
Below ground station pipework ensure the ongoing integrity and safety of the lpipeand to comply
recoating with existing section 5.5 of AS2885:3

Source: NT GasAccess arrangement submissi@ecember 2010, pp. 64-77.

The NTMEU, in its submission noted that many of phgjects have been required for
a number of years (e.g. the Channel Island medéios). However, it submitted that

83 NGR, r. 79(2)(c)(i) to r. 79(2)(c)(iv).
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other projects (such as the cathodic protectioncaading replacement projects, and
‘Hazop’ assessments and replacements) are ongairigtihat should be continuously
addressed and therefore would be in the regularamapex work§>

The AER accepts that aspects of the program shuyalzbed in order for the pipeline
to be maintained for future use. This view is supgbby Wilson Cook, which
considered NT Gas’s approach to setting the pieésritf its work program was
sound®® Wilson Cook also noted the age of the pipelineriionted to the need for
the refurbishmerft’ On this basis, the AER accepts the need for tharered
integrity program proposed by NT Gas as it comphéh r. 79(2)(c)(i) to

r. 79(2)(c)(iv) of the NGR.

Costs of the enhanced integrity program

The AER has found that most of the capex propogedbGas is justified under

r. 79(1)(a) of the NGR. The AER accepts that therafing environment for the AGP
poses many challenges. For example, climatic exdseshwet and dry seasons along
the length of the AGP, which is arid in the soutkl &opical in the north. In addition,
the remoteness of the AGP imposes to travel tlohtoes effective working hours of
staff and would lead to location specific costghsas travel, accommodation, flights
and related allowances.

Having considered the information on the ‘enharnioéghrity program’ provided by
NT Gas, Wilson Cook advised the costs of the pmogras reasonable and justifiéd.
Wilson Cook reached its view having undertakenvéere of the scope and cost of
each project part of that makes up ‘enhanced iitjegrogram’®® It also considered
that as the pipeline is no longer new, the propesgenditure was to be expected in
terms of its nature and scope.

In total, the AER accepts forecast replacementxcap813.9 million ($2010-11), a
decrease of $0.5 million ($2010-11) compared toghaposed by NT Gas. This
forecast includes the removal of project managerfe&st and revised real cost
escalators (see section 3.6.2.4). Overall, thepdeddorecast represents a decrease of
3.9 per cent on the total amount proposed by NTdvasthe access arrangement
period. A comparison of the proposed costs andethosepted by the AER are shown
in figure 3.5 below.

85 NGR, r. 79(2)(c)(i) to r. 79(2)(c)(iv).

85 NTMEU, Submission to the AER8 February 2011, pp. 17-18.
86 Wilson CookReport — NT Gagslanuary 2011, p. 4.

87 Wilson CookReport — NT Gagslanuary 2011, p. 3.

88 Wilson CookReport — NT Gaslanuary 2011, p. 5.

89 Wilson CookReport — NT Gaslanuary 2011, pp. 4-5.

90 Wilson CoonReport — NT Gagslanuary 2011, pp. 4-5.
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Figure 3.5: NT Gas proposed forecast capex compateo AER draft decision.

‘I:l NT Gas proposed B AERapproved ‘
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Source: NT GasAccess arrangement submissi@ecember 2010, p. 83, AER analysis.

Timing of the enhanced integrity program

NT Gas submitted that the enhanced integrity progres essential for technical
regulatory obligations including a licence requiggthand to ensure the ongoing
integrity of the pipelin€! There is no specific obligation on NT Gas to uteles
these works at the rate it has proposed. Howesaroted earlier, NT Gas is required
to maintain the pipeline to meet certain enginepand safety standards.

The AER has examined whether it is necessary tentmkk the full program in the
time proposed by NT Gas. The AER accepts the vigwessed by NT Gas in its
proposal that if mining activity returns to thetbiscally high levels before the global
financial crisis, there is some risk costs may ifisegh levels of activity in mining
sector cause labour costs to rise at rates hiphaerdnticipated.

Therefore, the AER is satisfied these costs woelthburred by a prudent service
provider acting efficiently, in accordance with epted good industry practice and are
justifiable®?

Revised timing of the ‘enhanced integrity program’

On 31 January 2011, the AER requested NT Gas tircowhether the significant
increases in capex estimated for 2010-11 remaicadtae’> A preliminary response
was received from NT Gas on 25 February 26ahd more detailed information was

91 NT GasAccess arrangement submissi@ecember 2010, p. 66.
92 NGR, r. 79(1).
93 AER, Email to NT GadArrangements for AGP information sessi@8 January 2011.

94 NT Gas, Email to AERAER.NTGAS.15-18-Update and details on special pi9j26 February 2011,
attachments (confidential).
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provided on 18 March 202k.The revised figures included an update of the xape
estimated in 2010-11 as well as revised forecasapéx (see figure 3.6 below) in the
access arrangement period. The information prowvidédarch included an update of
capex (and opex) forecasts, depreciation schedeleised post-tax revenue model
(PTRM) and tariffs, amongst other things.

Figure 3.6: NT Gas’s forecast December capex vs. dn capex

‘El Forecast - December ® Forecast - March

2D
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Source: NT GasAccess arrangement submissibecember 2010, pp. 81-81, 89, NT Gas, Email to
AER, NT Gas submission on AA revision proposal— revisgukx 18 March 2011,
attachments (confidential).

The AER has not taken into account the significaumisions to the forecasts provided
by NT Gas in March 2011 in preparing the draft deci. The AER has assessed NT
Gas’s forecast expenditure on replacement capexchsgled in its proposed access
arrangement submitted in December 2010.

The revisions include both the deferral of NT Gasithanced integrity program’ and
increases to the forecast cost of the programaitiqular, capex for the program in
2010-11 had been estimated to be $12.1 millioneoenber 2010 but in March 2011
was estimated to be $5.1 millidhOverall, the forecast cost of the ‘enhanced
integrity program’, which was to be undertaken @1@-11 and 2011-12 at a cost of
$18.7 ($2010-11) million, was increased to $38.Mani ($2010-11) commencing in
2011-12. The AER considers that revisions of sugmficance in such a short period
of time places some doubt on the ability of NT Gaprepare reliable forecasts. As
such, the AER considers that there is a high hieed that the revised estimates
provided by NT Gas will be inaccurate. In theseuwinstances it is more appropriate
for NT Gas to bear the risks associated with ineateuforecasting rather than users.
The capex forecast for the access arrangementipactepted by the AER already
represents a significant increase on the capexrtaka® in the earlier access

95 NT Gas, Email to AERNT Gas submission on AA revision proposal- revisgex 18 March 2011,
attachments (confidential).

96 NT Gas, Access arrangement submission, Decemb®8, NT Gas, Email to AER, NT Gas submission on
AA revision proposal- revised capex, 18 March 2@ttachments (confidential).
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arrangement period. An even higher forecast habemt justified by NT Gas at this
time.

For the purpose of the draft decision the AER Iss&essed the forecast capex program
as it was proposed by NT Gas in December 2010 AH# considers it would be
inappropriate to prepare its draft decision witspect to the revised forecasts for a
number of reasons. First, the NGR requires seiiogiders to provide an access
arrangement proposal and access arrangement iriffomad the same time. Second,
the revised forecasts are not publicly available iaterested parties have had no
opportunity to comment on the revisions. Third, 4R and its consultants have had
little opportunity to review the revised costs imydevel of detail.

3.6.2.3 Non-systems capital expenditure

Non-system capex is largely made up of annualmewind non-annual elements such
as office equipment and computers and is forecdse ton average $0.2 million per
annum ($2010-11) over the access arrangement pa&hdlcompares with a similar
average expenditure of $0.2 million per annum @andhrlier access arrangement
period. Given the level of expenditure is expedtetemain at around the same level,
the AER accepts the proposed forecast complieswit(2)(c) of the NGR.

The AER accepts that non-systems capex is necetssangure continued operation
of the pipeline to maintain and improved the sattgervices, maintain integrity of
services’® and to comply with ongoing regulatory obligatiofis.

Supporting the proposed forecasts, Wilson Cookidensd the proposed non-system
capex was made up of routine expenditure baselleoedrlier access arrangement
period plus expected upgrades of data and voicemtoritations in 2013-14 and
2015-16' As a consequence, the AER is satisfied that cgrexon-systems
proposed by NT Gas is prudent and complies withNB&. *°*

3.6.2.4 Other adjustments made to the projected capital baes

Project management fees

The AER does not accept the project managemensidmnitted by NT Gas. NT Gas
has proposed a general project management feefrgte-c] per cent that has been
added to all capex items with the exception of exiiere on the Katherine Meter
Station project’® Table 3.10 outlines the amount of project manageriees that
have been applied to each project.

97 NGR, r. 79(2)(c) (i).

98 NGR, r. 79(2)(c)(ii).

99 NGR, r. 79(2)(c)(iii).

100  Wilson CookReport—NT GasJanuary 2011, p. 5.
101  NGR,r. 79(2)(b).

102  NT Gas, Email to AERRER.NTGAS.15-18-Update and details on special pis)j26 February 2011,
attachments (confidential), NT Gas, Email to ABRR, Gas submission on AA revision proposal- revised
capex 18 March 2011, attachments (confidential).
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Table 3.10:  Project management fees ($'000, real PD-11)

Project Costs

Project cost Project management

fees
Channel Island meter replacement 218 [c-i-c]
Channel Island Piggability Project 6608 [c-i-c]
S.ou.thbo_und plgga_lblhty p_rOJect/ 437 [c-i-c]
bi-directional pigging project
Cathodic protection upgrade stage 2 3713 [c-i-c]
Hazardous area assessment and equipment 983 [c-i-c]
replacement
Palm Valley filtration and slam shut 273 [c-i-c]
Heat Shrink sleeve replacement 51 [c-i-c]

Below ground station pipeline recoating 4914 -i-

Source: NT GasAccess arrangement submissi@ecember 2010, attachment C,
(confidential), AER analysis.

The AER considers that NT Gas has provided ingefitanformation to support its
proposal for project management fees. The AER densithat in its access
arrangement submission in December 2010, NT Gauifidel several capex projects
that included a project management f&However, it provided no details or
explanation of this fee. In response to the AERIegtions on the breakdown of capex
costs, NT Gas provided a breakdown of costs foln eapex project. Although the
breakdown costs included project management feahwihe AER has calculated to
be [c-i-c] per cent of total costs; it did not pide any further explanation regarding
these costs™ Therefore due to a lack of substantiation, the AE@poses not to
accept NT Gas’s proposed project management fe@smof the proposed capex.
The AER considers that project management feetetkta the proposed forecast
capex have not been made on a reasonable basik arod represent the best forecast
or estimate possible under r. 74 of the NGR anttths expenditure does not meet
the capex criteria under r. 79 of the NGR.

Cost escalators

The AER'’s consideration of NT Gas’s proposed cestakators is discussed in
chapter 7 of the draft decision. For the reasonigned in chapter 7, the AER is not
satisfied that the proposed cost escalators apfai®I” Gas’s forecast capex comply
with the requirements of r. 79 and r. 74(2) of M@BR. As a result the AER proposes
that NT Gas amend its forecast capex by applyiegehl cost escalators set out in
table 7.6 in chapter 7.

103 NT GasAccess arrangement submissi@ecember 2010, attachment C, (confidential).

104  NT Gas, Email to AERFARER.NTGAS.15-18 - Update and details on speciakptgj25 February 2011,
attachments (confidential); NT Gas, Email to ABR, Gas submission on AA revision proposal - revised
capex 18 March 2011, attachments (confidential).
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3.6.2.5 Conclusion on capital expenditure

The AER does not consider that NT Gas’s forecgstxaomplies with the
requirements under r. 79 of the NGR. That is, &slnot represent capex that would
be incurred by a prudent service provider actiriigiehtly, in accordance with
accepted good industry practice and to achievéothiest sustainable cost of
providing services.

Further, the AER considers that NT Gas’s proposgex is inconsistent with the
national gas objective as it does not represeiti&fit investment in, and efficient
operation and use of, natural gas services foloting-term interests of consumers of
natural gas with respect to price, quality, safegliability and security of supply of
natural gas®

The AER also considers that NT Gas’s proposed &stetapex does not represent the
best forecasts possible in the circumstarites.

Table 3.11 shows the capital expenditure propogedTbGas compared with the
capex which the AER considers satisfy the new capiéaria of the NGR?’

Table 3.11:  NT Gas's proposed and approved capitaixpenditure for 2011-2016
($m, 2010-11, real)

2010-11 2011-12 2013-14 2014-15 2015-16 Total

Expansion
NT Gas proposed 0.0 0.0 0.0 0.0 0.0 0.0
AER approved 0.0 0.0 0.0 0.0 0.0 0.0

Replacement

NT Gas proposed 8.6 1.4 1.1 1.1 1.1 13.3

AER approved 8.1 1.4 1.1 1.1 1.1 12.8

Non-systems

NT Gas proposed 0.1 0.1 0.4 0.1 0.3 1.1

AER approved 0.1 0.1 0.4 0.1 0. 1.1

Total capital expenditure

NT Gas proposed 8.7 1.5 1.5 1.2 14 14.4

AER approved 8.2 15 15 1.2 1.4 13.9

Source: NT Gasiccess arrangement submissi@ecember 2010, p. 83; AER analysis.

105  NGL, s. 23.
106  NGR, 1. 74(2).
107 NGR, . 79.
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Therefore, the AER is proposing that NT Gas is meglto amend its access
arrangement proposal as outlined in amendment 3.3.

3.6.2.6 Capital contributions

NT Gas has not proposed any non-conforming capatadributions for the access
arrangement period. NT Gas anticipates that all capex will be confargncapex.
However, NT Gas has noted that where capital dautions are made, they are
treated as revenue in the year in which they arderi?d

The AER considers that this is consistent with2(38 of the NGR. Therefore the
AER is not proposing that NT Gas amend its acceasngement proposal for capital
contributions.

3.6.2.7 Depreciation

The AER’s assessment of NT Gas’s forecast depregiatiowance is set out in
chapter 4 of the draft decision. Table 3.12 repecedithe conclusions from that
chapter.

Table 3.12:  AER approved depreciation for the accasarrangement period
($°000, nominal)

2011-12 2012-13 2013-14 2014-15 2015-16

Straight line 6.0 55 5.7 5.9 3.5
depreciation

Inflationary gain 2.5 2.6 2.6 2.6 2.5
Regulatory 3.5 2.9 3.1 3.3 0.9

depreciation

Source: AER analysis

The AER is proposing NT Gas amend its forecastead@ation as outlined in
amendment 4.3.

108 NT GasAccess arrangement submissi@ecember 2010, p. 93.
109 NT GasAccess arrangemenbecember 2010, p. 10.
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3.6.2.8 Forecast disposals

NT Gas has submitted that it does not propose mppsials in the access
arrangement period® The AER accepts NT Gas'’s proposal that no dispazal
forecast in the projected capital base for the sgcaerangement period. In doing so
the AER acknowledges the opening capital basedoess arrangement period
commencing 1 July 2016 would be net of the valuermyfassets disposed of during
the access arrangement period.

3.6.2.9 Adjustment to the capital base for inflation

NT Gas used a forecast inflation rate of 2.5 pet geits modelling. The AER’s
consideration of NT Gas’s approach to estimatinueeted inflation is discussed in
chapter 5 of the draft decision. For reasons dssaign chapter 5, the AER uses a
geometric average comprised of the RBA'’s most ugate short-term inflation
forecasts and the target range mid-point of 2.5cpat to estimate an inflation rate of
2.57 per cent over a 10 year period for the acagasigement period. The AER
therefore accepts the proposed forecast inflaat@used by NT Gas. However, the
AER notes that the forecast inflation amount walupdated for the final decision
based on most up to date information.

3.6.2.10 Summary for projected capital base

The AER has considered the components of NT Gasfgoged projected capital
base. Given the amendments required to NT Gasjsopsal capex, forecast
depreciation and the adjustment of the capital bas@aflation, the AER considers
that NT Gas’s projected capital base does not comiph r. 74(2) and r. 78 of the
NGR. The AER proposes that NT Gas amend its a@ressgement proposal as
outlined in amendment 3.4.

3.6.3 Calculation of the opening capital base at the nexiccess arrangement
period

With regard to r. 90 of the NGR, NT Gas has proddbkat a forecast depreciation
approach to be used to roll forward the capitatlmghe next access arrangement

review!!!

A forecast depreciation method has been used italigrunder the previous Code
and the AER has approved such an approach indgtsidies for Jemena Gas
Networks, Country Energy Gas Networks and the A&@l Gas Networks? This
approach is also consistent with the approachramdlin the AER’s Access
Arrangement Guideline (AAG)®

110  NT GasAccess arrangement submissi@ecember 2010, p. 95.
111  NT GasAccess arrangemenbecember 2010, p. 11

112  AER,Final decision: Jemena Gas Networks access arrangepneposal for the NSW gas netwqrane
2010 (AER Final decision—JGNJune 2010.), AERginal decision: Country Energy Gas Pty Ltd access
arrangement proposal for the Wagga Wagga natural djatribution networkMarch 2010 (AERFinal
decision—Country Energyarch 2010.) and AERginal Decision: ActewAGL Distribution access
arrangement proposal for the ACT, Queanbeyan aridrBag gas distribution networiMarch 2010.
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The AER accepts NT Gas’s proposed forecast depi@tianethod and considers that
a forecast depreciation method should be usedablesh NT Gas’s opening capital
base for the access arrangement period commendialy 2016.

3.6.4 Other access arrangement proposal provisions relenato the capital
base

3.6.4.1 Capital redundancy policy

Section 3.6.1.4 discusses NT Gas’s proposal anAHEREs considerations regarding
a capital redundancy policy.

3.7 Conclusion

Opening capital base
The AER does not propose to approve the openindatéjase proposed by NT Gas

for the access arrangement period as it does maplgowvith r.77(2)(b) of the NGR
and requires NT Gas to make amendments 3.1 teBdus below.

Projected capital base

The AER does not propose to approve the projecpdat base proposed by NT Gas
as it does not comply with r. 78 of the NGR andpgoises that NT Gas make
amendments 3.3 to 3.4 as set out below.

Opening capital base for the access arrangemeniqubr

The AER approves the proposed estimation of degtieni on the basis of forecast
capex for establishing the opening capital baséhi®next access arrangement period
as this complies with r. 90 of the NGR.

Other provisions of the access arrangement proposal

The AER considers that the proposed treatment faomforming capex is consistent
with rr. 81-84 of the NGR.

3.8 Required amendments

Before the proposed access arrangement and accasgeament information can be
accepted, NT Gas must make the following amendments

Amendment 3.1:amend the access arrangement information to:

= delete Table 3.8 and replace it with the followiagd make all other necessary
changes so as to be consistent with the following:
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Table 3.13: Opening capital base for the earlier agss arrangement period ($'000,

nominal
(o} [92) < n [{e) N~ © (e} o —
o o o o o o o o — —
& ~ o < b & - @ o &
o o o o o o o o o —
o o o o o o o o o o
[qV] N N N N N N N N N
Saf’see“ing capital 5504791 2161562 2035099 1891267 171092.0 15212838472.9 1293200 1172845 105136.9
plus net capex 224.8 393.6 3040.3  396.0 516.9 330.0 740.0 597.4 692.9 5668.9
plus reused 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
redundant assets
less depreciation  19262.6  20477.2  21456.2  22893.145824 17691.0 157665 15822.1 16227.7  16512.9
plusindexation ~ 6714.9  7437.3  4032.8  4462.4  5103.83705.6 58735  3189.1  3387.3  2702.0
g;c;ing capital 5151562 203509.9 1891267 1710920 1521283 138472293200 1172845 1051369 96994.9
Amendment 3.2:amend the access arrangement information to:
= delete Table 2.1 and replace it with the followiagd make all other necessary
changes so as to be consistent with the following:
Table 3.14; Capital expenditure by asset class ovére earlier access arrangement
period ($'000, 2010-11)
[aN] (e2] <t Ln O N~ [ee] [e)] o —
o o o o o o o o — —
i & o < b & N\ & & & =
o o o o o o o o o — —
o o o o o o o o o (@] o
N N N N N N N N N N -
Pipeline 22 32 0 0 0 150 0 261 370 2814 3648
Compression 0 0 0 0 0 0 0 0 0 0 0
Meter stations 0 164 507 122 0 0 0 4 116 2190 3103
iCADA & 2 2924 89 266 59 4 105 13 0 3465
ommunications
Operation &
Management 251 274 124 244 302 147 750 246 188 417 2943
Facilities
Building 0 0 0 0 0 0 0 0 0 0 0
Total 275 471 3555 455 567 356 753 616 687 5422 13158

Amendment 3.3:amend the access arrangement information to:
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= delete Table 3.1 and replace it with the followiagd make all other necessary
changes so as to be consistent with the following:

Table 3.15: Forecast capital expenditure by asselass over the access arrangement
period ($m, 2010-11)

2011-12  2012-13  2013-14  2014-15 2015-16  Total

Pipeline 7.4 0.9 0.9 0.8 0.9 11.0
Compression 0.0 0.0 0.0 0.0 0.0 0.0
Meter Stations 0.6 0.1 0.0 0.1 0.0 0.8
SCADA & 0.1 03 0.5 0.1 0.4 1.4
Communications

Operation& 0.1 0.1 0.1 0.1 0.1 06
Management facilities

Building 0.0 0.0 0.0 0.0 0.0 0.0
Total 8.2 1.5 15 1.2 1.4 13.9

Amendment 3.4:amend the access arrangement information to:

= delete Table 3.7 and replace it with the followiagd make all other necessary
changes so as to be consistent with the following:

Table 3.16: Projected capital base for the accesgangement period ($m, real 2010-11)

2011-12  2012-13  2013-14 2014-15 2015-16

Opening capital base 99.5 104.9 103.6 102.2 100.2
plus forecast capex 8.7 1.6 1.7 1.4 1.6
less regulatory 35 2.9 3.1 3.3 0.9
depreciation

less forecast disposals 0.0 0.0 0.0 0.0 0.0
less forecast redundant 0.0 0.0 0.0 0.0 0.0
assets

Closing capital base 104.7 103.7 102.3 100.3 100.9
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4 Depreciation

Depreciation over the earlier access arrangememiogkis one of the determinants of
the opening capital base. Depreciation over an as@rangement period is
reflected in total revenue in two ways. First isisomponent of the projected capital
base, and second, it is a separate depreciatioldimg block.

NT Gas’s depreciation schedule requires amendniterite remaining lives and
opening asset values for operations & managemeilitieas and buildings. The AER
accepts NT Gas’s proposed standard lives for tloess arrangement period. The
AER considers the proposed standard lives to bsistamt with the expected
economic life of the assets.

The AER accepts NT Gas’s proposal to split builsliftgm operating & management
(O&M) facilities as appropriate given the differemtonomic lives of these assets.
However, the AER does not accept that this sphitishonly be applied going
forward. The AER requires that $3.94 million frdme O&M facilities asset class be
included in the buildings asset class as at 1 20l¥1 to reflect the best estimate of
the value of buildings at this date.

The AER does not consider the method used by NToGasculate the remaining
lives for pipeline, compression, meter station &@RADA assets, allows for the
depreciation over their economic life. The methpgleed does not account for
depreciation of capital expenditure (capex) durthg earlier access arrangement
period. That is the calculation of weighted averagmaining lives does not apply the
appropriate weight, based on the residual valuthefinitial capital base (ICB) and
capex. Therefore, the AER is not satisfied thatifggeciation schedule is consistent
with the depreciation criteria under r. 89(1)(b)thie NGR, and has recalculated the
remaining asset lives.

Further, the AER does not accept NT Gas’s propétsetast depreciation
allowance. The AER calculates a total of $13.7iamilin straight line depreciation
for the access arrangement period. This total méie¢he various adjustments to the
capital base made by the AER over the access agrangt period.

4.1 Introduction

This chapter sets out the AER’s consideration of®8E’s proposed depreciation
schedule and asset lives for the access arranggmeod against the requirements of
the NGR.

4.2 Regulatory requirements

NT Gas is required to provide a depreciation scleethat sets out the basis on which
the assets constituting the capital base are tepereciated for determining reference
tariffs (r. 88(1) of the NGR). The schedule maysishof a number of separate
schedules, each relating to an asset or partieskat classes (r. 88(2) of the NGR).

Rule 89(1) of the NGR provides that the depreamsichedule should be designed:

(@) so that reference tariffs will vary, over tinie a way that promotes
efficient growth in the market for reference seegicand
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(b) so that each asset or group of assets is dafgd®ver the economic
life of that asset or group of assets; and

(c) so asto allow, as far as reasonably practcdbi adjustment
reflecting changes in the expected economic lifa pérticular asset, or
particular group of assets; and

(d) so that (subject to rules about capital redangg an asset is
depreciated only once (i.e. the amount by whichssaet is depreciated over
its economic life does not exceed the value ofset as at the time of its
inclusion in the capital base (adjusted, if thecairting method approved by
the AER permits, for inflation)); and

(e) so as to allow the service provider's reasanabkds for cash flow to
meet financing, non-capital and other costs.

Rule 89(2) states that compliance with r. 89(1) mmaplve the deferral of a
substantial amount of depreciation. Rule 89 isritéid discretion provisioh:*

Rule 90 of the NGR requires that the access arraagemust contain provisions
governing the calculation of depreciation for ebsdiing the opening capital base for
the next access arrangement period. The provisiuss$ resolve whether depreciation
of the capital base is to be based on forecasttaabcapex.

Clause 5(1)(d) of schedule 1 of the NGR, requinesAER, in deciding whether to
approve an access arrangement revision proposaldrvansitional access
arrangement, to take into account the depreciatbedule for the transitional access
arrangement under section 8.32 of the Cddle.

4.3 Access arrangement proposal

NT Gas proposed to use a straight line method pifedéation to estimate
depreciation over the access arrangement p&Yidelrther, NT Gas proposed that
depreciation will be calculated by applying the aemmng life of the assets over the
opening capital base! Table 4.1 sets out NT Gas's forecast deprecidtipthe
access arrangement period.

114  NGR, r. 40(2). Rule 40(2)) of the NGR provides AER with discretion to withhold approval to an
element of NT Gas’s access arrangement proposatiged by r. 89 of the NGR if the AER is satisfied
that the proposal does not comply or is not coestswith the applicable requirements or criteria
prescribed by this provision.

115 This clause is also relevant if the AER makeswn proposal for revision of a transitional asce
arrangement under r. 64 of the NGR.

116  NT GasAccess arrangement submissi@ecember 2010, p. xi.
117 NT GasAccess arrangement submissi@ecember 2010, p. 94.
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Table 4.1: NT Gas’s proposed depreciation for theaess arrangement period ($
million, nominal)

2010-11 2012-13 2013-14 2014-15 2015-16

Regulatory

depreciatioh 7.4 6.7 7.0 7.2 3.7

Source: NT Gas, A&ss arrangement informatioBecember 2010, p. 11.
a Regulatory depreciation is straight line dejatéan less the inflationary gain
(negative depreciation) on the capital base.

The forecast depreciation amounts for the acceaagement period are based on the
proposed opening capital base value, capex dunm@gdcess arrangement, and the
remaining asset lives and standard asset livesusén table 4.2. NT Gas proposed
that the remaining lives reflect the weighted agersemaining life of the assets in
each class$!® The weighted average remaining life method is isbeist with
approaches applied in recent gas distribution aewd® Table 4.2 only sets out the
significant depreciable asset categories in NT &Spsiposed Post-Tax Revenue
Model (PTRM).

Table 4.2: NT Gas's proposed standard and remainingsset lives as at 1 July 2011

(years)
Asset Class Proposed standard lives Remaining lives
Transmission pipeline 80 58.7
Compressor stations: 30 20.0

Rotating equipment

Station facilities

Regulation and metering stations 50 31.0

Odorising stations

SCADA 15 6.4
Operations & management facilities 10 4.0
Buildings 40 36.0

Source: NT GasAccess arrangement informatioRecember 2010, p. 11.

The method approved in the earlier access arranggmaeod to calculate
depreciation proposed was to depreciate the leasssts based on the expected
residual value of those assets as at 30 June'2®This resulted in a kinked
depreciation profile as accelerated depreciatios egged over straight line
depreciation and the residual value to be deprtiasing the straight line method

118 NT GasAccess arrangement informatiddecember 2010, p. 11.

119 AER,Draft decision: APT Allgas Energy Limited accessaagement proposal for the QLD gas network
February 2011, p. 39 (AE®raft decision—-APT Allgad-ebruary 2011).

120  Assets that were depreciated in this manméuded pipeline and compression assets, whicheasetl
assets under the current access arrangement.
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from 1 July 2012?'NT Gas has proposed to calculate forecast depi@tiaver the
access arrangement period using the standardtstiimig method of depreciatidh?

NT Gas proposed to change the standard assebliv@&M facilities and buildings
approved by the ACCC in the earlier access arrapgenthe proposed change to
standard lives entails separating out a ‘buildiragset class from the O&M facilities
asset class. The O&M facilities asset class hddradard life of 65 years under the
earlier access arrangeméfitThe proposed change to O&M facilities will better
reflect the shorter economic lives of assets ssdi &quipment and building fit out
expendituré?

NT Gas’s proposed forecast depreciation allowanckides a significant reduction in
depreciation in 2015-16. The reduction is causethéyhange in remaining life of
the O&M facilities asset class to 4 years, whickutes in the opening value being
fully depreciated by the end 2014-15.

NT Gas proposed that the depreciation schedulesi@blishing the opening capital
base as at 1 July 2016 would be based on foreapskt*
4.4  Submissions

The Northern Territory Major Energy Users (NTMEUWipsnitted that the
depreciation rate should be adjusted to reflecetttension of the need for services of
the AGP'*

45 AER’s consideration

NT Gas’s proposed method to calculating the deptieci allowance requires
amendments to the depreciation schedule. The anmartdmequired include changes
to the opening value of O&M facilities and buildsgsset classes as at 1 July 2011,
and the method of calculating the remaining liids2 AER accepts the standard lives
of assets proposed by NT Gas. In assessing theaafpon schedule proposed by NT
Gas, the AER has considered the following:

= depreciation approach
= asset lives, used to determine the depreciatien rat
= the opening value of buildings as at 1 July 2011

= forecast depreciation allowance.

121 ACCC Final decision—NT GadDecember 2002, p.60—67.

122 NT GasAccess arrangement submissi@ecember 2010, p. xi.
123 NT GasAccess arrangement submissi@ecember 2010, p. 94.
124  NT GasAccess arrangement submissi@ecember 2010, p. 80.
125 NT GasAccess arrangement proposBlecember 2010, p. 11.
126 NTMEU,Submission to the AERebruary 2011, pp.14-15.
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4.5.1 Depreciation approach

The AER considers that NT Gas’s use of the strdightdepreciation method is
consistent with r. 89(1)(a) of the NGR. The ACCQved accelerated depreciation
over the earlier access arrangement period to asldiecertainty about the pipeline’s
expected economic life and the risk of asset strgid’ However, with the
connection of new gas sources to the pipelineribikshas reduced. NT Gas proposed
the straight line method, which leads to relativ&@tyooth price changes over time.
The AER considers the straight line method prometisient growth in the market
for reference services.

The AER accepts the proposed method of using fetelspreciation to establish the
opening capital base at the start of the next acagangement period under r.90 of
the NGR. This approach is consistent with all othER gas decisions to date.

452 Asset lives

The depreciation schedule reflects the asset tiféise various assets used to provide
the reference services. There are two types of hges:

® the standard asset lives to be applied to newsasssd

® the remaining asset lives of existing assets.

4.5.2.1 Standard asset lives

The AER considers that consistency in the econ@sset lives across access
arrangement periods will ensure that referencégarary over time in a way that
promotes efficient growth in the market for refarerservice$* However, the AER

is mindful that r. 89(1)(c) of the NGR allows (@8 &s reasonably practical) for
adjustment to the depreciation schedule so adlertehanges to expected economic
lives.

Table 4.3 shows the standard asset lives in tHeeaccess arrangement period and
the access arrangement period. NT Gas proposed asset class of ‘buildings’ with
a standard life of 40 years, and to change the ‘O&dflities’ standard life to 10

years-

Table 4.3: NT Gas’s assessment of standard asse€k (years)

Asset Class Earlier access NT Gas proposed
arrangement

Pipeline 80 80

127  ACCCFinal decision—-NT Gadecember 2002, p. 67.

128 AER,Final decision—JGNJune 2010, p.72; AERraft decision: Envestra Ltd access arrangement
proposal for the Qld gas netwqrkebruary 2011, p 43 (AERraft decision—Envestra’s Qld network
February 2011); AERDraft decision: Envestra Ltd access arrangemenppgal for the SA gas network
February 2011, p. 49 (AERraft decision—Envestra’s SA netwpHBebruary 2011); AER, Draft decision—
APT Allgas, February 2011, p. 32;

129 NGR, r. 89(1)(a).
130 NTMEU,Submission to the AERebruary 2011, pp.94-95.
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Compression 30 30

Meter stations 50 50
SCADA and communications 15 15
Operation and management facilities 65 10
Buildings NA 40

Source: NT GasAccess arrangement submissi®gcember 2010, p. 171, attachment
E-1 (confidential), NT Gag\ccess arrangement submissi@ecember 2010,
p. 171, attachment E-3 (confidential).

The AER accepts NT Gas’s proposal to separateibggdrom O&M facilities as the
economic lives of the assets are significantlyedht. The AER also accepts the
proposed standard lives for O&M facilities and duigs. The new standard life of 10
years for O&M facilities reflects the compositiohassets that form this asset class as
these types of assets generally have shorter egotiwes than buildings. The

standard lives of buildings and O&M facilities a®posed by NT Gas are consistent
with the standard lives approved by the AER in jmes decision$®' Accordingly,

the AER has accepted the standard lives for thesetsaas proposed by NT Gas.

The standard asset lives as proposed for othetr @asses are consistent with the
standard lives used in the earlier access arrangigmeeiod. The AER considers that
these lives remain appropriate and are consistgntrw89(1)(b) of the NGR that
requires assets to be depreciated over their edoriiden Therefore, the AER also
accepts the standard lives for these assets agsgaopy NT Gas.

4.5.2.2 Remaining asset lives

The AER considers that NT Gas’s method to calcutaeemaining lives of certain
asset classes means they are not depreciatecheweeconomic lives as required by
r. 89(1)(b) of the NGR.

NT Gas adopted a weighted average method to ctédile remaining asset lives as
at 1 July 2011 for pipelines, compression, metiais and SCADA> However,

the actual calculation applied does not accountiépreciation of capex during the
earlier access arrangement period. Therefore,aloelation of the weighted average
remaining lives does not apply the appropriate higbgsed on the residual value of
the initial capital base and capex. The AER consitleat the method used resulted in
incorrect estimates of remaining asset lives. Besttlis methodological error, the
AER identifies two other matters that also impactire remaining assets’ lives
proposed by NT Gas, namely:

= As discussed in chapter 3 of the draft decisiom AER has reduced the forecast
capex for 2010-11 for pipelines and meter statidhs reduces the weighting of
2010-11 in the remaining life calculation

131 AER'’s previous decisions with comparable steshtiges include Jemena Gas Networks, APT Allgas an
Envestra, for O&M facilities of 10 years, and Erg&mergex and ETSA Utilities for buildings of 40ays.

132 NT GasAccess arrangement submissi@ecember 2010, p. 171, Attachment E-1 (confidénti
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®= NT Gas had incorrectly calculated the remaining ¢if meter stations capex. NT
Gas used a standard life of 35 years instead adpihpeoved standard life of the 50
years.

While the AER does not accept the approach usedltolate the remaining asset
lives, the AER found that the remaining asset livesompression and SCADA do
not change to one decimal point if the approprégeroach is adopted. Accordingly,
these remaining asset lives do not require adjustri®wever, the AER considers
the remaining asset lives proposed by NT Gas fzlpies and meter stations should
be amended. The AER considers the remaining asestdroposed by NT Gas for
pipelines and meter stations to be inconsistert wi89(1)(b) of the NGR and
requires NT Gas to make amendment 4.2.

NT Gas used a separate approach to estimate tlaniamlives of the O&M

facilities and buildings asset classes resultiogifthe proposal to separate buildings
from the O&M facilities asset clas®® The data available limits the ability of the
service provider and the AER to provide an accuwratee of the buildings asset class
from the valuation date of the initial capital baBased on the available data, the
AER considers the methodology employed by NT Gatwstruct the buildings asset
class provides a reasonable estimate of the rengaasset lives of each of these
assets and is therefore consistent with r. 89(Df{(lthe NGR.

A comparison of opening asset values and remainiag as at 1 July 2011 proposed
by NT Gas and the AER’s calculations are set otglite 4.4.

Table 4.4 Comparison of NT Gas opening asset valuasd remaining lives ($ million
nominal)

NT Gas AER
NT Gas o AER o
Asset class remaining life remaining life
asset value asset value
(years) (years)
Pipeline 68.9 58.7 62.0 54.8
Compression 7.3 20.0 7.2 20.0
Meter stations 16.1 31.0 7.9 334
SCADA and 6.0 6.4 6.0 6.4
communications
Operation and
management 13.1 4.0 9.2 4.0
facilities
Building 0 36.0 3.9 36.0

Source: NT Gashccess arrangement submissi@ecember 2010, p. 94; NT Gas,

Access arrangement submissi@ecember 2010, p. 171; NT Gésicess

arrangement submissipbecember 2010, attachment E-3, (confidential)RAE

analysis.

133 NT GasAccess arrangement submissi@ecember 2010, p.80.
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The ACCC decision to accelerate depreciation wasafig based on the expectation
that the economic life of the pipeline was consdeio approximate that of the
probable reserves in the Amadeus Ba3itNTMEU submitted that the expected
economic life of NT Gas assets is now longer gittendiscovery and development of
a new source of gd&> The effect of the longer expected economic liféhef pipeline
and accelerated depreciation is that the valuépafipe assets are relatively low
compared to its remaining life. This results iaér return of capital and lower
return on capital to investot&

The NTMEU submission raised concerns over theaatiepreciation of assets
comprising the opening asset base. The AER'’s aisalyshe proposed depreciation
schedule resulted in amendments to the calculafioemaining lives. The change in
methodology to calculate the remaining lives enstinat each class of assets are
depreciated over their economic life is consisteit r. 89(1) of the NGR. Therefore,
the AER requires NT Gas to makes the changes t@ssldmendment 4.2.

4.5.3 Value of buildings as at 1 July 2011

The AER accepts NT Gas’s proposal to separate O&dities and buildings into
individual asset classes going forward. Howevex AER has concerns as to the
allocation of existing assets across these tweetadn particular, the AER observes
that NT Gas had proposed a remaining asset lifedddings of 36 years compared to
the stl%pdard life of 40 years, but did not attigbamy opening value to buildings asset
class.

In response to enquiries from the AER, NT Gas sttkohihat it proposes to apply the
asset classification of buildings going forwardthwonly new assets added to this
asset clas§® Nonetheless, NT Gas also submitted that, if theevaf buildings were
to be separated from O&M facilities as at 1 Jul§ PGt would estimate that about

30 per cent of the value of O& M facilities ($13.4#llion) would be related to
buildings. This would mean buildings would haveogening asset value of $3.94
million as at 1 July 2011°°

The AER does not consider the inclusion of thedwei value of buildings in the
O&M facilities asset class to be appropriate. Téraining life of O&M facilities of
four years is not considered reflective of the rieving life of buildings in this asset
class. The AER does not consider that includingdimgs with O&M facilities that
have a remaining asset life of 4 years satisfiestheria prescribed under r. 89(1) of
the NGR™ Thus, while the AER accepts the remaining livesppsed by NT Gas as
reasonable, it requires that the value of buildiagat 1 July 2011 to be separated
from O&M facilities **! Based on information provided by NT Gas, the opgnialue

134  ACCCFinal decision—-NT Gadecember 2002, p. 65.

135 NTMEU,Submission to the AERebruary 2011, p. 8.

136 NTMEU,Submission to the AERebruary 2011, p. 8.

137  NT GasAccess arrangement submissi@ecember 2010, attachment E-3 (confidential).
138 NT Gas, Email to AERRe. AER.NTGAS.323 February 2011, pp. 6-8

139  The ratio was derived from an estimate ofattmeunt of buildings that comprised the initial ¢apbase as
at 1 July 2001 and the level of capex between dingls’ and ‘Other O&M facilities’ over the earlier
access arrangement period.

140  NGR, r. 89(1)(b).
141  NGR, 1. 40(2).
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of buildings should be $3.94 million, while O&M fiéittes should be amended to $9.2
million. As a consequence, the AER requires NT Ganake amendment 4.1.

4.5.4 Forecast depreciation

Due to the changes in the opening values of bugkland O&M facilities noted above
and changes to the capital base noted in chamkth® draft decision, the AER does
not consider the depreciation schedule proposedibéas satisfies the criteria
prescribed under r. 89(1) of the NGR. Accordindilg AER has recalculated the
forecast depreciation for the access arrangemeiaidpod his amended forecast is
shown in table 4.5.

Table 4.5: AER'’s draft decision of forecast deprea@ition for the access arrangement
period ($'000, nominal)

2011-12 2012-13 2013-14 2014-15 2015-16
Straight line 6.0 5.5 5.7 5.9 3.5
depreciation
Inflationary 25 2.6 2.6 2.6 2.5
gain
Regulatory 35 2.9 3.1 3.3 0.9
depreciation
Source: AER analysis.

Regulatory depreciation is straight line depreoratiet of the inflationary increase in
the capital base for each year. As discussed ipteh& of the draft decision, the

forecast inflation has been set at 2.57 per ceanaipeum for each year of the access
arrangement period. This inflation forecast willuplated for the final decision. The
AER requires NT Gas to makes all changes necetsagmply with amendment 4.3.

NT Gas’s depreciation schedule is consistent wi8®9(d) of the NGR that requires
each asset is depreciated only once. No deferdemfeciation under r. 89(2) of the
NGR is required in the present circumstances.

4.6 Conclusion

The AER accepts the depreciation method and stdrasaet lives proposed by NT
Gas. The AER also accepts the proposed methodlfory forward the capital base
for the next access arrangement period under of 82 NGR. However, the AER
requires amendments to the opening values of lmgigdand O&M facilities, and the
remaining asset lives. The AER considers thatehgaining lives calculated by NT
Gas and the AER are similar, however the methotlexppy NT Gas to derive the
remaining asset lives does not meet the depregiatiteria under r 89(1) of the NGR.
Rule 40(2) of the NGR requires the AER to exerdsséiscretion to correct an
inconsistency between the proposed depreciatiosdsitd and the depreciation
criteria. In addition, due to changes in the capiése discussed in chapter 3 of the
draft decision, the forecast depreciation allowdoce¢he access arrangement period
has been revised. Given these required change8BRealoes not approve the
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depreciation schedule proposed by NT Gas for thesscarrangement period as it
does not comply with r. 89(1) of the NGR.

4.7 Required amendments

Before its access arrangement proposal can betad¢@pl Gas must make the
following amendments:

Amendment 4.1:make all amendments necessary in the access amang proposal
and access arrangement information to take acajuhe revised opening asset
values for building and O&M facilities as discussedection 4.5.3 of this draft
decision and shown in table 4.4.

Amendment 4.2:make all amendments necessary in the access amang proposal
and access arrangement information to take acaduhe revised to the remaining
lives and asset values for the asset classes @@ and meter stations as discussed
in section 4.5.2.2 and shown in table 4.4.

Amendment 4.3:make all amendments necessary in the access amang proposal
and access arrangement information to take acajuavised forecast depreciation
allowance in table 4.5 of this draft decision.
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5 Rate of return

The AER has rejected NT Gas’s proposed rate ofmmetfi11.42 per cent, as it is not
commensurate with prevailing conditions in the neaflor funds and the risks
involved in providing reference services. The A&Bfithe view that the rate of return
of 9.72 per cent is appropriate for the benchmamk/ge provider. The AER
considers that NT Gas’s proposed rate of returdagved using parameter estimates
that are inappropriate. The AER has undertaken mlmer of reasonableness checks
to confirm the rate of return it has determined.

Incorporated in this decision are the AER’s congatiens that values of the equity
beta and MRP below those proposed by NT Gas dextiek of the risks involved in
providing reference services under prevailing madanditions. Similarly, the AER
has also rejected NT Gas’s proposed method ohgeiie debt risk premium, instead
finding a combination of estimates derived fromdatberg and the APA Group’s
BBB rated bond provide a debt risk premium whicsuicient to cover at least the
efficient cost of debt.

The AER has calculated a rate of return of 9.72qaat. This reflects market based
parameters (risk free rate and debt margin) estedaiver the averaging period of
20 business days ending 1 April 2011.

5.1 Introduction

This chapter sets out the AER’s estimate of ariefit benchmark rate of return on
capital for NT Gas over the access arrangemengbefine key issues considered
include the determination of the equity beta t@pplied in the context of the capital
asset pricing model (CAPM) as well as the debt pigmium.

The AER’s consideration of the corporate taxatibomeance, including the value of
imputation credits (gamma), is set out in chapter 6

5.2 Regulatory requirements

Rule 72(1)(g) of the NGR requires that the accesmgement information for a full
access arrangement proposal must include the prdpate of return, the
assumptions on which the rate of return is caledland a demonstration of how it is
calculated.

Rule 74 of the NGR requires that any forecast tmage included in the access
arrangement information be supported by a stateofahe basis of that forecast or
estimate, be arrived at on a reasonable basigepnesent the best forecast possible
in the circumstances.

Rule 87(1) of the NGR requires that the rate aimrebn capital is to be
commensurate with prevailing conditions in the neaifr funds and the risks
involved in providing reference services.

Rule 87(2) of the NGR requires that in determirangte of return on capital, it will
be assumed that the service provider meets benkHewals of efficiency, uses a
financing structure that meets benchmark standaegste-gearing and other financial
parameters—for a going concern, and reflects ieratkspects best practice. Further,
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a well accepted approach that incorporates theat@sjuity and debt is to be used;
and a well accepted financial model is to be useed. WACC is given as an example
of a well accepted approach, and the CAPM is gagean example of a well accepted
financial model.

5.3 Access arrangement proposal

NT Gas proposed a nominal vanilla WACC approaadttetermine the rate of return
on its projected capital bad®.NT Gas proposed the use of the (standard) Sharpe-
Lintner CAPM to determine the cost of equity.

NT Gas included debt raising costs in the costetit dised to calculate the nominal
vanilla WACC. Table 5.1 presents NT Gas'’s propds&dCC with and without debt
raising costs.

142 NT GasAccess arrangement submissiBecember 2010, p. xi, NT Ga&¢ccess arrangement
information,December 2010, p. 24. The AER notes that NT GaddatseVACC approach a ‘post-tax
nominal WACC' in its access arrangement submissitwe. [@bel ‘nominal vanilla WACC' is used by NT
Gas in its access arrangement information, anébtineula set out in this document is the nominaliNan
WACC formula.

143 NT GasAccess arrangement informatiddecember 2010, p. 23.
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Table 5.1: WACC parameters proposed by NT Gas

WACC Parameter

NT Gas proposal

Nominal risk—free rate (%) 5.48
Inflation (%) 2.50
Equity beta 1.00
Market risk premium (%) 6.50
Debt risk premium (%) 5.46
Debt raising costq%) 0.108
Gearing (%) 60.00
Gamma 0.20
Cost of equity (%) 11.98
Cost of debt including debt raising costs (%) 11.05
Cost of debt (%) 10.94
Nominal vanilla WACC including debt raising cos¥%)( 11.42
Nominal vanilla WACC (%) 11.36

Source: NT GasAccess arrangement submissibecember 2010, p. 115; NT Gas,
Access arrangement Informatiddecember 2010, p. 24; AER analysis.

a Debt raising costs are reported as a WACC coemtdn NT Gas'’s proposal.
The AER separately considers an operating allowéorcgebt raising costs

in appendix B of this decision.

b: The AER'’s consideration of the value of gammseisout in chapter 3 of the

draft decision.

In support of its proposal, NT Gas submitted a repy Synergies Economic
Consulting (Synergiesf* In summary, NT Gas’s and Synergies’ approachds wit

respect to individual parameters were as follows:

= |Inflation forecast — the 2.5 per cent value proposas the mid point of the
RBA'’s target band of between 2 and 3 per cent.

= Averaging period and risk free rate — a confiddmiexiod was proposed. An
indicative risk free rate of 5.48 per cent was glated using the annualised yield
on 10 year Commonwealth Government bonds overiagef 20 business days

ending 30 November 2010.

= Gearing ratio — a proportion of 60 per cent wagpszd.

144  Synergies Economic Consultifigstimating a WACC for the NT Gas Transmission Pipeliezember

2010.
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= Debt risk premium (DRP) — NT Gas proposed relyingBddoomberg fair value
estimates, extrapolated to calculate a premium48 per cent with respect to a
10 year, BBB+ credit rating benchmark. NT Gas aydefgies stated that it is
inappropriate for the AER to give any weight to theently issued 10 year BBB
rated bond of the APA Group in setting the DRP.

= Market risk premium (MRP) — 6.5 per cent is argtetle a conservative
estimate given uncertainty about the risk of anfeirtdownturn in the global
economy, comparisons between the cost of debt @mityeand outcomes of
implied volatility analysis.

= Equity beta — a value of 1.0 was proposed givere8yias’ view that there is
insufficient data available to justify any revisitmthe value of 1.0 previously
adopted for NT Gas by the ACCC. NT Gas highlightesirisk of asset stranding
due to depletion of gas reserves.

To support its claims with respect to the overatérof return and equity beta in
particular, Synergies presented analysis which @vagpthe historical difference
between the cost of debt and equity, which is gretn that resulting from the
AER'’s recent determinations.

With respect to the MRP, Synergies stated thataylotarket conditions remain
unstable and this is likely to affect the leveligk in the Australian market. Synergies
stated Officer and Bishop have estimated a ford@wking MRP estimate of 7—8 per
cent and based on this an MRP of 6.5 per centrigtly likely to be a lower

bound**

5.4 Submissions

The Northern Territory Major Energy Users noted BiRP proposed by NT Gas is
significantly higher than the margins allowed bg HER recently, which have been
decreasing since the global financial crisis (GR&ith respect to the appropriateness
of using the APT bond as a benchmark, NTMEU st#tatithere is an expectation
that the higher gearing and lower credit ratinghef APA Group with respect to the
benchmark would suggest the benchmark cost ofidétwver than that associated
with the APT bond:*°

The NTMEU did not support NT Gas receiving compéosdor stranding risk, as
the pipeline has already been subjected to sigmfiamounts of accelerated
depreciation. Furthermore, the NTMEU consideredetineould still be a need to use
the pipeline to transport gas from Ban Ban Spriogalice Springs in the event the
reserves of the Amadeus Basin are depl&ted.

Santos Limited and Magellan Petroleum Australiaitech (Santos and Magellan)
submitted that the rate of return proposed by N$ @Was inconsistent with regulatory

145  Synergiegstimating a WACC for the NT gas transmission pipelreeember 2010, pp. 69-73.
Synergies has not provided the October 2009 réfploas referred to. However, there is a more recent
update of Officer and Bishop’s work dated July 20hGhe first instance, the AER has referred toJihlg
2010 paper.

146  NTMEU,Submission to the AERebruary 2011, pp. 53-4.
147 NTMEU,Submission to the AERebruary 2011, p. 55.
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precedent and recent regulatory determinationsefER. Its recommended values
were 10.28 and 9.84 per cent for the cost of eqntydebt, respectively and a10.01
per cent post-tax nominal WACE

Power and Water Corporation (PWC) submitted thatseirvice provider had
substantially overstated the appropriate WAt provided an expert opinion from
Allen Consulting Group (ACG) that recommended 8B cent for the cost of equity
and 8.83 per cent for the cost of debt. ACG’s rem@mded WACC estimate is 8.83
per cent>

The Northern Territory Treasury (NT Treasury) sulbed that NT Gas'’s proposed
rate of return was higher than warranted. It ndted the sunk costs of the pipeline
had largely been recouped under past access amantge Further, the NT Treasury
submitted that the AGP was uniquely riskless assipared to other gas pipelines,

due to PWC's historical and expected dominant diskeopipeline'>*

5.5 AER’s consideration

The AER has not accepted NT Gas’s proposed ratetain. In doing so, and in
determining a rate of return it considers best mtet requirements of the NGR, the
AER recognises that there is no precise answerctrabe determined through the
mechanistic application of a mathematical formulparameter estimates developed
in isolation. Parameter values that are unreprateatof the best estimate
commensurate with the market and the risk of pragidhe reference service would
result in an inappropriate rate of return. In deieing an appropriate rate of return
the AER has reviewed a variety of evidence andraggus, and ultimately exercise
its judgment to arrive at an outcome it determinest meets the revenue and pricing
principles and the national gas objective. To aravthis outcome, the AER has
compared the rate of return against high levelcaidirs for reasonableness. These
indicators suggest that the rate of return chogathd AER is at least sufficient to
meet the objectives and requirements of the NGLNGR.

The AER’s considerations are summarised in thefatig main sections:

= an evaluation of why the rate of return set byAR&R is appropriate

the market risk premium

= equity beta

= the debt risk premium

= the method of inflation forecast

= the averaging period and risk free rate

148  Santos and MagellaBubmission to the AERebruary 2011, p.11.
149  PWCSubmission to the AER4, March 2011, pp. 9-10.

150 The Allen Consulting Groupymadeus Gas Pipeline — Estimation of WACC, RepoRdaver and Water
Corporation in support of its submission to the A&ER:cess reviewl1 February 2011.

151 NT TreasurySubmission to the AERIarch 2011, p. 5.
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= the gearing (debt to equity) ratio.

Further details on particular matters, including ttverall rate of return, equity beta,
MRP and DRP are contained in appendix A.

5.5.1 Evaluation of the overall rate of return

This section considers the reasonableness of thialbvate of return resulting from
parameters assessed and determined by the AERhelsewm this chapter. Such a
consideration is relevant in considering the adeywéd the rate of return in
accordance with s. 24(2) of the NGL which states ghservice provider should be
provided an opportunity to recover at least iteceght costs. Similarly, such
comparisons can be applied to assess the reaspnesblef the rate of return proposed
by NT Gas.

Recent regulated asset sales and trading ratigesuthat benchmark returns for
regulated entities have been at least sufficiemd @obably higher than needed) to
meet the cost of capital faced by regulated estifidie analysis presented by NT Gas
regarding the relationship between the return antg@nd debt does not suggest any
inadequacy of the overall rate of return set byAE&. These considerations are
summarised briefly here, with further details ipapdix A.

5.5.1.1 Recent regulated asset sales

Over the past few years, regulated assets haveajgrigeen sold at a premium to the
regulatory asset base (RAB). The recent purchaSmontry Energy’s NSW gas
network by Envestra is one such example. Envestrehpsed the Wagga Wagga gas
network at a 25 per cent premium to the 2010 RA® o per cent premium to the
2011 RAB*? Other recent sales have been at premiums of bet@@and 119 per
cent to the regulated asset base (see table AmiijaB8y, listed regulated assets have
been valued by the market at premiums of 15 toefent over the 2010 RAB (see
table A.2).

As supported by Grant Samuel, listed infrastrucantties should theoretically trade
at, and be acquired at, 1.0 times the RABHowever, all recent asset sales have been
transacted at RAB multiples of greater than one.

A RAB multiple of greater than one is not necesgaonclusive of whether the
AER'’s weighted average cost of capital providessxwice provider with an efficient
return. For instance, a RAB multiple of higher tloare may be justified if the buyer
can:

= expect to achieve efficiency gains, reducing op@nat and capital expenditures
below the amounts allowed by the regulator

® increase the service provider’s revenues by engmgalemand for regulated
services

152  AER,Final decision—Country Energyarch 2010; ASXEnvestra company announceme,October
2010, viewed 27 January 2011, < http://www.asxaugasxpdf/20101026/pdf/31tcvinblp4xqgc.pdf>

153  Grant Samuel & Associates Pty LimitEthancial Services Guide and Independent ExperpRep
relation to the Recapitalisation and Restructurd8abcock & Brown Infrastructure® October 2009,
p. 77.
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= benefit from a more efficient tax structure, higgearing levels, and growth
options

= expect to achieve higher returns if regulatiorelaxed or

= misjudge the true value of the business.

However, the trading and acquisition premiums Hazeen substantial. Premiums of
this magnitude are unlikely to be explained byfdwtors noted above alone. This
suggests that the regulated cost of capital has &digleast as high as the actual cost of
capital faced by the businesses, and most likelyitthas been in excess of the actual
cost of capital. Market transactions do not supfi@tview that regulated rates of
return result in under compensation with respeeictoal required rates of return.

Further, as part of the AER’s review of Envestiasess arrangement proposal, the
AER has reviewed a number of the broker reportsegliby Envestra’s consultant
SFG. Through this review the AER is aware that brelhave been discounting
regulated utilities cash flows at rates signifitaiawer than the AER’s weighted
average cost of capital. The AER considers thisribier evidence that the AER'’s
return on capital does not under compensate thécegrrovider->*

5.5.1.2 Relationship between return on equity and debt

NT Gas presented analysis which it suggested denated a predictable relationship
between the cost of equity and the cost of deljpahticular, it stated that the cost of
equity must be at least 4.5 per cent higher tharcdst of debt>®

The AER does not consider there to be an a peason to expect a constant
difference between the cost of debt and equity tuez. The difference could be the
result of the cost of debt recently allowed by AR being too high. Further, the
4.5 per cent required difference between cost oitg@and debt as proposed by NT
Gas is over estimated as it is derived using paensiéhat are not reflective of a
regulated utility. In particular:

= the return on equity is based on the All OrdinaAesumulation index, which has
a beta of one, rather than the beta of 0.8 sehdAER

= the return on debt is based on the UBS Australiam@site Index, which is
likely to be of a higher credit grade than BBB+ wlhthe AER has determined
reflects the rating of a benchmark service provider

5.5.2 Market risk premium

The MRP is the expected return over the risk-fege that investors require in order
to invest in a well diversified portfolio of riski@assets. The MRP represents the risk
premium investors who invest in such a portfolia eapect to earn for bearing only
non-diversifiable (systematic) risk. The MRP is ¢oon to all assets in the economy
and is not specific to an individual asset or beis

154 AER,Draft decision—Envestra’s Qld networkebruary 2011, appendix C.1.2.

155 NT GasAccess arrangement submissibecember 2010, p. 116, Synergies Economic Consulting
Estimating a WACC for the NT Gas Transmission Pipegheeember 2010, pp. 67-68.
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The AER accepts NT Gas’s proposed use of the CAPKIaell accepted model to
estimate its cost of equity. Within the CAPM franoely the MRP is scaled up or
down by the equity beta (of a particular assetusiess) to reflect the risk
premium—over and above the risk-free rate—equitgdérs would require to hold
that particular risky asset or business as patiefnvestor’s diversified portfolio.

The MRP is an expected or forward looking parametdrin the CAPM. It is the
expected return on the market portfolio minus thk free rate. NT Gas has proposed
the use of the yield on 10 year Commonwealth Gawent Securities (CGS) as the
proxy for the risk free rat&® which the AER has accepted. To maintain consigtenc
within the CAPM, the MRP must be estimated for a/@r investment horizai’

The MRP is not observable because it is a fornaolihg measure. There is a range
of evidence that can inform the best estimate @ftinward looking 10 year MRP. In
previous regulatory decisions the AER has useoticstl estimates, survey based
estimates, and qualitative data on expected madatitions to inform the best
estimate. Historical data on realised excess maeketns may provide a starting
point. Surveys provide information on the expeotatiand practice of market
practitioners. Short term estimates of volatiligngrovide some information on the
expected MRP, but are highly variable. In additiomhis, short term estimates are
unlikely to reflect a 10 year horizon.

The evidence used to estimate the MRP is impreridesubject to varied

interpretation, a point that is well recognisecaademic literaturg® and in reports

put forward by regulated entitié®’ As a result, the AER and previous regulators have
had regard to a range of indicators, informed bwmsterstanding of the strengths and
weaknesses of each method. The available evidenogrecise and potentially
conflicting, which means a degree of judgment guned to determine the MRP that

is the best estimate in the circumstances and cosumate with prevailing conditions

in the market for fund&>®

For the purposes of determining the best estinfateedVIRP for NT Gas, the AER
has considered the national gas objective seinaiei NGL. The objective is to
promote efficient investment in, and efficient agd@n and use of, natural gas
services for the long term interests of consumératural gas with respect to price,
quality, safety, reliability and security of supmf/natural gas. The AER has also had
regard to the revenue and pricing principles inNIg&d_, which state a service
provider should be provided with a reasonable dpipdty to recover at least the
efficient costs the service provider incurs in pdavg reference serviceé! The value
of the MRP is a highly contentious issue amongatiamics and market practitioners

156  NT GasAccess arrangement submissi@ecember 2010, p. 103.

157  The Australian Competition Tribunal also nadeelimportance of consistency between the terrhefisk
free rate and the MRP. See Australian Competitidnufial, Application by GasNet Australia
(Operations) Pty Ltd2003] ACompT 6.

158 Mehra R. and Prescott E.The equity premium, A puzzle, Journal of Monetargriemics 15, 1985,
pp. 145-161; Damodoran A=quity Risk Premiums (ERP), Determinants, Estinmadind Implications
September 2008, p. 1; Doran J.S., Ronn E.I. andi@addR.S. A simple model for time-varying expected
returns on the S&P 500 Inde&ugust 2005, pp. 2-3.

159  Officer and Bishopvlarket risk premium, a review pape&ugust 2008, pp. 3—4; SFGhe relationship
between theta and MRP, Report for Enves2iaSeptember 2010, p. 5.

160 NGR, r. 87(1).
161  NGL, s. 24(2)(a).

68



and there is no definitive answer as to the vafub@unobservable MRP. The AER
has used its judgement to balance academic evigerntevidence from a range of
other sources to achieve an outcome which balgheesbjectives set out in the NGL.

55.21 Previous regulatory practice

In regulatory decisions prior to the AER’s WACC iew final decision in 2004

the ACCC, the AER and state regulators maintainpdr@&ent as the best long term
estimate of the MRP in the Australian market. laraxing those earlier decisions for
the purposes of the WACC review (in particular, sidering the MRP previously
adopted by various regulators) the AER noted tieequent set in 1998 by the ACCC
and the Victorian Office of the Regulator Gene@RG).

The ACCC'’s decision in 1998 was to reject the MRRig of 6.5 per cent proposed
by Transmission Pipelines Australia (TPA) for itssgaccess arrangements and
instead use a value of 6 per cent, taking into @atthe following evidence and
considerations:

= TPA's consultant, CSFB, proposed 6.5 per cent gitierconventionally accepted
value was 6—7 per cent under the classical taesyst

= the relatively stable inflationary environment pagwig at the time suggested that
the MRP was less than that observed over recens yea

= dividend growth model estimates produced by ProfeBavis suggested a MRP
within the range of 4.5-7 per cent

= the probable ran%e for the MRP is 4.5—7.5 per ardt6 per cent is a mid-point
within that rangée??

In making its 1998 decision for the Victorian gastigbution businesses, the ORG
determined that a value of 6.5 per cent as propbgélde businesses was towards the
upper end of the feasible range. However, it careid that 6 per cent was a more
reasonable estimate taking into account the folgwi

= research undertaken by Professor Officer suggélséédhe mean of historical
excess returns was in the range of 6.5 per cenptr cent over the period 1947
to 1991, depending on the specific period over iexcess returns were
measured

= adirect quote from Officer that he had consistentled an MRP of 6 per cent in
his own work, simply on the basis that he belieGgukr cent was consistent with
historical evidence

= dividend growth model estimates produced by Dawisvever, the ORG
cautioned against placing too much weight on tlggsen the sensitivity to
assumptions employed

162 AER,WACC review final decisiori May 2009.

163  ACCCFinal decision, Access arrangement for Transmissigelines Australia and Victorian Energy
Networks CorporationOctober 1998, p. 53.
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= comments by Davis that historical excess returf@itzed over a 30 year period,
once adjusted for imputation credits, were in traeoof 5.5 to 6 per cent

= comments by Associate Professor Stephen Grayhbagenerally accepted MRP
in the Australian market was in the range of 6 ¥ cent®®

Further studies were commissioned after the ACGLQ@IRG’s gas network decisions
which factored into regulators’ considerationshed MRP. For example, in 2005,
Associate Professor Neville Hathaway produced artapcommending an MRP of
4.5 per cent. Associate Professor Hathaway’s ettimas based on a 6 per cent
geometric average of historical excess returnd 835—-2005 that was adjusted by
145 basis points to take account of the increasieeiiprice to earnings ratio after
19602°® In 2005, Jim Hancock of the South Australian Cefior Economic Studies
estimated the historical equity risk premium todt&-5.0 per cenf’ Hancock’s
estimate was based on an arithmetic average o6 ® Ber cent for the period 1974—
2003 adjusted downwards by 1 per cent to take atadwdeclining discount rates
and the large unanticipated initial market respdangbe introduction of dividend
imputation between July and September 1¥80ther studies suggesting a MRP
greater than 6 per cent should be adopted havéatoconsideretf®

Rather than simply adopting the latest estimateseguted at the time, regulators
carefully considered the various arguments andditioins surrounding the forms of
evidence presented to them and used judgment velneriny a view of the most
appropriate forward looking MRP. Decisions by the@C and state regulators
regarding point estimates of the MRP consistertitlyse a value of 6 per cent.

In the WACC review final decision, the AER also simtered the best estimate for the
forward looking 10 year MRP prior to the onsettd GFC was 6 per cent. This
estimate was based on a range of information imatullistorical estimates, survey
estimates, cash-flow based measures and past tegypaactice. However, the AER
acknowledged the uncertainty in the market atithe bf the WACC review final
decision. The AER considered one of two scenawoddchave explained market
conditions at that time:

®=  The prevailing medium term MRP was above the lemmtMRP, but would
return to the long term MRP over time; or

164  ORGAccess arrangements — Multinet Energy Pty Ltd andtivet (Assets) Pty Ltd — Westar (Gas) Pty
Ltd and Westar (Assets) Pty Ltd — Stratus (Gas)Rtyand Stratus Networks (Assets) Pty Ltd, Draft
decision May 1998, pp. 211, 212.

165 ORGAccess arrangements — Multinet Energy Pty Ltd andtivet (Assets) Pty Ltd — Westar (Gas) Pty
Ltd and Westar (Assets) Pty Ltd — Stratus (Gas) Rtyand Stratus Networks (Assets) Pty Ltd, Final
decision October 1998, p. 199.

166  HathawayAustralian market risk premiundanuary 2005, p. 28.
167  HancockThe market risk premium for Australian regulatoscisions April 2005, p. 13.
168  HancockThe market risk premium for Australian regulatoscisions April 2005, pp. 11-13.

169  See for example the studies referred to in\E&ectricity Distribution Price Review 2006-10 Octobe
2005 Price Determination as amended in accordande svdecision of the Appeal Panel dated 17
February 2006 Final Decision Volume 1 StatemerRurpose and ReasarnSebruary 2006, pp. 359-361
and ESCVReview of Gas Access Arrangements Final Decisdatober 2002, p. 324.
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®= There had been a structural break in the MRP amdbttward looking long term
MRP (and consequently also the prevailing) MRPoeva the long term MRP
that previously prevailed.

Due to the uncertainty about the effects of the @RQuture market conditions the
AER departed from the previously adopted forwamkiog MRP estimate of

6 per cent and increased it to 6.5 per ¢EhBased largely on the findings of the
WACC review, the AER applied an MRP of 6.5 per derd number of recent
regulatory decisions for gas network$This was noted by Synergies in its report
prepared for NT Gas and by ACG in its report preddor the Power and Water
Corporation’? Synergies submitted that current market conditians analysis by
Officer and Bishop, suggest that 6.5 per cenkilyito be a lower bound estimate of
the forward looking MRP. ACG appears to adopt anfMRR 6.5 per cent consistent
with the AER’s final decision for the Jemena Gasvwdeks (JGN) access
arrangement’®

Market conditions since the time of the WACC revieawe significantly improved
and now reflect a lessening of concerns about dbenpial ongoing impact of the
GFC and a much more robust economic and financaakets outlook for Australia.
This suggests the uncertainty which justified tHeRAs departure from the long run
MRP value of 6 per cent is no longer a characterigtprevailing market conditions.
In this context the AER has re-examined the varfousis of evidence considered at
the time of the WACC review to inform its currenéw of the forward looking 10
year MRP. The AER’s analysis is set out below.

55.2.2 Historical estimates of the MRP

Historical excess returns represent the additioetain that investors could have
earned in the past by investing in a diversifiedfpbo of shares. Although not
forward looking, historical excess return estimdtage been reviewed under the
assumption that investors’ expectations of the &dtooking MRP are informed by
past experience.

Associate Professor John Handley has provided assof historical excess returns
for three time periods up to 2010, which are oetliin table 5.2. These estimates are
arithmetic means and with data available to thead#010 provide a range of 6.1—
6.6 per cent’

170  AER,WACC review final decisiorli May 2009, p. 238.
171 AER Final decision—JGNJune 2010, p. 173.

172  Synergiegstimating a WACC for the NT gas transmission pipelreeember 2010, p. 69; ACG,
Amadeus Gas Pipeline — Estimation of WACC, RepoRdaver and Water Corporation
11 February 2011, p. 1, 4, 19 (confidential).

173 ACG,Amadeus Gas Pipeline — Estimation of WACC, RepoRdaver and Water Corporation
11 February 2011, p. 1, 4, 19 (confidential).lbé clear whether ACG has considered the valueeof th
MRP since the AER published the Jemena Gas Netvemdess arrangement final decision because it has
not included any analysis of the issue in its repor

174  The reasons for choosing these time periagsutined in appendix A of the draft decision.
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Table 5.2: Historical excess return estimates (assiing an imputation credit utilisation
rate of 0.65) (%)

Historical excess returns 95% confidence interval
1883-2010 6.3 34-92
1937-2010 6.1 1.5-10.7
1958-2010 6.6 0.4-129
Source: HandleyAn estimate of the historical equity risk premiwumthe period

1883 to 2010January 2011, p. 8.

Estimates of average historical excess returna@empanied by very wide
confidence intervals and can also fluctuate comalug with the addition of new
observations for each year. This is illustratethlrie 5.3.

Table 5.3: Historical excess return estimates (assiing an imputation credit utilisation
rate of 0.65) (%)

2005 2007 2008 2009 2010
6.4 6.6 6.1 6.4 6.3
1883
(1.4) (1.5) (1.5) (1.5)
6.1 6.4 5.7 6.1 6.1
1937—
(2.3) (2.3) (2.3) (2.3)
6.8 7.2 6.2 6.7 6.6
1958—
(3.1) (3.2) (3.2) (3.1)

Source: AERWACC review final decisigrd May 2009, p. 215; Handley,
Memorandum: Supplement to historical equity riskmpium 27 November
2008; HandleyAn estimate of the historical equity risk premiumnthe
period 1883 to 201QJanuary 2011, p. 8; Brailsford, Handley and
MaheswaranRe-examination of the historical equity risk premiin
Australia, Accounting and finance, vol. 48, pp. 90-93; AERIgsis.

Note: The standard errors of the estimates aranmd in the parentheses. Figures
for 2005 are from Brailsford et al. (2008) and haeen adjusted to reflect an
assumed imputation credit utilisation rate of 0BStimates have not
previously been calculated for 2006, and the AERnw@ retrospectively
calculated figures for 2006.

The reason for the sensitivity of these resulisdditional years of data is the
variability in market returns in any given year.ig s illustrated in figure 5.1, which
graphs realised historical market returns minugptioay for the risk free rate.
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Figure 5.1: Historical realised excess market returs 1883—2008
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Source: Officer and Bishopjarket risk premium, further commendsnuary 2009,

p. 4.

The historical estimates summarised in table 5.dlevsuggest a forward looking
MRP of 6.1-6.6 per cent for the period ending 20Iese values are, however, not
inconsistent with the estimates prior to the GF@n€istent with past regulatory
practice the AER does not consider historical est® of excess market returns
should be applied mechanistically to give a postineate of the MRP or a restrictive
range for point estimates of the MRP because:

= the estimates are subject to wide confidence iaterand as a result there is low
statistical precision in the estimat€s

= it could result in potentially significant changesthe MRP on the basis of what
may be statistical noise, leading to investmenetanty

= while this information would be taken into accobgtinvestors, their expectations
of the long run forward looking MRP are unlikelydbange annually in response
to the latest historical estimates of the typeuwaled by Handley.

The historical excess return estimates outlined@laoe arithmetic means. Arithmetic
means are more appropriate when the excess reteach year is an independent
observation in a statistical sense. In contrasingric means are more appropriate
when yearly returns are related to each other tower (for example, if the return is
compounded and accumulates over a certain holdingg). As long as returns vary
over time, a geometric mean will be less than &hraetic mean. The greater the
volatility in returns, the greater the differencgween arithmetic and geometric
means.

175 The AER notes that expectations about mar&ietarie likely to differ at any point in time basau
different economic and financial market circumstscThis in itself makes estimates of the actuaPMR
through time very difficult to estimate with accaya
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In the WACC review, the AER noted that Blume, a$l we Dimson, Marsh and
Staunton have proposed methods that could be asmddulate an expected MRP
using a weighted average of arithmetic and geometeians.’® If historical excess
returns are estimated as geometric means, Assétiatessor Handley’s latest
estimates of the MRP range from 4.1-4.9 per ceattle€l5.4 illustrates the difference
between the historical excess returns estimatgg@setric means or arithmetic
means. The significant difference between theseestionates further demonstrates
the variability of excess returns over time.

Table 5.4: Historical excess returns estimated usjpngeometric means and arithmetic
means (assuming an imputation credit utilisation rée of 0.65) (%)

Historical excess returns Historical excess returns
(geometric means) (arithmetic means)
1883-2010 4.9 6.3
1937-2010 4.1 6.1
1958-2010 4.1 6.6
Source: HandleyAn estimate of the historical equity risk premiwumthe period

1883 to 2010January 2011, p. 8.

There is already a low degree of precision in his# estimates of excess returns and
using a weighted average of geometric and aritttmeéians adds a further degree of
complexity that may not add any greater degregedipion. Therefore, rather than
using a complex weighted average approach, the édfRiders that arithmetic
averages should be interpreted with the understgritiat they may overstate the
expected forward looking 10 year MRP.

55.2.3 Historical estimates and the assumed value of impation credits

Officer and Bishop use a 7 per cent long term MBi&te in their ‘glide path’
analysis (which is examined further below). Offieed Bishop’s 7 per cent long term
MRP estimate is based on historical excess retatsup to 2008’° Officer and
Bishop have previously stated the main reasondopting an MRP of 7 per cent over
an MRP of 6 per cent was due to the value of intmrnaredits, which they stated
had not been considered by Australian regulatotsérpast’® This issue was
considered in detail during the WACC review, whigre AER noted:

= previous regulators had taken into account theevafumputation credits in the
process of determining 6 per cent as the best atiof the MRP*°

= within the Officer WACC framework, it is conceptlyaValid to take into account
the value of distributed imputation credits whetineating historical excess

176 AER,WACC review final decisiori May 2010, pp. 198-199.
177  The difference between geometric and arittomeéans is discussed further in appendix A.

178  Officer and Bishopylarket Risk Premium, Estimate for January 2010-R0t4, Prepared for WestNet
Energy December 2009, pp. 9-10

179  Officer and BishagpMarket risk premium, a review papéugust 2008, p. 1.
180 AER,WACC review final decisiori May 2009, pp. 182-184.
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returns by grossing up excess returns after 198théassumed utilisation rate
(theta) of imputation credit§?

The AER explicitly incorporated the value of imptida credits in its estimates of
historical excess returns, which at the time ofekplanatory statement for the
WACC review produced a range of 5.9-6.5 per ¢&mt the time of the WACC
review final decision, the range for historicaliesttes was 5.7—6.2 per céfitBoth
of these ranges were ‘grossed-up’ using a utibsatate for imputation credits of
0.65. Neither of these ranges supports a MRP estiof& per cent®

The AER has considered historical excess returpbogtky ‘grossed-up’ for a
utilisation rate of 0.65, consistent with the gtilfion rate estimate adopted by the
AER for estimating gamma. The excess return estisnlaave first been estimated by
Associate Professor Handley and then adjustednfasaumed value of imputation
credits. Therefore, the historical excess retutimages considered by the AER
should be ‘grossed-up’ for the utilisation rate if@putation credits used by the AER
for estimating gamm&> The latest historical excess return estimatessggd-up’ for
a utilisation rate for imputation credits of 0.2pide a range of 5.8-6.3 per cefft.
While the AER has maintained that 0.65 is an apjaitgovalue for the utilisation
rate, it highlights that changes in this value ra#igct the interpretation of historical
excess returns when setting the MRP.

5524 Implied volatility and Officer and Bishop’s glide path approach

Synergies submitted that Officer and Bishop hatenased the forward looking MRP
to be between 7 and 8 per c&HtOfficer and Bishop submitted that an MRP of

8 per cent is appropriate over a five year permad16 based on a ‘glide path’
approach:

= Officer and Bishop estimated the volatility impli)]dm the Black-Scholes
option-pricing formula for 12-month ASX200 indexlaaptions to be
11.9 per cent. This estimate assumed a markepeisknit of option implied
volatility of 0.5. It is a 1-year estimate of theRR.

= Officer and Bishop then estimated the geometricaayee MRP over five years
assuming the MRP would revert from 11.9 per cer20hl to a long run estimate
of 7 per cent within a five year perid®

181 AER,WACC review final decisiori May 2009, p. 209.
182 AER Explanatory statement, WACC reviedugust 2008, p. 170.
183 AER WACC review final decisioid May 2009, p. 209.

184  Officer and Bishop also use arithmetic meastharefore may also overstate the expected forward
looking 10 year MRP to some extent. Officer and B@s@stimate uses the same data as Associate
Professor Handley for the period 1883-1958.

185 In this regard, the AER notes the utilisatiate ifor imputation credits estimated by the AERndar
consideration by the Australian Competition Tribunal

186  HandleyAn estimate of the historical equity risk premifiomthe period 1883—-2010@anuary 2011, p. 6.

187  SynergiesSynergies, Estimating a WACC for the NT gas trarssomgipelinge December 2010, pp. 71—
72.

188  Officer and BishgpgComments on the AER draft distribution determarafor Victorian electricity
distribution network service providerduly 2010, p. 19.
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The AER does not consider Officer and Bishop’safsenplied volatility and their
‘glide path’ approach is a reliable method of estimg a forward looking 10 year
MRP. The AER’s concerns are outlined in appendix A.

55.25 Survey evidence

Surveys of market practitioners and academicsatetiee forward looking MRP
applied in practice. Survey results are subjectreeause market practitioners may
look at a range of different time horizons and theylikely to have differing views

on market risk. However, survey based estimatéseoMRP are both forward

looking and reflect actual market practice. Funihere, the fact that different surveys
and methodological designs tend to invoke simggponses indicates that there is no
reason to suspect bias in this type of evidenceréftre, the AER is of the view that
survey based estimates should be considered wheragsg the MRP for the
purposes of this access arrangement review.

In the WACC review final decision, the AER noteattsurvey based estimates of the
MRP prior to the onset of the GFC supported a foiviaoking estimate of
6 per cent:

®= Truong, Partington and Peat (2008) found that tiRPNdopted by Australian
firms in capital budgeting ranged from 3-8 per ceiith an average of
5.94 per cent. The most commonly adopted MRP wzex @ent.

= Capital Research (2006) found that the average BliRipted across a number of
broker dailies was 5.09 per cent.

= KPMG (2005) found that the MRP adopted in indepaehégpert valuation
reports ranged from 6-8 per cent. KPMG's results\sd that 76 per cent of
survey respondents adopted an MRP of 6 per 8nt.

During the WACC review the AER had regard to thesereys in concluding the best
estimate of the MRP prior to the onset of the GRS & per cent. However, the
surveys were conducted before the onset of the @REh was expected to affect
market practitioners’ views of the future.

The most recent survey based estimates of the M&R® Fernandez and Del Campo
in May 2009 and May 2010 suggest that market viefthe MRP did not
significantly differ from those expressed priotthe onset of the GFC:

=  Fernandez and Del Campo (2009) found that the M&&id by Australian
academics in 2008 ranged from 2—7.5 per cent witav@rage of 5.9 per ceff,

= Fernandez and Del Campo (2010) found that the M&&id by Australian analysts
in 2010 ranged from 4.1—6 per cent with an avemdde4 per cent™

189 AER,WACC review final decisiori May 2010, pp. 221-225.

190 Fernandez and Del Camarket Risk Premium used by Professors in 2008ur&ey with 1400
Answers, IESE Business School Working Pay#t-796, May 2009, p. 7.

191 Fernandez and Del Camparket Risk Premium Used in 2010 by Analysts andpamnies: A Survey with
2400 Answers, IESE Business Schivtdy 21 2010, p. 4.
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Independent valuation reports that were compled#éaviing the GFC have also
adopted an MRP of 6 per cént.For example, Grant Samuel noted in 2009 it has
consistently adopted an MRP of 6 per cent andithneew of general uncertainty,

this continues to be a reasonable estimi&t€he AER considers this provides some
indication that expectations of the forward lookittyyear MRP have not been
affected by the GFC, and that a structural breaketype considered at the time of
the WACC review has not occurréf. Moreover, this evidence supports the view that
6 per cent is the best estimate of the forwardilmpKMRP in the current
circumstances.

55.2.6 Economic outlook and current market conditions

Synergies submitted that global market conditi@main uncertain following the
GFC and this is reflected in statements by the Red®ank of Australia (RBA), the
World Bank, the Economist and the OrganisatiorBoonomic Co-operation and
Development (OECDY?® The relevant market for the purposes of deterrgitiie
MRP is the Australian market. All of the views gedty Synergies relate to the
global economy. Global market conditions may affeetAustralian market.
However, recent comments from the International &ary Fund (IMF), the OECD
and the RBA indicate that the market outlook fos&alia in particular has improved
considerably since the GFC.

In a May 2010 paper titled tHeotential Growth of Australia and New Zealand ie th
Aftermath of the Global Crisishe IMF noted:

For Australia, investment barely fell in 2009, anetrage investment growth
is expected to be slightly stronger over the mediemm ... growth in the
capital stock is expected to be almost twice thellef New Zealand®

The global downturn had a fairly small impact oa fkustralian economy, as
real investment barely contracted in 2009 and ttemployment rate went up
by less than 2 percentage points. Not surprisingligtralia’s potential

growth is estimated to have declined by jdgtercent to 3.1 percent in 2009.
In comparison, New Zealand’s decline in potentiavgh was only slightly
smaller than that of Canada and the U.S. in 2609.

In its November 2010 economic outlook summary fos#alia, the OECD forecast
robust economic growth in Australia. The OECD state

192  Grant Samuel and Associatesiancial services guide and independent expedfsrt in relation to the
recapitalisation and restructure of Babcock and Brolnfrastructure 9 October 2009, Appendix 1, p. 7;
Deloitte, Arrow Energy Limited Independent expert’s repantl dinancial services guid® June 2010,

p. 82. Grant Samuel and Associatésancial services guide and independent expedjmrt in relation
to the ConocoPhillips propoal5 September 2008, appendix 4, p. 6. Grant ShamgeAssociates,
Financial services guide and independent expeggsort in relation to the proposed acquisition of th
Alinta assets from Singapore Power International Bimited 5 November 2007, Appendix 1, p. 6.

193  Grant Samuel and Associateésiancial services guide and independent expedfmrt in relation to the
recapitalisation and restructure of Babcock and Brolnfrastructure 9 October 2009, Appendix 1, p. 7.

194  AER, Final decisigrReview of weighted average cost of capital pararset May 2009, pp. 237-238.
195  Synergieskstimating a WACC for the NT gas transmission pipelreeember 2010, pp. 69-71.

196 Yan SunPotential Growth of Australia and New Zealand in &feermath of the Global CrisisMF
Working Paper, WP/10/27, May 2010, pp. 9-10.

197 Yan SunPotential Growth of Australia and New Zealand in &feermath of the Global CrisisMF
Working Paper, WP/10/27, May 2010, p. 19.
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The Australian economy, fuelled by the mining boshmuld grow robustly
in 2011 and 2012 at a rate of between 3% and 48n&ygrowth, driven by
terms of trade gains and dynamic investment, wiluce unemployment®

In its November 2010 statement on monetary potlog,RBA forecast robust
economic growth in the Australian economy. The Ri3dted:

GDP is expected to expand by 3.5 per cent over 208iGthen by 3.75—

4 per cent over both 2011 and 2012. This foreaadtirrues to be driven by
the effects of the income boost flowing from thewigh level of the terms
of trade and the expected substantial increasadiméss investment,
particularly in the resource sect6t.

More recently, in its February 2011 statement ometary policy, the RBA continued
to forecast robust economic growth. The RBA stated:

Over the four quarters to December 2011, GDP igebegl to increase by 44
per cent. This is higher than was expected atithe ¢f the November
Statement, but this revision reflects the lowertistg point as a result of the
flooding in December 2010. Beyond 2011, GDP isdast to grow by 3%:—4
per cent®

The OECD’s financial conditions index gives an gadion of likely future GDP
growth. The OECD has noted that its financial cbods index for the United States,
Japan and the Euro area has stabilised since e ofthe GFG® This indicates a
positive global market outlook and is illustratedigure 5.2.

198 OECDAustralia economic outlook 88—country summatgvember 2010,
http://www.oecd.org/document/15/0,3746,en_2649 348%268687_1 1 1 1,00.html, viewed 23
December 2010.

199 RBA Statement on monetary polidyovember 2010, p. 3.
200 RBA Statement on monetary poli¢sebruary 2011, p. 3.
201 OECD Economic outlook no. 88: Press conference Ra8sNovember 2010, p. 17.
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Figure 5.2: OECD financial conditions index
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Source: OECD, Economic outlook no. 88: Press cenfee Paris, 18 November 2010,
p. 17.

The robust economic outlook in Australia, as ndigdgtatements from the IMF, the
OECD and the RBA suggest that market conditiongaptm have stabilised to the
extent that investors are no longer factoring thestantial volatility experienced at
the height of the GFC into their expectations effiture. This is supported by survey
evidence and independent valuations presented albbeeefore the conditions that
underlined the AER’s reasons for increasing the M&E.5 per cent during the
WACC review appear to no longer be present.

5.5.2.7 Conclusion — market risk premium

The MRP is an unobservable forward looking estimalte AER considers that the
MRP value chosen should be informed by a rangeideace, noting the particular
advantages and limitations of each source of inftion.

In the WACC review, the AER considered the bestreste of the forward looking 10
year MRP was 6 per cent based on historical estsnatirvey based estimates and
past regulatory practice. However, given prevailingertainty about the potential
impact on investor expectations of the GFC, the ABrcised its judgment to
increase the MRP to 6.5 per cent. The latest egeleow indicates the AER’s
caution in raising the MRP to 6.5 per cent is nogkr warranted. The significant
uncertainty that characterised markets at the trméAER made the WACC review
final decision has so substantially diminished that not reflected in prevailing
conditions in the market for funds, nor is it exjgeicto form part of forward looking
expectations of returns over the next 10 years.

The latest long term historical estimates of excegns using arithmetic means
produce a range of 6.1-6.6 per cent (assuming patation credit utilisation rate of
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0.65). However, consistent with previous regulajmactice, the AER has not
mechanistically relied on these figures. This isgase such measures may overstate
the forward looking MRP, are highly sensitive taléidnal years of observations and
are also inherently imprecise. The AER does nosiclan the latest historical excess
return estimates are inconsistent with the longn®f{RP value of 6 per cent
previously estimated by the AER and other regusator

Survey based estimates of the MRP indicate thabtiweard looking MRP expected

to prevail in the future has not changed as ates$tihe GFC. Survey based estimates
of the MRP both before and following the GFC suggeasvalue of 6 per cent is
consistent with the views of market practitionexsademics and independent
valuation reports.

Comments from the OECD, the IMF and the RBA indicatrobust outlook for the
Australian economy, which further suggests thaéster expectations of market
returns would now reflect those seen prior to theed of the GFC.

Overall the available evidence on the MRP is imigeeand as a result the MRP is
subject to a wide margin of variation. The AER hasd its judgement to interpret the
evidence currently before it and considers thelabks evidence both prior to, and
following, the GFC supports 6 per cent as the bssinate of the forward looking 10
year MRP in the current market circumstances. TER Aonsiders that an MRP of
6.5 per cent proposed by NT Gas is not the beshats possible in the circumstances
(rule 74(2) of the NGR) and is not consistent wiite requirement that the rate of
return is to be commensurate with prevailing caodsd in the market for funds (rule
87(1) of the NGR).

The AER considers the MRP of 6 per cent meetsdfeirements under the NGR. It
is also consistent with the revenue and pricinggypile set out in section 24(2)(a) of
the NGL, which states that the service provideusdhbe provided with a reasonable
opportunity to recover at least the efficient co$tse AER considers the MRP of 6
per cent best meets the national gas objectiveshwhito promote efficient
investment in, and efficient operation and usenafural gas services for the long
term interests of consumers of natural gas witheetsto price, quality, safety,
reliability and security of supply of natural gas.

5.5.3 Debt risk premium

The DRP is the margin above the nominal risk-fege that a debt holder would
require in order for it to invest in a benchmarfiagént firm. When combined with
the nominal risk-free rate, the DRP representseéhen on debt and is an input for
calculating the WACC.

The cost of debt varies depending on the firmsadkfrisk. The risk of default is
generally taken into account by a firm's crediingand reflects both the operational
and financial risks of the debt issuance. Typicalyower credit rating is associated
with a higher yield to maturity demanded by invesf8? The cost of debt will also
vary depending on the term of the debt. Higherdgelre often associated with longer

202  That s, investors would typically requireigher yield for a BBB bond, as distinct from the yieddjuired
on an otherwise equivalent AAA rated bond.
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terms of debt, reflecting the increased risk obadprovider defaulting at some point
over the life of a longer term bond.

Prior to the onset of the GFC, when market conds#iwere relatively robust and
liquidity was high, the AER placed heavy reliancetloe fair value estimates
produced by Bloomberg and CBASpectrum. Howeveridileg on the
appropriateness of these estimates with respéletten year BBB+ benchmark has
become increasingly difficult, and is the subjecs@veral applications for review to
the Australian Competition Tribunal.

The decision by CBASpectrum to cease publishingstsnates makes this task even
more difficult, particularly as it reflects on theliability of Bloomberg’s estimates
given they are based on the same type of markatniation. To this end, the AER
notes that Bloomberg ceased publishing its tenedgitt year BBB rated estimates in
late 2007 and August 2009 respectively, and thamag June 2010 stopped
publishing ten year AAA rated estimates. For theBBBted fair values Bloomberg
currently publishes, the AER has commented prelyabat these tend to reflect
yield observations for bonds traded below a sewan ynaturity. However this
assessment was in the absence of any alternatnhimark developed independently
of the regulatory process. Furthermore, observeld ylata on which this assessment
was made did not display any systematic relatignshiih respect to maturity or
credit rating, rather yields were randomly disttémiaround the Bloomberg cur¢&.

In this context, and as further detailed in appefjithe AER has not placed sole
reliance on Bloomberg. The key considerations athég this decision are that:

= There is evidence to suggest that the behaviotiheoBloomberg curve since the
onset of the GFC is somewhat counterintuitive,udcig the extrapolated ten year
DRP derived from Bloomberg currently nearing ati¢i highs. The spread
between Bloomberg’s seven and ten year, AAA radgdvialue estimates—which
is used by the AER to extrapolate Bloomberg's sepgar, BBB rated fair value
estimates—also remains at near historical highs iffiplies that prevailing
conditions in debt markets are more risky now ttharing the GFC. This is
counterintuitive, and other evidence (such asdlaéssed throughout the
remainder of this section) indicates financial neardonditions have substantially
improved since this time.

®= The characteristics of the APT bond closely maldsé of the benchmark
corporate bond set by the AER, namely its BBB gaind approximate ten year
maturity. As this bond has a lower credit ratingrththe BBB+ benchmark, its use
would be expected to result in a DRP that overstidite benchmark cost of debt.

= The APA Group is an owner of various regulated amekgulated energy network
assets. The nature of the underlying risk and ntaikevhich the APA Group
operates resembles those of the benchmark gasngijselrvice provider. To the
extent that credit ratings are an imperfect indicaf default risk, the APT bond is
suitable for deriving a DRP that reflects the risksolved in providing reference
services.

203  AER/Final decision Victorian electricity distributionetwork service providers Distribution
determination 2011-201®ctober 2010, p. 502.
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A recently issued A- rated, ten year bond by SPN&tiglisplays yields that are
considerably below the APT bond. Similarly, therated, ten year bond issued by
Stockland has a yield comparable to the APT boredoAdingly, both yields are
significantly below the extrapolated ten year, BBiBed Bloomberg estimaté$.
This gives further support for relying on the APdnl instead of only the
Bloomberg estimates.

A recently issued BBB rated, eight year bond bysBaine Airport displays yields
that are approximately 25 basis points below th& ABnd and over

190 basis points below Bloomberg’s fair value eat@s. This also provides
support for relying on the APT bond instead of aihlg Bloomberg estimates.

The BBB rated, Sydney Airport floating rate bondstaning in 2021 and 2022
respectively, are currently trading at yields betw86 and 99 basis points below
Bloomberg'’s ten year, BBB rated fair value estirsate

The ten year, BBB+ rated Dalrymple Bay Coal Terrh{(BBCT) bond—which
has yields that are higher than Bloomberg's BBBfalues—has been
discounted by the AER for the purposes of comparggeen that ongoing market
perceptions of the bonds credit rating may havieshiFurther concerns with
respect to its owner and credit wrapper also lthetreliability of the DBCT bond
for the purpose of assessing the benchmark calsttuif

Other regulators—specifically the ERA and IPART—&agcently published
discussion papers with indicative debt margins @@€r basis points below NT
Gas's proposd”

While the evidence available to assess the benéhooat of debt is limited, the AER
considers that placing sole reliance on Bloombstigmates would not result in a rate
of return that is commensurate with prevailing dbads in the market for funds and
the risks involved in providing reference servicEsis view is supported by the ACG,
who submitted that the proposed debt margin is ifeatly excessive®®

In these circumstances the AER considers it prugteatiopt an approach which does
not place complete reliance on either BloombertherAPT bond. Accordingly the
AER has set the DRP as an average of the spredks ektrapolated Bloomberg

ten year, BBB fair value estimate and of the APficdmaturing in 2026°” Based on
the indicative averaging period for this draft demn, these two information sources
produce margins over the risk free rate of 4.60ceet and 2.98 per cent, which the

204

205

206

207

Bloomberg does not publish separate fair vestienates for BBB-, BBB and BBB+ rated debt. Instead, all
BBB bonds are included in a single sample. Referenitbiwthis chapter to Bloomberg’'s BBB fair value
estimates encompass all bonds with a credit ratireither BBB-, BBB or BBB+.

IPART, Developing the approach to estimatirggdbbt margin, Other industries — draft decision,
February 2011; Economic Regulation AuthorMeasuring the debt risk premium: a bond-yield agmig
Discussion papemDecember 2010.

The Allen Consulting Groupimadeus Gas Pipeline — Estimation of WACC, RepoRdaver and Water
Corporation in support of its submission to the A&&:cess reviewebruary 2011, p. 6.

The margin on the APT bond (2.98 per centgecef a simple average of both Bloomberg and UBSliyiel
over the 20 day averaging period ending 1 April2201
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AER has averaged to produce a DRP of 3.79 per ThstAER considers this is the
best DRP estimate possible in the circumstancesTobas®®

Additionally, as part of its assessment of the me€@_D gas distribution access
arrangement proposal from APT Allgas, the AER raterk and received actual costs
of debt data from the APA Grodf® This information supported that the AER’s
estimate of the DRP for APT Allgas provided a rewdie opportunity for APT

Allgas to recover at least its efficient costs. €1WT Gas is owned by the APA
Group, as per APT Allgas, the AER considers ti&abDiRP allowance for NT Gas,
based on the same actual costs information, atsodas a reasonable opportunity for
NT Gas to recover at least its efficient cdsfs.

Placing equal reliance on Bloomberg and the APTdbtdrough consistent with the
recent QLD and SA gas draft access arrangemergidesj contrasts from the most
recent final decision of the AER. This decisiorr tloe Victorian electricity
distribution businesses) determined the DRP basetl#b per cent weighting to
estimates from Bloomberg and a 25 per cent weightrestimates from the

APT bond. The increased reliance on the APT bortighdecision is primarily the
result of Bloomberg’s more recent estimates bemgsually high, the recent
availability of yields for two Sydney Airport bondsnd the recent issuance of the
SP AusNet, Brisbane Airport and Stockland bond& ARR also notes that the
Victorian final decision is currently the subjec¢teomerits review before the
Australian Competition Tribunal. The AER will codsr the outcome of the merits
review and the implications, if any, for DRP as ympiate in its final decision.

5.5.4 Equity beta

The equity beta measures the standardised coomla¢itween the returns on an
individual risky asset or business with that of diverall market. It represents the
‘riskiness’ of the business’ returns compared it of the market. A beta estimate
of greater (less) than one implies that the busireexposed to more (less) non
diversifiable risk than the overall market. Riskuks from the possibility that returns
will differ from expected returns—the greater theeertainty around the returns of a
business, the greater its level of risk.

Consistent with the WACC review, the AER considamquity beta estimate of 0.8 is
appropriate and will result in a rate of return coemsurate with the risk involved in
providing reference servicesh& AER considers that regulated utilities face lowe
systematic risk than the general market, whichrimmarily driven by the stable cash
flows of regulated utilities. The lower equity bet@ue of 0.8 is partly due to the
regulatory regime that provides protection to rated businesses that is not available
to businesses in the competitive environment, adrly as:

® the tariff variation mechanism allows for the anmadjustment for inflation,
lowering exposure to inflation risk

208  NGR, r. 74(2)(b).

209  The debt information provided reflected deddtitby the APA Group that was not specific to ahito
constituent businesses. Hence, while such delatispecifically allocated to NT Gas, it is stilflective
of its cost of debt in so far as it is part of &kieRA Group.

210  NGL, s. 24(2).
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= the roll forward of the capital asset base ocaus manner that lowers exposure
to cost overruns for capital expenditure

= the cost pass through mechanism allows for ceciasts to be passed on to
consumers during the access arrangement periodriluyvexposure to costs not
forecast at the commencement of the access arramjgrariod

= the access arrangement provides for acceleratiimreakview submission date on
occurrence of a trigger event

= aservice provider may submit an access arrangevaeation proposal for the
AER'’s approval.

Consistent with the ACCC'’s decision in 2062the AER does not consider that asset
stranding risk on the AGP is a systematic riskerifor the purposes of its beta
analysis. Further, the AER considers the risk séastranding that was accepted by
the ACCC in its earlier access arrangement revavthie AGP, and compensated for
through an accelerated depreciation allowanceldngsly been eliminatett? The
AER'’s considerations of stranding risk on the pipelare detailed in appendix A, but
can be summarised as follows:

®= NT Gas has proposed a single zone reference tamiffier which all sections of the
pipeline will be equally price competitive?

= the majority of pipeline capacity is expected tacbatracted to a single user
during and beyond the access arrangement gétiod

®= new gas fields are supplying natural gas to theljip, alleviating concerns of
depleted supply reserves.

In this context, the AER rejects NT Gas’s proposeqdity beta estimate of 1.0 as it
would result in a cost of capital which is excessiuth respect to the risks involved
in providing reference services. Appendix A consaurther detail on particular
issues raised by NT Gas in relation to beta.

Taking account of the estimated equity betas pexvid the Competition Economist
Group report for Envestra and the equity beta egémfrom the WACC review, the
AER considers that a beta estimate from empiricalesce in the range of 0.4 and
0.7 is still appropriate for this draft decisioh.Table 5.5 reproduces the most up to
date beta estimates from the Competition EconoBristip report. As is evident in

211 ACCC Final decision—NT GadDecember 2002, pp. 19-20.
212 ACCC Final decision—NT GadDecember 2002, p. 68.

213  NT GasAccess arrangement informatiddecember 2010, p. 29.
214  NT GasAccess arrangement submissi@ecember 2010, p. 10.

215  Competition Economist Groupstimating the cost of capital under the NGR A réfmrEnvestra,
September 2010, p. 49-50. This was received ag afpfanvestra’s recent access arrangement proposal
for its Queensland and South Australian businessean be found on the AER website:
http://www.aer.gov.au/
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table 5.5, the most recent beta estimate from Aligtr comparable firms (with the
exception of Hastirig®) is within the bound of 0.1 to 0.6.

Table 5.5: Comparison of Competition Economist Grop beta analysis with the AER’s
WACC review

Comp.etition
Company e%%?t';/ obrg 'ts; Strgg&) WACC review
gearing

Envestra 0.51 0.10-0.42
Hastings 1.64 0.49-1.01
Australian Pipeline 0.54 0.60-0.92
DUET 0.34 0.19-0.41
Spark Infrastructure 0.53 0.79-1.11
SP AusNet 0.14 na
Source: AER analysis; Competition Economist Grotstimating the cost of capital

under the NGR A report for Envesteptember 2010, p. 49 and Olan T.
Henry, Estimating beta23 April 2009, pp. 10-18.

Based on this information, the AER considers timag¢guity beta of 0.8 is sufficient to
ensure that the service provider has the oppoyttmitecover at least its efficient
costs incurred in providing reference servicesmedting regulatory requiremerfs.
The AER considers that a reduction in NT Gas’s beta 1.0 to within a range of 0.4
to 0.7 as suggested by market data is signifi¢tdémivever, the AER has given
consideration to other factors, such as the needtieve an outcome that is
consistent with the national gas objective (inipafar, the need for efficient
investment in natural gas services for the longnteterests of consumers of natural
gas). The AER has also taken into account the tevand pricing principles, the
importance of regulatory stability and is also nfiidt has recently considered a beta
value of 0.8 to be appropriate, if not overstatedpther gas businesses.

On the basis of the information presented hereAtR concludes that a beta value of
0.8 is appropriate. The AER considers that a vafue0 does not provide the best
estimate of the equity beta given prevailing madaetditions’*® and requires NT Gas
to amend its access arrangement information agmedtin amendment 5.1.

5.5.5 Inflation forecast

The expected inflation rate is not an explicit paeger within the WACC calculation.
However, it is used in the revenue model to forenaminal allowed revenues and to
index the capital base. It is an implicit componeinthe nominal risk-free rate, with

216  Given the take over bid, refinancing pressune sharp falls in the share price of HDF in 2088,AER
considers caution should be used when interprétiadiasting beta estimate.

217  NGL, s. 24(2).
218  NGR, r. 74 (2)(b) and r. 87 (1).
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implications for the return on both equity and ddlste inflation forecast must be
consistent with the ten year investment horizothefrisk free rate.

NT Gas proposed to use the mid point of the RBAflation target band (that is, 2.5
per cent) as the 10 year inflation estimate. Th&Algrees that the most appropriate
estimate of inflation, beyond the two year shortridorecast provided by RBA in its
statement on monetary policy, should be the midtpafithe RBA’s inflation target
band. This is because the monetary policy is st the aim to achieve the target
inflation of between 2 to 3 per cent over the madierm. However, the inflation
target is defined as a medium-term average ratiaer 4s a rate (or band of rates) that
must be held at all times. This formulation alldesthe lags in the effects of
monetary policy on the econori¥’. As a result, it is possible for the short-term
inflation to deviate from the target band set by RBA. For this reason, the AER
considers that the short-term inflation forecastvpted by RBA in its statement on
monetary policy should also be included as pathefcalculation to obtain the best
estimate of inflation over 10 years as requiredeumd74 of the NGR.

The AER considers that an inflation estimate offbcent should be adopted for the
purpose of this draft decision. This is calculdigdaking the geometric average of
RBA'’s short-term inflation forecasts extending éuttwo years, and the mid-point of
the RBA'’s target inflation band for the remainirigteg years as set out in table 5.6.

Table 5.6: AER inflation rate forecast (%)

N (90 <t n (o] N~ (o0] (0] (@) — .
< 5 9 5 7 5 ¢ 5 0§ & Geometric
c c c c c c c c c c average

o o o o =) =) =) =) o o

L) L) L) L) L) L) L) L) L) L)

AER

inflation 2.75 3.00 2.50 2.50 2.50 2.50 2.50 2.50 2.50 250 572
forecast

Source: RBAStatement on monetary poljdyebruary 2011, p. 60.

The AER considers that the estimate of expectddtioh should be updated to
incorporate the latest available data closer tdithe of the final decision. Inflation
forecasts can change in line with market sensdata and regulatory practice in
Australia has been to update these forecast valube time of making a decision.
The AER will update its estimate of inflation basedthe latest RBA forecasts as
close as is practical to the date of the final sieqi.

5.5.6 Averaging period and risk free rate

The risk-free rate measures the return an invegboitd expect from an asset with
zero volatility and zero default risk. The yield lmmg-term Commonwealth
Government Securities (CGS) is often used as aydmxhe risk-free rate because

219  See RBA, About monetary policy, access fromMipw.rba.gov.au/monetary- policy/inflation-
target.html
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the rzizsok of government default on interest and depayments is considered to be
low.

In the CAPM framework, all information used for nkamg the rate of return should be
as current as possible in order to achieve an sadiforward looking rate and a rate
of return that is commensurate with prevailing dbads in the market for funds.
While it may be theoretically correct to use thetlom day rate as it represents the
latest available information, this can expose #rgise provider and customers to
daily volatility. For this reason, an averaging hoet is used to minimise volatility in
observed bond yield$!

NT Gas proposed an averaging period of 20 busitegs ending 1 April 2013
The AER accepts the nominated averaging periotisagisfies the requirement of r.
87 of the NGR, and has been proposed in advanite @ommencement of the
period. For this draft decision, the AER has usednominated averaging period to
calculate a risk free rate of 5.53 per cent. Theraging period will also be used for
the final decision.

5.5.7 Gearing ratio

The gearing ratio is defined as the ratio of tHee®f debt to total capital (that is,
debt and equity), and is used to weight the cdstielot and equity when formulating
the WACC.

The AER accepts NT Gas’s proposed gearing ratGDqder cent. This value is
consistent with the benchmark ratio determinednigyAER during the WACC
review, which was based on a variety of informasonrces and analysis of a wide
variety of firms across the gas and electricityt@ec

5.6 Conclusion

The AER does not propose to approve the rate ofrretn capital proposed by NT
Gas as it does not comply with r. 87 of the NGR watplires NT Gas to make the
amendments set out below.

5.7 Required amendments

Before its access arrangement proposal can betadec®pl Gas is required to make
the following amendment:

Amendment 5.1:make all amendments necessary in the access amang proposal
and access arrangement information to take acajuhe rate of return calculated in
accordance with the following table.

220  AER/Final decision: Electricity transmission and digtution network service providers: Review of the
weighted average cost of capital (WACC) parameteiday 2009, pp. 128-174 (AERinal decision:
WACC Reviewl May 2009).

221  AERFinal decision: WACC reviewl May 2009, pp. 128-174.

222 NT GasAccess arrangement submissi@ecember 2010, attachment G (confidential), NF,&mail to
AER, RE: Averaging period28 March 2011
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Table 5.7: WACC parameters for the access arrangemeé period (units as stated)

Parameter

Nominal risk—free rate (%) 5.53
Inflation (%) 2.57
Real risk—free rate (%) 2.89
Equity beta 0.8
Market risk premium (%) 6.0
Debt risk premium (%) 3.79
Gearing (%) 60
Cost of debt (%) 9.32
Cost of equity (%) 10.33
Nominal vanilla WACC (%) 9.72
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6 Tax

The AER has accepted the post-tax approach progmsé&lI’ Gas for the access
arrangement as it is consistent with revenue ancing principles under s. 24(2) of
the NGL. This allows the service provider reasoeaigportunity to recover the
efficient costs incurred in providing referencesees. The AER has also accepted
the way that taxation is to be calculated (incluglthe use of a 30 per cent corporate
tax rate), and the tax asset lives proposed by 3. Ghese matters were investigated
by the AER and found to have been appropriatelyutaled by NT Gas.

The AER does not consider the roll forward of theadsset base proposed by NT Gas
as it does not reflect historic and current tax lavinerefore, the AER does not accept
the opening tax asset base and tax remaining dggzroposed by NT Gas to estimate
the cost of corporate income tax.

The AER does not accept NT Gas’s proposal thatas shot have a tax loss carried
forward because it is not a tax paying entity. Eheere tax losses offset against tax
obligations during the earlier access arrangemesrigd. The AER considers that
there remains a residual amount of tax losses edrforward as at 1 July 2011,
which the AER has estimated to be $7.8 million.

NT Gas’s estimate of the use of imputation crdaitgwvestors (gamma) of 0.2 has
been rejected by the AER. Based on the currendiadle evidence, the AER
considers the best estimate for the value of gatorba 0.45.

The AER has calculated a total $4.0 million in farst tax for the access
arrangement period. This forecast reflects thegedirevenue and cost figures
presented in the various chapters of the draftsleni

6.1 Introduction

This chapter provides the AER’s assessment of N¥Gaoposed method to
establish an allowance for taxation for the aceesangement period.

6.2 Regulatory requirements

Rule 72(1)(h) of the NGR provides that the accessigement information for an
access arrangement proposal must include the prdpusthod for dealing with
taxation, and a demonstration of how the allowdoc¢axation is calculated.

Rule 76(c) of the NGR provides for the estimatest ©f corporate taxation as a
building block for total revenue insofar as thispplicable.

6.3 Access arrangement proposal

NT Gas proposed a post-tax method to estimater@tahue over the access
arrangement periot° In the earlier access arrangement review, the A@@i€oved
a post-tax methotf*

223  NT GasAccess arrangement informatiddecember 2010, p. 26.
224 ACCC Final decision December 2002, p. 78.
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NT Gas proposed to adopt the AER’s Post-Tax Revdtadel (PTRM) to calculate
its tax allowancé?® Further, NT Gas has proposed a corporate taof&@ per cent,
which it has considered consistent with regulafmacedent?®

NT Gas submitted that the reasonable range for gaimtoetween zero and 0.57, and
proposed a point estimate of G?2.

NT Gas adopted the opening tax asset base (TAB) hduly 2001 which was
estimated by the ACCC for the earlier access aaaegt. NT Gas has proposed to
roll forward the TAB taking into account actual @apexpenditure (capex), disposals
and tax depreciatioff® On this basis, NT Gas proposed a closing TAB &)alune
2011 of $24 million (nominal) as shown in table.6.1

Table 6.1: NT Gas proposed tax asset base as atRMe 2011 (nominal $'000)

2001-02 2002-03 2003-04 2004-05 2005-06
Opening TAB 22263 18004 14751 14542 12186
Additions 215 377 2916 383 496
Disposals 2 4 2
Tax depreciation 4473 3629 3124 2735 2286
Closing TAB 18004 14751 14542 12186 10394
2006-07 2007-08 2008-09 2009-10 2010-11
Opening TAB 10394 8791 7841 6959 6353
Additions 318 702 583 670 19723
Disposals 2 11 8
Tax deprecation 1918 1652 1454 1267 2085
Closing TAB 8791 7841 6959 6353 23991

Source: NT Gashccess arrangement informatioDecember 2010, p.26.

Table 6.2 shows NT Gas’s proposed opening TAB dsJaly 2011. The standard and
remaining tax asset lives proposed by NT Gas aem@kesented in this table.

225 NT GasAccess arrangement submissi@ecember 2010, attachment E-3, (confidential).
226  NT GasAccess arrangement submissi@ecember 2010, attachment E-3, (confidential).
227  NT GasAccess arrangement submissi@ecember 2010, p. 113.

228 NT Gas, Acess arrangement submissi@ecember 2010, attachment E-3, (confidential).
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Table 6.2: NT Gas's proposed tax asset base as aludly 2011

Asset Category Tax vaIt_Je Ta>_< Standard Tax. Remaining
($m, nominal) Lives (yrs) Lives (yrs)
Pipeline 10.8 20 7.7
Compression 0.3 20 0.0
Meter station 10.0 20 8.8
SCADA and communications 1.6 15 1.7
O&M facilities 1.2 10 6.7
Buildings 0.0 40 36.0

Source: NT Gashccess arrangement submissi@ecember 2010, p. 188, attachment B
(confidential).

NT Gas did not provide an analysis of whether @ hay tax loss carried forward.

NT Gas proposed an estimate of the use of imputatiedits (gamma) of 027 NT
Gas derived its estimate of gamma through sepgrastimating its subcomponents,
specifically the payout ratio (the proportion ofgotation credits generated that are
distributed to shareholders) and the rate of intpariacredit utilisation (or theta). NT
Gas submitted that evidence does not support aupagtio value above 70 per cent,
and that an appropriate range for theta is betweemand 0.57°° When these values
of the payout ratio and theta are multiplied thsduces a range of gamma of
between zero and 0.4, from within which NT Gas siibits proposed value of
gamma is conservativ&" NT Gas noted that a number of merits review apfibos
have been submitted on this matter and the outadrieese appeals will be the key
driver of future decisions in relation to gamfia.

NT Gas submitted a Synergies report to suppogatema estimate. Synergies noted
that it has already presented analysis on gamriet8ER as part of the review of
the APT Allgas access arrangement submitted ineégaptr 2010. Synergies stated
that its assessment has not changed and providddIibwing key arguments:

= given the absence of evidence to the contrary m@@asymmetric consequences of
regulatory error, any retained credits should bemgizero value when estimating
the payout ratio

= the AER should not place full weight on the Begnd 8keels (2006) dividend
drop off study and should instead consider theengd from a range of studies,
including the 2010 SFG report, particularly in ligt recent comments made by
the Australian Competition Tribunal

229 NT GasAccess arrangement submissi@ecember 2010, p. 113.
230 NT GasAccess arrangement submissi@ecember 2010, pp. 112-3.
231  NT GasAccess arrangement submissi@ecember 2010, p. 113.
232 NT GasAccess arrangement submissi@ecember 2010, p. 112.
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= the AER’s reliance on post-2000 data only is basethe evidence provided in
the Beggs and Skeels study which is not sufficjergliable to enable one to
conclude there has been a structural break frosithie

= the AER should not rely on the Handley and Maheaw#2008) tax statistics
analysis as it does not reflect a market valudeta>

Table 6.3 sets out NT Gas’s proposed tax allowéorcthe access arrangement
period. These forecasts reflect the revenues/ergehat NT Gas has proposed to
earn/incur over the access arrangement period.

Table 6.3 NT Gas’s proposed tax allowance (Nomin&l ‘000)

2011-12 2012-13 2013-14 2014-15 2015-16

Tax 1874 1755 1996 2023 874

Source: NT GasAccess arrangement informatioRecember 2010, p. 26.

6.4 Submissions

The Northern Territory Major Energy Users (NTMEUWpsnitted that there was a
prima facie assumption that the notional Austrategulated energy network provider
could be owned by Australians who receive benéfits the imputation tax
arrangement, hence expected a gamma of valueaofdithat the AER’s value of 0.65
(adopted in the WACC review) was extremely consiare&>*

The Allen Consulting Group (ACG) was engaged byRbever and Water
Corporation (PWC) to make a submission on NT Gasiposed WACC parameters.
As part of this review, ACG identified that Ausieal regulators historically set
gamma values at 0.5 or above, and that the avai@ltience supported application
of a gamma value ‘closer to one than zé&ro'.

Santos Limited and Magellan Petroleum Australiaitéeh (Santos and Magellan)
jointly submitted that NT Gas had understated #laer of gamma, and recommended
the AER apply a value of 0.5 to be consistent nétjulatory precedert®

6.5 AER’s consideration

The AER accepts NT Gas’s proposed post-tax apprmsche access arrangement
period?®’ This approach has been adopted in all previous g&Rand electricity
decisions. The alternative pre-tax approach haveeh used by the AER to date. The
post-tax approach is considered by the AER to figparior to the pre-tax approach in
that it facilitates a more accurate tax allowamcthe setting of regulatory

revenue$>® The post-tax approach enables adjustment to chgnak legislation and

233  Synergiedstimating a WACC for the NT Gas Transmission Pipelrezember 2010, pp. 76-85.
234 NTMEU,Submission to the AERebruary 2011 p. 56

235 ACG,Amadeus Gas Pipeline— Estimation of WAE&bruary 2011, p. 8.

236  Santos and MagellaBybmission to the AERebruary 2011, p. 11.

237  NGR,r. 72(1)(h).

238 AER,Electricity Distribution Network Service Providersansition of energy businesses from pre-tax to
post-tax regulationJune 2007, p.1.
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provides a realistic assessment of cost faced actaral firm based on regulated
revenues. This approach is consistent with theigi@mv of a reasonable and best
estimate under rule 74(2) of the NGR.

The AER is aware that NT Gas is the trustee oimadeus Gas Trust and may not
be a tax paying entity under tax law. However, ¢sieat with NT Gas’s proposal to
recover an estimated cost of corporate incometh@xAER considers that NT Gas be
allowed to recover such a cost based on a bestatsf®® This approach is also
consistent with the earlier access arrangemensidecdf the ACCC which applied a
post-tax methodology to setting revend®s.

The AER reviewed the proposed taxation calculagiot the components that form
part of that calculation, including:

® the opening tax asset base, used to determinesfaedation
= the tax asset lives, used to determine the rat@xadepreciation

= whether there is any tax loss carried forward ftbmearlier access arrangement
period that needs to be offset against future laxns

= the use of imputation credits (gamma).

These issues are considered in turn below. Be#lidsg considerations, any other
component that affects revenues/costs will affleetforecast tax allowance.
Accordingly, a change to any of the proposed regfast components in the draft
decision will require the forecast tax allowancdéd#amended.

6.5.1 Opening tax asset base

The AER accepts NT Gas’s opening TAB as at 1 JOBA2In its 2002 final decision,
the ACCC considered that the adoption of a postégulatory framework
necessitated the carry over historic financial aot® that impact on future post-tax
returns®** The opening TAB as at 1 July 2001 was estimateth®ACCC based on
the residual asset value transferred to the padramework. The AER accepts the
proposed opening TAB as at 1 July 2001 as beingistamt with this residual asset
value.

In rolling forward the opening TAB to 1 July 20INT Gas has applied a depreciation
rate of 20 per cent (on a diminishing value basighe assets that comprise its
opening TAB as at 1 July 2001. The result of NT '&approach is that the opening
TAB as at 1 July 2001 is now nearly fully depreethtThe approach used and the
depreciation rate applied are consistent with gwealtax approach. Once an asset
begins to be depreciated at a given life for tasppses, it generally continues to be
depreciated at that life until fully depreciatedianthe tax law. This is the preferred
approach as discussed in the AER issue paper msittoaing from pre-tax to post-

239 NGL, s.24(2)(a) and (b).
240  ACCCpDraft Decision — Amadeus Basin to Darwin Gas pipekegcess arrangemert May 2001, p. 63.
241  ACCCpDraft Decision — Amadeus Basin to Darwin Gas pipetecess arrangemert May 2001, p. 63.
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taxation frameworké* The AER is satisfied with this approach and asrsequence
accepts the depreciation rates used by NT Gasiag tensistent with various tax
rulings over the earlier access arrangement péffod.

However, the AER does not consider NT Gas’s apiptinaof the same tax
depreciation rate to new assets acquired overaHieraccess arrangement period as
being appropriate. This is because there have dfgamges made to the tax law during
this period that should be reflected in the deptémn rates applied to capex, as
follows:

" in 2001, the Tax Commissioner undertook a reviéeffective lives which
resulted in the determination of new effective $ifer gas distribution and
transmission asséfé

= agas industry addendum to TR 2000/18 came inexiedn 1 July 2002, which
provided new effective life calculation for gastdisution and transmission
asset§”

= the introduction of a statutory cap of 20 yearsliedto assets where the
Commissioner’s determination provided for an effextife greater than 20
years®*®

Table 6.3 provides a summary of the depreciatitesrébased on the diminishing
value method) that the AER considers consisterit thig¢ tax law and the Tax
Commissioners determinations at the time the asgsts commissioned. The AER
considers that these rates should be applied toaibex incurred over the earlier
access arrangement period.

242  AER,Electricity Distribution Network Service Providersiahsition of energy businesses from pre-tax to
post-tax regulationJune 2007, p. 12.

243  Ernst & YoungApplication of tax depreciation rates to regulattities for the period 26 February 1992
to 1 November 200@anuary 2007, p. 6.

244  Ernst & YoungApplication of tax depreciation rates to regulattities for the period 26 February 1992
to 1 November 200@anuary 2007, p. 6.

245 ATO,Tax Ruling TR 2000/18vww.ato.gov,.au, viewed on 14 March 2011.

246  Ernst & YoungApplication of tax depreciation rates to regulatdtities for the period 26 February 1992
to 1 November 200@anuary 2007, p. 11.
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Table 6.3 Asset class tax depreciation rates andxtaulings (%)

Asset class 1 July 2001 1 July 2002 5 July 2006
Pipeline 20.0 7.5 10.0
Compression 20.0 7.5 10.0
Meter stations 20.0 7.5 10.0
SCADA 20.0 15.0 20.0
O&M facilities 20.0 7.5 10.0
Buildings 10.0 7.5 10.0

Source: ATO,Taxation ruling — Income tax: depreciatiomww.ato.gov.auviewed on
14 March 2011, NT Gagccess arrangement submissibecember 2010,
attachment E-2 (confidential).

a Date refers to issue date of tax rulings. Theuéings used refer to IT 2685,
TR 2000/18 and TR 2006/05

b: Depreciation rates calculated based on taxgslirsing diminishing value
method

Given the changes to the depreciation rates disdussove, the opening TAB as at

1 July 2011 rates proposed by NT Gas will requineading. As discussed in chapter
3 of the draft decision, the AER amended the faecapex for 2010-11. This has
also affected the opening TAB as at 1 July 201dueeng it compared to that
proposed by NT Gas. Therefore, the AER does na@padbat the opening TAB as at
1 July 2011 proposed by NT Gas represents theelséistate of cost of corporate tax
as required by r. 74(2) of the NGR The AER caladdahe opening TAB as at 1 July
2011 to be $10.9 million as set out in amendmet 6.

6.5.2 Asset lives

Tax depreciation reflects the asset lives of theoua tax assets. There are two types
of tax asset lives:

1. the standard tax asset lives to be appliedwoassets

2. the remaining tax asset lives of existing assets

6.5.2.1 Standard tax asset lives

The AER accepts NT Gas’s proposed standard tax lasseas these are consistent
with the requirements of tHacome Tax Assessment Act 189From 1 July 2002,
the effective lives of gas transmission assetsrhecaubject to a statutory cap of

20 years. A taxpayer choosing to use the Commiss®determination of effective
life must use the shorter of the statutory cagherGommissioner’s determined

247  Australian Taxation Officd,axation Ruling TR 2010/2 — ‘Income tax: effeclifeeof depreciating assets’
2010, p. 10.
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effective life?*® Therefore, the AER accepts the standard tax igestproposed by
NT Gas.

6.5.2.2 Remaining tax asset lives

The remaining tax asset lives are a function oftéxeeffective life, the method of
depreciation, the tax depreciation rate and théewidown value of the asset. The
AER considers that the remaining tax asset livepgsed by NT Gas are not
consistent with changes the tax law and Tax Comamiss's ruling from 1 July 2001
to 30 June2011.

The remaining lives as contained in the TAB rotiWard model proposed by NT Gas
indicates a tax effective life of 10 years (the kfscribed in of the earlier access
arrangement) for all asset classes. The effectdepreciate assets at a higher rate
which results in a lower opening tax asset base.

In response to email inquiries made by the AER,8B confirmed that the tax
effective lives and the method used to deprecisdeta is the diminishing value
method?*® The AER accepts the method proposed by NT Gaspiediate assets for
tax purposes. However, it does not consider NT &iaguts to the TAB roll forward
model are consistent with changes to the tax ladvtlh@ Tax Commissioners
rulings2*° Therefore, the AER does not accept the value of34¥’s proposed
opening tax asset base and remaining lives usestitnate the cost of corporate tax
as it is not consistent with r. 74(2)(b) of the NGRJ requires NT Gas to make
amendment 6.2. Table 6.3 compares the remainingdset lives and closing asset
class values derived by NT Gas and the AER.

248  Australian Taxation Office, Capital allowandegislative caps on effective life of oil and gatated
assets, http://www.ato.gov.au/businesses/contgffdas=/content/30407.htm, viewed on 7 February
2011.

249 NT Gas, Email to AERResponse to AER information requd$t March 2011, pp.1-3.

250 Ernst & YoungApplication of tax depreciation rates to regulatdtities for the period 26 February 1992
to 1 November 2006anuary 2007, pp. 20-25.
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Table 6.3: AER’s determination of NT Gas’s openindgax asset base and remaining

lives
NT Gas NT Gas AER AER

Asset Category Tax value Tax Remaining Tax value Tax Remaining

($m, nominal) Lives (yrs) ($m, nominal)® Lives (yrs)
Pipeline 10.8 7.7 4.8 16.0
Compression 0.3 0.0 0.3 0.0
Meter station 10.0 8.8 25 17.9
SCADA and 1.6 1.7 15 8.5
communications
O&M facilities 1.2 6.7 1.8 16.0
Buildings® 0.0 36.0 0.0 36.0
Total 24.0 - 10.9 -

Source: NT Gashccess arrangement submissi@ecember 2010, p. 171, attachment
E-2, (confidential).

a For tax purposes, buildings did not have anyxapeing the earlier access
arrangement period.
b The AER's calculation of tax depreciation is whee the diminishing value

method of depreciation applied over the earlieeas@rrangement period.

6.5.3 Tax loss carried forward

NT Gas did not provide any demonstration or analigisupport the existence of a
tax loss carried forwartf* The ACCC final decision of 2002 carried over aspet

the historical financial accounts that were likedympact on future post-tax
returns®> This resulted in the transfer of the residual agakies and tax depreciation
concessions available to offset future taxes, ar@hsure that these factors were
accounted for in regulated revenues. The ACCC densd that the impact of tax
depreciation claimed since 1986 had not been cdsiplexhausted in the reduction
of tax payable would still be available to redustife tax liabilities>* The ACCC
calculated the tax loss carried forward to be $2Million as at 1 July 2002, based on
the difference between depreciation for tax purp@sel depreciation for accounting
purposes since 1988° Due to the size of the tax loss carried forwar®,Bas

received no tax allowance during the earlier acaessigement period.

In response to inquiries from the AER, NT Gas stéitat because it is a trustee of the
Amadeus Gas Trust, it is not a tax paying entity tnerefore, does not have a tax loss
carried forward® The ACCC identified the benefit that NT Gas worddeive in the

251  NT Gas has nonetheless proposed a tax allexarer the access arrangement period.
252  ACCCFinal decision—NT GaDecember 2002, p.88.
253  ACCC/Final decision—NT GadDecember 2002, p. 88.

254  ACCCDraft decision — Access arrangement proposed by B Ry Ltd for the Amadeus Basin to
Darwin Pipeling, May 2001, p. 63.

255 NT Gas, Email to AERRe. AER.NTGAS.21-323 February 2011, attachment.
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form of deferred tax liabilities, and applied a tess carried forwar®® The original
estimate of the tax loss carried forward was exquktd carry over into the access
arrangement period.

To maintain consistency access arrangement petinel\ER does not accept the
omission of a demonstration by NT Gas to identifyether NT Gas should have a tax
loss carried forward. NT Gas proposed that it da®shave a tax loss carried forward
because it is not a tax paying entity. The AER a®rs this to be inconsistent with
NT Gas’s proposed estimation of tax allowance. AB® has conducted its own
analysis of the tax loss carried forward as atl{y 2011. Starting with the tax loss
carried forward of $214.4 million as at 1 July 2@@2calculated by the ACCC and
using the forecast revenues and expenses appnoviee earlier access arrangement
period, the AER has calculated a residual tax ¢assed forward of $7.8 million as at
30 June 2011. Therefore, the AER does not acceplibence of any analysis of tax
loss carried forward is sufficient in determinirighe estimated cost of corporate tax
is best or reasonable, under r. 74(2)(a) and ((He@NGR?*’ As a consequence, the
AER requires NT Gas to make amendment 6.3. Tadlstows how the AER
derived this estimate.

256  ACCCFinal decision—NT GaDecember 2002, p. 88.
257  NGR, r.72(h)(1).
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Table 6.4 AER derivation of NT Gas'’s tax loss cargd forward as at 30 June 20131.

2000-01 2001-02 2002-03 2003-04 2004-05 2005-06

Revenue [c-i-c] [c-i-c] [c-i-c] [c-i-c] [c-i-c]
Opex [c-i-c] [c-i-c] [c-i-c] [c-i-c] [c-i-c]
Interest [c-i-c] [c-i-c] [c-i-c] [c-i-c] [c-i-c]
Tax Depreciation [c-i-c] [c-i-c] [c-i-c] [c-i-c] ¢-i-c]
Pipeline Tariff : : . . .
Mgrgi P [c-i-c] [c-i-c] [c-i-c] [c-i-c] [c-i-c]
Pre-tax income [c-i-c] [c-i-c] [c-i-c] [c-i-c] [a-c]
Taxloss carried -214.4 -193.7 -171.4 -147.9 -123.2 -96.8
forward

2006-07 2007-08 2008-09 2009-10 2010-11
Revenue [c-i-c] [c-i-c] [c-i-c] [c-i-c] [c-i-c]
Opex [c-i-c] [c-i-c] [c-i-c] [c-i-c] [c-i-c]
Interest [c-i-c] [c-i-c] [c-i-c] [c-i-c] [c-i-c]
Tax Depreciation [c-i-c] [c-i-c] [c-i-c] [c-i-c] ¢-i-c]
Pipeline Tariff . . . . .
Margin [c-i-c] [c-i-c] [c-i-c] [c-i-c] [c-i-c]
Pre-tax income [c-i-c] [c-i-c] [c-i-c] [c-i-c] [a-c]
fax loss carried -96.8 773 60.4 43.2 25.6 7.8
orward
Source: AER analysis.
a ACCC,Final decision model NT Gas.xlBecember 2002 (confidential).
b: ACCC, Final Decision — Access Arrangement proposed byad3 Pty Ltd for

the Amadeus Basin to Darwin Pipeline—Annexure December 2002,
pp. 175-176 (confidential).

6.5.4 Use of imputation credits (gamma)

Under the Australian imputation tax system, doneastrestors receive a credit for
tax paid at the company level (an ‘imputation cr¢that offsets part or all of their
personal income tax liabilities. For eligible sHaoklers, imputation credits represent
a benefit from the investment in addition to angtcdividend or capital gains
received. Under a post-tax revenue building blaaknework the value of imputation
credits is recognised when determining the corparatome tax building block.

The AER and other Australian regulators definevilele of imputation credits in
accordance with the Monkhouse definition, wherearige’ () is defined as a product
of the ‘imputation credit payout ratio’ (F) and thilisation rate’ §). Gamma has a
range of possible values from zero to one.
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Under the National Electricity Rules (NER) the AERperiodically required to
consult on and publish a Statement of RegulatagninSORI) setting out values,
methods and credit rating levels relevant to deitang the weighted average cost of
capital (WACC) for electricity network service piders. In May 2009 the AER
completed its first “WACC review” and published @R8I which prescribes a gamma
value of 0.65. This value has been applied in sylesat electricity distribution
determinations, where the AER has determined kigaiethas been no persuasive
evidence to depart from 0.65.

While the SORI has no direct or formal applicapitd gas access arrangements, the
AER’s WACC review and SORI provide useful infornmatiand analysis to the gas
sector on WACC related matters.

On 13 October 2010 the Australian Competition Tmdlu Tribunal) handed down its
determination and reasons for decision with resfmettte recent appeal by Ergon
Energy, Energex and ETSA Utilities of the AER’s 8oAustralia and Queensland
electricity distribution determinations in relatimgamma. The Tribunal found errors
by the AER in its treatment of the imputation ctguiyout ratio and the utilisation
rate. However, the Tribunal did not make a deteatnom on the correct value of
gamma. It directed the AER to undertake furtherknaord sought a report from the
AER in relation to various aspects of the calcolainf gamma. One element of this
work relates to the payout ratio. On 24 Decembé&O2afe Tribunal issued a decision
finding that, on the basis of the information befdr a value of 70 per cent was
appropriate. The remaining work relates to estinggtine utilisation rate (or theta)

The gamma aspect of the application for reviewdigena’s New South Wales gas
network has been stayed by the Tribunal. The Tabiswaiting for the outcome of
the review of the South Australia and Queenslaadtetity distribution
determinations in relation to gamma before it makeégcision on the gamma to be
applied in the access arrangement for the Jemewa3dath Wales gas network.

The further work as part of the Tribunal proceedirggongoing and submissions are
scheduled to be heard on 29 April 2011. A decifipthe Tribunal is expected before
June 2011. This means the expected decision wauiVailable for the AER to take
into account for the purposes of determining thalfdecision for NT Gas’s access
arrangement.

Synergies adopted a payout ratio of 71 per cenbahdta estimate in the range 0—
0.57. This gave an overall range for gamma estisnait®—0.4 from which Synergies
adopted a mid-point estimate of 622 The AER notes that the Tribunal issued a
decision on 24 December 2010 finding that on thdesce currently available a
payout ratio of approximately 70 per cent is appeip. No new evidence on the
payout ratio has been presented to the AER sirec&ribunal’s decision. As a result
the AER considers a payout ratio of approximat@y@&r cent remains appropriate at
this time.

The range of possible values for theta is betweand)1. That is, an investor may
fully value imputation credits or they may not valimputation credits at all. This is

258  Synergiedstimating a WACC for the NT gas transmission pipelrexember 2010, p. 85.
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noted by ACG in its report prepared for the Powet Water Corporatiof’ This is
also noted by the NTMEU, which stated that if tagulated network business was
Australian owned its shareholders could fully valmeutation credit$*

Furthermore, the AER considers that estimateseofithrket value of imputation
credits derived from dividend drop-off studies hirghly uncertain. This was noted by
Synergies® Therefore, the AER does not agree with Synergiasthe range of
possible values for theta is 0—-0.57 as submitteNbysas.

The AER notes that Synergies has referred to #hdteeof a range of traditional
dividend drop-off studies, as well as two non—tiiadial dividend drop-off studies.
However, the only independently published traddiaividend drop-off study that
provides an estimate for the post—2000 period ggBand Skeels (2006), which
estimates theta to be 0.57. The AER notes that fhalgn2000, imputation credits in
excess of tax liabilities became available as cabhte. This was a major change in
the imputation tax regime and would be expectaddrease the value of imputation
credits to investors, particularly those investbeg previously had imputation credits
in excess of their tax liabilities. The AER consglthat dividend drop-off study
estimates for the post—2000 period should be enepldyr the purposes of estimating
theta. Beggs and Skeels (2006) post—July 2000 #stitaate combined with a payout
ratio of approximately 70 per cent gives an ovegathma estimate of 0.4.

The AER notes several regulators, prior to the ABWACC review adopted a
gamma of 0.5, which has been highlighted by A€G.aking account of the
currently available information, the AER considaneasonable range for gamma is
0.4-0.5. Based on this range, the AER consideesrarta of 0.45 to be the best
estimate in the circumstances, especially giverithiéed reliable evidence currently
available.

The AER considers that the adoption of a gamma4d tor this draft decision is
consistent with the revenue and pricing princiglesout in section 24 of the NGL
and will, or is likely to, contribute to the achewent of the national gas objective in
section 23 of the NGL. For the final decision, lte extent that the Tribunal’s decision
on the further work in respect of gamma is avadatile AER will take that into
account and any other relevant new material torohebe gamma for NT Gas’s access
arrangement.

6.5.5 Forecast tax allowance

In response to inquiries made by the AER into NE'&aroposed capex, NT Gas
submitted another version of their PTRM which cored updated values of the tax
allowance?®® These values are set out in table 6.3. Due tetbleanges and the
various other changes that affected NT Gas’s pegosvenues and or costs, the

259  ACG,Amadeus Gas Pipeline — Estimation of WACC, RepoRdaver and Water Corporation
11 February 2011, pp. 7-8.

260 NTMEU,Submission to the AERebruary 2011, p. 56.
261  Synergiedstimating a WACC for the NT gas transmission pipelrexember 2010, p. 81.

262 ACG,Amadeus Gas Pipeline — Estimation of WACC, RepoRdaver and Water Corporation
11 February 2011, pp. 7-8.

263 NT Gas, Email to AERRe. AER.NTGAS.0QS February 2011, attachment.
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AER has recalculated the forecast tax allowancéh®access arrangement period, as
shown in table 6.5.

Table 6.5: AER tax allowance for the access arrangeent period ($'000, nominal)

2011-12 2012-13 2013-14 2014-15 2015-16

Tax 0 902 1186 1204 704

Source: AER analysis

6.6 Conclusion

The AER has accepted the tax method proposed b@&sl However, due to changes
in gamma, the opening TAB as at 1 July 2011, remgitax asset lives, the tax loss
carried forward as at 1 July 2011 and the varidberdactors that impact on revenues
and costs, the forecast tax allowance for the acagangement period has been
amended. The AER considers this amended forecaatltavance can be included as
a building block for revenues under r. 76(c) of N@R.

6.7 Required amendments

Before its access arrangement proposal and aceasg@ment information can be
accepted, NT Gas must make the following amendments

Amendment 6.1 make all amendments necessary in the accesgamamt proposal
and access arrangement information to take acajngamma of 0.45.

Amendment 6.2 make all amendments necessary in the accesgamamt proposal
and access arrangement information to take acajuhe revised tax allowance in
table 6.5 of this draft decision.

Amendment 6.3 make all amendments necessary in the accesgamamt proposal
and access arrangement information to take acajuhe tax loss carried forward of
$7.8 million as shown in table 6.4.
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7 Operating expenditure

Operating expenditure (opex) refers to the opegtmaintenance and other non-
capital costs incurred by a service provider in grevision of transmission pipeline
services. This expenditure also includes costsrradun increasing long term
demand for pipeline services and otherwise devetpfiie market for pipeline
services. The AER has reviewed NT Gas’s proposedad requires various
amendments to NT Gas’s proposed overhead costketimay costs, and operations
and maintenance step changes.

NT Gas has applied a base year roll forward metbbfibrecasting opex. It proposed
opex of $73 million ($2010-11) over the accessrageament period, representing a
real increase of 59 per cent on average actualireiexpenditure in the earlier
access arrangement peri6tf. The increase has been principally substantiated by
change in the overheads category resulting in §icgmt increases in corporate
overheads as well as increases in operation andhteaance costs.

The AER reviewed NT Gas's forecast and its comstitatomponents under its roll
forward method against the NGR and the NGL. The afffdged independent
consultants Wilson Cook to provide expert engimgeadvice on the prudence and
efficiency of NT Gas’s proposed opex and Deloittee&s Economics to provide
expert economic advice on the reasonableness @a$Ts forecast labour costs.

Having considered this advice together with intém@aalysis, the AER considers that
NT Gas’s proposed opex is not prudent and effi@asnequired by the NGR. Overall,
the AER accepts $59 million ($2010-11) in opex tiveraccess arrangement period,
which represents a 20 per cent decrease on propeseenditures. On average, the
accepted increase is 27 per cent higher than aweeamual expenditure in the
earlier access arrangement period.

7.1 Introduction

This chapter sets out NT Gas’s opex proposal, aad\ER’s analysis and
considerations of the proposal and submissions inbenested parties.

7.2 Regulatory requirements

Rule 91 of the NGR provides that opex must be ssschvould be incurred by a
prudent service provider acting efficiently, in amtance with accepted good industry
practice, to achieve the lowest sustainable codebwering pipeline services.

The access arrangement information for an accessgament proposal must include
opex (by category) over the earlier access arraegeperiod, a forecast of opex over
the access arrangement period, and the basis a@h Wia forecast has been
derived®®®

264  Incurred expenditure in the earlier accessngement period has been adjusted to compare hvetfive
year access arrangement period.

265 NGR, r. 72(1)(a)(ii) and r. 72(1)(e).
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Any forecast or estimate must be supported bytaraent setting out the basis of the
forecast or estimat&® A forecast or estimate, must be arrived at oraageable
basis, and must represent the best forecast anastpossible in the
circumstance&’

The access arrangement information must includ&eligperformance indicators to
be used by the service provider to support experedto be incurred over the access
arrangement period®

7.3  Access arrangement proposal

7.3.1 Earlier access arrangement

NT Gas’s actual and estimated total opex over &nkee access arrangement period
was $92 million ($2010-11), which is $4.9 millidd2010-11) less than that
approved by the ACCC in 2062’ Table 7.1, disaggregates this expenditure by
category showing that the under-spend was largddyad to expenditure on
overheads.

Table 7.1: NT Gas allowed vs. incurred opex over thearlier access arrangement
period ($'000, 2010-11)

2001-02 2002-03 2003-04 2004-05 2005-06

Operations &

. Allowed 6860 7051 8769 7891 7648
maintenance

Incurred 7069 7855 8245 7239 7417
Variance 103 111 94 92 07
(%)

Overheads Allowed 1733 1727 1725 1723 1697
Incurred 1351 1447 1511 1191 1213
Variance 78 84 88 69 72
(%)

Sales & Allowed 176 176 176 176 174

marketing
Incurred 243 130 73 111 55
variance g 74 41 63 32
(%)

Total

operating Allowed 8770 8955 10 670 9790 9518
expenditure

266  NGR,r. 74(1).

267 NGR,r. 74(2).

268  NGR,r. 72(1)(f).

269 NT GasAccess arrangement submissi@ecember 2010, p. 118.
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Incurred 8663 9432 9828 8540 8686

Variance

(%) 99 105 92 87 91

2006-07 2007-08 2008-09 2009-10 2010—12533'1

Allowed 8528 7461 8397 7609 7908 78 120

Op_erations & Incurred 7380 7022 8452 7469 9002 77 149
maintenance
Eﬁ/&;;iance 87 94 101 08 114 99
Allowed 1702 1667 1681 1670 1710 17035
Overheads  mcurred 1236 1271 1413 1352 1967 13952
Eﬁzgiame 73 76 84 81 115 82
Allowed 174 171 173 172 176 1749
Sales & Incurred 47 48 38 61 61 867
marketing
Eﬁzgiame 27 28 22 35 34 50

Allowed 10 404 9299 10 252 9451 9794 96 903

Total
operating Incurred 8663 8341 9904 8883 11 029 91 968
expenditure Vari

0arlance 83 90 97 o4 113 o5

(%)

Source: NT Gaghccess arrangement submissi@gcember 2010, p. 140.

Figure 7.1 compares NT Gas’s actual opex in thieeaccess arrangement period
with that approved by the ACCC, as well as NT Gastposed opex for the access
arrangement period.
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Figure 7.1: Historic (actual vs. approved) vs. prposed opex ($'000, 2010-11)

I Actual T Estimate —4— ACCC allowed =< NT Gas forecast

2001-02 2002-03 2003-04 2004-05 2005-06 2006-07 2007-08 2008-09 2009-10 2010-11 2011-12 2012-13 2013-14 2014-15 2015-16

Source: NT Gaghccess arrangement submissi@gcember 2010, p. 140; NT Gas,
Access arrangement informatidbecember 2010, p. 19.

7.3.2 Forecast operating expenditure

NT Gas's total forecast opex represents a 59 p&flémcrease on total incurred
expenditure and a 51 perc€nincrease on total approved expenditure when
compared to the earlier access arrangement pératide 7.2, disaggregates NT Gas’s
proposed forecast opex by category.

Table 7.2: Proposed forecast opex for the accesgamngement period ($'000, 2010-11)

2011-12 2012-13 2013-14 2014-15 2015-16 Total

Overheads 4338 4400 4434 4469 5167 22808
Sales & marketing 176 176 176 176 176 882
Operations & maintenance 8975 10 657 9152 9216 021 349 302
Total operating expenditure 13 489 15234 13 763 881 16646 72993

Source: NT Gasiccess arrangement informatiddecember 2010, p. 19.

NT Gas has not included debt raising costs as ar ib@m. Instead, NT Gas has
proposed these costs be recognised in the coapaht While all references to opex
in this chapter are exclusive of debt raising cdbis total revenue figures set out in
chapter 8 present opex inclusive of debt raisigiscolhe AER’s consideration of NT
Gas’s proposed debt raising costs is set out ieraglig B.

For the access arrangement period, NT Gas hasa&ireperations and maintenance
expenditure and local overheads expenditure usbrasa year roll forward

270 Incurred expenditure in the earlier accessngement period has been adjusted to compare hvetfive
year access arrangement period.

271  ACCC approved expenditure in the earlier acagasgement period has been adjusted to compare with
the five year access arrangement period.
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approact.”>NT Gas proposed 2009—10 as the base year. It gebirtfiat this year
was chosen as it is the most recent complete gpeetaccess arrangement period for
which audited accounts were availabf@.

NT Gas has added to the base year costs foredasigorate overheads, insurance
and regulatory costs based on known allocationscast¥?’* In addition, costs
associated with sales and marketing have beenetkusing forecasts in the earlier
access arrangement period but have not been esté&taiabour costs”

A breakdown of NT Gas'’s total proposed forecastloead costs is set out in table
7.3.

Table 7.3: Total forecast overheads expenditure ithe access arrangement period
($'000, 2010-11)

2011-12 2012-13 2013-14 2014-15 2015-16 Total

Corporate overheads 2219 2281 2315 2350 2386 11 550
Local overheads 826 826 826 826 826 4128
Insurance 1293 1293 1293 1293 1293 6467
Regulatory submission 0 0 0 0 663 663
Total 4338 4400 4434 4469 5167 22808

Source: NT Gaghccess arrangement submissibecember 2010, p. 133.

Table 7.4, shows NT Gas’s proposed step changesforecast operations and
maintenance expenditure for the base year 2009d.¢ha access arrangement
period.

272 NT GasAccess arrangement submissi@gcember 2010, pp. 123,129.
273  NT GasAccess arrangement submissi®ecember 2010, p. 123.
274  NT GasAccess arrangement submissi®ecember 2010, p. 129.
275 NT GasAccess arrangement submissi@gcember 2010, p. 133.
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Table 7.4: Proposed step changes for the base y&f09—-10 and the access arrangement
period ($'000, 2010-11)

2009-10 2011-12 2012-13 2013-14 2014-15 2015-16al°To

Increased integrity works [c-i-c] [c-i-c] [c-i-c]  cfi-c] [c-i-c] [c-i-c] [c-i-c]
Cathodic protection surveys [c-i-c]
Access lease fees [c-i-c]
Leasing of emergency response trucks [c-i-c] ¢t-i- [c-i-c] [c-i-c] [c-i-c]
SCADA [c-i-c]
Right of way erosion [c-i-c] [c-i-c] [c-i-c] [c-€] [c-i-c]
Battery replacement [c-i-c]
Above ground recoating [c-i-c] [c-i-c] [c-i-c]  cfi-c]
Intelligent pigging [c-i-c] [c-i-c] [c-i-c]
Total step change expenditure 279 186 1780 185 157 2151 4 458
Source: NT Gaghccess arrangement submissi@ecember 2010, attachment I,

(confidential).
a. Total over the access arrangement period.

7.4  Submissions
The AER received three submissions in relation To®as’s opex. These were:

Northern Territory Major Energy Users (NTMEU) whishbmitted that:

= there appeared to be little reason for NT Gas'sdpencrease by 40 per cent as
there is virtually no expansion of the pipelingustify any scale growth

= throughout the earlier access arrangement perioGa had consistently under-
run both the ACCC allowance, and NT Gas’s own faséx provided evidence
that the current opex was a reasonable allowance

= NT Gas has claimed massive increases in opex ihatvprovide little benefit to
users, and at the same time provided little justtion as to why such large cost
increases were needed or reasondBle.

Power and Water Corporation (PWC) which submitted:t

= while PWC has had an approval mechanism in placespect of the service
provider’'s expenditure, it refuted any inferencattits approvals had represented
an assessment as to the reasonableness of sucitixme

= the magnitude of the increase in corporate oveheas excessive largely due to
the allocation methodology

276 NTMEU,Submission to the AERebruary 2011, pp. 44-45.
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= the forecast large increase in insurance premiusmneéexplained

= the most useful form of benchmarking of performawoelld be against actual
results of prior years. However forecasts incluthetthe access arrangement
proposal did not measure up well on these critéfia.

Northern Territory Treasury (NT Treasury) which sutted that:

=  NT Gas had not made a sufficient case to estathlesithe substantial increase in
its proposed operating expenditure was economiediigient

= NT Gas’s underspend on the ACCC approved allowanddts own forecast for
opex in the earlier access arrangement periodaketicthat its current operating
allowance was sufficient to cover its expenditdte such the NT Treasury
recommended that the AER review the arguments Hehe proposed significant
cost increaseS’®

7.5 Consultant review

The AER engaged Wilson Cook, engineering consudidatreview whether the
technical aspects of NT Gas’s proposed opex ameptuand efficient. Wilson Cook
noted that:

= it was questionable whether the level of incredabdur allocation in the base
year was required for ongoing maintenance

=  several step changes and ad hoc expenditure itenaslded to the base year for
operations and maintenance expenditure. Howevart apm two pigging
projects in 2012—13 and 2015-16, these were mostigr in terms of cost and
would meet Wilson Cook’s criteria for step changes

= there was a substantial increase in corporate eadrhin the access arrangement
period and, given the quantum of the increaseAtig may wish to verify the
basis of the forecasts

= sales and marketing expenditure was minimal iretiréer access arrangement
period due to uncertainty over the availabilitygals. However it was reasonable
to expect the forecast to increase back to preveneds given gas supply had
been augmented. Sales and marketing expendituoeiatec for only 1 per cent of
total opext”®

7.6 AER’s analysis and considerations

The AER considers that NT Gas’s proposed foreqaesx ¢s too high and does not
meet the requirements of the NGR. The AER has &eddpe forecast opex of $59
million ($2010-11), which is 20 per cent less tlizat proposed by NT Gas. The
AER'’s reasoning for the required amendments tddhecast opex are set out below
against following headings:

277  PWCSubmission to the AERarch 2011.
278  NT TreasurySubmission to the AERIarch 2011.
279  Wilson CookReport — NT Gaslanuary 2011, pp. 1-2.
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= base year selection and adjustments
= real labour cost escalators
= gspecific opex forecasts
= overheads expenditure
» sales and marketing expenditure
= operations and maintenance step changes

7.6.1 Base year selection and adjustments

Base year selection

The AER accepts NT Gas’s proposal to use 2009—1ifedsase year to forecast opex
over the access arrangement period. In acceptidg-2® as the base year, the AER
has given consideration to the following:

= the level of base year expenditure is consistetit agtual expenditure in the other
years of the earlier access arrangement periodh &wtrations and maintenance,
and overhead opex, are lower in the 2009-10 year the preceding year, and
expenditure in the 2009-10 year is also lower theraverage for each year over
the earlier access arrangement period

= the base year is sufficiently close to the accassigement period to present an
accurate reflection of NT Gas’s operating and oiggional circumstances. The
2009-10 year is also the closest year to the aecemsgement period which is
based on a full set of actual data.

The AER therefore considers that 2009-10 represengdficient base year.

Base year adjustments

NT Gas has applied adjustments to the base yd¢akeécaccount of the abnormal level
of labour allocations that were associated withkwardertaken on non-regulated
assets, as well as non-routine expenditti@hese adjustments are illustrated in
figure 7.2.

280 NT GasAccess arrangement submissi@ecember 2010, pp. 123-124.
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Figure 7.2: Proposed base year adjustments ($'002010-11)

[c-i-c]

Source: NT Gaghccess arrangement submissi®gcember 2010, attachment |, (confidential).

The AER considers that NT Gas’s base year adjustmeed to establish forecast
expenditure represent expenditure that would beried by a prudent service
provider as required under r. 91 of the NGR.

The AER considers that NT Gas’s removal of nonimmuéxpenditure from the base
year satisfies the principle that the base yeaunlshaot include substantial non-
recurrent expenditure.

The most material base year adjustment is theiaddf costs associated with labour
that was previously allocated to unregulated capapks during 2009-10. Wilson
Cook questioned whether this level of resourcedgiired for ongoing maintenance
work, and also noted that if there is no plannecgulated capex in the access
arrangement period the total level of resourceexmnditure may be greater than
required for just maintenané® The NTMEU also submitted that where staff can be
redeployed for such significant periods, thenigea the question as to whether those
staff are needed in relation to the regulated ses?f?

The AER requested that NT Gas provide details @idgployment of labour to
maintenance work and questioned why the additi@talur added to the base year is
required in the access arrangement peffoth response NT Gas submitted that some
projects and activities were deferred during thieraaccess arrangement period (in
line with risk management assessment) to 2010—-d iran the access arrangement
period as they could not be undertaken within awéé labour resources. This deferral

281  Wilson CookReport — NT Gaslanuary 2011, p. 1.
282 NTMEU,Submission to the AERebruary 2011, p. 29.
283 AER, Email to NT Gas;ollow up questions to the information sessip®&(1),31 January 2011, p. 1.
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was largely related to direct current voltage geat{DCVGY®* dig-ups, which are
now required>°

NT Gas also submitted that ongoing increased iityegorks reflected in forecast
expenditure also account for the need for the aswd available labour resources
associated with a reduction in works on unregulass®ts. NT Gas does not
anticipate that it will increase employee numberadcount for these increased
works, and instead expects to fully deploy existatgpur resources to work on
regulated assets at this increased I8 T Gas further submitted that future
developments of or related to unregulated assdtb@completed entirely by
contracted or dedicated labour resour&s.

NT Gas has deferred projects such as DCVG dig+aps the earlier access
arrangement period due to the shortage of lab@aurees and accepts that the
normal level of labour resources will be requiredihdertake these activities during
the access arrangement period. The AER is alssfisdtthat NT Gas will not
redeploy labour resources to unregulated asseds ginat NT Gas will use other
contracted or dedicated labour resources.

7.6.2 Real labour cost escalators

The AER does not accept that NT Gas’s proposedakalr cost escalators allow for
a forecast to be arrived at on a reasonable sigquired under r. 74(2)(a) of the
NGR. The AER has come to this conclusion for tHi®¥ang reasons:

= the forecasting methodology is not sufficientlyarigus
= the proposed labour cost index measure is inapiptep

= the escalators do not properly account for praditgteffects, and therefore do
not distinguish between wages and labour costs.

The AER’s assessment of real cost escalators fsdomsidered under the following
headings:

= forecast methodology and its application
= choice of index measure

= accounting for productivity effects

Forecast methodology and application

NT Gas proposed to escalate opex and outsourced tapour costs by 4 per cent
nominally (or around 1.5 per cent real) in eaclr yédhe access arrangement

284  NT GasAccess arrangement submissi@ecember 2010, p. 70. A type of survey undertakedentify
potential areas of pipeline corrosion. .

285  NT Gas, Email to AERRER.NTGAS.03-148 February 2011, p. 5.
286  NT Gas, Email to AERRER.NTGAS.03-148 February 2011, p. 5.
287 NT Gas, Email to AERAER.NTGAS.03-148 February 2011, pp. 4-5.
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period?® This figure was determined by calculating a fieayhistorical average and
applying its own judgement that the average inpst escalation over the access
arrangement would be slightly less than over 2005-1

The AER does not accept NT Gas’s proposed foresasgtodology, as it is neither
arrived at on a reasonable basis, nor represemtset$t forecast possible in the
circumstances. While the AER accepts the validitthe noted environmental and
historical factors, the AER does not consider jhdgjement alone is a reasonable
basis on which to forecast real escalation of cd$tsGas’s proposed annual tariff
variation mechanism provides for the annual escalatf costs by CPI. In order to
accept real deviation of input costs from CPIlgamusly derived forecast series of
cost growth projections would have to be derivethwirigorous methodology that
satisfies r. 74 of the NGR. Consequently, the AER bnly accepted labour cost
escalator forecasts where they have been derivastllemn an established
macroeconomic modéf®

The AER accepts NT Gas’s proposed breakdowns of apé capex into labour costs
and other costs. NT Gas has indicated that itsulabast breakdowns were
confidential, including detailed on the applicatimethodology*° The breakdowns
proposed by NT Gas are based on actual labour tied cost splits from a sample of
projects?™ They are broadly consistent with the AER’s expiémie of cost
breakdowns for gas service providers. Specificdlli/,Gas proposed that labour
escalation be applied to:

= 68 per cent of operating and maintenance roll fodvexpenditure
= 100 per cent of corporate overheads and regulatmsts
= 30 per cent of capex projedts.

However, the AER does not accept NT Gas’s prophsalall labour costs should be
escalated in line with the electricity, gas andendEGW) sector labour cost
growth??In the AER’s recent draft decision for the Queandland South Australian
gas distribution businesses, labour costs werggisgated into EGW labour;
construction labour; and general lab6trEor APT Allgas, the AER determined
specific application rates for the labour categot@Eopex and capéx: These
application rates were based on a weighted averfe detailed cost breakdown
provided by Envestra QueenslaiidThe AER considers that these application

288  NT GasAccess arrangement submissi@ecember 2010, pp. 86.

289  Such as Access Economics’'s AEM model, seeegscEconomics, Forecast growth in labour costs £QId
SA), November 2010, p. 98.

290 NT Gas, Email to AERRER.NTGAS.2723 February 2011 (confidential).
291 NT GasAccess arrangement submissi@ecember 2010, p. 86.
292 NT Gas, Email to AERAER.NTGAS.2723 February 2011(confidential).
293  NT GasAccess arrangement submissi@ecember 2010, p. 86.

294  AER, AERDraft decision—APT Allgad-ebruary 2011, p. 142; AERraft decision—Envestra’s SA
network February 2011, p. 150.

295  AER,Draft decision—APT Allga$ebruary 2011, p. 92.
296 AER,Draft decision—APT Allgad-ebruary 2011, p. 92.

113



rates— as set out in table 7.5 — are a reasonabirate of the breakdown of the
sectoral labour composition for NT Gas’s opex amgex.

Table 7.5: AER conclusion on NT Gas real input cagscalator application rates as a
proportion of total labour costs (per cent)

Opex Capex
EGW labour 0.82 0.10
General labour 0.18 0.02
Construction labour 0 0.88

Source: AER Analysis

Choice of index measure

The AER considers that the Labour Price Index (li$the appropriate measure on
which to forecast labour prices for the purposeeaf cost escalation. The AER’s
reasons for this were set out in detail in its sieci for the Victorian electricity
distribution businessé8’ In contrast, NT Gas has proposed escalators lmastte
AWOTE measure of wage growth.

The AWOTE index is designed to reflect the avenagges earned by a worker in a
segment of the economy, in this case by state gseédtor. The primary difference
between AWOTE and the LPI is the influence of cosifanal shifts in employment.
Changes in the composition of the workforce in eohseniority, occupations within
an industry sector or gender distribution areeflected in the AWOTE index. By
comparison the LPI reflects the growth in the po€é&bour based on costs of fixed
levels of ‘skill’ and is unaffected by compositidrshifts. The AER considers that the
sensitivity of AWOTE to compositional effects isoptematic in the context of
forecasting labour cost escalators—as set ougurdi 7.3.

Figure 7.3: Growth in AWOTE and LPI, Australian uti lities sectof®®
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297  AER,Victorian Final Decision 2011-2015 - Appendix ®ctober 2010, p. 246.
298 ABS and AER analysis.
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Figure 7.3 sets out the progression of LPI and AWEQ@Tthe national EGW sector
over time. The observable volatility in the AWOTE&rigs is likely to be even further
exaggerated at the state-sectoral level as thelsamzps in the surveyed businesses
decrease. In its report, Access Economics notedtbanalysis of compositional
shifts is sometimes relevant when analysing theewaggression of the whole
Australian econom$?® However, at this level of disaggregation, the AfERsiders
the benefits from this analysis are clearly outweby the volatile series it
produces.

The AER accepts the advice of Access Economics) &grevious report to the

AER, that using AWOTE is unlikely to provide a reaable reflection of the true
movements in the price of labour faced by a sermprogider. Further, the AER
considers that the pronounced volatility associatgkd the AWOTE is unlikely to
represent a reasonable basis for a forecast,pyothuce the best forecast possible in
the circumstances. As such, the AER consideraNiigBas’s forecast is not
representative of the efficient costs it is likedyface, and the AER is not satisfied that
the labour cost escalators meet the requirementsrdfof the NGR. A similar

analysis would apply to r. 79(1) and r. 91 of theR

Productivity effects

It is widely accepted that productivity is a keyer of movements in relative wages.
Access Economics accounts for the effect of pradigin its wage forecasting
model by assuming that more productive workers bglcompensated with higher
wages ' It also accounts for productivity effects on tlestcof labour per unit of
output by applying post-forecast adjustments, tiecethe assumption that a more
productive workforce will produce the same unibatput of labour at a lower cost.

In effect:

= positive productivity growth will result in highéndividual wages, but will lead to
a corresponding reduction in the labour requirenti@produce a level of output,
reducing labour costs

= negative productivity growth will slow individualage growth, but will increase
the labour requirement to produce a level of oytipgreasing labour costs.

Table 7.6 sets out the forecasts of productivijystéd real LPI forecasts (labour
costs) compared to productivity unadjusted LPIdasts (individual wages). Access
Economics has forecast positive productivity growmtall three sectors, which is
consistent with economic recovery in the Northeenrifories. As such, annual
changes in labour costs are less than forecasgekan individual wages.

299  Access EconomicBprecast growth in labour costs (Qld & SAJovember 2010, p. 89.
300 Access EconomicBprecast growth in labour costs (QIld & SAovember 2010, p. 103.
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Table 7.6: AER conclusion on NT Gas’s disaggregateéal labour cost growth
(per cent)

2011-12 2012-13 2013-14 2014-15 2015-16

Productivity adjusted real LPI

EGW labour -0.2 -0.1 0.1 -0.8 -1.4
General labour -1.2 -1.2 -0.6 -1.3 -1.7
Construction labour (capex only) 0.8 0.6 0.6 -0.4 0.9-

Productivity unadjusted real LPI

EGW labour 1.7 1.6 1.9 2 15
General labour 0.2 0.9 14 1 0.7
Construction labour (capex only) 1.8 2.3 2.3 2 1.3

Source: Deloitte Access Economibigrthern territories LPI growthMarch 2011, p. 4.

This productivity adjustment is necessary in fosticg labour cost escalation,
because NT Gas’s required units of labour are etiwm of the work NT Gas
undertakes. NT Gas targets a particular levellwdla output, as opposed to choosing
a desired number of employees and planning wonubatccordingly. Real labour
cost escalators should therefore address labots pesunit of output, rather than per
individual employee.

The AER considers the assumptions made by Accemsodcs reasonably reflect
the offsetting impacts of productivity on wages awerall unit costs of labour. The
AER further considers that Access Economics’ fosecaf real state-sectoral LPI
growth with productivity adjustments are arrivedata reasonable basis and
represent the best forecast possible in the cirtamoss, as required by r. 74 of the
NGR.

7.6.2.1 AER’s estimated real labour cost escalators

The AER engaged Deloitte Access Econofilic® prepare forecasts of Northern
Territories labour cost growth in the utilities;naighistrative and support services; and
construction labour sectors. Deloitte Access Ecansmoted the following about
labour cost growth in the NT:

= growth in the NT is largely project based, withuamber of large projects in
planning, but not expected to commence in the imateduture

= the NT has strong growth potential, but is curgegtbwing slowly due to being
‘between projects’

301 The AER previously engaged Access Economipsdduce a humber of reports for the AER on labour
cost escalation, including for the ongoing Queansind South Australia gas distribution AAR. Sirtoe t
publication of the QId/SA draft decisions, Acces®Bomics was taken over by Deloitte. Work underake
by the consultant since this time is referenceDelsitte Access Economics.
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= despite this slower growth, local LPI has continteedutpace national LPI
growth, due to the lingering effects of EBAs anddestwork from the previous
round of project§®

The AER considers the subsequent forecasts avedmn a reasonable basis, and are
the best forecasts possible in the circumstances+ecuired under r. 74 of the NGR.
The forecasts are set out in table 7.6.

Table 7.6: AER conclusion on NT Gas’s disaggregateéal labour cost growth
(per cent)

2011-12 2012-13 2013-14 2014-15 2015-16

EGW labour -0.2 -0.1 0.1 -0.8 -1.4
General labour -1.2 -1.2 -0.6 -1.3 -1.7
Construction labour (capex only) 0.8 0.6 0.6 -0.4 0.9-

Source: Deloitte Access Economibigrthern territories LPI growthMarch 2011, p. 4.

7.6.2.2 AER conclusion on input cost escalators

The AER considers that NT Gas’s proposed real essdlators have not been

estimated on a reasonable basis nor produce thébesast in the circumstances

faced by NT Gas. In particular, the AER considers:

= LPI, not AWOTE, is the correct index on which tesbdorecasts of labour cost
escalation: because of its suitability at the regfilevel of state—sectoral
disaggregation. As such, NT Gas’s forecast metlugpoils neither arrived at
reasonable basis, nor produces the best forecssibpmin the circumstances

®= NT Gas has not sufficiently compensated for theafbf productivity on labour
costs, as opposed to wage rates.

The AER does not approve NT Gas’s real cost esraland requires NT Gas to
amend its escalator forecasts, such that:

= The AER’s amended input cost escalators are appfiext out in table 7.6

®= These should be applied to overall opex and capére with NT Gas’s proposed
labour-materials breakdowns.

302 Deloitte Access Economiddorthern territories LPI growthMarch 2011, pp. 1-2.
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Table 7.6: AER conclusion on NT Gas aggregated relabour cost escalators (per cent)

2011-12 2012-13 2013-14 2014-15 2015-16

Opex labour -0.38 -0.30 -0.03 -0.89 -1.45

Capex labour 0.66 0.49 0.53 -0.46 -0.97

7.6.3  Specific operating expenditure forecasts

7.6.3.1 Overheads expenditure

The AER does not approve NT Gas'’s proposed foremapbrate overhead costs or
insurance costs as they are not consistent with and r. 91 of the NGR. The AER
accepts that NT Gas’s proposed local overheadseayuilatory costs are consistent
with the NGR3®

NT Gas’s proposed overhead costs represent aisgymtifstep increase when
compared to actual expenditure in the earlier acaggngement period. Corporate
overhead costs and insurance costs are the lagasibutors to this overall increase.

A comparison of actual overhead expenditure inetlndier access arrangement period
and forecast overhead expenditure in the accessgament period is set out in figure

7.4.
Figure 7.4: NT Gas actual overhead costs versus farast overhead costs ($'000, 2010—
11)
‘- Local overheads B Corporate overheads B Allocation of APA group insurance O Regulatory submission ‘
3000
2500 -~
2000 +
1500 -
1000 -
500 -
o4
2002 2003 2004 2005 2006 2007 2008 2009 2010 2011F 2012F 2013F 2014F 2015F 2016F
Source: NT Gag:mail response AER.NTGAS.03-34 January 2011, p. 7; NT Gas,

Access arrangement submissibecember 2010, p. 133.

In reviewing the proposed overhead costs, the A&iidered:

303

NGR, r. 74(2) and r. 91.
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= how the components of overhead costs relate tprthasion of pipeline
serviced™

= whether any of the overhead costs would be recdwasewhere — that is,
potential for double counting

= whether the overhead costs proposed by NT Gazasemable.

The AER’s analysis and consideration of each of®#E’s proposed overhead
expenditure categories is set out below.

Corporate overheads

The AER considers that the proposed forecast oglaied to corporate overheads has
not been made on a reasonable basis, does noseaptbe best forecast or estimate
possible under r. 74 of the NGR and that this edjgere does not meet the opex
criteria under r. 91 of the NGR. The AER proposaista accept NT Gas'’s proposed
forecast corporate overheads is due to the dowhieting of costs contained within
local overheads. Instead, the AER accepts a redocecast corporate overhead
expenditure that has been adjusted to remove thiglelcounting.

The AER expressed concerns to NT Gas regardingigindicant increase in
corporate overheads when compared with forecagrehfure in the earlier access
arrangement period. Similar concerns were raisetthéyWTMEU in its submission to
the AER>% In response to the AER, NT Gas submitted thaténearlier access
arrangement period, a number of corporate functieere carried out independently
in the Northern Territory (NT) and therefore we imcluded in the corporate
overheads allocatiof?®

NT Gas submitted that several functions are noveinétg increasingly centralised
and will therefore be charged through APA. For egkana consistent finance system
Is now used across APA (including NT Gas) whichdsinistered centrally,
replacing the former stand alone system in thelN‘&ddition, human resource
functions such as leadership and mentoring traianeghow arranged centrally. Also
the pipeline will no longer be governed by an inelegent board at the end of the
current finance leas®’

Given the shift in the costs attributable to thewabfunctions from NT Gas to APA,
the AER would expect to see a reduction in locarbead expenditure to offset the
increase in corporate overheads. However, locaheagls are forecast to remain
consistent with previous levels. Consequently,higher than normal local overhead
is required to be maintained, the AER considerswuuld then imply less use of the
head office services. Wilson Cook supported theswand, further, outlined that this
would mean that an allocation of head office costs similar basis to other entities
in the group may lead to some double counting. ilSook considered that an

304 NGL, s. 2 and s. 23.

305 NTMEU,Submission to the AERgbruary 2011, pp. 41-42.

306 NT Gas, Email to AERRER.NTGAS.21-345 February 2011, pp. 3-4.
307 NT Gas, Email to AERAER.NTGAS.21-345 February 2011, p. 4.
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allocation basis that recognises the increased éVecal management would be
appropriaté®® The AER agrees with Wilson Cook’s view.

NT Gas submitted that the costs for various APAcfiams included in corporate
overheads were allocated to individual operatingiimes, including the AGP, based
on an allocation process which:

= assigned any directly attributable costs to thevaaht asset
= allocated costs to assets based on causal allscab@re possible, and

* allocated remaining costs based on APA’s individisslets’ budgeted revenu8s.

Based on expected revenues for 2010-11 the gealkredtor for the AGP is 4.2 per

cent31®

In its submission, PWC submitted that the magnitfdsorporate overheads
proposed by NT Gas is excessive due to the almtatiethodology™*

The AER considers that the overall allocation apphois consistent with previous
AER/ACCC decisions. However, the AER does not abersit is appropriate in the
case of NT Gas to use a general allocator to dbomeerhead costs. This is because
the AER considers that a number of corporate fonstiincluding accounting and
engineering functions which are normally undertaligiAPA are, in the case of NT
Gas, undertaken locally and are therefore alreaclyded in local overheads. Using a
general allocator to allocate overheads to NT GHsegult in double counting of
functions that are undertaken by APA on behalftbeoentities in the group but
which are not undertaken on behalf of NT Gas. Hingd increase in total overhead
costs, when compared with the earlier access araegt period, may indicate that
the level of double counting is likely to be sulnsiz.

In its access arrangement proposal NT Gas hasdaaVimited information for the
AER to determine what proportion of APA corporatadtions should be allocated to
NT Gas. Given these circumstances the AER consitlatghe best method to
remove double counting is to deduct the amounbcdlloverhead costs from the
corporate overhead general allocation amount.

Local overheads

The AER proposes to accept NT Gas’s proposed feréoeal overheads. The AER
considers that the proposed forecast opex relatetal overheads has been made on
a reasonable basis, represents the best forecastimate possible in accordance with
r. 74 of the NGR, and meets the opex criteria und@t of the NGR.

NT Gas submitted that it has used the 2009-10 ekjpea as the basis for
forecasting local overheads over the access amaemeperiod'> However, NT Gas

308 Wilson CookEmail response re Amade@March 2011.

309 NT GasAccess arrangement submissi@gcember 2010, p. 131.
310 NT GasAccess arrangement submissi®ecember 2010, p. 131.
311 PWCSubmission to the AERarch 2011.

312 NT GasAccess arrangement submissi@gcember 2010, p. 129.
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provided little detailed information on local ovedd expenditure in its access
arrangement proposal.

On request from the AER, NT Gas provided more Hegaupport its forecast local
overhead expendituré® NT Gas submitted that because of its remote losatimust
maintain a senior management structure in the Niis i to ensure appropriate
corporate and financial governance and resporsilslimaintained in the NT.

NT Gas also submitted it is necessary to maintmos engineering, marketing, and
commercial staff, as well as local accounting aratprement functions*

The AER considers it is reasonable to expect tlHa@ds’s level of local overheads is
affected by the remoteness of the AGP. The AER @ssiders that the activities
which are included in the proposed local overheal#de to the provision of pipeline
services™® However, if such an activity is undertaken atltwal level rather than
normally expected at the corporate level, care rhestken to ensure that there is no
double counting of costs. NT Gas’s proposed fortdoaal overheads expenditure is
consistent with the actual level of expenditureuimned in 2009-10.

Insurance

The AER considers that NT Gas’s proposed foregaet oelated to insurance costs
has not been made on a reasonable basis, and @aepresent the best forecast or
estimate possible under r. 74 of the NGR and thatexpenditure does not meet the
opex criteria under r. 91 of the NGR. The AER prsg®not to accept NT Gas’s
proposed forecast insurance costs as NT Gas haisi@dansufficient information to
support its proposal for higher insurance costs.

NT Gas did not provide any information in its accagrangement proposal in relation
to its forecast increase in insurance costs. Ipaese to an information request from
the AER, NT Gas provided limited information inagbn to its proposed forecast
insurance costs. This information consisted ofraniiance estimate used to derive its
forecast®®

The NTMEU submitted that NT Gas has not made asgation as to what extent
the insurance costs have risen above the amowaidglincluded in base year costs.
The NTMEU submitted that the amount calculatedrisurance using a zero base
approach must be reduced by the amount NT Gasd®esgaying for insurance that
is already part of its actual overheads expendittii@WC also submitted that the
forecast large increase in insurance premium ierplained*®

The AER considers that NT Gas has not providedoaiajitative explanation as to
why forecast insurance costs will rise dramaticalhen compared to actual
expenditure in the earlier access arrangementgeéfiarther, NT Gas has not
provided any information to indicate whether thessts have been allocated wholly
to NT Gas, or whether they apply and can be aléattd other APA businesses.

313 NT Gas, Email to AERER.NTGAS.21-3415 February 2011, pp. 3-4.
314 NT Gas, Email to AERER.NTGAS.21-3415 February 2011, p. 4.
315 NGL, s. 2 and s. 23.

316  NT Gas, Email to AERER.NTGAS.21-34,5 February 2011, p. 4.
317 NTMEU,Submission to the AERebruary 2011, pp. 41-42.

318 PWC Submission to the AERlarch 2011, p. 9.
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Regulatory costs

The AER considers that the proposed forecast ogaked to regulatory costs has
been made on a reasonable basis, represents tHerkeast or estimate possible
under r. 74 of the NGR, and meets the opex critarder r. 91 of the NGR. For these
reasons, the AER proposes to accept NT Gas’s peddosecast regulatory costs.

NT Gas has proposed regulatory costs in 2015—t6wver the completion of its
regulatory submission in accordance with its oltiagges under the revised access
arrangement*?

The NTMEU submitted that although the costs appesr, NT Gas’s approach to
regulatory costs seems reasondble.

In response to an information request from the AERelation to overhead costs, NT
Gas submitted that for the earlier access arrangepegiod, its regulatory costs are
estimated to be $0.6 million ($2010—£1)In considering NT Gas'’s forecast
regulatory costs for the access arrangement paghedAER notes that these costs are
comparable to the estimated regulatory costs tkea¢ wcurred in the earlier access
arrangement period.

7.6.3.2 Sales and marketing expenditure

The AER considers that the proposed forecast ogated to sales and marketing has
not been made on a reasonable basis, does noseapthe best forecast or estimate
possible under r. 74 of the NGR, and does not theebpex criteria under r. 91 of the
NGR. However, the AER proposes to accept a redioredast sales and marketing
expenditure which is based on NT Gas’s estimatachbexpenditure for 2010-11
($0.06 million ($2010-11)). The AER considers ttet 2010-11 estimate was
probably made after the changed circumstanceseajdk supply had occurred, and
that NT Gas was aware of the likely impact of thanged circumstance when
making this estimate.

NT Gas submitted that its forecast sales and mackekpenditure was derived in

line with the forecast in the earlier access areamgnt period. NT Gas also submitted
that the base year approach was unsuitable todstrés sales and marketing
expenditure because actual expenditure in theeeadicess arrangement period is
highly atypical of expenditure to be expected i #itcess arrangement period due to
the recent emergence of available gas and capatitye pipeline??

In its submission the NTMEU raised concerns abloefevel of proposed expenditure
and noted that it is likely that only a small ambahgas will be contracted by new
and existing users because the PWC will contract mithe capacity of the AGP®
PWC also submitted that about half of the increaderecast opex was caused by a
sudden increase in overheads and marketing ¢bts.

319 NT GasAccess arrangement submissi@ecember 2010, pp. 131-132.
320 NTMEU,Submission to the AERebruary 2011, p. 39.

321 NT Gas, Email to AERRER.NTGAS.03-14, 19-28 February 2011, p. 7.
322  NT GasAccess arrangement submissi®ecember 2010, p. 133.

323 NTMEU,Submission to the AERebruary 2011, pp. 42—-43.

324 PWC Submission to AERMarch 2011, p. 8.
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The AER agrees with the concerns raised in subamssand questions why such a
large increase in sales and marketing expendisui@eécast, given that NT Gas is
expecting the full capacity of the pipeline to lmmtracted to PWC. Further, it is
forecasting no additional users on the pipelinenduthe access arrangement
period3?® Even with the increase in gas availability andepie capacity from 2009—
10, PWC was the only significant user of the pipeiin the earlier access
arrangement period. There were several other smadts that had interruptible gas
contracts that lasted between one and three yedns iearlier access arrangement
period>?° Taking into account these factors, the AER consitteat NT Gas has not
provided sufficient justification of its proposearécast increase in sales and
marketing expenditure, when compared to that expaedncurred in the earlier
access arrangement period.

The AER also considers that it is inappropriateNdrGas to base its forecasts on a
forecast that was approved in 2003. The AER ndtaisdircumstances have changed
significantly since the forecast sales and marketixpenditure was approved by the
ACCC for the earlier access arrangement periods approved forecast expenditure
took into account the likely depletion of the Maregeand Palm Valley gas fields, but
did not predict the discovery of the Blacktip gesd and the connection of the
Bonaparte Gas Pipeline. For this reason, the AE# dot consider it reasonable to
provide forecast expenditure based on circumstanicas earlier access arrangement
period when these circumstances have changedisayrtify.

7.6.3.3 Operations and maintenance step changes

The AER does not approve NT Gas’s proposed stepgesafor increased integrity
works and above ground station recoating as theyair consistent with r. 91 of the
NGR. The AER accepts other proposed step changegyare consistent with

r. 74(2) and r. 91 of the NGR.

The AER’s consideration of each of NT Gas’s propostep changes is set out in
table 7.7.

325  NT GasAccess arrangement submissi@ecember 2010, p. 58.
326 NT GasAccess arrangement submissi@ecember 2010, p. 37.
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Table 7.7: AER consideration of NT Gas’s operatiof & maintenance step changes ($m, $2010-11)

Item of expenditure Submissions AER consideration
Increased integrity works — The NTMEU submitted that it is not clear why moig-dps are  As outlined in section 7.6.1, in approving the &ddial labour requirement in the base
increased number of DCVG dig-required than in the past, especially considetirag the capex year, the AER has taken account of the need fatiaddl labour to work on projects
up repairs (70 per annum) program has been massively increased in orderdeasl the including DCVG dig-ups during the access arrangemeriod. Given the AER has
required to fix coating suspected breakdowns of the pipeline coatingsNTRdEU also approved an increase in base year costs on this bas AER considers that a step
defects®®’ submitted that an increase in capex should rasidiss opex, yet change for this work is not required.
NT Gas has proposed more capex and an increageinto For this reason the AER proposes not to accept B¥'sGroposed step change for
address this issué’ increased integrity works as it is not consisteith the NGR?*°
Changed requirements for The AER notes that this increase in costs is reguior compliance with regulatory
cathodic protection surveys — requirements which are outside the control of NB.G@r this reason the AER
changes in equipment considers that this step change is justified amepts this expenditure as it meets the
requirements means that a larger opex criteria under r. 91 of the NGR.

helicopter is now required to
undertake survey§?

Access lease fees — forecast  The NTMEU submitted that, as the pipeline has notdased in  The new access lease fees must be agreed for Ni@aatinue to operate the
increase in fees paid to access size, it seems strange that access fees woulchBerg pipeline. [c-i-c]332

" 1

pipeline easements On this basis the AER considers that the forecgstrediture related to access lease fees
has been made on a reasonable basis, represehtstierecast or estimate possible
under r. 74(2) of the NGR and that this expenditnests the opex criteria under r. 91 of
the NGR.

SCADA costs associated with  The NTMEU submitted that while the addition of asipply The AER accepts that an increase in the numbeelofesty and supply points leading to
asset changes — the addition of point might cause an increase in the capex to actamhate it, it  increased data points would require additional supgnd maintenance work. The AER
new delivery and supply points is difficult to accept that this would impact loteym daily also considers that it is reasonable to expedeaimi contract prices given that additional

327  NT GasAccess arrangement submissi@ecember 2010, p. 125.

328 NTMEU,Submission to the AERebruary 2011, pp. 29-30.

329 NGR,r. 91.

330 NT GasAccess arrangement submissi@ecember 2010, p. 125.

331  NT GasAccess arrangement submissi@ecember 2010, p. 125.

332 NTMEU,Submission to the AERebruary 2011, pp. 30-31.

333  NT Gas, Email to AERRER.NTGAS.21-345 February 2011, pp. 1-2.
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has led to increased support andoperations and maintenance charges. support and maintenance work will be undertakensuah, the AER considers that

maintenance cosfs?

forecast expenditure related to SCADA costs méetopex criteria under r. 91 of the
NGR.

Replacement of emergency
response trucks®

The NTMEU submitted that NT Gas had previouslywaéld for ~ The AER sought clarification from NT Gas as to ¢laéulation of the step change for

the capex needed to replace the emergency respranks but by the replacement of emergency response trucks. NTs@amitted that the proposed

not replacing these trucks under the capex progiimGas has  costs for the replacement of emergency trucks decthe fully kitted price of two

made a windfall profit by not expending the capitiéddcated for  trucks, lease costs for a four year lease termaardidual amount. These costs have

this purpose. The NTMEU also submitted that, primgdhere is been included as opex and smoothed across thgdautease term (2011-12 to 2014—

no double up (claiming both capex and opex forettascks), 15)3%7

then this might be considered a step chdrige. On this basis the AER accepts that the forecastraifure related to replacement of
emergency response trucks has been made on aab#sbasis, represents the best
forecast or estimate possible under r. 74(2) oNB& and that this expenditure meets
the opex criteria under r. 91 of the NGR.

Non annual expenditure —
including right of way erosion,
above ground station recoating,
battery replacement, and
intelligent pigging®*®

The NTMEU submitted that it considers several ekthstep The AER accepts all of the proposed non annualrelpee step changes except for
changes are already included in long term oiex. above ground station recoating.

In regards to pigging, the NTMEU also submitted thenore The AER proposes not to approve the above growtistrecoating expenditure
frequent pigging is required then this is a stegnge, and the because it considers that this expenditure is dyreecluded in the base year

costs should be amortised over a shorter perioed N\FMEU expenditure and is therefore not consistent wifiirof the NGR.

also submitted that pigging is not new in itselfsionly more  The AER considers that the schedule submitted by3s3 for recoating of meter
frequent, theregore only the amortisation impacisi be seen as giations would indicate that as a minimum oneatatiill require recoating every

a step chang¥ second year for the life of the pipeline. Givent e AGP is more than ten to fifteen

years old, the AER considers that this work woultdaay be undertaken on one station
every two years and is hence ongoing opex.

334  NT GasAccess arrangement submissi@ecember 2010, p. 126.
335  NT GasAccess arrangement submissi@ecember 2010, p. 126.
336 NTMEU,Submission to the AERebruary 2011, pp. 31-32.

337 NT Gas, Email to AERAER.NTGAS.21-345 February 2011, p. 2.
338  NT GasAccess arrangement submissi@ecember 2010, p. 126.
339 NTMEU,Submission to the AERebruary 2011, pp. 31-32.

340 NTMEU,Submission to the AERebruary 2011, p. 32.
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7.6.4 Benchmarking and efficiency

To support its proposed forecast opex, NT Gas hasded benchmarking data to
illustrate that its base year expenditure is effici*

The NTMEU submitted that it agreed with NT Gas’sessment that NT Gas’s 2009—
10 opex is demonstrably efficient when compareaother pipelines. However it noted
that even though the 2009-10 actual opex is sebniag efficient this does not mean
that the forecast opex for the access arrangeneeioihis also efficient?? Both the
NTMEU and PWC also submitted that the best metldmenchmarking for this type
of business is against actual expenditure achigvpdor years:*?

The AER acknowledges that there are various limomatto benchmarking given the
different individual characteristics of other pijpels. For this reason the AER
considers that benchmarking is best presented ascmpaniment to other
substantiating analyses of operating costs.

7.7 Conclusion

The AER proposes to not approve of NT Gas’s propdseecast opex as it considers
this expenditure does not comply with r. 91 of M@R. Accordingly, the AER
requires NT Gas to make the amendments set oettioa 7.8 of this draft decision.

Overall, the AER approves $59 million ($2010-11ppex over the access
arrangement period as consistent with the NGR, lwtepresents a 20 per cent
reduction on proposed expenditures. The total afgafopex against that proposed is
set out in figure 7.5.

Figure 7.5: Historic (actual vs. approved) vs. propsed and approved opex ($'000, 2010—
11)

I Actual C1Estimate —4—ACCC allowed —¢ NT Gas forecast = AER approved

2001-02 2002-03 2003-04 2004-05 2005-06 2006-07 2007-08 2008-09 2009-10 2010-11 2011-12 2012-13 2013-14 2014-15 2015-16

Source: NT GasAccess arrangement submissi®gcember 2010, p. 140; NT Gas,
Access arrangement informatidbecember 2010, p. 19.

341  NT GasAccess arrangement submissi®ecember 2010, pp. 135-139.
342 NTMEU,Submission to the AERgbruary 2011, pp. 43-44.
343 NTMEU,Submission to the AERebruary 2011, p. 44; PWGSubmission to the AERlarch 2011.
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7.8 Amendments required to the access arrangement
proposal

Amendment 7.1:amend the access arrangement proposal and aceasgeanent
information as necessary to reflect the adjustmmsatde to proposed opex for the
access arrangement period set out in table 7.7.

Table 7.8: AER required amendments to NT Gas’s facast opex ($'000, 2010-11)

2011-12 2012-13 2013-14 2014-15 2015-16 Total

Total NT Gas proposed

) ! 13 489 15234 13763 13 861 16 646 72 993
operating expenditure

AER specific amendments

Operations & maintenance

Step changes: -70 -40 -113 -85 -161 -470

Labour escalation -196 -309 -393 -537 -754 -2189
Overheads

Corporate overheats -867 -901 -935 -970 -1005 -4678

Insurance -1293 -1293 -1293 -1293 -1293 -6467
Marketing -116 -116 -116 -116 -116 -580

Total AER specific

-2543 -2660 -2851 -3001 -3329 -14 384
amendments

Total AER approved

. . 10 946 12 574 10912 10 860 13 317 58 609
operating expenditure

a. The AER has accepted all of the proposed stepges except for increased
integrity works and above ground station recoating.

b. The AER has accepted local overheads and regyledsts and therefore no
adjustments are required for these cost categories.

c. The AER has adjusted corporate overheads byasinig the local overheads

and adjusting for the affect of the AER’s approesdalation applied to
corporate overheads.
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8 Total revenue

The AER calculates a total revenue requiremenhfbiGas over the access
arrangement period of $129.7 million, compared 16%.8 million ($2010-11)
proposed by NT Gas. The main reasons for the diifar are the reductions required
by the AER to NT Gas’s proposed WACC, and forexgaest over the access
arrangement period.

Based on the AER’s approved revenues and demagchfis, the approved tariff for
reference services is 24 per cent lower than thé @oposed by NT Gas. The
reference tariff is set to increase each year dylyhe rate of change in CPI.

8.1 Introduction

This chapter sets out the AER’s estimation of ahrexgenue requirements for NT
Gas’s of the provision of pipeline services forlegiear of the access arrangement
period. This chapter also sets out the X factodieghto NT Gas’s reference tariffs as
part of the estimation of the CPI adjustment.

8.2 Regulatory requirements

Rule 72(1)(m) of the NGR provides that the accessigement information for a full
access arrangement proposal must include therest@ahue to be derived from
pipeline services for each regulatory year of tt@eas arrangement period.

Rule 76 of the NGR provides that total revenu® ibe determined for each
regulatory year of the access arrangement periog tise building block approach in
which the building blocks are:

= areturn on the projected capital base for the year

= depreciation on the projected capital base foydes

= if applicable—the estimated cost of corporate inedaxation for the year

®= increments or decrements for the year resulting flee operation of an incentive
mechanism to encourage gains in efficiency

= aforecast of operating expenditure for the year.

8.3  Access arrangement proposal

The proposed total revenue requirement and thedriafor the AGP for each year
of the access arrangement period are set out ike Bab.
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Table 8.1: NT Gas's proposed annual revenue requineents and X factors
($m, nominal, unless otherwise stated)

2011-12 2012-13 2013-14 2014-15 2015-16

Total revenue building blocks

Return on capital 12.8 13.4 13.1 12.9 12.5
Regulatory depreciation 4.6 3.8 4.1 4.4 1.0
Operating expenditure 13.8 16.0 14.8 15.3 18.8
Tax allowance 1.9 1.6 2.0 2.0 0.9
X factors(%) na 0.0 0.0 0.0 0.0
Revenue requirement 33.1 35.0 34.0 34.6 33.2

Source: NT GasAccess arrangement informatidRecember 2010, p. 35, NT Gas,
Access arrangement submissi@ecember 2010, p. 148.

8.4 AER’s consideration

The total revenue building blocks proposed by NE @@ addressed in the AER’s
analysis and considerations in Part A of the diaétision.

8.4.1 PO adjustment and X factors

The PO adjustment indicates the increase in tlaé¢ tevenue requirement in the first
year of the access arrangement period, while tfecrs indicate subsequent
movements in tariffs. The X factors are the smowladjustment to subsequent years
required to maintain the present value of revenues.

8.4.2 Total revenue, PO adjustment and X factors

The AER has estimated NT Gas'’s total revenue, R&tdent and X factors based on
its analysis and consideration of the building kloomponents discussed in the
chapters in Part A of the draft decision. Thesemedtons are summarised in Table
8.2.

The AER’s draft decision results in a total reveneguirement over the access
arrangement period of $129.7 million ($2010-11jnpared to $169.9 million
($2010-11) proposed by NT Gas. The main reasorttéadifference reflect the
AER'’s decision not to approve:

= the opex for the AGP

= the opening capital base for the AGP and redudiedgdrecast capital expenditure
for the AGP

= the proposed WACC for the AGP.
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Table 8.2: AER's conclusion on NT Gas's annual reveie requirements and
X factors ($m, nominal)

2011-12 2012-13 2013-14 2014-15 2015-16

Return on capital 9.4 9.9 9.8 9.7 9.5
Regulatory depreciation 3.5 2.9 3.1 3.3 0.9
Operating expenditure 11.3 13.3 11.8 12.1 15.2
Tax allowance 0.0 0.9 1.2 1.2 0.7
Total 24.2 27.0 25.9 26.3 26.3
Smoothed revenue path 24.7 25.3 26.0 26.7 27.3
X factor tariff revenue(%) 0.0 0.0 0.0 0.0 0.0

Source: Table 8.2 is based on information from Rasf the draft decision.

8.5 Conclusion

The AER does not propose to approve the total iexéor each regulatory year of the
access arrangement period proposed by NT Gas ses dloenot comply with r. 76 of
the NGR.

8.6 Required amendment

Before the access arrangement proposal can betadc®I Gas must make the
following amendment:

Amendment 8.1:amend the access arrangement information to detddle 12.1 and
replace it with the following:

Table 8.3: Forecast total revenue requirements fathe access arrangement ($m,
2010-11, unless otherwise stated

2011-12 2012-13 2013-14 2014-15 2015-16

Return on capital 9.4 9.9 9.8 9.7 9.5
Regulatory depreciation 35 2.9 3.1 3.3 0.9
Operating expenditure 11.3 13.3 11.8 12.1 15.2
Tax allowance 0.0 0.9 1.2 1.2 0.7
Total 24.2 27.0 25.9 26.3 26.3
Smoothed revenue path 24.7 25.3 26.0 26.7 27.3
X factor tariff revenue(%) 0.0 0.0 0.0 0.0 0.0
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9 Demand forecasts

Demand forecasts are used to calculate the refer¢axiffs and to influence forecast
capital and operating expenditure linked to netwgré&wth.

The AER considers that NT Gas’s general approaatetoand forecasting is
reasonable. NT Gas has prepared its own demanddste based on historical data
and key drivers of future demand at each deliveiptp The AER accepts that there
are few prospects of pipeline users other tharettisting user, Power and Water
Corporation (PWC). Consequently, demand from PW&sssimed to constitute the
only demand for pipeline services.

The AER considers it is reasonable that growtlotaltgas demand forecast over the
access arrangement period will rise by 2.3 per @epear on average compared to
3.2 per cent a year in the earlier arrangement pdriThis lower rate of demand
growth is in part due to improved technical effiaig of electricity generation. In
addition, economic and population growth are forgtd® be lower than in the earlier
access arrangement period.

Overall, the AER considers that demand forecastthfBn AGP are reasonable.

9.1 Introduction

This chapter sets out the AER’s consideration efgas demand forecasts submitted
by NT Gas to apply over the access arrangemerdgeri

9.2 Regulatory requirements

Rules 72(1)(a)(iii)(A) and 72(1)(d) of the NGR prde that the access arrangement
information for a full access arrangement proposast include:

= usage of the pipeline over the earlier access geraent period showing, for a
transmission pipeline, minimum, maximum and aveidg®aand for each receipt
or delivery point, and user numbers for each reéa@iplelivery point

® to the extent that it is practicable to forecapefine capacity and utilisation of
pipeline capacity over the access arrangementgaitorecast of pipeline
capacity and utilisation of pipeline capacity otleat period and the basis on
which the forecast has been derived.

Rule 74(1) of the NGR provides that any informatimthe nature of a forecast or
estimate must be supported by a statement of thie bhthe forecast or estimate.

Rule 74(2) of the NGR provides that a forecaststingate must be arrived at on a
reasonable basis and represent the best forecastimate possible in the
circumstances.
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9.3 NT Gas’s proposal

9.3.1 User numbers

Consistent with the earlier access arrangemenbghel T Gas anticipated PWC
would remain the only user of AGP over the accessigement periotf:” It is

possible that from time to time, other users maks&cess to the pipeline. However,
NT Gas did not consider these additional usersdcbelforecast with certainty.
Consequently, the gas demand forecasts proposHd l6yas only include gas
demand by PWE&?*?

9.3.2 Demand forecast methodology

In its access arrangement proposal and supportfogmation, NT Gas has set out
how it has prepared its total gas demand forecagtisthe access arrangement
period3*® NT Gas also set out its forecasts of expectedipgeapacity and
utilisation, as required by the NGR.

9.3.3 Demand forecasts

9.3.3.1 Total gas demand

NT Gas has forecast total gas demand to grow avarage of 2.3 per cent per annum
over the access arrangement period compared 3c&peover the earlier access
arrangement periotf® Figure 9.1 illustrates the AGP demand profilehia earlier
access arrangement period and the access arrangagnen.

344 NT GasAccess arrangement submissi@ecember 2010, p. 57.

345 NT GasAccess arrangement submissi@ecember 2010, p. 57.

346  NT GasAccess arrangement submissiBecember 2010, p. 45.

347  NT GasAccess arrangement submissi@ecember 2010, p. 59; NGR, r. 72(1)(d).
348 NT GasAccess arrangement submissi@ecember 2010, pp. 42, 48.
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Figure 9.1: Total demand (TJ per annum)

B Earlier access arrangement forecast ~ ®mActual @ Forecast ~ mACCC approved
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Source: NT GasAccess arrangement submissi@ecember 2010, pp. 42,48;
NT GasAccess arrangement information for the AmadeusrBasDarwin
Pipeling February 2003, p. 26; NT Gas;cess arrangement information
June 1999, p. 41; NT Ga&gcess arrangement informatidrebruary 1999,
p. 26.

Note: Approved forecast is presented in the ACPQraved access arrangement
information for NT Gas. The data was only provided2003—-07. An
average of the data available was allocated foutti@own years, 2001-02
and 2008-11.

Earlier access arrangement period

During 2006—07 to 2009-10 there was a significaopdn throughput due to the
depletion of gas reserves in the Amadeus Basin.dddnncreased again from
2009-10 with the connection of the new gas suppiyfthe offshore Blacktip gas
field in the Bonaparte Basin. The onshore connaaticthis gas field is with the
Bonaparte Gas Pipeline (BGP) at Wadeye (see fig2éelow).
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Figure 9.2: Map of northern territory pipeline network
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Access arrangement period

Slower growth in demand is forecast for the aceesshgement period (2.3 per cent
per annum) when compared to the earlier accessgamsent period*® Factors
influencing demand include the following:

= improved efficiency of recently installed PWC eletity generating units

= commercial incentives for PWC to improve efficienoythe utilisation of its
installed generation units, largely by prioritisithge use of the most efficient
generating units

= slowing population growth throughout Northern Temy, as well as an easing in
economic growtfr°
9.3.3.2 Demand by delivery point

NT Gas has submitted that out of the 13 deliveriptgd* along the AGP, the highest
amount of gas is delivered to the Alice Springsa@tel IslantP? and Weddell

349  NT GasAccess arrangement informatiddecember 2010, pp. 15-16, NT GAscess arrangement
submissionDecember 2010, pp. 40—42.

350 NT GasAccess arrangement submissi@ecember 2010, pp. 45-46.

351 The delivery points include Alice Springs, Mant Creek, Elliott, Daly Waters, Matarnaka, KatheriMt.
Todd, Pine Creek, Cosmos, Ban Ban Springs, Darwin Gitg GNVeddell, and Channel Island.

352  Channel Island provides gas for electricityagation in Darwin.
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delivery points for the generation of electricity Figure 9.3 illustrates the forecast
total volume attributed to each delivery point otrex access arrangement period.

Figure 9.3 Forecast total volume by delivery pointever the access arrangement period
(TJ)

Forecast total volume by delivery point over the ac cess arrangement period
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Source: NT Gasiccess arrangement submissi@ecember 2010, pp. 42, 48.

9.3.3.3 Capacity utilisation

NT Gas has calculated forecast capacity on the &asie of historic capacity over
the earlier access arrangement peffddNT Gas has further proposed that pipeline
capacity has increased with the connection of tB® BNT Gas proposed that
utilisation of capacity over the access arrangerpenbd is expected to grow from
79 per cent in 201011 to 86 per cent in 201521Burther, NT Gas anticipated that
full capacity of the pipeline is expected to betcacted to PWC, the current single
user of the pipeliné&® Table 9.1 sets out the forecast pipeline caparity utilisation
over the access arrangement period.

Table 9.1 Forecast pipeline capacity and utilisatio (units as stated)

Units 2011-12 2012-13 2013-14 2014-15 2015416

Pipeline capacity g;yper 1040 1040 1040 1040  104.0
Expected utilisation of % 79 80 82 84 86

pipeline capacity

Source: NT Gashccess arrangement submissi®ecember 2010, p. 59.

353 NT GasAccess arrangement submissi@ecember 2010, pp. 49, 54.
354  NT GasAccess arrangement submissi@ecember 2010, p. 58.
355  NT GasAccess arrangement submissi@ecember 2010, p. 59.
356 NT GasAccess arrangement submissi@ecember 2010, p. 58.
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9.4 Submissions

Submissions on the demand forecasts were recaiggdNorthern Territory Major
Energy Users (NTMEU) and Santos Limited and MageRatroleum Australia
Limited (Santos and Magellan).

NTMEU has submitted that:

= the capacity of AGP has increased since its cororetd the BGP, providing a
significant amount of spare capacity for potentisgrs other than PW¢

= the forecast of gas demand growth based on thelymipgrowth trends
exhibited in the access arrangement period appdse tonsistent, but may
understate the real growth now that there is sgagpacity in the transmission
systeni>®

= the AER should ensure that NT Gas does not ovevezdts allowed revenue by
not allowing the full amount of gas that could nsported, particularly as there
is now significant spare capacity availafig.

Santos and Magellan have jointly submitted that:

®= NT Gas has only proposed forecasts for througheotashd. Further, Santos and
Magellan have submitted that NT Gas has not subdittformation on actual
contracted capacity and capacity of the pipelingravide interruptible services.
Santos and Magellan have submitted that this irdtion is necessary because:

= the reference service is a service contracteddaer guantity of
contracted capacity, and a forecast of contracapadaty provides
users and prospective users of the AGP with importdormation on
the availability for capacity for provision of theference servic&

= the reference tariff for the reference servicealswated on the basis
of total revenue and the forecast of contracte@ciyg hence scrutiny
of the forecast of contracted capacity is necesargn assessment of
the reference tariff*

9.5 Consultant review

The AER engaged ACIL Tasman Pty Ltd (ACIL Tasma®mand forecasting
consultants, to provide an independent assessmeheaeasonableness of NT Gas'’s
proposed demand forecadt8 ACIL Tasman’s assessment included:

357 NTMEU,Submission to the AERebruary, 2011, p. 47.

358 NTMEU,Submission to the AERebruary, 2011, p. 48.

359 NTMEU,Submission to the AERebruary, 2011, pp. 48-49.

360  Santos and MagellaByubmission to the AERebruary, 2011, p. 12.
361 Santos and MagellaBubmission to the AERebruary, 2011, p. 12.

362  ACIL TasmanReview of demand forecasts for Amadeus Gas Pigfelirtke access arrangement period
commencing 1 July 201March 2010, (ACIL Tasmameport — AGPMarch 2010.)
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= acomparison of actual demand to forecasts indheseaccess arrangement
period

= a comparison of forecasts with historic trends
®= an assessment of NT Gas's input assumptions andriey variable forecasts

= areview of NT Gas's methodologies for forecaspipgline capacity and
utilisation.

ACIL Tasman noted the followin§>

= The bottom-up forecasts of gas demand from theeslipoint level used by NT
Gas were sound. Further, appropriate consideratasngiven to demand drivers
and their influence on whether future demand wiffied from historical trend€®*

= The forecasts of average and maximum demand byedglpoint are based on
sound methodology and assumptidtrs.

= |tis reasonable for NT Gas to not forecast any nsers for the access
arrangement period. Given the pipeline’s curremti@ezted capacity and its
history, there is no basis for forecasting matered users for the access
arrangement periotf’

= The methodology used by NT Gas to forecast theaitypatilisation of the
pipeline over the access arrangement period i®nedsée®®’

The demand growth of 2.3 per cent per annum appeds relatively strong and is
accepted as reasonaBféThis aggregate is based on forecasts of demaad at
delivery point level. Based on its analysis, AClasman considers that NT Gas’s
demand forecasts for the AGP to be considered nehger®®

9.6 AER’s consideration

9.6.1 Introduction

The AER considers the forecast methodology addpyedT Gas in preparing its
demand forecasts is reasonable. The AER also acttegitNT Gas’s demand
forecasts and forecasts for capacity utilisatianransonable. Consequently, the AER
considers that NT Gas’s demand forecasts are draven a reasonable basis and
represent the best forecast possible in the ciamss’’® Figure 9.4 illustrates
demand from the commencement of the earlier a@ressgement period through to

363  ACIL TasmanReport — AGPApril 2010, p. 13.

364  ACIL TasmanReport — AGPApril 2010, p. 13.

365 ACIL TasmanReport — AGPApril 2010, p. 12.

366  ACIL TasmanReport — AGPApril 2010, pp. 16-17.
367 ACIL TasmanReport — AGPApril 2010, p. 17.

368  ACIL TasmanReport — AGPApril 2010, p. 18.

369  ACIL TasmanReport — AGPApril 2010, p. 18.

370 NGR,r. 74(2).
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2015-16. In the earlier access arrangement peaothdd was greater than had been
expected in some areas of the NT. In particulas,ugage increased considerably in
Alice Springs; from total usage of 738.2 terajoy€3) in 2001-02 to 3381.8 TJ in
2009-10*"* Further, gas delivery to Channel Island was alsive trend for the years
2005-06 to 2007-08? The decreases in 200708 and 2008—09 were iparto
dwindling gas supply from the Amadeus Basin. In

2009-10, gas sourced from Blacktip gas field wds sbmeet higher levels of
demand’

Figure 9.4: Total demand (TJ per annum)
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Source: NT GasAccess arrangement submissi@ecember 2010, pp. 42, 48.

In respect of the earlier access arrangement peti@@(1)(a)(iii)(A) of the NGR
requires a service provider to show minimum, maximand average demand for
each receipt or delivery point. Further, r. 72(1¢tithe NGR requires a forecast of
pipeline capacity and utilisation, to the extens ipracticable, over the access
arrangement period. The AER accepts all these tspeblT Gas’s proposal.

9.6.2 Forecast methodology and assumptions

The AER considers the demand forecast methodolodyaasumptions adopted by
NT Gas is reasonable for the following reasons:

= average demand for each delivery point is baseghaamalysis of historic trends
in gas volumes and key drivers for gas demanddoh eelivery point

= maximum demand for each delivery point depend$iemature of demand at
each delivery point:

371  NT GasAccess arrangement submissi@ecember 2010, p. 40. The increase in demandiée Springs
reflects the steady increase in the demand fotraligg generation.

372  NT GasAccess arrangement submissi@ecember 2010, p. 42.
373 NT GasAccess arrangement submissi@ecember 2010, p. 33.
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= Tenant Creek, Pine Creek and Elliot — daily demand line with the
gas requirements to fuel the maximum output of gepes installed at
these sites

= Daly Waters (Macarthur River mine), Mataranka arsviin City
Gate — based on historical values without foregestvith

= Katherine and Alice Springs — maximum daily quaeditare derived
based on information provided by PWC

» Weddell -having commenced in 2008, there is limitedorical
information. Maximum demand is forecast to increage
3 per cent per annum having reached full delivapacity in 2010-11

= Channel Island — maximum demand is forecast byaaueg the
highest five maximum values observed in the eagoeess
arrangement period. Channel Island’s maximum densatso
forecast to grow at approximately 3 per cent pewuamfrom 2010-11
after declining in 2008-09 due to gas supply camsts.

= the bottom-up consideration of gas demand at &etglpoint level used by NT
Gas to develop its demand forecasts is sound as@mte consideration has
been given to demand drivers, and to factors tlegt cause future demand growth
rates at particular delivery points to differ frdmistorical trends’*

In support of the AER'’s position, ACIL Tasman calesied that in the circumstances,
the methodology and assumptions used by NT Gaswvelap the demand forecasts is
sound, and no other viable approach would be likeljield better or more reliable
results®”

The AER considers that the basis of NT Gas’s meadlogy and assumptions is
reasonable and therefore meets the requirement§4f1) and r. 74(2)(a)of the
NGR.

9.6.3 User numbers

The AER considers it is reasonable for NT Gas tedast user numbers based on the
historical pattern of user numbers, the limitedpgctor additional firm contracting
arrangements and the prospect of finding additiasats. Table 9.2 shows the
historical and forecast user numbers by deliveiigtpo

374  ACIL TasmanReport — AGPApril 2010, p. 13.
375 ACIL TasmanReport — AGPApril 2010, p. 12.
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Table 9.2 NT Gas historical and forecast user numioe for delivery points

2001-02
2002-03
2003-04
2004-05
2005-06
2006-07
2007-08
2008-09
2009-10
2010-11
2011-12
2012-13
2013-14

2014-15

2015-16

=
=
(=Y
=
(=Y
(=Y
[
[
=
[
[
[
[

Alice Springs

Tennant Creek 2 2 2 1 1 1 1 1 1 1 1 1 1

Elliott 1 1 1 1 1 1 1 1 1 1 1 1 1
Daly Waters 1 1 1 1 1 1 1 1 1 1 1 1 1
Mataranka 1 1 1 1 1 2 2 1 1 1 1 1 1
Katherine 2 2 2 1 1 1 1 1 1 1 1 1 1
Mt Todd 1 1 o0 o0 1 0 O 0 O 0 0 0 O

Pine Creek 1 1 1 1 1 1 1 1 1 1 1 1 1
Cosmo 1 1 1 1 0o 0 ©o0 0 O0O 0 0 0 O
g;ﬂnzi” o o o O O O 0 1 1 0 0 0 o©0

gg{‘é"i” City 1 1 1 1 1 2 2 2 1 1 1 1 1

Weddell o o o o o0 O 1 1 1 1 1 1 1

Channel Island 2 2 1 1 1 1 1 1 1 1 1 1 1

Source: NT Gashccess arrangement submissi®ecember 2010, pp. 43, 57-58.

The AER accepts that, in all likelihood, PWC weéhnain the sole user for the

pipeline and that the capacity of the pipeline Wwélfully contracted to PWC. ACIL
Tasman also considered that given NT Gas’s cuo@miracted capacity and its

history, there is no basis for forecasting materek users for the access arrangement
period>"® Further, NTMEU submits that with the increasedatafy in the AGP, there

is now capacity for other users than PWCThe AER acknowledges that historically,
users other than PWC have only contracted for giesrods. The AER considers that
despite NT Gas currently marketiigjtransportation services on the pipeline, it is
unlikely there will be any other significant useéimmanding large quantities of gas
apart from PWC over the access arrangement period.

376  ACIL TasmanReport — AGPApril 2010, pp. 16-17.
377 NTMEU,Submission to the AERebruary, 2011, p. 47.
378 The AER'’s views on marketing are discussedhapter 7 of the draft decision.

141



9.6.4 Demand forecasts

9.6.4.1 Total demand

The AER considers that in arriving at a total gasdnd forecast, it is appropriate to
consider the likely demand at each of the deliymints along the AGP and compare
these demands with the cumulative historical dembBiidGas’s forecast total
demand has been derived from demand forecaststatetivery point which takes
into account the characteristics that drive denwtrehich delivery point.”’ Figure 9.5
illustrates the total gas demand for each delipaint over the access arrangement
period. From the figure, it can be seen that theely point at Channel Island
receives the largest volume of throughput.

Figure 9.5 Total gas demand for each delivery poirover the access arrangement
period (TJ)
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Source: NT Gasiccess arrangement submissi@ecember 2010, pp. 47-48.

A key aspect of NT Gas’s demand forecasts is trextpected growth in total usage to
be lower in the access arrangement period (2.8gu@ra year) than it had been over
the earlier access arrangement period (3.2 peracgadr). The AER has examined
NT Gas’s proposal and agrees that gas usage factiess arrangement period is
reasonable for the following reasons:

* improved efficiency of PWC electricity generatingjtg®®°

= drivers for PWC to improve efficiency in the utdison of its installed generation
units, largely by prioritising the use of the mefftcient generating unit&

379  NT GasAccess arrangement submissi@ecember 2010, p. 45.
380 NT GasAccess arrangement submissi@ecember 2010, p. 45.
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= slower population and economic growth of the NTbl€.3 sets out data and

forecasts from the NT government. Table 9.3 shawsgystate product (GSP) and

population growth for NT from 2000-16. The aver&@feP growth in the earlier
access arrangement period was 3.6 per cent pemacompared to

3.9 per cent per annum GSP growth over the accemsg@ment perioth?
Further average population growth in the earlieeas arrangement period was
1.6 per cent per annum compared to 2.0 per cerdrpemm. Further, ACIL
Tasman has considered that given that NT has avedlasmall and open

economy, it is influenced by international trade as a result tends to be volatile

from year to year>- The AER considers these projected growth ratepstighe
demand forecast proposed by NT Gas.

Figure 9.3 NT GSP and population growth over the adier and access arrangement
period (%)
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NT GSP 54 18 05 23 55 67 67 39 26 04 281 43 40 41
NT population 10 11 05 06 16 23 19 24 221225 19 20 19 18

Source: NT Government, viewed 31 March 20Adw.budget.nt.gov.au/budget2.html
NT Government, viewed 31 March 201iyww.budget.nt.gov.au/budget3.html

= ACIL Tasman considered that the factors identibgdNT Gas are likely to lead
to future gas demand growth rates being lower thstorical rates of demand
growth®* Further, ACIL Tasman considered that compareddovth rates in
other jurisdictions, the future gas demand growatk of 2.3 per cent is relatively
strong®®® In addition given the future growth rate has neemdirectly estimated
but arises implicitly from the detailed examinatmigas demand drivers at a
delivery point level, ACIL Tasman considered thelimd demand growth rates
over the access arrangement period are reasofiable.

On the basis of the advice from ACIL Tasman andws analysis, the AER
considers that the total gas demand forecastslieem arrived at on a reasonable
basis and represent the best forecasts possitile rircumstances. The AER
considers that NT Gas’s total demand forecasts theagequirements of r. 74(2) of
the NGR. Table 9.4 summarises the key driversct dalivery point.

381 NT GasAccess arrangement submissi@ecember 2010, p. 45.

382  Note; the earlier access arrangement perisdavtan year period compared to the access arr@mgem
period which is over five years.

383 ACIL TasmanReport — AGPApril 2010, p. 15.
384  ACIL TasmanReport — AGPApril 2010, p. 15.
385  ACIL TasmanReport — AGPApril 2010, p. 15.
386 ACIL TasmanReport — AGPApril 2010, p. 15.
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Table 9.4 Total gas demand drivers for each delivgrpoint

Delivery point

Drivers

Alice Springs

Tennant Creek

Elliott

Daly Waters

Mataranka

Pine Creek

Katherine

Weddell

Channel Island

Mt Todd

Cosmo-Howley

Ban Ban Springs

Darwin City Gate

historical growth trend, boosted by increasing pettien of reverse cycle air conditioners,
but offset to some extent by more efficient gereranits installed by PWC. Overall
2 per cent per annum growth in demand and pealiresgents

similar demand drivers to Alice Springs. Overall per cent per annum growth in demand
and peak requirements based on historical trends

stable demand based on current generaégacity continuing to operate at full capacity

stable demand based on historic flat average defioadacarthur River Mine, and stable
mine production outlook

stable demand in line with 2010-11 levels, highantin recent years where gas supply
was constrained and substitute fuel used. Avaitglaf Blacktip gas field has removed
gas supply constraints and allows full demand efrttain industrial customer to be met
with gas

steady base load delivered by a third party geoetatder contract to PWC. Gas demand
therefore does not change significantly over tleess arrangement period

peaking electricity load. Demand growth at 1 pertg@er annum in line with historical
growth

delivery point commissioned in 2007. The forecafiects increased utilisation of these
more efficient units and the displacement of gasllfsom Channel Island. Forecast
growth of 3 per cent per annum reflecting the trentdbtal gas demand growth for the
Darwin/Katherine transmission system over the curagcess arrangement period

dominant load for with 43 per cent of 2010-11 vodsnfor the pipeline. Some shift of gas
demand at this delivery point to more efficient gation units at Weddell. However PWC
is currently expanding Channel Island generatioracip with efficient modern units, so
forecast growth of 3 per cent per annum reflectivegtrend in total gas demand growth for
the Darwin/Katherine transmission system over tireent access arrangement period,
capped at 60 TJ per day reflecting electricity $raission constraints.

Overall Darwin/Katherine transmission system ganated (Pine Creek, Katherine,
Weddell, and Channel Island) forecast to grow IByg&r cent per annum. This is a slight
decrease from the growth rate in the earlier acagasigement period of

3.2 per cent per annum, reflecting increased efiicy of newer generating units installed
at Channel Island, Katherine and Weddell.

Mt Todd mine closed 2006—07; no gas dei@gesince that time and no deliveries forecast
lateral decommissioned 2008, no deésdprecast

delivery point for Bonaparte Pipeline commissiongas in 2000—09 and 2009-10 but now
a supply point, no deliveries forecast

supplies to commercial and light industrial usérg; demand not material to overall
forecast (0.4 per cent of 2010-11 demand totafcfast to remain steady

Source:

NT GasAccess arrangement submissi@ecember 2010, p. 59, ACIL

TasmanReport — AGPApril 2010, pp. 12-13.

9.6.5 Minimum, maximum and average demand

Rule 72(1)(a)(iii)(A) of the NGR requires that thecess arrangement information for
a transmission pipeline must include minimum, maximand average demand for
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the earlier access arrangement. NT Gas providedniation on minimum, maximum
and average demand over the earlier access arrengeeriod as set out in table 9.5.

The information reflects the cumulative demancdatlowest, highest and average
volumes at the delivery points along the AGP onerdarlier access arrangement
period. The AER considers the minimum, maximum avelage demand for each
delivery point provided by NT Gas meets the request of r. 72(1)(a)(iii)(A) of the
NGR.

Table 9.5 Minimum, maximum and average demand 20014 (TJ per day)

Minimum Maximum Average demand

demand demand
2001-02 23.9 83.4 46.4
2002-03 22.4 80.5 49.2
2003-04 18.2 94.2 51.6
2004-05 23.5 87.6 53.8
2005-06 24.9 85.8 55.8
2006-07 26 91.2 58.5
2007-08 22.2 94.2 55.7
2008-09 7.6 103.4 50.4
2009-10 6.4 105.8 59.9
2010-11 15 114.4 61.9

Source: NT GasAccess arrangement submissi@ecember 2010, pp. 40-42.
Note:  Values in table 9.5 are derived from the sation of demand at each delivery
point over the earlier access arrangement period.

9.6.6 Forecast pipeline capacity and utilisation

Rule 72(1)(d) of the NGR requires that, to the epracticable, the access
arrangement information should include forecaseloie capacity and utilisation of
pipeline capacity over the access arrangementghéefize AER accepts NT Gas’s
forecast capacity has been calculated on the sasig &s historic capacit§’ The

AER also accepts NT Gas'’s forecast utilisatiorhefpipeline has been derived using
an estimate of the non-coincident maximum demandlfalelivery points divided by
the forecast capacity of the pipelitf8 The AER considers its position is supported by
ACIL Tasman who considered the method used by NI tGa&stimate capacity
utilisation over the access arrangement periogpsapriate and could be expected to
yield a reasonable forecast of capacity utilisatfon

387  NT GasAccess arrangement submissi@ecember 2010, p. 58.
388  NT GasAccess arrangement submissi@ecember 2010, p. 58.
389 ACIL TasmanReport — A®, April 2010, p. 17.
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The AER considers that pipeline capacity and atilssh are arrived at on a reasonable
basis and meet the requirements of r. 74(2) oNGR.

9.6.6.1 Spare capacity

The AER sought further information from NT Gas be tapacity of the pipeline over
the access arrangement period. In particular, B8R Aought information on the
following:

= firm capacity
= interruptible capacity

= gspare capacity to provide firm and interruptiblevg®s including when the spare
capacity will become available.

NT Gas updated its and APA Group’s web&ifavith information on expected
pipeline capacity and utilisation. NT Gas providefdrmation as shown in table 9.6
on its website.

Table 9.6: Expected pipeline capacity and utilisatin

Units 2011-12 2012-13 2013-14 2014-15 2015-16
Pipeline capacity TJ per day 104.0 104.0 104.0 ao4. 104.0
Utilisation of pipeline capacity % 79 80 82 84 86
Source: APANttp://www.apa.com.au/media/184216/agp%20capaci®/%202011.pdf

Viewed 2 March 2011, NT Gakttp://www.ntgas.com.au/our-company.hiwviewed 2 March 2011.

NT Gas indicated the AER that the AGP capacityldesen calculated based on
current injection and load characteristics, anthasexpected pipeline utilisation is
below 100 per cent, there may be potential to qffeeline services to other usérs.

The AER considers that the information provided\dyGas supports its proposal.

9.7 Conclusion

The AER approves NT Gas’s proposed demand foreaadtey meet the
requirements of r. 72(1)(a)(iii), r. 72(1)(d), and’4 of the NGR.

390 Email NT Gas to AERAER.NTGas.02-Questions on pipeline capaditifebruary 2011, NT Gas,
http://www.ntgas.com.au/our-company.html, viewel&ch 2011, viewed 2 March 2011

391 Email NT Gas to AERAER.NTGas.02-Questions on pipeline capaditifebruary 2011. On the website,
NT Gas also makes note of the services it offerschvincludes firm services, interruptible servieesl
negotiates services. Further, NT Gas has includathct details for how potential users on the awdity
of services.
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10 Tariffs—transmission pipelines

An access arrangement is required to set out heereice provider intends to charge
for reference services. The NGR requires that #sesbfor setting reference tariffs be
explained. This is achieved by defining the tatdsses and comparing the revenue to
be raised by each reference tariff with the cogirotviding each individual reference
service.

NT Gas has proposed a single reference tariff ataf the zonal tariff structure that
was in place in the earlier access arrangement. Zdrel tariffs in the earlier access
arrangement period have been discarded due to agd@n the direction gas flows
along the pipeline and the potential for gas tavflim either direction. The AER
considers the proposed reference tariff, which fla&'postage stamp’ capacity
charge, balances the need for efficient prices tanghaximise pipeline utilisation.

The AER considers that most elements of NT Gagjsoped tariffs, including the
simplified ‘postage stamp’ tariff, are complianttivihe NGR. In revising its
reference tariffs to address matters in this chgptd Gas is required to incorporate
the various amendments required by the AER in athapters of the draft decision.
The AER requires that the reference tariff for 2014 be set at $0.5778 per
gigajoules (GJ) of delivery point maximum daily gty (MDQ).

10.1 Introduction

This chapter sets out the AER’s consideration of®8E’s tariff structure and
allocation of revenue. Specifically, the AER hasessed the proposal for its
compliance with the NGR. NT Gas has addresseddli@&pects of its proposed tariff
structure, including:

= the number of tariff classes, tariffs, and chargilagameters
= the share of total revenue to be recovered frorh &adf class

= the cost-reflectivity of tariffs and charging parsters.

10.2 Regulatory requirements
With respect to reference tariffs, the NGR requiMdsGas to:

= describe the proposed approach to the settingitfsfancluding the method used
to allocate costs, and demonstrate the relatiortsttiween tariffs and costs and
provide a description of any applicable pricinghpiples (r. 72(1)(j))

= demonstrate that total revenue is allocated betwefenence and other services in
the same ratio that costs are allocated betweee services (r. 93(1)&(2))

= for each reference tariff, show how it would recotre portion of revenue
attributable to that reference service and, tcetttent practicable, attributable to
users or user classes (r. 95(1))

= allocate directly attributable costs to users @rusasses to which they are
referable (r. 95(3)(a))
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= allocate indirect costs between users or usereddaasa manner consistent with
the revenue and pricing principles (r. 95(3)(b))

= gspecify the tariffs for each reference servicd®1)(d)(i) & (ii)).

The AER has limited discretion in assessing compkawith r. 952

10.3 Access arrangement proposal
The key features of NT Gas’s proposed referendi sénucture and cost allocation
methodology are as follows:

* asingle reference service (the “Firm service”)

= all pipeline revenues to be recovered from theregfee service, on the basis that
users and prospective users are expected to utilseervice onf$**

* asingle user clad¥

= asingle reference tariff for pipeline access sipextive of the injection or delivery
point along the pipeliné®

* acharging parameter based on capacity, that i<QWD

* the 2011-12 reference tariff is set at $0.7596Gak0f delivery point MDG™®

10.4 Submissions

The AER received four submissions that addressethtiffs. These submissions
were from the Power and Water Corporation (PW@ Nbrthern Territory Major
Energy Users (NTMEU), a combined submission fromt&aLimited and Magellan
Petroleum Australia Limited (Santos and Magellamy the Northern Territory
Treasury (NT Treasury).

PWC has submitted that:

®= NT Gas has inappropriately calculated the refereéac based on total delivery
point capacity per day (117 terajoules (TJ) per, edych can vary up to 127.4 TJ
per day). The reference tariff should be calculaecbrding to the aggregate
guantity of gas to be delivered across all deliygwints on a day, estimated to be
110 TJ per day

392  NGR. 40(2). Under r. 40(2), limited discretimeans the AER may not withhold its approval to an
element of an access arrangement proposal thavésmed by the relevant provision if the AER is
satisfied that it complies with applicable requigsts of the NGL, and is consistent with applicable
criteria (if any) prescribed by the NGL.

393  NT GasAccess arrangement proposBlecember 2010, p. 5.

394 NT GasAccess arrangement submissi@ecember 2010, p. 146.
395 NT GasAccess arrangement submissi@ecember 2010, p. 147.
396  NT GasAccess arrangement submissi@ecember 2010, p. 146.
397  NT GasAccess arrangement informatiddecember 2010, p. 29.
398 NT GasAccess arrangement proposBlecember 2010, p. 21.
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= the overrun, imbalance and daily variance charges ho basis where pipeline
revenues are fully allocated to the reference sesyiassuming full capacity
utilisation on the pipelin&”®

The NTMEU has submitted that:

= due to the variability of flows on a bi-directiorn@peline, NT Gas has the
flexibility to ‘over-recover’ significant revenudsom a highly depreciated asset

= the AER should closely examine the existing contwath PWC to ensure
NT Gas does not recover excessive revenues

= jtis likely there will be demand for bi-directidn@ansport on the pipeline, and the
AER should set reference services as they areg/likdbe used as the basis for
negotiation'®®

Santos and Magellan has submitted that:

= the cost allocation methodology and postage stamifp proposed by NT Gas are
consistent with the revenue and pricing princigled the national gas objective

= with gas sources and delivery points at variouatioos along the AGP and with
no significant variable costs of gas transmissibeare is no economic rationale for
a distance based reference tariff

= there is no basis for economic efficiency in atipsughput tariff component
given that costs are largely fixed in nature anddependant on throughplft:

NT Treasury has submitted that:

= tariffs proposed in the access arrangement shefliett economically efficient
principles

= the economic efficiencies of a tariff structure sladobe balanced against ensuring
the service provider can recover revenues to eageuiuture investment and the
safe and reliable operation of the ag§&t.

10.5 AER’s considerations

The AER has reviewed NT Gas’s proposed referendégaucture, and considers it
best meets the requirements of the NGR and NGL AER has come to this view
for two main reasons. First, the nature of gas $law the pipeline have changed
significantly from the earlier access arrangemehemthe zonal tariffs were
approved—as gas is no longer expected to flow tfersouth to the north beyond
2012. Instead, injection will occur largely in therth while deliveries to the south
will be limited. However, prospective users may stish to transport gas

399 PWC Submission to the AERlarch 2011, pp.10-12.

400 NTMEU,Submission to the AERebruary 2011, pp. 60-62.

401  Santos and MagellaBubmission to the AERanuary 2011, p. 12.
402 NT TreasurySubmission to the AERIarch 2011, p. 4.
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northwards, and there is still gas available inAheadeus Basin, at the southern end
of the pipeline. Were zonal tariffs to be retainidiffs in the south would increase
significantly. A zonal tariff would likely have theffect of substantially reducing
potential for higher utilisation of the pipelinehd AER therefore does not consider it
is in the long term interests of users, prospeaisers or NT Gas to retain a zonal
tariff structure.

Second, the AER accepts that a capacity basetlitanifore relevant given the
circumstances of the pipeline. The key constraitipeline access is the availability
of capacity. The capacity of the pipeline is cutigrand expected to continue to be
fully contracted to a single user. The AER considecapacity based charge would
provide a more direct signal of pipeline usage thas flows.

In submissions from interested parties, no concemre raised about the proposed
single reference tariff. Further, Santos and Mageiave explicitly supported the
proposal. The submissions were received from adoraage of interested parties
including the single existing user, a body représgrprospective users, a
jurisdictional government agency, and a suppliggad to the pipeline.

The AER’s reasoning for its decision is set outiagjathe following headings:
= the allocation of revenues to the reference service

= the establishment of user classes

= the capacity based charging parameter

= the derivation of the reference tariff.

10.5.1 Allocation of revenue to the reference service

The AER accepts NT Gas’s proposal to allocate tetanues entirely to the
proposed reference service. While NT Gas proposedbn—reference services, no
costs were allocated to these services based erpattation by NT Gas that there
would be no demand for these services. It is toeeedppropriate to set tariffs such
that the revenue requirement is fully recoverediftbe reference service. That is, the
reference tariffs have been calculated based oddihmand forecasts discussed in
chapter 9 of the draft decision.

The NTMEU submitted that an interruptible servioelld be established as a
reference servic®>® However, NTMEU did not estimate the likelihoodaofy
prospective users of such a service. SimilarlyNfieTreasury submitted there is
scope for NT Gas to offer both firm and interrufgtiteference servicé8! The AER
considers that in the circumstances, it would motdasonable to anticipate demand
for an interruptible service. In the absence of aedfor an interruptible service, it
would not be reasonable to reduce the tariffsHergroposed reference service to
offset the revenues associated with an interrugsblvice. The AER accepts that full

403 NTMEU,Submission to the AERebruary 2011, p. 61.
404 NT TreasurySubmission to the AERIarch 2011, p. 4.
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allocation of revenues to the single proposed egife service is consistent with
r. 93(1) and r. 93(2) of the NGR.

10.5.2 Establishment of user classes and allocation of €is

In further allocating reference service costs aciesers, the AER is implicitly
required to consume whether there are users orclasses that should make
differential contributions to the cost of providitite reference service. The AER
accepts NT Gas’s proposal that there is a singleclass on the pipeline. Under the
single tariff proposed by NT Gas, all users paysémme price per unit of capacity. An
alternative to this structure would require theasapon of users or user classes into
‘zones’, as was the case in the earlier accessgamnaent period. The AER considers
that there are no practical means to separate asdrprospective users into different
classes, given the potentially variable directibgas flows on the pipeline.

The AER is then required to assess whether diretiradirect costs are allocated to
users or user classes in accordance with r. 95¢BedNGR. The direct costs of usage
on the pipeline are the specific connection agbetsonly serve particular users, such
as metering equipment. The AER does not considegetis any reason other than to
expect these costs will differ significantly betwagsers, and this will be addressed
by setting a per unit tariff. Consequently, a refexe tariff that spreads total pipeline
costs evenly between users must necessarily atlatdeast the direct costs to each
user.

The remainder—and majority—of pipeline costs aerxefore indirectly attributable.
The AER considers that, in the circumstances, N¥ $Garoposed reference tariff
allocates costs in a manner consistent with themee and pricing principles as
required by r. 95(3)(b) of the NGR. The revenue pncing principles require the
AER to consider, amongst other things, the efficlenel of pipeline usage weighed
against the risk of under utilisation of the pipelt’® The AER considers:

= the retention of zonal tariffs may lead to unddiggtion of the pipeline

= a postage stamp tariff will prevent large tariftieases in the southern and central
sections of the pipeline, which will limit the likkood of underutilisation

= this greater potential utilisation of the pipelisen the long term interests of
users, prospective users and NT Gas.

Zonal tariffs in the earlier access arrangementiper

In the earlier access arrangement period, the AG&Epted three tariff zones
proposed by NT Ga¥? At that time, all gas on the pipeline was sourteth the
Amadeus Basin located at the southern end of {hipe, and transported north to
delivery points along the pipeline. Depending am distance that gas was physically
transported, it was possible to differentiate ugeis user classes. Specifically, users

405 NGL ss. 24(3) and 24(7).
406 ACCC Final decision December 2002, p. 108.
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were classified into three tariff zones based amkboundaries drawn at points of
change in the physical characteristics of the pipéP’ As set out in figure 10.1:

= Zone 1—everything south of the compressor at Warreg
= Zone 2—from the compressor to the change in pipaliameter at Mataranka

= Zone 3—everything north of the change in pipelirareter at Mataranka.

407  These physical demarcations were: a comprststion at Warrego, and a change in pipeline dierag
Mataranka.
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Figure 10.1: Schematic of Northern Territory pipeline
network
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Source: NT GasAccess arrangement submissiBecember 2010, p. 3.
Proposed ‘postage stamp’ tariffs

For the access arrangement period, NT Gas hassgdpo remove the zonal
boundaries as a result of the change in directigras flows through the pipelirf&®

408 NT GasAmadeus gas pipeline AA revision, tariff structanel considerations8 March 2011. In practice,
NT Gas only expects two of the injection points (Ban Springs and Mereenie) to be used during the
access arrangement period.
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NT Gas proposed that while gas will be sourced @redantly from the Blacktip gas
field, (via the Wadeye receipt point) and partidtlym the Mereenie receipt point
until 2012, the direction of gas flows will be vale and that the pipeline now
functions more like a ‘pressure vess&P For example, to even out the periodic
difference between gas injections and withdrawgds, injections may travel in a
southerly direction before returning northwardsnigirly, gas injected in the south
for users in the north may simply maintain pressat@e pipeline with users
physically consuming gas sourced from Blacktiphi@ horth. The direction and
distance of actual gas flows are variable and tbexehe previous tariff zones or the
distance between the points of injection and dejfid® not adequately describe the
actual use of the pipeline. Further, there aretiven gas reserves in the Mereenie
gas field, and while it has not been forecasg fassible that south—north gas flows
could recommence during the access arrangemendp&antos and Magellan, who
own these gas fields, submitted that they are e@lgtimarketing gas for use on the
pipeline, potentially until 2036'° Consequently, the AER accepts that the previous
zones are no longer appropriate in determining cissses or tariffs.

The AER also considers the effect of retaining ktendfs on prospective users. NT
Gas estimated some approximate tariffs that wopfdyaif the zonal structure was
retained. These are set out in table 10.1 below.zbmal tariffs were reviewed by the
AER. The retention of zonal tariffs would resultamelatively small reduction to
tariffs in the north (zone 3) and significant ineses to the tariffs in the southern and
central tariff zones (zones 1 and 2). Comparedsiogle zone tariff, users towards
the north of the pipeline would face slightly lowssr unit tariffs, while users in the
central and southern zones would face significamtier prices.

Table 10.1: Indicative zonal tariffs compared to aingle tariff

Earlier access arrangement NT Gas proposed access NT Gas
arrangement: proposed access
if zonal tariffs are arrangement:
retained under a postage
stamp tariff
Zone 2010-11 Cumulative 2011-12 Cumulative tariff  2011-12 tariffs
tariffs tariff at delivery tariffs at delivery point ($ per GI
($ per GJ)*  point ($ per ($ per GI)» (% per GJ)*
GJ)*
Zone 1 0.91
(south)
zones apply)
Zone 2
0.74 1.79 1.84 2.29
(central)
Zone 3
0.62 2.41 0.45 0.45
(north)
Source: A NT Gafresentation to the AER—Tariff structure and coasitions

8 March 2011, slide 11 (indicative only), *: AERalysis.

409  Santos and MagellaBubmission to the AERebruary 2011, p. 1.
410 Santos and MagellaBubmission to the AERebruary 2011, p. 1-2.
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Note: The zonal tariffs for the access arrangemeribd are indicative, and are
calculated based on some general assumptions. Tdrédfeare not
intended to be precise, but give a sense of pragnitudes. The AER
considers that, due to the majority of gas flomsicg from the north of the
pipeline, the tariff would sum in reverse to thelieaaccess arrangement
period. The AER also considers that tariffs areregped in $ per GJ, which
is a throughput measure, in contrast to NT Gasip@sed capacity tariff.
This is for the purposes of comparison in termghefmagnitude of price
impacts. Also, the postage stamp tariff price isvawsted from the proposed
capacity reference tariff by assuming a load faofdt.2 (i.e. increasing the
capacity tariff by 20 per cent).

NT Gas proposed that under a zonal or distancedldas, |

c-i-c ]. NT &proposed that
the most likely prospective user of the pipelineséd on scenario analysis, would be
located in the southern section of the AGFFurther, in its submission, NT Treasury
submitted that excessive tariffs would act as adentive to potential users of the
AGP, which would be inefficient considering the atlance of gas supplies near the
pipeline?*?

The AER accepts that prospective users would niadylutilise the southern
sections of the AGP. Opportunities for additiona$ gupply, not already taken up by
PWC, would likely come from gas fields in the Amadd3asin. Such prospective
users could supply gas to mines along the pipelimere existing energy needs are
met from diesel generators. A zonal tariff struetwould therefore adversely affect
further utilisation of the pipeline. Further, th&R is aware that the existing user is
expected to be contracted to meet the full cospp@fiding the reference service.
Zonal prices would result in the same revenuesgoeoovered from the existing
user, and prospective users may be discouragedybgritariffs in the southern
zones. While the demand forecasts do not inclugigoeavisions for prospective
users, the interests of prospective users shouddidased for in the structure of the
reference tariffs. Therefore, the AER considersraattariff would not have any
practical benefit in promoting the long term insgeof consumers.

In light of these considerations, the AER accedpds & tariff based on a single user
class encourages pipeline utilisation that is enltmg term interests of users,
prospective users, and the service provider. Cangal the AER considers the tariff
structure proposed by NT Gas satisfies the revandepricing principles, and is
consistent with r. 95(3) of the NGR.

10.5.3 Capacity based charging

The AER accepts NT Gas’s proposed capacity tddéed on the user's MDQ at the
relevant delivery point'* NT Gas had previously charged on the basis of gas
throughput.

The AER considers that a capacity based chargasonable given the capacity of
the pipeline is expected to be fully contractedthar entirety of the access

411 NT GasTariff structure and consideration8 March 2011, slide 10.
412  NT TreasurySubmission to the AERlarch 2011, p. 3.
413 NT GasAccess arrangement informatiobecember 2010, p. 29.
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arrangement period to PW&' Capacity, rather than throughput, is expectecetthk
primary constraint on access to the pipeline. &rteubmission, Santos and Magellan
noted the costs associated with the referencecgemwere largely fixed in nature and
therefore the use of capacity rather than throughas appropriat&"

10.5.4 Calculation of reference tariffs

In its proposal, NT Gas derived its tariff by diwid building block revenue by the
sum of forecast MDQ at all of the existing delivggints. PWC submitted that this
was an inappropriate method for calculation ofdapacity charge, and indicated that
the appropriate value was the structural limithaf pipeline’s capacity to meet the
MDQ.*'® In particular, PWC was concerned that the metHazlculating the

capacity base charge would result in over chargegause of growth in forecast
delivery point demand over the access arrangeneid The AER considers that
PWC may have understood that the 2011-12 deliveint MDQ would be used to
calculate tariffs for each year in the period. Tikiaot the case, and forecast delivery
point MDQ for each distinct year is used in thaary® determine the reference tariff.

In contrast, the proposed access arrangement esghit users nominate delivery
point maximum capacities for specific days to NTs®a an ongoing basis. NT Gas
would then determine if the allocation was strualiyrpossible. As such, the
reference tariff is charged on the basis of dadijv@ry point capacity reservation,
rather than the physical maximum capacity on tipelpie. Unit tariffs each year
would reflect the forecast growth in annual delwvpoint capacity, which is based on
the expected growth in total nominated deliverynp®DQ. This approach would
limit the risk of over or under recovery, as raibgdPWC, to the extent that delivery
point MDQ forecasting is accurate. Consequently, AER considers it is consistent
and appropriate to use the forecast MDQ valueglataty points to determine a per
unit price.

The AER accepts NT Gas’s proposed approach toidgrariffs. By incorporating
the changes required to building block componelsesahere in the draft decision, the

reference tariff for 2011-12 should be amendedt8&8 per GJ of delivery point
MDQ as required by amendment 10.1.

10.6 Conclusion
The AER accepts the following aspects of NT Gasippsed reference tariff policy:

= the allocation of total revenues to the referemmkraon-reference services
= the single ‘postage stamp’ tariff and associated atbocation methodology
= the capacity based charging parameter

= the derivation of the reference tariff.

414  NT GasAccess arrangement submissi@ecember 2010, p. 146.
415  Santos and MagellaBubmission to the AERebruary 2011, p. 12.
416 PWC Submission to the AERlarch 2011, p. 10.
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The AER considers that NT Gas’s proposed refer&argé and its associated cost
allocation methodology are consistent with the N@&uirements for tariff setting.

Applying this structure, and incorporating the need amendments in other sections
of the draft decision, the AER considers the refeeetariff should be set at $0.5778
per GJ of delivery point MDQ as set out in amendini€nl, and varied in accordance
with the tariff variation mechanism, as approvedhapter 11 of the draft decision.

10.7 Required Amendments

Before the access arrangement proposal can bevegahfd T Gas must make the
following amendments:

=  Amendment 10.1:Revise the 2011-12 reference tariff to $0.5778Gk0f
delivery point MDQ.
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11 Tariff variation mechanism

An access arrangement is required to set out hoiiganay be varied during an
access arrangement period. NT Gas has proposedfavariation mechanism that
allows tariffs to be adjusted by inflation and, wapplicable, an ‘X’ factor each
year. In addition, NT Gas has proposed a mechafosradjusting tariffs in the event
of an approved cost pass through.

The purpose of the tariff variation mechanism mpagst other things, to permit the
building block revenues to be recovered over tleess arrangement period smoothly
and to take account of actual inflation.

The AER does not accept elements of NT Gas’s peddasff variation formula,
under r. 92(2) of the NGR. The AER considers théetors must be amended to
reflect the changes to the forecast total revedeatified in other chapters of this
draft decision.

The AER considers the proposed general cost passgh event is not defined
clearly enough. Consequently, the AER has definmthaber of cost pass through
events it considers are preferable and has accegpiegroposed materiality
threshold of one per cent.

11.1 Introduction

This chapter sets out the AER’s consideration of®&E’s tariff variation mechanism.
The purpose of the tariff variation mechanism ipgéomit tariffs to be adjusted during
the access arrangement period. These adjustments account for actual inflation
while maintaining the proportion of revenue to beavered from different reference
services. The mechanism also accommodates otliféatjustments that may be
required, such as for an approved cost pass threugft. The tariff variation
mechanism also sets administrative procedurefiéoapproval of any proposed
changes to tariffs.

11.2 Regulatory requirements
With respect to the tariff variation mechanism, @R requires that:

= NT Gas include a mechanism for variation of a fee tariff over the course of
an access arrangement period (r. 92(1))

®= NT Gas include the service provider’s rationaledoy proposed reference tariff
variation mechanism (r. 72(1)(k))

= the reference tariff variation mechanism must be@gied to equalise forecast
revenue in present value terms from reference ees\wver the access
arrangement period, and the portion of total reeeslocated to reference
services for the access arrangement period (r)P2(2

= areference tariff variation mechanism may provatevariation of a reference
tariff in accordance with a schedule of fixed tgrior in accordance with a
formula set out in the access arrangement; orasudt of a cost pass through for
a defined event; or a combination of 2 or morehese operations. (r. 97(1))
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= aformula for variation of a reference tariff mdgr(example) provide for variable
caps on the revenue to be derived from a parti@darbination of reference
services; or tariff basket price control; or reveryield control; or a combination
of all or any of these factors (r. 97(2))

= areference tariff variation mechanism must giveAlER adequate oversight or
powers of approval over variation of the referetazéf (r. 97(4))

= in deciding whether a particular reference taréfigtion mechanism is
appropriate to a particular access arrangemenf i must have regard to the
various factors under r. 97(3) of the NGR includihg need for efficient tariff
structures; the possible effects of the referead# variation mechanism on
administrative costs; the regulatory arrangemeh#g) applicable to the
relevant reference services; the desirability ofststency between regulatory
arrangements for similar services; and any otHevaat factor.

The AER has full discretion in assessing NT Gasippsed tariff variation
mechanisnt!’

11.3 Access arrangement proposal

NT Gas has proposed two reference tariff variatm@athanisms as part of its access
arrangement proposal:

= an annual scheduled reference tariff adjustmentaresm, which applies in
respect of each year of the access arrangementperi

» acost pass though reference tariff variation meisina**®

NT Gas has submitted that all rates and charge®ference services will be adjusted
on 1 July 2012 and on each subsequent 1 July or@aace with the approach set out
in section 4.7.3 of the access arrangerfiént.

11.3.1 Annual tariff variation formula mechanism

NT Gas proposed an annual tariff variation fornmakechanism that had been revised
from that applying in the earlier access arrangermenod. Tariffs had been
previously adjusted by CPI, an X factor and a Mdgahe Y factor has been removed
for the proposed access arrangent&HiT Gas proposed the following variation
formula:

Reference Tarifi= Reference Tariffx (CPL / CPk) x (1-X)

Where:

417  NGR. 40(3).
418  NT GasAccess arrangement informatiobecember 2010, p. 30
419  NT GasAccess arrangement proposBlecember 2010, p. 14.

420 NT GasAccess arrangement submissi@ecember 2010, p. 149; ACCEnal decision December 2002.
The Y factor allowed for a one off step reductinrcosts for 2006—7 to coincide with a significatefps
decrease in NT Gas’s costs
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Reference Tariff is the Reference Tariff for the year in which thefétence
Tariff is to be determined

Reference Tarigf is the Reference Tariff for Firm Service applicaatehe
Adjustment date of 1 July 2011

CPI means the Consumer Price Index (weighted averaget E
Capital Cities) published quarterly by the Austali
Statistician. If the Australian Statistician ceasepublish the
quarterly value of that Index, then CPI means thatgrly
values of another Index which Service Provideraaably
determines most closely approximates that Index.

CPlI, means the value of the CPI last published befarathustment
date “n” at which the Reference Tariff is beingocddited

CPly means the base CPI, being the CPI for the quantbgdeMarch
2011
X is zero***

As NT Gas has proposed zero X-factor growth forethiére access arrangement
period, tariffs would be updated annually only bg telative magnitude of CPI
compared to base year CPI, unless a cost pasgthesent occur?

11.3.2 Cost pass through tariff mechanism

NT Gas has included a cost pass through mechanigsaccess arrangement
proposal, to ensure it can recover incrementakaestulting from material
unforeseeable and uncontrollable evéAtNT Gas did not define any specific cost
pass through events, opting instead for a genassd through because this:

= avoided the limitations of the foresight requireccomprehensively define or
forecast events

= reflected recent regulatory practice by the AER

* s consistent with the revenue and pricing priresgh the NGR?*

NT Gas included the following example cost passugh events in its access
arrangement:

= changes in regulatory obligations, or the impositsd any new regulatory
obligations, including changes to applicable lanuges and regulations;

®= achange in tax or levy, or the imposition of a riawor levy; and

421  NT GasAccess arrangement proposBlecember 2010, p. 13.

422  NT Gas, Acess arrangement submissi@ecember 2010, p. 148.
423  NT GasAccess arrangement submissi@ecember 2010, p. 150.
424 NT GasAccess arrangement submissi@ecember 2010, p. 149.
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= an unusual or foreseen event, such as a floodygar earthquake, that leads to
costs not otherwise recovered or recoverable thringurance or other
compensation paymerits.

11.3.2.1 Materiality threshold

NT Gas proposed that a materiality threshold etjuahe per cent of smoothed
annual revenue should apply to general cost pasagh event§?° NT Gas
considered a one per cent threshold:

= ensured the ability for NT Gas to pass through teseen and uncontrollable
costs

= ensured that the reference tariff reflects thecifit costs of providing the
reference service

= reflected the administrative costs expected todsadas a result of a cost pass
through claim by NT Gas, its users and the AER.

* s consistent with the AER’s recent regulatory ficac*?’

11.3.3 Annual tariff variation oversight and approval

NT Gas proposed a tariff variation process whewinual changes in tariffs are
notified to the AER at least 30 business days leeloey are scheduled to take effect.
NT Gas also proposed that at the time a tariffatenn is submitted to the AER for
approval, it may include the impact of one or mawst pass through events.

NT Gas proposed that the AER must notify NT Gassadlecision in respect of a

tariff variation notification within 30 businessydaof receiving a notificatioff®
Otherwise, the relevant reference tariffs wouldabtomatically varied in accordance
with the notification submitted by NT Gas. Howeuéthe AER subsequently
decided against all or part of the variation, titeRAmay require NT Gas to amend
reference tariffs to take account of the AER’s dieti**° NT Gas would only notify
the AER of proposed tariff variations in accordandth either of the above
mechanisms only where pipeline capacity to prot#ereference service is available.
Where capacity is not available, NT Gas would ‘B&®RI adjustments and cost pass
through events, and submit them to the AER at suiime as capacity is availabe.

11.4 Submissions

Santos Limited and Magellan Petroleum Australiaitech (Santos and Magellan)
made a submission on NT Gas’s proposed tariff tiarianechanism. Santos and
Magellan submitted that:

425  NT GasAccess arrangement proposBlecember 2010, p. 14.

426 NT GasAccess arrangement submissi@ecember 2010, p. 152.
427 NT GasAccess arrangement submissi@ecember 2010, p. 152.
428  NT GasAccess arrangement submissi@ecember 2010, p. 153.
429  NT GasAccess arrangement submissi@ecember 2010, p. 153.
430 NT GasAccess arrangement submissi@ecember 2010, p. 153.
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= the annual inflation of tariffs in line with CPI &ppropriate and consistent with
general regulatory practice

= cost pass through events should be limited to ddfevents, and be made subject
to the ‘approval and scrutiny’ of the AER in accande with r. 97(4§*

11.5 AER’s considerations

NT Gas reference tariff variation mechanism is cosgal of two key components; an
annual tariff variation formula and a cost passtigh mechanism. Each is discussed
separately in the section. Rule 40(3) of the NG&joles the AER with full discretion
over the proposed tariff variation mechanism. THeRAcan therefore reject a
proposed element of the tariff variation mechaniisitnconsiders a preferable
alternative exists that better promotes the requergs in the NGR and NGL. The
AER has considered the consistency of the propossthanism with r. 97 of the
NGR; the national gas objective (NG®)and the revenue and pricing principfé.

11.5.1 Annual tariff variation formula

The AER does not accept NT Gas’s proposed annuiiiMariation formula. The
AER'’s consideration of the annual tariff variatimmmula is set under the following
headings:

= gpecification of the formula
= banking of annual tariff variations

= oversight and approval

11.5.1.1 Specification of the formula

The AER accepts most aspects of NT Gas’s propasadbatariff variation formula
specification. However, NT Gas has specified thatfs for the forthcoming year be
varied in accordance with the most recent inflafGRI) figure but did not
specifically identify which figures would be uséithe AER requires that tariffs are to
be updated using March to March CPI figures, ie lwith its approach to revenue
calculation. NT Gas has historically adjusted refee tariffs based on March to
March CPI, and the AER considers that using thet mp4o-date CPI data provides
consistency and therefore more accurately implesniet tariff variation mechanism.
Ther%gare, this approach better promotes the revand pricing principles under the
NGL.

NT Gas has proposed to use CPI data publisheciguhrter immediately preceding
the scheduled tariff change (on 1 July each y&agonsistent with its approach in
other chapters of the draft decision, the AER nexguNT Gas to use March quarter

431  Santos and MagellaBdubmission on the AGPebruary 2011, pp. 13-14.
432 NGLs. 23.

433 NGLs. 24.

434  NGL s. 24.

435  NT GasAccess arrangement proposBlecember 2010, p. 14.
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CPI data for its annual tariff variatiofi%. The approach to calculate the CPI
adjustment is outlined in the amendment 11.1. TE& Aecognises that March
quarter CPI will not usually be available 50 day®pto the adjustment date. To
overcome this issue NT Gas should submit annuiffl ¥ariation proposals to the
AER with ‘placeholder’ CPI figures, to be updatadidg the assessment period,
when March quarter CPI is published.

NT Gas did not report agfhcrease or decrease in 2011-12 as the proposksl ta
switch from throughput to capacity based chafdéShe AER accepts that the 2010—
11 and 2011-12 prices are not directly comparaylale prices may not be directly
comparable between periods, the AER considersutdvoe informative to instead
consider the fPrevenue effect in 2011-12. The AER has calculdtedchominal
revenue requirement for NT Gas will decrease bpe&8cent between 2010-11 and
2011-12. Figure 11.1 illustrates how the revenaeirement will vary over the
access arrangement period.

Figure 11.1: Comparison of NT Gas’s annual revenugquirements between
2006-11 and 2011-16.

W 2006-07 to 2010-11 indicative revenues O AER approved revenues

70

$m (nominal)

2006-07 2007-08 2008-09 2009-10 2010-11 2011-12 2012-13 2013-14 2014-15 2015-16

Source: AER Analysis

For the remainder of the access arrangement péNibd;as has proposed X-factors
of zero (that is, no real change in tariff durihg access arrangement period). The
AER considers that in the circumstances, zero Xefsaeflect the flat levels of
expenditures expected over the access arrangemeod following the spike in the

436 NGR, r. 97(3)(e).
437 NT GasAccess arrangement submissi@ecember 2010, p. 148.

438  Note: as the pipeline was previously neayfadintracted, NT Gas did not actually recover #fenence
service revenues in figure 11.1 from the referesmeice. The indicative revenues pre 2011-12 were
calculated using NT Gas'’s reference tariffs, adjddiackwards for actual CPI, multiplied by the atgas
throughput in the three zones.
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first year. On this basis, the AER accepts thectdis proposed by NT Gas satisfy
r. 97 of the NGR.

The CPI, definition in NT Gas’s proposed annual tariff \aion formula should be
amended as follows:

CPlI, means the value of the CPI for the year ended 3tiMa year
n.

11.5.1.2 Banking of annual tariff variations

The AER does not accept NT Gas’s proposal to ‘basfierence tariff variations, and
only to notify the AER where spare capacity is tldé on the pipeliné® The AER
considers the reference tariff should be updatediaty to reflect CPI, and within a
reasonable period of a cost pass through eventrrmguCurrently, the entire
capacity of the pipeline is contracted to a singder and NT Gas has not forecast any
new user connections across the access arrangperéd**° However, the
administrative costs associated with filing an ainariff approval are likely to be
minimal. By annually updating the reference tariffine with the pre-determined X-
factor and CPI, the reference tariff will alwaysidehe most efficient possible pricing
signal to current or prospective users of the pigelThis will send signals not just to
reference service users, but potentially to praspeasers of the negotiable services
who may to some extent base their expectationsicd pn the reference tariff. As
such, the AER considers annually updating tariftanpotes more economically
efficient use of the pipeline, better promoting tBeenue pricing principle of the
NGL.

11.5.1.3 Oversight and approval

As outlined in amendment 11.3, NT Gas is requiceprovide a proposed tariff
variation to the AER a minimum of 50 business dagfre the variation is to
commence on 1 July. NT Gas, therefore, would baired to submit a tariff variation
proposal on or around 15 April each year. This mitlvide the AER with
approximately 30 business days to assess theratiffcation and provide users with
20 business days to implement the tariff changbs i consistent with other
regulatory arrangements for similar servit&s.

However, this is a short period of time for the AERapprove a tariff variation if an
application is incomplete or information is not stamtiated. As a result, the AER
considers the access arrangement must be amendatiasd in amendment 11.3 to
include a requirement to extend the decision making period when the AER
requests further information from NT Gas. The ageanents to extend the decision
making time are not new, and a similar arrangemastpermitted under the Cotfé.

NT Gas has proposed that if the AER does not malexision within 30 days, the
reference tariffs be automatically varied in acemat with the notification given by

439  NT GasAccess arrangement proposBlecember 2010, p. 14.
440  NT GasAccess arrangement submissi@ecember 2010, p. 57.
441  NGR, r. 97(3)(d).

442  Code, annex D, s. 8.3D (b)(ii).
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NT Gas**® The AER considers that an automatic tariff adjestidoes not provide
the AER with sufficient oversight or powers of apyal for the annual tariff
variation, and needs to be amended as outlinethendment 11.3** The AER
considers 30 days to be an appropriate and reasativale frame to make its decision
in most circumstances. However, if NT Gas doepnatide sufficient information to
make an informed decision then automatic acceptancdéd not be appropriate. An
automatic approval in this case would not be inlting term interests of pipeline
users as it may provide an incentive for NT Gawitbhold information.

11.5.2 Cost pass through mechanism

The AER considers a cost pass through mechanisaidshppropriately balance the
risk of material and unexpected events that impaa service provider with the long
term interests of consumers. In particular, the AI6Rsiders there should be
incentives for a service provider to bear some oisknexpected events, as this will
encourage the service providers to manage or rtetip@ costs associated with such
events. The AER also considers that any pass throwgghanism should be
symmetric, such that users will benefit from unestpd events that materially reduce
the costs faced by a service provider. The AER adssiders that a pass through
mechanism should seek to minimise any adminisgatosts. In combination, the
AER considers these requirements of a pass throggihanism should support an
efficient tariff structure, require an appropriégeel of administrative costs, and
promote consistency with other service providesgeguired under r. 97(3) of the
NGR.

The AER’s considerations on cost pass through s\aaet set out against the
following sections:

=  proposed cost pass through event

= defined cost pass through events

= materiality threshold

= banking of cost pass through tariff event variagion
= cost pass through assessment criteria

= oversight procedures and powers of approval foctst pass through tariff
variation mechanism.

11.5.2.1 Proposed cost pass through event

The AER does not accept NT Gas’s proposed costtpessgh mechanism. NT Gas
proposed a general pass through event, insteapdging defined events® The
AER considers a general cost pass through eveattesrsignificant regulatory
uncertainty and results in an imbalance such tbatsubear too much risk relative to

443  NT GasAccess arrangement proposBlecember 2010, p. 14.
444  NGR,r. 97(4).
445 NT GasAccess arrangement informatiobecember 2010, pp. 30-31.
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NT Gas. Santos and Magellan submitted that a gec@sapass through event is
inconsistent with rule 97(1)(c) of the NG,

NT Gas proposed that ‘arbitrarily limiting the reeoy of costs’ associated with
uncontrollable and unforseen, or able to be forte®aants, is inconsistent with the
revenue and pricing principles of the N&Y . The AER does not consider that its
preferred approach of more clearly defining cosisgarough events is in any way
arbitrary, or inconsistent with the NGL. Clearlyfideng cost pass through events in
advance minimises regulatory uncertainty duringabeess arrangement period,
encouraging efficient use of and investment ingipeline. This mitigates the
possibility of a high magnitude event putting threhcial viability of NT Gas at
risk.**® This aim is achieved by removing the general gassigh event and
replacing it with defined cost pass through evé#tShe AER considers this
approach, together with the nominated pass threughts listed below, will capture
all high magnitude uncontrollable costs. This weesihtent of the previous general
nominated pass through event, and creates gregg@iatory certainty for service
providers, including NT Ga&°

The AER recognises that it has approved a genestlpass through event in previous
decisions™! In developing the definition of the general passugh event in those
decisions, the AER acknowledges that certain ewsate uncontrollable and
unforeseeable, as noted by NT G¥sThis was based on an interpretation of
‘foreseeable’ as being about the probability oeaant rather than the nature, or type,
of event. This was discussed in the AER’s decimorthe Victorian electricity
distribution network service providers’ distributideterminatior{>®

The AER acknowledges that not accepting the gewgesdlpass through event
proposed by NT Gas is not consistent with its dexito approve a general cost pass
through for NSW gas service providéréThe AER is undertaking its first cycle of
distribution reviews and the positions reached ta&g some time to settle as its
regulatory approach evolves over tifi2Noting that access arrangement periods are
not concurrent across jurisdictions, any changeenAER'’s regulatory approach
necessarily results in some inconsistency acrossljations for a finite period. The
AER'’s approach to cost pass through for NT Gasmsistent with its approach in the

446  Santos and Magelladubmission to the AERebruary 2011, pp. 13-14.

447  NT GasAccess arrangement submissi@ecember 2010, p. 151.

448  AER,Draft decision, Victorian distribution determinatioJune 2010, pp. 718-720.
449 AER,Draft decision, Victorian distribution determinatioJune 2010, pp. 719.

450 AER,Draft decision, Victorian distribution determinatioJune 2010, pp. 722.

451  AER,Draft decision,—JemensSW gas networks, February 2010, pp. 297-298; Akl decision,
Queensland distribution determinatidday 2010, pp. 223-242.

452  NT GasAccess arrangement submissi@ecember 2010, p. 150.
453  AER,Draft decision, Victorian distribution determinatioJune 2010, pp. 711-712.

454  AER,Draft decision,—Jemena access arrangement profosathe NSW gas networksebruary 2010,
p. 297.

455 AER Final decision, Victorian distribution determinatioOctober 2010, p. 795.
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draft decision on the access arrangement reviethéoQueensland and South
Australian gas distribution busines$gs.

The AER has had regard to previous regulatory gaments in deciding whether a
particular reference tariff variation mechanismajpropriate as required by r.
97(3)(c) of the NGR. Under r. 40(3) of the NGR, &ER has full discretion to
withhold approval of a proposed element if it coess a preferable alternative exists
that complies with applicable requirements anceaatunder the NGL. In the
circumstances, the AER does not consider NT Gasjsgsed general event is
consistent with the objectives and requirementsutite NGR and NGL.

11.5.2.2 Defined pass through events

The AER considers the following cost pass throwgimés are preferable to NT Gas’s
proposed general event in their promotion of thenal gas objective and revenue
pricing principlest®’ The following defined events should apply in pla& T Gas’s
proposed events for the access arrangement period:

= Regulatory change event
=  Service standard event

= Tax change event

=  Terrorism event

= |nsurer credit risk event

® |nsurance cap event

= Natural disaster event.

These events are defined in amendment 8.2.

11.5.2.3 Materiality threshold

The AER accepts NT Gas’s proposed materiality tiolels set at one per cent of
smoothed forecast reventré A clear and defined threshold reduces uncertaimty
assessing the materiality of a cost pass throughteand one per cent has regularly
been accepted as a reasonable gauge of matebialibe AER and other

jurisdictional regulator§> The AER considers the one per cent materialitgshold
promotes an equitable distribution of risk betwdAnGas and it users; while

retaining the incentive for NT Gas to employ prud&k management and associated
cost mitigation. For these reasons, the AER consitliat a one per cent materiality
threshold is consistent with the requirements efrthtional gas objective, and the

456  AER,Draft decision—Envestra’s Qld networkebruary 2011, p. 191; AERyaft decision—Envestra’s SA
network February 2011, p. 209; AERyaft decision—APT Allga$ebruary 2011, p. 138.

457 NGLs. 23 and NGL s. 24 .
458  NT GasAccess arrangement proposBlecember 2010, p. 14.

459 QCA Final decision, Regulation of electricity distrilim, April 2005, p. 50; IPARTNSW Electricity
distribution pricing 2004-05 to 2008—03une 2004, p. 29.

167



NGL revenue and pricing principlé® The AER also considers the description of the
materiality threshold should be defined to be cstesit with previous AER decisions.
This will reduce uncertainty in the AER’s assesshaénvhether events qualify as
material.

11.5.2.4 Banking of cost pass through tariff variations

The AER does not accept NT Gas’s proposal to baskmass through tariff

variations as it does not promote the long termregts of users and prospective users
as required under the national gas objective. Wa@st pass through event occurs,
the AER considers it is preferable that NT Gasfiestthe AER within a reasonable
period of the event occurring. The reasons fordhésas follows:

= Cost pass through events are included in the taarifition mechanism to protect
the service provider and users, in case a significaforeseeable event were to
put the financial viability of the service providatrisk. ‘Banking’ the effects of
such an event would notionally delay cost recovethjich is inconsistent with the
mechanism.

= Information necessary for the AER’s assessmentookapass through event is
likely to be most readily available closer to tleewrence of the event. ‘Banking’
a cost pass through event would therefore incrimeesdifficulty and
administrative costs of an effective assessment.

11.5.2.5 Cost pass through assessment criteria

In the access arrangement proposal, NT Gas suldntiith reference tariffs may be
varied if one or more cost pass through eventsrpotare reasonably expected to
occur®®® Likewise, NT Gas proposed that the impact of evémat ‘are expected to
lead to changes in costs’ can be passed thréigihe AER does not accept these
descriptions, and considers that the cost pasaghrmechanism should only apply to
events that have occurred. The AER considers thgopa of cost pass through is to
provide service providers the ability to recovdrogént costs incurred in events that
could be firmly defined in advance, but where ih@rig and scope of the events were
not foreseeable. Reimbursement for impacts that hav yet occurred would not
achieve this purpose.

The AER considers that NT Gas’s proposed descrififacost pass through
arrangements is not sufficiently clear to end usene AER considers that the access
arrangement proposal should set out factors the AlEB take into consideration
when assessing whether an event is a cost pasgthevent. These are:

® the costs to be passed through are for the delnfepipeline services

® the cost are incremental to costs already allowethfreference tariffs

= the total costs to be passed through are buildimgklcomponents of total revenue

460 NGL s. 23 and NGL s. 24.
461  NT GasAccess arrangement proposBlecember 2010, p. 13.
462  NT GasAccess arrangement proposBlecember 2010, p. 14.
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® the costs to be passed through meet the relevaRt dtieria for determining the
building block for total revenue in determiningeednce services

= any other factors the AER considers relevant amsistent with the NGL and
NGR:*®

NT Gas’s access arrangement proposal also neéadude a requirement to provide
the AER with a statement verifying that the cogtary pass through events are net of
any payments made by an insurer or third party wpartially or wholly offset the
financial impact of that event (including self ingaace). This is to ensure that only the
net financial impact of an event is consideredofass through, as the financial impact
of some events may be partially or wholly compesgatr reimbursed by insurers or
third parties as outlined in amendment 11.4.

11.5.2.6 Oversight procedures and powers of approval for theost pass through tariff
variation mechanism

Rule 97(4) of the NGR requires that the refereacéf tvariation mechanism must
give the AER sufficient powers of oversight or apgl. The AER does not consider
NT Gas’s proposed procedures for cost pass threagations meet this requirement.

The AER considers that it must be notified of asp@sough event within 90 business
days of the costs being incurred. The AER considlestsould notify NT Gas of its
decision on any cost pass through application wiglti days, except where the AER
considers the pass through application is sufftfezomplex as to require an
extension. The AER will notify NT Gas where thighg case—and of the anticipated
duration of the extension—within 90 business ddyseing notified of the pass
through application. The AER considers the timenka described above should
balance the need for a timely response, with #adlllity to make a complete and
informed assessment of a cost pass through apphcat

The AER considers that procedures for the variatioreference tariffs due to cost
pass through events should be separated from tiexgjediscussion of procedures for
tariff variation as set out in amendment 11.4. AR considers this will improve the
clarity of the process and requirements for NT &as for network users.

11.6 Conclusion

The AER does not accept elements from NT Gas’squeg tariff variation
mechanism, including:

= annual tariff variation formula specification (sect11.5.1.1)
= general cost pass through event (section 11.5.2.1)

= ‘banking’ of tariff variations (section 11.5.3.1nccost pass through variations
(section 11.5.2.4)

= cost pass through assessment criteria (section213) 5

463  AER,Draft decisior-dJemena access arrangement proposal for the NSWegasrks February 2010, p.
301; NGR, r. 97(3)(e).
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= powers of oversight and approval by the AER (sestibl.5.1.3 and 11.5.2.6).

However, the AER accepts NT Gas'’s proposed maitgrtareshold for cost pass
through events.

11.7 Required amendments

Before the access arrangement proposal can betadc®I Gas must make the
following amendments:

Amendment 11.1:amend section 4.7.1 of the access arrangementsaba®
follows:

The Reference Tariff for the Firm Service to apphyl July 2012 and on each
subsequent 1 July will be adjusted according tdahewing formula:

Reference Tariff= Reference Tariffx (CPL / CPk) x (1-X)
Where:

Reference Tariff is the Reference Tariff for the year (n) in whible Reference
Tariff is to be determined

Reference Tariff is the Reference Tariff for the Firm Service apgtie at the
Adjustment date of 1 July 2011

CPI means the Consumer Price Index (weighted averaget E
Capital Cities) published quarterly by the Austali
Statistician. If the Australian Statistician ceasgepublish the
quarterly value of that Index, then CPl means thartgrly
values of another Index which Service Provideroaably
determines most closely approximates that Index.

CPlI, means the value of the CPI for the year ended Matdn year
n.

CPIy, means the base CPI, being the CPI for the quantirdeMarch
31 2011.

X is O.

Amendment 11.2:delete section 4.7.2 of the access arrangemepogaband
include the following:

Subject to the approval of the AER under the NG&gRence Tariffs may be varied
after one or more Cost Pass-through Event/s oceuvghich each individual event
materially increases or materially decreases tlseaigproviding the reference
services. Any such variation will take effect frahe next 1 July.

In making its decision on whether to approve trappsed Cost Pass-through Event
variation, the AER must take into account the folloy:
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= the costs to be passed through are for the delfgpipeline services
® the costs are incremental to costs already alldaenth reference tariffs
= the total costs to be passed through are buildimgklcomponents of total revenue

= the costs to be passed through meet the relevadmndbGas Rules criteria for
determining the building block for total revenuedietermining reference services

= any other factors the AER considers relevant amgistent with the NGR and
NGL.

For the purpose of any defined event, an everdnsidered to materially increase or
decrease costs where that individual event haspadt of one per cent of the
smoothed forecast revenue specified in the aceemsgegment information, in the
years of the access arrangement period that the asincurred.

Cost Pass-through Events are:

= aregulatory change event;

= aservice standard event;

= atax change event;

= aterrorism event;

® an insurer credit risk event;

® aninsurance cap event;

® anatural disaster event;

Where

Regulatory change event-means:

A change in a regulatory obligation or requirentat:
(@) occurs during the course of the access armaageperiod; and

(b) substantially affects the manner in which Nas@rovides reference services;
and

(c) materially increases or materially decreaescbsts of providing those
services.

Service standard event-means:
A legislative or administrative act or decisionttha

(@ has the effect of:
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(i) substantially varying, during the course of iccess arrangement period,
the manner in which NT Gas is required to providefarence service; or

(i) imposing, removing or varying, during the c¢se of the access
arrangement period, minimum service standards cgipk to reference
services; or

(iii) altering, during the course of the accessiagement period, the nature or
scope of the reference services, provided by NT, &ad

(b) materially increases or materially decreasestists to NT Gas of providing
reference services.

Tax change event-means:
A tax change event occurs if:

(@) any of the following occurs during the couo$¢he access arrangement period
for NT Gas:

(i) a change in a relevant tax, in the applicabowfficial interpretation of a
relevant tax, in the rate of a relevant tax, athway a relevant tax is
calculated,;

(ii) the removal of a relevant tax;
(iif) the imposition of a relevant tax; and

(b) in consequence, the costs to NT Gas of progidafierence services are
materially increased or decreased.

A relevant tax is any tax payable by NT Gas, othan:
(@) income tax and capital gains tax;
(b) stamp duty, financial institutions duty dmahk accounts debits tax;

(c) penalties, charges, fees and interestterpiayments, or deficiencies in
payments, relating to any tax; or

(d) any tax that replaces or is the equivabémr similar to any of the taxes
referred to in paragraphs (a) to (b) (including &tgte equivalent tax).

Terrorism event—means:

An act (including, but not limited to, the use ofde or violence or the threat of force
or violence) of any person or group of persons (hreacting alone or on behalf of
in connection with any organisation or governmenturring during the access
arrangement period, which from its nature or coniegone for, or in connection
with, political, religious, ideological, ethnic similar purposes or reasons (including
the intention to influence or intimidate any gowaent and or put the public, or any
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section of the public, in fear) and which mateyiaticreases the costs to NT Gas of
providing a reference service.

Insurer credit risk event—means:

An event where the insolvency of the nominatedr@suof NT Gas occurs, as a
result of which NT Gas:

(a) incurs materially higher or lower costs forurence premiums than those allowed
for in the access arrangement; or

(b) in respect of a claim for a risk that would Bdeen insured by NT Gas’s insurers,
is subject to a materially higher or lower claimili or a materially higher or
lower deductible than would have applied under piadity.

Insurance cap evert—means:

An event that would be covered by an insurancecpdlut for the amount that
materially exceeds the policy limit, and as a relSidl Gas must bear the amount of
that excess loss. For the purposes of this costthasugh event, the relevant policy
limit is the greater of the actual limit from tinb@ time and the limit under NT Gas’s
insurance cover at the time of making this accesmgement. This event excludes all
costs incurred beyond an insurance cap that areodid& Gas’s negligence, fault, or
lack of care. This also excludes all liability amig from NT Gas’s unlawful conduct,
and excludes all liability and damages arising fiextions or conduct expected or
intended by NT Gas.

Natural disaster event—means:

Any major fire, flood, earthquake, or other natud@laster beyond the control of NT
Gas (but excluding those events for which exteimalrance or self insurance has
been included within NT Gas’s forecast operatingesxiture) that occurs during the
access arrangement period and materially increbsesosts to NT Gas of providing
reference services.

Materiality threshold is defined as:

For the purpose of any defined event, an everdnsidered to materially increase or
decrease costs where that event has an impacegiercent of the smoothed forecast
revenue specified in the final decision, in therges the access arrangement period
that the costs are incurred.

Amendment 11.3:rename section 4.7.3 as ‘Tariff adjustment proé@sannual tariff
variation’, and amend as follows:

NT Gas will notify the AER in respect of any Refece Tariff variations, such that
variations occur on the first of July of any yeHne notification will be made at least
50 business days before the date of implementandnnclude:

(a) the proposed variations to the Reference Baaffd

(b) an explanation and details of how the propasethtions have been calculated.
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If NT Gas proposes variations to the Referenceff§gother than as a result of a
Trigger Event) and those variations have not begnaved by the next 1 July then
the Reference Tariffs will be varied with effeabrin that next 1 July by the same
percentage increment or decrement as occurredegprévious 1 July, until such time
as variations to Reference Tariffs are approvethbyAER.

If it appears that any past tariff variation contaa material error or deficiency
because of a clerical mistake, accidental slipnaission, miscalculation or
misdescription, the AER may change subsequentdaofaccount for these past
ISsues.

Within 30 business days of receiving NT Gas’s waanotice, the AER will inform
NT Gas in writing of whether or not it has verifidee proposed reference tariff.

The 30 business day periods may be extended famtleetaken by the AER to obtain
information from the Service Provider, obtain ex@alvice or consult about the
notification. However, the AER must assess a cass phrough application within 90
business days, including any extension of the awetimaking time.

Amendment 11.4:insert a new section after 4.7.3 in the accessgeraent proposal
as follows:

4.7.4 Tariff adjustment process for cost pass through eves

NT Gas will notify the AER of cost pass through etgewithin 90 business days of
those costs being incurred, whether the costs wlealdito an increase or decrease in
Reference Tariffs.

When making a notification to the AER, NT Gas wilbvide the AER with a
statement, signed by an authorised officer of N§,®arifying that the costs of any
pass through events are net of any payments made imgurer or third party which
partially or wholly offsets the financial impact thfat event (including self insurance).

The AER must notify NT Gas of its decision to apj@or reject the proposed
variations within 30 business days of receivingrib@fication. This period will be
extended for the time taken by the AER to obtafarimation from NT Gas, obtain
expert advice or consult about the notification.

The AER will endeavour to make its decision on wkeetNT Gas should vary
Reference Tariffs due to the occurrence of a cass$ phrough event within 90
business days of receiving a notification from NasGHowever, if the AER
determines the difficulty of assessing or quamtifythe effect of the relevant cost
pass through event requires further consideratihAER may require an extension
of a specified duration. The AER will notify NT Gatthe extension, and its
duration, within 90 business days of receiving afication from NT Gas.

Amendment 11.5:amend the access arrangement information to teffeendments
11.1-11.4 as appropriate.
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Part C—Other provisions of an access arrangement
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12 Non-tariff components

NT Gas’s access arrangement sets out proposed &mchsonditions that are not
directly related to the nature or level of tariffaid by users, but which are important
to the relationship between the pipeline serviagvjgter and users. NT Gas has
substantially revised the terms and conditions fthose included in the earlier
access arrangement.

The AER proposes to approve some of the termsarditions of NT Gas’s access
arrangement proposal. However, the AER proposesonapprove a number of the
terms and conditions. The AER considers that antepd®visions for these terms and
conditions better promote the national gas objectimder s. 23 of the NGL. The AER
considers that the national gas objective requttesAER to balance the interests of
the service provider and users.

The AER proposes not to approve a number of thdard@hcomponents of NT Gas’s
access arrangement proposal, including: capaciaging requirements; queuing
requirements; extensions and expansions policy;thkedommencement and review
submission dates. The AER considers that amendadgaments for these
components better promote the national gas objectnder s. 23 of the NGL.

12.1 Introduction

This chapter sets out the AER’s consideration efrtbn-tariff components of NT
Gas’s access arrangement proposal. In order to m&nate compliance with r. 48 of
the NGR, NT Gas’s access arrangement proposaldesiu

= the terms and conditions that form the basis ofdtetionship between NT Gas
and its users;

= capacity trading arrangements that allow usersatwster contracted capacity to
other users;

® queuing requirements that set out a process fabkestiing the order of priority
between prospective users of any spare (or deviel®peapacity;

= apolicy that addresses whether any extensior exmansion of, the network will
be treated as part of the covered pipeline and thieaimpact on tariffs will be;

= the terms and conditions for changing receipt altvery points; and

= dates for submitting the next access arrangememné¥ew and commencing the
next access arrangement.

NT Gas’s proposed terms and conditions are covartdds chapter and in

appendix C. This chapter also addresses NT Gag{ped capacity trading
requirements, queuing requirements, extensionggpansions policy and
commencement and review dates. The terms and aomslfbor changing receipt and
delivery points are part of NT Gas’s proposed capa@ding requirements.
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12.2 Terms and conditions

12.2.1 Regulatory requirements

Rules 48(1)(d)(i) and 48(1)(d)(ii) of the NGR rea full access arrangement to
specify the reference tariff and other terms anwldens on which reference services
will be provided.

There are no specific rules in the NGR that gulleAER’s assessment of proposed
non-tariff terms and conditions. However, in coesidg NT Gas’s proposed terms
and conditions the AER has had regard to r. 1G6®NGR.

Rule 100 of the NGR requires that an access armaegebe consistent with the
national gas objectiV&’ and the rules and procedures in force when tiestand
conditions of the access arrangement proposaledegrdined or revised. The national
gas objective is to promote efficient investmenitaind efficient operation and use of,
natural gas services for the long term interestokumers of natural gas with
respect to price, quality, safety, reliability aseturity of supply of natural g4%

The AER has full discretion in assessing NT Gasdppsed terms and conditions.
Full discretion means that the AER has discretmowithhold its approval to an
element of an access arrangement proposal ifei\ER’s opinion, a preferable
alternative exists that:

= complies with applicable requirements of the NGO &GR
* s consistent with applicable criteria (if any) sceibed by the NGL and NGR®

12.2.2 Access arrangement proposal

NT Gas’s proposed terms and conditions are sahaahedule 3 of the access
arrangement®’ The proposed terms and conditions provide thestfshe access
agreement between NT Gas and a 8€eXT Gas has substantially revised the terms
and conditions of its access arrangement, submpittiat consideration should be
given to the fact that the terms and conditionthefearlier access arrangement were
drafted more than ten years d§ONT Gas has further submitted that the terms and
conditions of the earlier access arrangement peoldnger correspond to NT Gas’s
gas transportation arrangements, and that the peojperms and conditions better
reflect its current arrangements.

12.2.3 Submissions

The AER received two submissions on NT Gas’s pre@asrms and conditions.
These were from:

464  NGL, s. 23.

465 NGL, s. 23.

466  NGR,r. 40(3).

467  NT GasAccess arrangemernibecember 2010, pp. 32—46.

468  NT GasAccess arrangemernibecember 2010, pp. 32—46.

469 NT GasAccess arrangement submissi@ecember 2010, p. 13.
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= Santos Limited and Magellan Petroleum Australiaitech (Santos and
Magellan}™

* Power and Water Corporation (PWEY:

Santos and Magellan and PWC all agreed that NTSGasisions to the terms and
conditions appeared to be heavily biased in fawdtine service providef? PWC
submitted that proposed terms and conditions doetlgtct terms typical of a freely
negotiated gas transportation agreemétBantos and Magellan also submitted that
the proposed terms and conditions are designeslatiacate risk from the service
provider to the user and that it does not agreeubers and prospective users would
benefit from the revisions to the terms and coodif"*

The AER’s consideration of the submissions is aatliin detail in appendix C.

12.2.4 AER'’s considerations

The AER’s assessment of NT Gas’s proposed termsamditions is set out in detall
in appendix C.

The AER considers that in order to achieve theonatigas objectiVé® the interests

of both consumers and gas pipeline service prosideed to be taken into account.
On the one hand, charges and non-price terms amditioms that unduly favour the
gas pipeline service providers are not consistétht thve promotion of efficient
investment in and efficient operation of naturas garvices and are not consistent
with the long term interests of consumers. On thermhand, if tariffs, other charges
and non-price terms and conditions are weightddvaur of users without due regard
to the interests of gas pipeline service provideesyice providers may be unwilling
to make adequate investment in the pipeline origeoadequate services. This would
not be in the long term interests of natural gasaomers.

Overall, the AER agrees with Santos, Magellan awCRhat taken in aggregate the
proposed terms and conditions are weighted too nrufdvour of NT Gas. To correct
this imbalance the AER requires NT Gas to amengnaber of terms and conditions.
The amendments required are set out in detail peraghix C.

12.3 Capacity trading requirements

A capacity trading policy allows a user to transfentract capacity to another user. In
doing so, it enables a secondary market with mffi@eant price signals and levels of
usage. As service providers do not gain directiynficapacity trading, the NGR
protects users’ rights to trade flexibly and lintlie service provider’s power to deny
this right.

470  Santos and Magelladubmission to the AERebruary 2010, pp. 4-10.
471 PWC Submission to the AERebruary 2010, pp. 13-22.

472  Santos and MagellaBubmission to the AERebruary 2010, p. 4; PWSubmission to the AERebruary
2010, p. 13.

473  PWCSubmission to the AERebruary 2010, p. 13.
474  Santos and MagellaBubmission to the AERebruary 2010, p. 4.
475 NGL, s. 23.
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12.3.1 Regulatory requirements

Under r. 48(1)(f) of the NGR capacity trading regquients are to be included in a full
access arrangement. The terms and conditions &vgahg receipt and delivery
points must also be included in a full access gearent under r. 48(1)(h) of the
NGR.

Rule 105(1) of the NGR requires that capacity tigdiequirements must provide for
capacity transfers in accordance with the rulgsrocedures of the relevant gas
market, if the service provider is registered aadicipant in a particular gas market.
If the service provider is not registered, or thies or procedures do not address
capacity trading, then capacity trading requirermemuist comply with r. 105 of the
NGR.

Rules 105(2) and 105(3) of the NGR concern thestearof capacity trading
requirements with and without the service provisl@onsent. Capacity trading
requirements may specify conditions under whichseotwill or will not be given,
and the conditions to be complied with if consangiven. A service provider is
precluded from withholding its consent unless & heasonable grounds, based on
technical or commercial considerations, for doing’8

Rule 106 of the NGR requires that an access armaegemust provide for the change
of a receipt or delivery point with the service yader's consent. The service provider
is precluded from withholding its consent unledsai$ reasonable grounds, based on
technical or commercial considerations, for doingEhe access arrangement may
specify conditions under which consent will or withit be given and conditions to be
complied with if consent is giveH!

12.3.2 Access arrangement proposal

NT Gas has proposed that where the relevant pargeregistered as participants in a
particular gas market, then capacity transfersaatiur in accordance with the
procedures or rules of that markét.

NT Gas has also proposed conditions under whicrs wse make capacity transfers
by way of subcontract or other methd@SEurther, NT Gas has proposed that the
conditions under which a user can request substitaf its capacity from one
delivery point to another, or one receipt poinatmther:®°

12.3.3 AER’s considerations

12.3.3.1 Definitions

NT Gas does not provide a definition for the tesasonable commercial or technical
groundsused in section 5.4 of its access arrangement pabpbhe AER considers
that users and prospective users would benefit &atefinition of this term as it is the
basis on which NT Gas may withhold its consentser uequests for changing

476  NGR, r. 105(4).

477 NGR, . 106.

478  NT GasAccess arrangemeribecember 2010, p 16.

479  NT GasAccess arrangemernibecember 2010, pp. 16-17.
480 NT GasAccess arrangemernDecember 2010, pp. 16-17.
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delivery and receipt points. The definition of teemreasonable commercial or
technical groundss included in the approved access arrangemerinather APA
Group owned and operated transmission pipé&fih&he AER considers that the
provision of such a definition in the proposed ascarrangement would better
promote the national gas objective under s. 2B®NGL.

12.3.3.2 Capacity trading requirements

The AER considers that section 5.1 and section@pbathd (b) of NT Gas’s proposed
access arrangement appropriately facilitate cap#eiting and, as they largely repeat
the requirements set out under r. 105 of the NG&y are compatible with the
national gas objectiv&?

Section 5.3 of NT Gas’s proposed access arrangeseenbut a number of
requirements for the trading of capacity betweesraiand third parties. The AER
considers that NT Gas is able to specify conditiomder which capacity trading may
occur. However, the AER also has full discretiothis area, and may withhold its
approval of any element of the capacity trading/gmions if preferable alternatives
exist. The AER considers that sections 5.3(b),c3,%.3(d), 5.3(e) and 5.3(h) of the
proposed access arrangement are reasonable regoiseamd accepts these sections.

However, the AER does not accept section 5.3(&)ToGas’s proposed access
arrangement. The AER considers that the terthout limitationused in the context
of NT Gas’s legal and internal costs that usersohliged to pay for application of
consent, implies greater coverage and goes beybatiaauld be considered as
reasonable costs. Therefore, the AER considerghbaermwithout limitationshould
be deleted from section 5.3(a).

The AER also does not accept section 5.3(g) of M$'§&proposed access
arrangement. The AER considers that not allowiaditrg of capacity where a user is
in default under its transportation agreement neagyrict the efficient transfer of
capacity between existing and potential users tfrahgas. The AER considers that
as the trading of capacity does not affect thelites of a user to the service provider
that accrue prior to the transfer taking pl&€eestriction of a user from capacity
trading would not benefit the service providerlog tiser in the event of a user’'s
default. Furthermore, restrictions placed on a @reen capacity trading at a time of
default may further hinder the user in making @ffdo improve its financial situation.

The AER approves section 5.4 of the access arraggesabject to inclusion of a
definition for “reasonable commercial or technigedunds”.

12.3.4 Conclusion

The AER proposes not to approve NT Gas’s propoapddaity trading requirements.
The AER considers amended requirements could h@tbenote the national gas
objective in accordance with s. 23 of the NGL.

481  APT Petroleum Pipelines Limiteficcess arrangement for Roma Brisbane Pipe@@&March 2007, p 19.
482  NGL, s. 23.
483  NGR, r. 105(5).
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12.3.5 Required amendments

Before the access arrangement proposal can bevaohidT Gas must make the
following amendments.

Amendment 12.1:amend section 5.3(a) of the capacity trading regouénts of the
access arrangement proposal by deleting thewetinout limitation

Amendment 12.2:delete section 5.3(g) of the capacity trading nexquents of the
access arrangement proposal

Amendment 12.3:amend schedule 2 of the access arrangement prdposadluding
a definition of the ternmneasonable commercial or technical grounds

12.4 Queuing requirements

Queuing can be used to determine access to amepélat is fully, or close to being
fully, utilised. Queuing requirements will establia process or mechanism for
establishing the order of priority between prospectisers of any spare (or
developable) capacity.

12.4.1 Regulatory requirements

Under r. 48(1)(e) and r. 103(1) of the NGR queueguirements are to be included in
a full access arrangement if the access arrangemfmta transmission pipeline.

Rule 103(3) of the NGR requires that queuing rezquants must establish a process
or mechanism for determining an order of priorigpMeeen prospective users of spare
capacity or developable capacity in which all pexdfve users are treated on a fair
and equal basis.

Rule 103(4) of the NGR provides by way of exampla the order of priority may be
determined either on a first come first serve basisn the basis of a publicly notified
auction in which all prospective users are ablpauicipate.

Rule 103(5) of the NGR requires that queuing rexugnts must be sufficiently
detailed to enable a prospective user to understentasis of the order of priority
and to determine its position in the queue.

12.4.2 Access arrangement proposal

NT Gas’s proposed queuing requirements includeorespilities such as advising a
prospective user of its position in the queue ahdsing when capacity will become
available*®* These requirements set out the conditions of quetihe method of
determining priority of requests, the procedurbaaindertaken once capacity can be
made available and other general considerations.

484 NT GasAccess arrangemernbecember 2010, pp. 18-19.
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12.4.3 AER'’s consideration

The AER considers that most of NT Gas’s proposesliong requirements are
satisfactory, however there is one element of thegeirements that the AER does
not accept. In the last paragraph of section 6th@proposed access arrangement,
NT Gas has proposed that a user will be given firsirity if it exercises a contractual
right in force as at 5 February 2003 to increaseapacity reservation under its
existing transportation agreement. The date ‘5 daatyr2003’ is the commencement
date of the earlier access arrangement. The AERiadenrs that this date should be
updated to reflect the commencement of the propaseess arrangement.

The AER proposes not to approve NT Gas’s proposedigg requirements as they
do not comply with r. 103 of the NGR. The AER caless that the required
amendments will better promote the national gasaiive under s. 23 of the NGL.

12.4.4 Required amendment

Before the access arrangement proposal can bevaohidT Gas must make the
following amendment.

Amendment 12.4:amend section 6.4 of the queuing requirementseoattess
arrangement proposal by replacing the date ‘5 Fepr2003’ with the
commencement date of the access arrangement.

12.5 Extensions and expansions policy

An extensions and expansions policy sets out thteaddor determining whether
extensions or expansions to the covered pipeli@¢cabe covered by the access
arrangement. Where an extension or expansioneésrdeted to be covered, the policy
determines how the use of that extension or expangill be priced.

12.5.1 Regulatory requirements

Under r. 48 of the NGR extension and expansionireonents are to be included in a
full access arrangemeft Rule 104(1) of the NGR requires that extension and
expansion requirements may state whether the apdi@access arrangement will
apply to incremental services provided as a regwdtparticular extension or
expansion or outline how this may be dealt with &ter time. If the requirements
provide that an access arrangement applies tomar&l services, r. 104(2) of the
NGR states that the requirements must deal witleffleet of the extension or
expansion on tariffs.

12.5.2 Access arrangement proposal

NT Gas has proposed an extensions and expansibog whbich has more
requirements and is more detailed than that seihdbue earlier access arrangement.
The policy sets out that in the event of an extamsir expansion, the access
arrangement will apply to any incremental serviges/ided unless NT Gas, with the
agreement of the AER, agrees that it should¥ot.

485 NGR, r. 48(2)(9).
486 NT GasAccess arrangemenbecember 2010, p. 20.
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The proposed extensions and expansions policy altbe/service provider to
determine whether incremental services enabledhlaxgension or expansion are to
be treated as a negotiated service or a referemgies, and priced at a negotiated
tariff or the reference tariff respectively. Th@posed policy includes fixed
principles, whereby the capital expenditure (capepgrating costs and usage
associated with an expansion or extension offesedl rregotiated service will not be
considered in the calculation of the referencdftarhe proposed policy also states
that reference tariffs in the access arrangememagwill not be affected by any
extension or expansion matfé.

12.5.3 Submissions

In its joint submission, Santos and Magellan exggdsoncerns that the non-
coverage of the incremental expansion in capacityc assets that allowed for the
expansion in capacity may give rise to discrimimafaricing between existing and
new users. This is because of the different allonaif costs between existing and
incremental capacity to provide services. SantasMagellan submitted that this has
recently occurred for the Goldfields Gas Pipelm&\estern Australia under an
access arrangement that was approved by the Wesistralian Energy Regulatory
Authority *&

Santos and Magellan further submitted that the AB&uld review this element of
NT Gas’s extensions and expansions policy andntipdigations for consistency with
the revenue and pricing principles and the natigaalobjectivé®®

The Northern Territory Major Energy Users (NTMEUWipsnitted that if any capex
included in the access arrangement is used fogxpansion of pipeline capacity, then
that expansion capacity must be included in thessarrangemefi’

12.5.4 AER’s consideration

The AER does not accept NT Gas’s proposed extensind expansions
requirements. Under r. 40(3) of the NGR, the AER tudl discretion to impose
preferable extension and expansion requiremerda Bccess arrangement review
where they also comply with applicable requirememis criteria under the NGL and
the NGR. The AER considers that an amended veddidiT Gas’s access
arrangement proposal would better promote the maltigas objectivé®

Consistent with its previous decisidffshe AER considers that unlike extensions, all
expansions to the pipeline should be covered bgultefPipeline expansions involve
the augmentation of pipeline capacity of the emgspipeline, and are likely to be

used by the existing pipeline users. Relative pelme extensions, they are much less

487 NT GasAccess arrangemenbecember 2010, p. 20.

488  Santos and MagellaBubmission to the AERebruary 2010, p. 13.
489  Santos and MagellaBubmission to the AERebruary 2010, p. 13.
490 NTMEU,Submission to the AERebruary 2010, p. 62.

491 NGL, s. 23.

492 AER,Draft decision—APT Allgad-ebruary 2011, p. 166; AERyaft decision—Envestra’s SA netwprk
February 2011, p. 246; AERyaft decision—Envestra’s Qld networkebruary 2011, p. 227; AER, Draft
Jemena Gas Network draft decision, February 200.0348—-350; AER, ActewAGL draft decision,
November 2009, pp. 185-186; AER, Country Energy diedision, November 2009, pp. 140-141.
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likely to serve a new or isolated customer as abgmption. As such, itis
appropriate that all pipeline expansions form pathe covered pipeline and that the
pipeline services offered with these expansionsdvered under the access
arrangement.

The AER also considers that NT Gas should notiéyAER of all extensions or
expansions completed or in progress at the endaf Bnancial year. The AER
considers this level of transparency is necessasgtisfy the national gas
objective?®®* NT Gas’s proposal contains no such provisions,taacAER requires
NT Gas to amend sections 7.1 and 7.2 of the aecesmsgement accordingly.

The AER considers that sections 7.1(a), 7.1(b)cY,.X.1(d), 7.2(a), 7.2(b), 7.2(c)
and 7.3 of the proposed access arrangement anedds requirements and accepts
these sections.

However, the AER does not accept section 7.4 optbposed access arrangement
which relates to fixed principles. In section 7.% 8as has proposed that sections
7.1(d) and 7.2(c) are established as fixed priesijlom the commencement of the
access arrangement for a period of 15 years ardo sther date as advis&d.
Sections 7.1(d) and 7.2(c) specifies that the ahpivestment, operating costs and
usage associated with extensions and expansionsfi@éned as a negotiated service
will not be considered in the calculation of théerence tariff. While agreeing that
costs associated with extension and expansionddshotibe included in the
calculation of the reference tariff where pipelsevices are offered to users as
negotiated services, the AER rejects the proposestablish this condition as a fixed
principle.

The AER considers that there is merit in monitoting operation of NT Gas’s
extensions and expansions policy. At the next acagsngement review an
assessment should be carried out to determine:

= how effective the extensions and expansions pa@ay during the previous
period

= whether the extensions and expansions policy nieelols modified to increase its
effectiveness.

The extensions and expansions policy may need éo@nded after this assessment
to ensure that it operates as necessary to faditéquirements of r. 104 of the NGR.
The establishment of fixed principles would prevamy required changes to the
requirements dealing with costs associated witlotiggd services offered on
pipeline extensions and expansions.

The AER has also considered the possible concenregulatory certainfy” which
may arise if these requirements of the extensiahexipansion policy are not
implemented as fixed principles but considers tbleto be low. Even without these

493 NGL, s. 23.
494  NT GasAccess arrangemernibecember 2010, p. 20.
495 NT GasAccess arrangement submissi@ecember 2010, p. 14.
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requirements as being fixed principles, sectionof e proposed access arrangement
provides that over the access arrangement perieceree tariffs will not be affected
by any extension or expansion made.

Santos and Magellan had concerns about the nomaggyef incremental expansion
in capacity and how this may give rise to discriatory pricing between existing and
new users. The AER agrees with Santos and Maggl&rithere may be potential for
price discrimination because of the possibilitydferent cost allocations for the
provision of pipeline services between existing anmmdemental capacity. However,
the AER is satisfied that section 7.2(a) of theppieed access arrangement contains a
sufficient safeguard to prevent this from occurringhat the AER would have to
agree to the non-coverage of incremental pipelkpaesion above the existing
capacity. In deciding whether to approve the novecage of incremental expansion
the AER would consider amongst other things thelyikmpact on existing and
prospective users under the national gas objeatidethe revenue and pricing
principles of the NGL*%°

With respect to the NTMEU submission the AER ndked NT Gas is not proposing
any capital expenditure for pipeline expansionxtemlsion in the access arrangement
period.

The AER, therefore, proposes not to approve NT £Saiposed extensions and
expansions policy. The AER considers an amendddypabuld better promote the
national gas objective under s. 23 of the NGL.

12.5.5 Required amendments

Before the access arrangement proposal can bevegahfd T Gas must make the
following amendments.

Amendment 12.5:amend section 7.1 of the access arrangement pilcgeogalows:

If NT Gas proposes an extension of the coveredipgat must apply to the AER in
writing to decide whether the proposed extensidhbeitaken to form part of the
covered pipeline and will be covered by this aceessngement.

A notification given by NT Gas under this sectiafh imust:
a) be in writing

b) state whether NT Gas intends for the propospeélipe extension to be covered by
this Access Arrangement

c) describe the proposed pipeline extension ancritbeswhy the proposed extension
is being undertaken and

d) be given to the AER before the proposed pipeadixtension comes into service.

496 NGL, ss. 23 and 24.
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NT Gas is not required to notify the AER under testion 7.1 to the extent that the
cost of the proposed pipeline extension has already included and approved by the
AER in the calculation of Reference Tariffs.

After considering NT Gas’s application, and undartg such consultation as the
AER considers appropriate, the AER will inform NBRgof its decision on NT Gas’s
proposed coverage approach for the pipeline exdansi

The AER’s decision referred to above, may be madsuch reasonable conditions as
determined by the AER and will have the effectextah the decision.

Amendment 12.6:amend section 7.1 of the access arrangement picgeo&aiows:

No later than 20 Business Days following the expraof its financial year, NT Gas
must notify the AER of all pipeline extensions ahgrithat financial year, including all
extensions commenced, in progress and completedndiice must describe each
extension and set out why this was necessary.

Amendment 12.7:amend section 7.2(a) of the access arrangemenbgablpy
deleting the words ‘.. unless Service Provider pegs and the Regulator agrees that
this Access Arrangement will not apply to the imoemtal Services provided as a
result of that Expansion.’

Amendment 12.8:amend section 7.2 of the access arrangement pilcgosalows:

No later than 20 Business Days following the expraof its financial year, NT Gas
must notify the AER of all pipeline expansions dgrihat financial year, including

all expansions commenced, in progress and complélenotice must describe each
expansion and set out why this was necessary.

Amendment 12.9:delete section 7.4 of the extensions and expangiolits of the
access arrangement proposal which relates to fixediples.

12.6 Commencement and review dates

The NGR includes a general rule that the proposedss arrangement period will
apply for at least five years and be reviewed dtier years'”’ or sooner in the event
of certain triggeré®® A five year period between reviews provides reguia
certainty for service providers, in terms of thencoercial parameters they operate
within, as well as for users, in terms of the paoel conditions of access to the
regulated network.

12.6.1 Regulatory requirements

Rule 49(1) of the NGR requires that a full accessrgement that is not voluntary
must contain a review submission date and a revisittnmencement date and must
not contain an expiry date.

497 NGR, . 50.
498 NGR,r. 51.
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The general rules, set out under r. 50(1) of thdRINiS that a review submission date
will fall four years after the access arrangemeaokteffect or the last revision
commencement date, and a new revision commencetagntwill fall one year

later®*° The AER is required to accept a service providersposed review
submission and commencement dates if these areimadeordance with the general
rule >°° It may also approve dates that do not confornhéogeneral rule if it is
satisfied that the dates are consistent with thiema gas objective and the revenue
and pricing principles®*

The review submission date may occur in advandkatffixed in the access
arrangement if a specified trigger event océfffRule 51(2) of the NGR provides
examples of possible trigger events in an acceéasgement. The AER may insist on
the inclusion of trigger events and may specifyriature of the trigger everit$

12.6.2 Access arrangement proposal

NT Gas has proposed that the access arrangeménbminence on the date on
which the approval of the AER takes effect und@&2rof the NGR. It has also
proposed that it will submit revisions to this asx@rrangement on or before

1 January 2016 and that revisions to this acceasgement will commence on the
later of 1 July 2016 and the date on which the AE&pproval of the revisions takes
effect under the NGR*

12.6.3 AER'’s analysis and consideration

The AER does not accept section 1.5 of the propaseéss arrangement which
relates to the commencement of the access arramgehine AER considers that this
section incorrectly refers to r. 62 instead of4.dd the NGR. Rule 62 of the NGR sets
out the obligations of the AER in making a finat@#on. In contrast, r. 64 of the
NGR sets out the AER’s power to make or reviseatfeess arrangement on refusing
to approve an access arrangement proposal. Thiglagr. 64(6) of the NGR which
sets out the date on which an access arrangem#m ogvisions to which the
decision relates takes effect. The AER requires@¥§ to amend section 1.5 of the
proposed access arrangement accordingly.

Also the AER does not accept section 1.6 of th@@sed access arrangement which
relates to revisions to the access arrangemet fomber of reasons. Firstly, the
proposed review submission date of 1 January 20&6@er the date indicated by the
general rule under r. 50(1) of the NGR, which m&tttme review submission date will
fall four years after the commencement of the axaesmngement. The AER
considers that the proposed review submissionalmes too little time for the AER
to make a decision on the proposed access arrangeevesions, and would
compromise the AER'’s ability to make a decisiort teaonsistent with the national
gas objectivé® The AER considers that 1 July 2015 which is foemng from the

499  NGR, r. 50(1).

500 NGR,r. 50(2).

501 NGR,r. 50(4)

502 NGR,r.51(1).

503 NGR,r. 51(3).

504 NT GasAccess arrangemernbecember 2010, p. 4.
505 NGL,s. 23.
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commencement of the access arrangement (in theé #warihe access arrangement is
approved on 1 July 2011) is a more appropriateeregubmission date. On this basis
the AER does not approve the proposed review sidionisiate.

Secondly, the AER considers that the last paragrapbction 1.6 of NT Gas’s
proposed access arrangement incorrectly referséovéce provider being able to
propose revisions to its access arrangement airasyunder r. 65 of the NGR and
that “such revisions will commence in accordancththe National Gas Rules.”

Rule 65 of the NGR relates to an application to/\&ar access arrangement and the
AER'’s consideration of such an application. Undhes tule the AER can only
approve a variation without consultation if it cales's that the variation to the access
arrangement is non-material. If the AER consideesgroposed variation material,
under r. 66(3) of the NGR such a proposal mustdadt dvith as a full access
arrangement proposal (or limited access arrangeprepbsal in the case of a light
regulation pipeline). Rule 66 of the NGR therefdoes not allow the AER to approve
a material variation to an access arrangement ttharunder Division 8 of the NGR.

The AER therefore considers that the last paragimphction 1.6 of the proposed
access arrangement does not accurately reflecof i NGR. In particular the AER
notes that any requested variation must be coreidey the AER and it is a question
for the AER as to whether any non-material variaiwill commence. In the case of
material variations, these will be dealt with dalaaccess arrangement proposal. On
this basis the AER proposes not to approve thiagraph.

In relation to a revision of an access arrangensergyiew submission date can be
brought forward if the access arrangement providea trigger event and the trigger
event occurs® Unlike the earlier access arrangement which coatha trigger event
mechanism, NT Gas has not proposed such a mechanitsproposed access
arrangement.

12.6.4 Conclusion

The AER proposes not to approve section 1.5 optbposed access arrangement
which relates to the commencement of the acceaagement. The AER considers
that this section refers to the wrong rule and ghba amended accordingly.

Also the AER proposes not to accept section 1i6@proposed access arrangement
which relates to the revisions of the access agawegt. The AER proposes not to
accept NT Gas’s proposed review submission date AHR considers an amended
date of 1 July 2015, or four years from the comreement of the access arrangement
(in the event that this access arrangement is &pgriater than 1 July 2011), would
better promote the national gas objective und2B f the NGL.

Further the AER proposes not to accept the lastgpaph of section 1.6. The AER
considers that this paragraph should be deleted fin@ access arrangement as it
contains several inaccuracies which are incondisteh r. 51 and r. 65 of the NGR.

However, the AER accepts the review commencemdatptaposed by NT Gas in
section 1.6 of the access arrangement.

506 NGR,r.51.
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12.6.5 Required amendments

Before the access arrangement proposal can bevaohidT Gas must make the
following amendments.

Amendment 12.10:amend section 1.5 of the access arrangement pidposa
replacing Rule 62 with Rule 64.

Amendment 12.11:amend the first paragraph of section 1.6 of thes&c
arrangement proposal by replacing 1 January 206 MWiuly 2015, or four years
from the commencement date of this Access Arrangemdichever is the later.

Amendment 12.12:amend section 1.6 of the access arrangement pidpodaleting
the last paragraph beginning with “Service Provitery, at any other time...”
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A. Detailed WACC issues

This appendix outlines the AER’s consideration etladled issues in relation to NT
Gas’s proposed rate of return, under the follovgegeral categories:

= OQverall rate of return
= Equity beta

= Debt risk premium

= Market risk premium

This appendix should be read on conjunction witiptér 5.

A.1 Overall rate of return

A.1.1 Recent sale of regulated assets

The AER considers that recent sales of regulateetasan provide useful
information regarding the extent to which the AER/@ighted average cost of capital
adequately compensates regulated service provitkeesAER’s consultant, Professor
Kevin Davis stated:

... if access prices are set using the correct dasdpmtal such that expected
future net cash flows provide both the requirednreto capital and the full
return of capital, the market value of equity pliebt will (at the start of the
regulatory period) equal the book (regulatory) eatfi assets. With the
regulatory period, the valuation may differ becaofenanticipated changes
in risk premia or cash flows. In principle, if matkvalue exceeds book value,
this suggests that the regulatory rate of retuabsve that required by
investors, and the converse when book value exaeadset valug®’

Professor Kevin Davis also stated various factaayg nause market and book values
to differ at the date of the regulatory determimasi. For instance, the market value
can exceed the book value as regulated entitiesatsaybe involved in other non-
regulated activities (which are able to earn excegsns), AER’s financial and
operating structure maybe sub optimal and possipiergies associated with
mergers. Professor Kevin Davis states that the lvable may exceed the market
value if regulatory risk is higff®

While other factors may be present, the AER do¢sowsider that they fully explain
the purchase price of regulated utilities beingp80cent more than the regulated
asset base.

One of the most recent sales of regulated assatsh@eEnvestra purchase of Country
Energy’s NSW Gas Networks business. Informatioatied to this sale was
contained in a market presentation released t&8¥ on 26 October 2010 and is
summarised as follows:

507 Kevin DavisCost of Equities — A Report for the AEI® January 2011, p. 7.
508 Kevin DavisCost of Equities — A Report for the AEI® January 2011, p. 7.
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= purchase price of $107 million
= regulated assets represent 70 per cent of purghase

= the RAB was $59.6 million as at 30 June 2010 anekcfast to be $63.2 million at
30 June 2013%°

The purchase of Country Energy’s NSW Gas Netwotssriess was a public tender
and it is therefore reasonable to assume the sakenepresents an approximate of the
true market value. In addition, Envestra had theaathge of knowing the outcome of
the AER'’s final decision on the access arrangerfwgrthe covered pipeline,

including the cost of capital and the cash flonsoagted with that rate of return. The
premium paid by Envestra relative to Country En&rdRAB suggests that the AER’s
weighted average cost of capital does not undeipensate the service provider.
Envestra purchased Country Energy’s regulated saasepproximately 26 per cent
(19 per cent if the 2011 RAB forecast is used) alitve RAB value.

The AER recognises that Envestra may justify thyh lpiurchase price due to potential
synergistic gains. However, the AER does not cardite 26 per cent premium can
be justified on these grounds alone. The AER canmsithat synergies can be
primarily driven by a minimisation of operating exmituré'® which is only 34 per
cent of total building block revenue in Envestreése. Even if Envestra was able to
reduce Country Energy’s operating expenditure bfy(lmapossible scenario), this
would not justify the 26 per cent premium paid.

As demonstrated in table A.1 below, all regulaiesi$ have been purchased at RAB
multiples of greater than one, with a RAB multipfeat least 1.2 times.

509  AER,Final decision, Wagga natural gas distribution netiw1 July 2010-30 June 2018larch 2010, p. 5
and ASX,Envestra company announcemet@ October 2010, viewed 27 January 2011

<http://www.asx.net.au/asxpdf/20101026/pdf/31tdipAxqc.pdf>

510 The benefit associated with minimising captgdenditure is limited as it only relates to thurn on
capital for difference between actual and forecapital expenditure for the outstanding year ofebeess
arrangement period. This being due to the factabatal capital expenditure and not forecastedaapi
expenditure is used to determine the opening regnlilasset base. Further, other synergistic gaisg éxt
they are small in magnitude.
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Table A.1: RAB multiple for recent regulated assesales

Date Acquirer Target RAIairrrr:glst;ple
Dec 06 APA DirectLink 1.45
Oct 06 APA Allgas 1.64
Aug 06 APA GasNet 2.19
Apr 06 Alinta AGL Infrastructure assets 1.41-152
Mar 06 APA Murraylink 1.47
Aug 04 DUET/Alinta/Alcoa Dampier to Bunbury Natuk@ahs Pipeline 1.20
Aug 04 APA Southern Cross Pipeline and Parmelia Gas 1.47
Apr 03 Alinta/AMP/Aquila Alinta Gas Network 1.35
Apr 03 Alinta/AMP/Aquila Multinet Gas 1.44
Apr 03 Alinta/AMP/Aquila United Energy 1.52
Aug 02 CKI/HEH Citipower 1.69
Oct 00 Consortium ElectraNet 1.37
Sep 00 CKI/HEH Powercor 1.71
Jun 00 Singapore Power PowerNet 1.49
Dec 99 CKI/HEH ETSA Utilities 1.26
Jul 99 CKI 19.97% of Envestra 1.49
Jun 99 GPU GasNet 1.72
Mar 99 Envestra/Boral Stratus Networks 1.99
Jan 99 Texas Utilities Westar 1.86

Source: Grant Samuel & Associates Pty Limiteidancial Services Guide and

Independent Expert Report in relation to the Retadigation and

Restructure of Babcock & Brown InfrastructuBeOctober 2009, p. 78 and

Grant Samuel & Associates Pty Limitdddependent Expert Report in

relation to the Acquisition of the Alinta Assé&idNovember 2007, p. 65.

Table A.2 presents analysis from Grant Samuel whindws listed infrastructure
firms being traded at premiums significantly abosgulated asset values.
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Table A.2: RAB multiples of regulated assets usingecent market data

Entity Average RAB as at 30 June  Average RAB as at 30 June

2009 2010
SP AusNet 1.50 1.40
Spark 1.81 1.73
DUET 1.21 1.15
Envestra 1.28 1.21
Source: Grant Samuel & Associates Pty Limitedancial Services Guide and

Independent Expert Report in relation to the Retedipation and
Restructure of Babcock & Brown InfrastructuBeOctober 2009, p. 77.
Based on share prices at 29 September 2009 anagaveominal RAB for
relevant year. RAB is based on the respective atgul determinations
except for DUET which allows for the $908 milliorpeenditure on the Stage
5A and 5B expansion of the Dampier to Bunbury Nat@as Pipeline.

Further, the AER considers the broker reports glediby Envestra also support the
proposition that regulated utilities trade andarquired at RAB multiples in excess
of one.

A.1.2 Cost of equity vs. cost of debt

Contrary to the Synergies proposal, the AER do¢smasider that the difference
between the estimate return on debt and equityldhi@uat least around 4.5 per

cent>!!

There does not appear to be any a priori reasergect to see a constant difference
between the cost of debt and equity. This shoulemMident given the recent and
significant impact of the GFC which predominantfieated debt markets. This has
been reflected in the higher debt margins set ByAIBR during and since this time.
An alternative conclusion from the information greted by Synergies and NT Gas is
that the cost of debt set by the AER may be tob.hig

The AER has also identified more specific issudh Biynergies’ analysis. Synergies’
estimated “required” difference between the returrequity and debt (at least
4.5 per cent) is a mid point 8f

= the average difference between the return on e(dtyy per cent, based on the
All Ordinaries Accumulation index) and debt (8./3 pent, based on the UBS
Australian Composition index) from 1990 to 2007 jethwas 6.07 per cett

= the average difference between the return on eLiiy8 per cent, based on the
All Ordinaries Accumulation index) and debt (8./3 pent, based on the UBS

511  Synergies Economic Consultiligstimating a WACC for the NT Gas Transmission Pipgline
December 2010, pp. 67—68.

512  Synergies Economic Consultiliggtimating a WACC for the NT Gas Transmission Pipgline
December 2010, pp. 67—68.

513  Synergies Economic Consultifiggtimating a WACC for the NT Gas Transmission Pipgline
December 2010, pp. 67—68.
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Australian Composition index) “during a period tiratludes the effects of the
current global financial crisis”, which was 2.85 pent*

The 4.5 per cent difference is an overstatemert rggpect to the benchmark service
provider as:

= the return on equity is based on the All OrdinaAesumulation index, which has
a beta of one and so should be adjusted to reflbeta of 0.8, which the AER
considers appropriate for a benchmark service gesviSuch an adjustment
would decrease the “required” 4.5 per cent diffeesbetween cost of equity and
debt to 3.3 per cent

= the return on debt is based on the UBS Australiam@site Index, which is
likely to be of a higher credit grade than BBB+ alhthe AER has determined
reflects the rating of a benchmark service provitience the return on debt
should be increased to reflect a BBB+ credit ratimgch will decrease the
4.5 per cent further.

Further, the difference between NT Gas’s proposst @f equity and debt is only
0.93 per cent™ As a result, the AER considers that NT Gas itselfdoes not
consider the required difference between the doggjoity and debt must be at least
4.5 per cent.

NT Gas submitted that the return on debt is setdas prevailing market rates at the
time of the regulatory reset, whereas two of theamamponents of the return on
equity, being beta and the MRP, are assumed todoe stable through time and
hence to be based on long-term averaess a result, NT Gas considers the recent
regulated return on equity will provide equity ist@rs with inadequate compensation
for the risks they bear in the market environmébat ts expected to prevail over the
course of the regulatory control peridd The AER does not agree with this
proposition. Historical data is only used to théeex that it is reflective of (or informs
the decision on the best estimate for) an expeetedof return on an ex ante basis.
Both the cost of equity and cost of debt adoptethbyAER in its allowed WACC are
the best estimates of market returns expectedtbeeaccess arrangement period. The
following sections of this chapter set out readonsejecting NT Gas’s proposed
parameters (where relevant) and the AER’s beshasts (and underlying
methodologies).

A.1.3 Modigliani and Miller theorem

Synergies’ stated that the Modigliani and Millepapach, can be used to determine
the optimal capital structure (trade-off betweendaductibility and bankruptcy
costs) and explain the relationship between theafasquity and cost of debt.

514  Synergies Economic Consultiiggtimating a WACC for the NT Gas Transmission Pipgline
December 2010, pp. 67—68.

515 NT GasAccess arrangement submissi@ecember 2010, p. 115; NT Ga&scess arrangement
information December 2010, p. 24.

516  NT GasAccess arrangement submissi@ecember 2010, pp. 102-103.
517 NT GasAccess arrangement submissi@ecember 2010, p. 102.
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Professor Kevin Davis and Associate Professor Hgnloibth caution the use of the
Modigliani and Miller theorem to imply a relatioriptbetween the cost of debt and
equity>*® Handley considers the Modigliani and Miller thewri the presence of
risky debt is based on the assumption that equityceebt are priced in the (same)
integrated market, rather than being priced ingdesxe) segmented markets. Handley
states that when this assumption is assumed anhrelatonship between the firm’s
cost of debt and equity can be established. Howewezn this relationship is violated
this could imply that equity and debt is priced in:

® an integrated market and the equity risk premiutoaeslow/high
= an integrated market and the debt risk premiuraadaw/high

= in segmented markets and so the Modigliani ande¥iieorem cannot be used to

infer that the equity is mispriced relative to thebt>®

The Modigliani and Miller proposition 2 can be ugedlemonstrate that the AER’s
WACC does not under compensate NT Gas. Accorditigetd/odigliani and Miller
proposition 2, the WACC can be calculated as themeon equity of a firm with zero
leverage. Removing the financial risk element fidinGas’s proposed equity beta of
1.0 results in an asset beta estimate of 0.40.eTrey, using the parameters in

NT Gas’s proposal, the return on equity on a zeverage firm is:

r.=r, +6,*(MRP)

r, = 548+ 040 * (6.0)

r,=r, =788

e

The WACC as implied by the Modigliani and Millergposition 2 using NT Gas'’s
parameters is 7.88 per cent. This is in contraiddAER’s weighted average cost of
capital in this draft decision, where the returneguity is calculated using the
CAPM:

re=r; +3.,*(MRP)
r, = 553+ 08* (6.0)

r, = 1033

E D
r,=r.(=)+r,(—
SORAG

r,(AER = 1033* (04) + 932* (06)

518 Kevin DavisCost of Equities — A Report for the AEI® January 2011, p. 19 and John Harfaer
Review of Draft Report by Davis on the Cost of B8 January 2011, pp. 9-10.

519  John Handleyeer Review of Draft Report by Davis on the Co&fity, 18 January 2011, p. 9-10.

195



r. (AER) = 972

As is evident, the AER weighted average cost oitab(®.72 per cent) is significantly
higher than the WACC implied by Modigliani and Mitlproposition 2 using NT
Gas’s parameters (7.88 per cent). The AER doetentd to set NT Gas’'s WACC
based on Modigliani and Miller proposition 2, howewotes that this analysis
demonstrates that the AER’s rate of return doesinder compensate NT Gas.

A.2  Equity beta

The following section addresses issues raised byBg in regards to the beta
estimate.

Synergies submitted that paucity of relevant atidbske data has precluded it from
being able to draw any robust conclusions regariifigsas’s equity beta based on
an updated empirical analysf®.However, Synergies empirical analysis can bedelie
on and be used to demonstrate that the AER'’s Istitaae of 0.8 is reasonable. As
demonstrated in table A.3, all of the Australiamiggbeta estimates derived by
Synergies for Australian utilities is below 0.8.

Table A.3: Synergies beta estimate

Firm Asset beta t-statistic Equity beta
APA Group 0.29 4.23 0.73
Envestra 0.24 3.37 0.61
Source: Synergies Economic ConsultiBgtimating a WACC for the NT Gas

Transmission Pipelinddecember 2010, p. 24 and AER analysis.

As discussed in the WACC review, the AER has bdédata draw a conclusive
robust beta estimate range from empirical analyiisough the WACC review the
AER took into consideration the following compakablsinesses and estimated a
forward looking beta estimate of 0.4 to 0.7:

= Alinta

= The APA Group

= Australian Gas Light

= The DUET Group

= Envestra

=  GasNet Australia Group

= Hasting Diversified Utilities Fund

520  Synergies Economic Consultifiggtimating a WACC for the NT Gas Transmission Pipelezember
2010, p. 4.
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=  SP AusNet, and
= Spark Infrastructure.

The AER also had regard to beta estimates fromseasrjurisdictions, however
placed limited weight on these and used the foreggimates to confirm the upper
bound of the domestic equity beta estintatdl.o address the issue of short trading
histories of Australian comparable companies, tBf&RAstimated the beta using
weekly observations (as opposed to monthly obse 22

Synergies submitted that asset stranding risksystematic risk driver in its beta
analysis’?® Synergies noted it was aware that asset stramidik¢could’ be a

problem on the Amadeus gas pipeline, but was bgwts admission not requested
to—or in a position to—assess the materiality at tfisk>** However, the AER
considers asset stranding risk is not a systemakidriver and does not justify a
higher beta estimate for NT G¥3.The Allen Consulting Group (ACG) noted that
under PWC'’s contractual arrangements with the Bipdas field and the Bonaparte
Pipeline®?®the AGP is a uniquely riskless asset with no feeeble stranding risk’
The Northern Territory Treasury (NTT) similarly edtthat PWC’s dominant usage
of the AGP leads to lower operating risks than ¢hfiased by other pipeline
operators?® Consistent with the 2002 ACCC final decisiohthe AER considers that
asset stranding risk is a business specific riskstnould be accounted for by a cash
flows adjustment (that is, accelerated deprecigtias opposed to an adjustment to
the rate of return.

Further, the AER considers asset stranding riskdrgely been eliminated in the
2001-2011 access arrangement period given the dengen of capital in the earlier
access arrangement period (through the acceleda@eciation allowance)® This
has also been raised by the NTMEU which statesthieaéiccelerated depreciation of
assets in the earlier access arrangement perioglihasated ‘the bulk’ of asset
stranding risk>! The AER likewise does not consider the same uaicgytabout
usage of the pipeline exists in the current acaassigement review, as:

521 AER Final decision: WACC Review May 2009, pp. 128-174.
522  AER,Final decision: WACC Revievi May 2009, pp. 128-174.

523  Synergies Economic Consultiigstimating a WACC for the NT Gas Transmission Pipeleeember
2010, p. 4.

524  Synergies Economic Consultiiggtimating a WACC for the NT Gas Transmission Pipgline
December 2010, pp. 26-27.

525  The AER considers that the amount of gas resémnvthe Amadeus Basin is unrelated to the overartket
volatility.

526 A separate pipeline managed by APA, connettiedlacktip gas fields to the AGP.

527  The Allen Consulting Groupymadeus Gas Pipeline — Estimation of WACC, RepoRdarer and Water
Corporation in support of its submission to the AER:cess reviewrebruary 2011, p. 9.

528 NT TreasurySubmission to the AERIarch 2011, p. 5.
529  ACCCFinal decision December 2002, pp. 19-20.
530 ACCCFinal decision December 2002, p. 68.

531 NTMEU,Submission to the AERebruary 2011, p. 55.
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®= NT Gas has proposed a ‘postage stamp’ tariff, undhech the same tariff would
apply for users at the south of the pipeline sogrgas from either the Blacktip
fields (north) or the Amadeus Basin (sodth)

= the majority of gas on the pipeline is now beingrsed from the Blacktip fields,
relieving concern about the heavily, but not cortedledepleted Amadeus Basin
gas fields

=  NT Gas expects to enter into a new contract withOPf transport on the
pipeline for the majority of pipeline capacii?

Contrary to NT Gas’s submission, the AER consideesAmadeus gas pipeline does
have market power. The AER considers the only dses not have significant
countervailing power. This user is unable to easillgstitute away from the services
offered by NT Gas as:

® the user takes and is expected to take delivegasfacross the entire pipeline,
making bypass unlikely, and therefore has no féasilbernative sources of gas

= alarge cost would be incurred by the user to gubstaway from gas as a fuel
source for electricity generation.

ACG submitted that an equity beta of 0.5 was apjaigpfor NT Gas, but note that
there is an amount of arbitrariness arising from @mint estimate of an asset’s equity
beta, particularly a quantitative assessment. baiisg the case, ACG submitted that
the unique ‘risklessness’ of the AGP was stronglsspasive for informing such an
estimate’®*

Synergies also suggested that betas are meanimgvantl over time, all betas of all
firms will gradually move towards the equity befatee market which is on&> As
discussed in the WACC review, the AER considers dldgusting the beta for mean
reversion to one (Blume adjustment and Vasiceksadjent) is not appropriaté® For
instance, the Blume adjustment considers a firnoimes more diversified over time
and therefore its beta approaches unity over tifogvever, the AER considers in a
regulatory setting, the beta is determined on plag basis and therefore the beta can
not be estimated on a diversified entity. Furtireg regulatory setting the Blume
adjustment is not an appropriate method to addngscision of beta estimat&¥.
The AER considers that an adjustment for mean seueito one is likely to introduce
an upward bias in the beta estimate. As outlinglenWACC review, the issue of
precision can be better addressed through othdradgtvhich are unlikely to
introduce a bias®

532  NT GasAccess arrangement informatiddecember 2010, p. 29.
533 NT GasAccess arrangement submissi@ecember 2010, p. 10.
534 ACG,Amadeus Gas Pipeline—Estimation of WAEEbruary 2011, p. 15.

535  Synergies Economic Consultiliggtimating a WACC for the NT Gas Transmission Pipgline
December 2010, pp. 20-21.

536 AER,Final decision: WACC Reviev May 2009, p. 293.
537 AER,Final decision: WACC Revievi May 2009, p. 298.
538 AER,Final decision: WACC Revievt May 2009, p. 307.
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A.3 Debt risk premium

The AER considers that the DRP should be basead dwstralian corporate bond
issuance with a term to maturity of ten years aBBB+ credit rating. The ten year
benchmark reflects consistency with the term ofriblefree rate, while the BBB+
credit rating reflects what the AER determined dgtihe WACC review following
consideration of comparable energy busine3Ses.

NT Gas’s regulatory proposal did not explicitlytstthe benchmark characteristics on
which to base estimates of the DRP under the Rt&Ruaplicit in NT Gas’s proposal,
however, is that the DRP should reflect debt isfoed period of ten years, with a
BBB+ credit rating.

The methodology proposed by NT Gas for estimatiegQRP relied entirely on
Bloomberg'’s five and seven year, BBB rated faiueayields, which were
extrapolated linearly to determine a ten year extéri’ Based on a 20 day averaging
period ending 30 November 2010, this approach gex/a debt margin of

546 basis points above the risk free rate.

The AER considers that the DRP implied by Bloomlsecgrrent fair value
estimates, and proposed by NT Gas, is excessidam@rcommensurate with
prevailing conditions in the market for funds ahd tisks involved in providing
reference service$? Further, the AER considers that the proposed ahetgin is not
consistent with section 24 of the NGL, in so muslire estimate of the benchmark
cost of debt has insufficient regard to:

= the regulatory and commercial risks involved inyidang the reference service
(section 24(5))

= the economic costs and risks of the potential faten and over investment
(section 24(6)).

The AER has previously expressed its concernsaaimg full reliance on
Bloomberg's fair value estimaté&®’ Accordingly, the AER has examined alternative
sources of information for estimating the DRP. amtigular, the AER has considered
the relevance of the ten year, BBB rated bond ts&iyethe APA Group, the two

BBB rated Sydney Airport floating rate bonds matgrin 2021 and 2022, the

eight year, BBB rated Brisbane Airport bond, the year, A- rated SP AusNet and
Stockland bonds, and the ten year, BBB+ rated Dgitg Bay Coal Terminal
(DBCT) bond as possible sources of information weetting the benchmark cost of
debt.

539  While the SORI has no status under the NiG&Rs intended to provide guidance to the gasosect
540 NGR,r.87(2).

541  Bloomberg does not publish separate fair vestinates for BBB-, BBB and BBB+ rated debt. Instead, all
BBB bonds are included in a single sample. Referenitbswthis chapter to Bloomberg's BBB fair value
estimates encompass all bonds with a credit ratireither BBB-, BBB or BBB+.

542 NGR, r. 87(2).
543 AER Draft decision—APT Allgag-ebruary 2011, p. 62.
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A.3.1 Bloomberg

The AER has considered that Bloomberg's fair vaktanates provided one
independent and potential source of yield infororabn corporate bonds with a
BBB+ credit rating and maturities up to seven y8&tsiowever, CBASpectrum's
decision to cease publication of its fair valudd/ieurves has given the AER cause to
guestion the reliability of Bloomberg's estimatestze only source of information
when setting the DRP, particularly given that bBktbhomberg's and CBASpectrum's
estimates rely on similar input data.

In exploring the performance of Bloomberg's estesathe AER has compared them
to the CBASpectrum yield curve and the value ofSkendard and Poor's ASX 200—
a broad based Australian share market index. Tdtseare illustrated in figure A.1.

Figure A.1  Changes in debt risk premia in comparison to the A% S&P 200—20 day
moving average
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Source: Bloomberg, CBASpectrum, RBA, AER analysis.

In viewing this figure, one should generally obsetire DRP moving inversely to
returns in the equity market. That is, during d mdrket when equity returns are
strong, the risk of default on debt should be campaely low. Conversely, as the
equity market falls, and the risk of default acrtbes market increases, the debt risk
premium demanded by investors should logicallyease’*®

While both the CBASpectrum and Bloomberg seriesgased in line with
deteriorating equity market returns, Bloomberg’segpls continued to increase with
improving conditions in the equity market (implyimgreasing default risk). Indeed,
the Bloomberg DRP was actually higher in Decemi@i02han at any time in recent

544 AER Final decision—Victorian electricity distributioretwork service providers, distribution
determination 2011-201®ctober 2010, pp. 505-506.

545 In practice, the interaction between debtemdty markets is more complicated than this, tamtegally,
heightened financial risk translates to lower shmiees and a higher DRP.
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history, including periods spanning the GFC. Thustcasts with the RBA’s
June 2010 bulletin.

Specifically, the RBA stated that as risk aversiareased during the financial crisis,
spreads (above the CGS) for BBB rated corporaté$wndened to historical highs,
peaking in March 2008 Further, the RBA added that spreads across atl bon
classes have since narrowed, though remain abewntisually low levels observed
prior to the financial crisid!’ The NTT also supports this view, noting that credi
markets have stabilised and risk spreads are nbstamutially lower than during the
GFC>* Unlike Bloomberg, the CBASpectrum fair value yielarve gradually
declined in accordance with improved equity madagtditions.

The significant divergence of estimates derivedfi@loomberg data and from
CBASpectrum over the timeframe including and sitmeeGFC is also difficult to
explain. The AER considers it is likely, however rélate to the different proprietary
methods employed by the data service providerangtod of extrapolating
Bloomberg estimates to a comparable ten year niygtand the general paucity of
lower rated, long dated bonds.

To some extent, the limited market data that hesntty become available further
suggests that Bloomberg's series may not be repese of bond spreads beyond
seven years. Specifically, in July 2010 the AustraPipeline Trust—the financing
arm for the APA Group—announced the issuance @vaten year, BBB rated
corporate bond (APT bond) with a yield to matuvitgll below that indicated by
Bloomberg's fair value estimates. Similarly, both AusNet and the property firm
Stockland recently issued ten year, A- rated bavitts current yields that are in
excess of 200 basis points below the extrapolatednBberg fair value curve.
Brisbane Airport also issued, in March 2011, eigtdr, BBB rated corporate bonds
whereby investor interest was double that of thellénally issued* Finally,
reported yields for the BBB rated, Sydney Airpdobting rate notes maturing in
2021 and 2022, are currently between 80 and 108 pasits below Bloomberg’s
BBB rated fair value estimates.

The paucity of corporate bonds currently tradin¢hie market with maturities greater
than five years and credit ratings at or closeB®B has been acknowledged by both
NT Gas and the Tribunat® For the indicative averaging period for this draft
decision, the AER has compared all bonds with ticeseacteristics, as reported on
UBS and Bloomberg. These bonds are shown in figu2ealong with Bloomberg's
fair value estimates for five and seven years,andxtrapolation to ten years (using
the AER's extrapolation method, discussed below).

546  The AER acknowledges that the RBA data refecsiporate bonds with maturities between one arel fiv
years. Though this differs from the AER’s benchn@rracteristics, the AER considers that relationship
between risk aversion and debt margins holds egfallonger rated bonds.

547  RBA,Bulletin: June quarter 201,QJune 2010, pp. 58-59.
548  NT TreasurySubmission to the AERIarch 2011, p. 5.
549 Brisbane Airport media releage)D$600 million debt successfully raised for BA3 March 2011.

550 NT GasAccess arrangement submissi@ecember 2010, p. 104; Australian Competition inid,
Application by ActewAGL Distribution [2010] ACompT& September 2010, paragraph 75, 77.
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Figure A.2  Australian corporate bonds with maturities greaterthan five years and
credit ratings ranging from BBB to A-
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Of the bonds plotted in this figure, the sevemarniediate interest are the APT,
Brisbane Airport, Sydney Airport (two), SP AusN8tpckland and DBCT bonds,
which are considered in turn below.

A.3.2 APA Group bond

For the indicative averaging period ending 1 AgflL1, the annualised yields on the
APT bond are 8.43 per cent and 8.58 per cent,@sdad by Bloomberg and UBS
respectively. The AER considers that these yietddilkely to provide a close match
to those of the benchmark corporate boH@&pecifically, the AER considers that the
APT bond—uwith a BBB credit rating and ten year técnmaturity—closely

resembles the characteristics relevant to the lmeadhcorporate bond adopted by the
AER in both electricity and gas determinations.ti® extent that credit ratings reflect
the risk of default, use of the APT bond would kpexted to over compensate

NT Gas with respect to the BBB+ rated benchmark ebdebt. This was also
suggested by the NTME®}?

However, credit ratings are not a perfect indicafaihe risks involved in investing in
the provision of reference services. As noted lan&ard and Poor's:

...Standard & Poor’s ratings opinions are not intehdg guarantees of credit
quality or as exact measures of the probability shparticular issuer or
particular debt issue will default. Instead, rasirgxpress relative opinions
about the creditworthiness of an issuer or credtlity of an individual debt
issue, from strongest to weakest, within a univefsaedit risk. The

551
552

AER Draft approach for measuring the debt risk premji8aptember 2010, p. 3.
NTMEU,Submission to the AERebruary 2011, p. 79-82.
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likelihood of default is the single most importéattor in our assessment of
creditworthiness>®

Investors use means in addition to credit ratingdetermine the risks associated with
investing in particular firms. Consequently it @mamon to observe different yields on
bonds with the same credit rating. Again, Stan@aud Poor’s noted that:

... while credit quality does indeed influence creggiteads or prices, so do
many other factors, sometimes overwhelmingly. Rstance, investors
typically require additional yield or spread comgation to buy a bond if the
issuer is smaller than others in the market. Sitgiléf an issuer rarely comes
to market, or if little published research or caga exists on it, its bond
spreads may be higher, all else being equal.

... Another non-credit-related factor that can widdnond spread reflects the
cost of insufficient information>*

The fact that investors take into account infororatther than credit ratings when
assessing the risk of default is supported by rtemmealysis prepared for the AER by
Oakvale Capital. In particular, when explaining tineergence in yields on bonds
with similar credit ratings, Oakvale suggested thators such as industry (for
example, infrastructure versus financial institntmonds) and liquidity are
relevant® Similarly, a report by Associate Professor Johndiiey stated that
empirical evidence may suggest factors other tiraplg credit risk (as reflected in
the assigned credit rating) are taken into accbyrthe market in pricing bondg®

Synergies also noted the importance of liquiditpiiting bonds. Specifically,
Synergies stated that liquidity is a critical fadto establishing the extent to which the
price of a debt instrument fully reflects curremformation>’ In this regard,

Synergies proposed that the APT bond is illiquid) that its lack of turnover implied
that the yields on the APT bond were not reflectif’@revailing market conditiorrs®

Yield estimates for the APT bond, however, are ighield by two independent data
providers—Bloomberg and UBS. Moreover, both yiedtireates are consistent,
differing by less than 15 basis points.

Estimates of the APT bond yield from BloombergeefiBloomberg Evaluated Prices
(BVAL). The AER considers that while BVAL may nog Ibhe most preferred

measure of bond yields published by Bloomberg—ngtatther Bloomberg prices
such as Bloomberg Generic Prices and Bloomberg GsitgpMarket Prices reflect
prices contributed to Bloomberg, whereas BVAL age\ked prices—they still reflect
yields published by an independent and well regokdata services provider based on

553  Standard and PoorGuide to credit rating essential2010, p. 4.
554  Standard and Poor)e wishes of crowds: Do credit spreads measureataisi?, 2010, p. 3.

555  Oakvale CapitaReport on the cost of debt during the averaginggaerThe impact of callable bonds
February 2011, pp. 2-3.

556  John Handleygomments of the CEG Report: Estimating the 10 ye&+B&st of deht
11 February 2011, p. 6.

557  Synergies Economic Consultiliggtimating a WACC for the NT Gas Transmission Pipgline
December 2010, pp. 39—42.

558  Synergies Economic Consultifiggtimating a WACC for the NT Gas transmission pipeline
December 2010, p. 42.
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prevailing market conditions® Accordingly, the AER considers that in the current
circumstances, Bloomberg's BVAL represent a reaslenastimate of the expected
yields on the APT bond.

Similarly, the AER regards UBS as an independedtveell respected data services
provider, and considers that in the current cirdamses its published yields provide
reasonable estimates for the APT bond.

In regard to factors other than those reflectecr@ulit ratings, the AER considers the
factors specific to regulated energy networks aifigcthe APT bond to be relevant
considerations in setting the benchmark cost of.delparticular, the default risk of
the APA Group's operations reflect its large, fixedestments whose returns are set
in part under the regimes administered by the AB&euthe NGR and NER. The key
features of these regimes—in contrast to investmsks in unregulated sectors—
include “locked in” asset values and periodic resétprices with respect to updated
sales forecasts. Hence, to the extent that investorsider industry specific
characteristics in addition to the assigned cnediihg, the yields on the APT bond
should be given weight in determining a rate ofimethat is commensurate with the
risks involved in providing reference services.

NT Gas also proposed that it would be difficulteéplicate the terms of the APT
bond, as evidenced by the bond being awarded thgdfdews Australian domestic
corporate market deal of the year, and Finance msigazine’s best local bond deal.
NT Gas proposed, therefore, that the APT bond wéas suitable comparator for
assessing the DRP.

The APT bond, however, was negotiated in the peticettly following the GFC.

NT Gas characterised this period as representfagrg uncertain environment for
domestic corporate issuer€® Accordingly, to the extent that market conditidrase
subsequently improved—as evidenced previouslyigidbction—the AER considers
that the difficulties in replicating a similar deste likely to be overstated. The recent
issuance by SP AusNet of a ten year corporate batflgeit, with a higher credit
rating—supports this position. Similarly, the recemght year, BBB rated bond issued
by Brisbane Airport suggests that NT Gas’s concarasunfounded.

Synergies also criticised the AER for not scrutmgshe APT bond with the same
veracity as it did the DBCT bond, to determine vieetit is unusual or an outlier for
the purposes of setting the DRP. In particular,esgmes proposed that the illiquidity
of the APT bond rendered it an unsuitable compatatthe benchmark corporate
bond. Synergies and NT Gas stated that this boadusual on the basis that:

= jts yields are significantly below those derivednrthe extrapolated Bloomberg
fair value curve,

® jtis not included by Bloomberg when deriving igsrfvalue curve; and

559  Specifically, BVALs reflect end of day, markrtarket prices, derived from a multi-dimensionatipg
methodology that incorporates real-time market dathadvanced algorithmic models.

560 NT GasAccess arrangement submissi@ecember 2010, p. 107.
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* two finance magazines name this bond issue thd tde&910”>%*

The AER, however, sought but did not find any infation regarding the

APA Group that suggested the yields on the APT heack unusually low with
respect to its credit rating or other benchmarkattaristics. Pertinently, if anything,
illiquidity is likely to drive estimated yields higr.

Further, the AER does not consider that the exafust the APT bond from
Bloomberg’s seven year, BBB rated fair value estamaecessarily inferred any
substantive issues with the APT bond yields. Notable maturity of this bond is
around two years longer than the seven year, BB&ifair value estimates published
by Bloomberg. Additionally, the methodology usedBlgomberg to determine fair
value estimates is proprietary, limiting the AERMlity to assess the reasonableness
of the sample used. Had the APT bond been includBtbomberg’s sample, the

AER expects that Bloomberg's fair value estimatesiid have been lower.

A.3.3 Brisbane Airport, Sydney Airport, SP AusNet and Sto  ckland
bonds

In March 2011, SP AusNet issued ten year, A- rategorate bonds. In
November 2010, Stockland issued bonds with an ickdrtenor and credit rating.
Brisbane Airport also recently issued eight yed&BBated corporate bonds, and
reported yields for two BBB rated Sydney Airpordting rate notes (maturing in
2021 and 2022) are currently available.

The characteristics of all these bonds—that isr teaor and credit rating—are
comparable to the APT bond, as well as the AERixhmark. Moreover, as
SP AusNet owns and operates network gas and elgctissets, its operations
resemble those of the AER’s notional benchmark.firm

In contrast, however, the ownership structure oABBNet—specifically, its
ownership by the Singaporean Government—differ&kedly from the APA Group,
and from the AER’s benchmark firm. Additionallyethature of Stockland’s assets
and the industry in which it operates clearly diti@ that of NT Gas. Brisbane and
Sydney Airport’s operations also differ from the RE benchmark firm, though still
reflect characteristics of a monopoly infrastruettirm.

These issues notwithstanding, the AER considetghieayields on the

Brisbane Airport, Sydney Airport, SP AusNet andc&tand bonds provide points of
reference to assess the reasonableness of BloosB&H fair value estimates and
also of the APT bond yield. In this regard, the A&ddsiders that many factors are
likely to contribute to the divergent bond yield$ie magnitude of these differences,
however, is considerable. These yield comparisomsliscussed below:

A.3.3.1 Brisbane Airport bond

The yield on the Brisbane Airport bond is 194 basists below the extrapolated ten
year Bloomberg fair value estimate. The AER considieat this yield differential is
likely to be substantially driven by the bonds lowenor, and to a lesser extent, its

561 KangaNews, Volume 5, Issue 46, December 2014); FinanceAsia, Achievement awards 2010,
December 2010.
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credit rating. That is, the Brisbane Airport borakta remaining term to maturity of
approximately eight years (as distinct from theaxblated, ten year estimate for
Bloomberg), and a credit rating of BBB (as distifroin the Bloomberg compilation
of all BBB-, BBB and BBB+ rated bonds).

The small yield differential between the BrisbangoArt and APT bonds
(24 basis points) is expected, given their idehticadit ratings and minimal
difference in remaining tenor.

A.3.3.2 Sydney Airport bonds

The yield on the two Sydney Airport floating ratetes, converted to fixed rate
equivalents, are 86 and 99 basis points belowxtramolated ten year Bloomberg fair
value estimates. Given the longer tenor—these boradare in November 2021 and
October 2022—and BBB credit rating, these yieldedéntials suggest concerns with
either the Sydney Airport bond yields, BloombeBBB rated fair value estimates,
or that factors other than tenor and credit ratergsevident. The empirical evidence,
however (as highlighted throughout section A.3sBpports the yields on the Sydney
Airport debt are reasonable.

The higher yield of the Sydney Airport bonds in gamson to the APT bond (70 and
84 basis points) is expected, given the greateair@ng term to maturity of the
Sydney Airport bonds.

A.3.3.3 Stockland bond

The remaining term to maturity for the Stocklanaéalosely matches the ten year
term of the extrapolated Bloomberg estimates. Adiogly, the yield differential
between the Stockland and Bloomberg estimates—a6i points—is likely to be
driven, primarily, by the difference in credit ragis. The lower yield on the Stockland
bond is therefore expected. The magnitude of tifisrdnce, however, is
considerable, indicating that other factors magwedent.

In regard to the APT bond, the yield on the Stoottlessuance is 34 basis points
below the APT bond yield. This divergence is reabdynexpected given the
counterbalancing effects of Stockland’s slightlgder tenor but higher credit rating.

A.3.3.4 SP AusNet bond

The tenor of the SP AusNet bond is identical togkieapolated Bloomberg fair value
estimate. Accordingly, similar to the Stocklanduasce, the difference between the
yield on the SP AusNet bond and Bloomberg’s falugastimate—

239 basis points—is likely to reflect the credtimg differential. The size of this
difference, however, indicates that other factoeslitely to be relevant.

The offsetting differences in tenor and creditngsi are likely to be key drivers of the
yield differential (70 basis points) between the/ARNet and APT bonds.

Overall, while the APA Group, Brisbane Airport, 8BsNet, Stockland and Sydney
Airport bonds provide only six points of referentiegy all consistently indicate that
the extrapolated Bloomberg fair values may notdpeesentative of longer dated, low
rated bonds. Where NT Gas’s method of extrapolai@pplied, these differences are
greater still.
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Additionally, the observed yields of the Brisbaniepart, SP AusNet, Stockland and
Sydney Airport bonds support the reasonableneiseadbserved yields on the
APA Group bond.

A.3.4 Dalrymple Bay Coal Terminal (DBCT) bond

The characteristics of the DBCT bond maturing i@ 2énatch the benchmark

ten year, BBB+ corporate bond. The AER, howeves,graviously expressed
concerns over the reliability of this bond in comrgive analysis® Specifically,
Bloomberg has intermittently published observatitumghe DBCT bonds in the past
and they have been previously excluded from Bloagibdair value estimates given
divergent data feed§?

Further, while the voluntary trading suspension sugsequent market
recapitalisation of BBI occurred in the past, magerceptions of the BBI/DBCT
bonds may have shifted, despite the official creating assigned by

Standard and Poor’s remaining unchangédhis consideration was supported by
Oakvale Capital, who noted that for the period leevApril and May 2010, the
uncertainty surrounding the issuer and the futtaiis of the issue were likely to
have been key contributors to the higher yieldrn@BCT bond®® To the extent
that these factors persist—and the large spreadeoBDBCT bond (around

500 basis points) compared to the smaller spreadiseoAPT, Brisbane Airport,
Sydney Airport, SP AusNet and Stockland bonds stppbis—the AER considers
that they limit the reliability the DBCT bond fdne purpose of assessing the
benchmark cost of debt.

A.3.5 AER’s method for setting the DRP

The lack of corporate bonds with BBB+ ratings aratumties of ten years makes it
difficult to reliably ascertain the appropriate bemark cost of debt. For the reasons
outlined above, the AER considers there is a p@saase for placing greater reliance
on the APT bond in setting the DRP, particularlytesreasonableness of the spreads
on this bond are now corroborated by the issuahtteedBrisbane Airport, Sydney
Airport, SP AusNet and Stockland bonds. In recaggishe risks in setting a DRP on
such limited information, the AER has adopted aioas approach for the purposes
of this decision and considered equally the spreatise extrapolated ten year, BBB
fair value derived from Bloomberg and of the APThavhen setting the DR¥®

NT Gas, however, stated that because the APT basdssued by NT Gas’s majority
owner—the APA Group—references to this bond efietyi reference NT Gas'’s
actual cost of funds. NT Gas proposed, therefbi, reliance on the APT bond

562 AER Final decision October 2010, pp. 505-506.

563  PwCpDebt risk premium over the approved averaging peheginning 2 August 201@ctober 2010, pp.
8-10.

564  Application by ActewAGL Distribution [2010] AQapT4, p. 22, paragraph 70.

565  Oakvale CapitaReport on the cost of debt during the averaginggaerThe impact of callable bonds
February 2011, pp. 20-22.

566 The AER notes that for the indicative averagiagod—the 20 trading days ending 1 April 2011—the
sample of bonds used to determine Bloomberg's BBB/&dire estimates did not include the APT bond.
The AER is uncertain as to why Bloomberg did notudel this bond—noting that Bloomberg’s methods
are proprietary and not available for assessmethdAER—though does not consider that this mdtgria
impacts the use of the APT bond in assessing thehoeark cost of debt.
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would limit their incentive to outperform the bemeairk, as any benefits that would
have otherwise accrued to the firm from adoptimpgdicularly efficient financing
strategy would be removed’

The benchmark cost of debt set by the AER, howelas not adopt the yield on the
APT bond. That is, the AER’s benchmark cost of débd gives weight to
Bloomberg'’s fair value yields. Additionally, the ARond only represents a limited
proportion—approximately 9.50 per cent—of the akctuading costs of the

APA Group, and subsequently, an even lower pergert&NT Gas’s funding
costs>®® For these reasons, the AER considers that thefithe APT bond in
determining the benchmark cost of debt does not¢madly reduce the incentive for

NT Gas to source efficient financing strategies.

A.3.5.1 Extrapolation method

Since Bloomberg only publishes BBB fair value esties to seven years, the AER
and service providers have been required to eXigothis curve to a ten year tenor
for the purposes of setting the DRP. The AER hastmexently considered that in
lieu of Bloomberg publishing a ten year, BBB rataiul value estimate, the spread on
Bloomberg’'s AAA rated estimates from seven to tearg should be added to
Bloomberg's seven year, BBB rated fair value cu/&he AER considers that this
extrapolation approach provides a better estimitieecten year, BBB rated yields
than an approach based on linear extrapolatiopraggmsed by NT Gas.

Specifically, the AER has previously demonstrateat & linear extrapolation of
Bloomberg's BBB curve (using the change in spreddiden the five and seven year
estimates, and projecting this to ten years) ovapansates network service
providers, both on theoretical grounds (given th@ld curves are not linear) and with
respect to testing against earlier reported obsensaof Bloomberg's ten year BBB
fair value estimate¥’ The ACG report supports this view:

The standard methodology of linear extrapolatioBlolbmberg corporate
bond data has become increasingly unreliable asateee of longer maturity
corporate bonds has gradually disappeared ... Wingghar maturity is
sought to be estimated using bonds of lower matunitear extrapolation (as
opposed to nonlinear extrapolation) becomes inarghsinaccurate, leading
to over-estimate¥*

In regard to the alternative extrapolation methedsed by the AER, these tests
compared the absolute and squared differencesBtoomberg’s ten year, BBB rated
fair value estimates. The AER found that the sptestdieen Bloomberg's AAA

rated, seven and ten year fair value curves provademaller mean squared difference
compared to the linear extrapolation method progpdseNT Gas. This contrasts to

567  NT GasAccess arrangement submissi@ecember 2010, p. 107.

568  Based on the $300 million face value of the ABmd, and total borrowings of $3156.8 million (at
30 June 2010) as reported in the APA Group’s 20idntial statements.

569 AER Final decision October 2010, pp. 510-511.

570  Bloomberg last published ten year, BBB+ fair vas@mates for the periods from December 2001 to
March 2002, June 2003 to October 2004, and Nove2b@s to October 2007. AERjnal decision
October 2010, p. 490.

571  The Allen Consulting Groupmadeus Gas Pipeline — Estimation of WACC, RepoRdaver and Water
Corporation in support of its submission to the AERtcess reviewrebruary 2011, p. 5.
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the Synergies analysis, though Synergies did nojpeoe extrapolation methods over
the entire period for when Bloomberg last publistesdyear, BBB rated fair value
estimates’? The AER considers it more appropriate to assessikire period (from
November 2005 to October 2007). Table A.4 provitiese results.

Table A.4: Mean absolute and mean squared differax@s from Bloomberg’s ten year,
BBB rated fair value estimates

Nov 2005—-Oct 2007  June 2003-Oct 2004 Jan 2002 —Mar 2002

Extrapolation Squared Absolute  Squared Absolute  Squared Absolute
method difference difference difference difference difference difference

Bloomberg BBEB 0.0124 0.0863 0.0895 0.2886 0.0529 0.1786
(5 to 7 years, linear)
Bloomberg AAA 0.0025 0.0400 0.0085 0.0670 0.0908 0.2870
(7 to 10 years)
Bloomberg IRS

0.0048 0.0586 0.0095 0.0742 0.0558 0.2265
(7 to 10 years)

Source: Bloomberg, AER analysis.

Note: The AER also considered the spread betweem@mwealth Government Securities,
however, the results of this approach were dematestras being unreasonable in the
Victorian electricity determination.

Further, a linear extrapolation of Bloomberg’s seyear, BBB fair value curve
results in a ten year yield estimate which is gretitan the observed yield on the
DBCT bond, for which the AER has previously expeesis doubts over.

Bloomberg, however, has not published seven oyd¢an, AAA fair value estimates
since June 2010. Regardless, the AER considerghinanost reasonable
extrapolation approach is to add the spread onrBbmwg's AAA rated estimates from
seven to ten years—as averaged over the last@@drdays when these estimates
were available, ending 22 June 2010—to the mosnitezstimates of Bloomberg’s
seven year, BBB rated fair value curve. This apgmamplicitly assumes that the
spread between Bloomberg’'s seven and ten year, fakAialue estimates has
remained relatively constant over the period sthage 2010. Figure A.3, below,
supports this assumption.

572  Instead, Synergies only considered the firdtlast three month subsections for when Bloomtsesy |
published ten year, BBB rated fair value estimateae8yes Economic Consultingstimating a WACC
for the NT Gas transmission pipelim@ecember 2010, pp. 47-50.
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Yield curve analysis—20 day moving averages—Bloomiggs AAA and
BBB fair value estimates, interest rate swaps andd@nmonwealth
government securities

Figure A.3
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Notably, Bloomberg's seven year, BBB rated faineaturve has historically moved
broadly consistent with Bloomberg’s seven and tesr yAAA rated fair value curves.
Further, these yield estimates have all moved stersily with the Australian dollar
interest rate swaps and the Australian CGS. Acoglgi the AER considers it
reasonable to infer that had Bloomberg continugataish seven and ten year, AAA
rated fair value curves, these curves would likelye continued to move in line with
those examples provided above. In this regardA#R considers that the spread
between Bloomberg’s seven and ten year, AAA ratedes reflects as reasonable an
extrapolation method now as it did in June 2010.

The AER, however, has reservations, more generafjgrding the spreads on
Bloomberg’'s AAA rated, seven and ten year fair eadstimates. In particular, the
spread between these two estimates in June 2010eaasistorical highs,
contrasting both improving conditions in debt maskand market commentary from
the RBA>"® The AER'’s reservations are even greater for theaspbetween
Bloomberg’'s BBB rated, five and seven year faiueat¢stimates, especially as this
spread is magnified with NT Gas’s proposed linedragolation approach.
Notwithstanding these concerns, the AER is sigaiftty constrained in regard to
viable alternatives for extrapolating Bloombergévan year, BBB rated fair value
estimates to a ten year teff The corresponding spreads are shown below, imigu
A4,

573
574

RBA,Bulletin: June quarter 201Qlune 2010, pp. 58-59.

The AER considers the proposal within the AGQ@bre—to adjust the results of the linear extraporat
method downwards by 200 basis points. The also A&ifRiders this approach to be arbitrary and lacking
substantive theoretical analysis.
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Figure A.4  Yield curve analysis—20 day moving averages—five &even year, and
seven to ten year spreads for Bloomberg and CBASpegm
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For the reasons outlined above, the AER consithetsNT Gas’s extrapolation
methodology does not provide for a rate of returrcapital that is commensurate
with prevailing conditions in the market for funaisd the risks involved in providing
reference service¥® In contrast, the AER considers its extrapolatippraach
provides the best estimate possible in the circantsts.’® Substitution of NT Gas's
method with the AER’s approach results in a reauncin the DRP of approximately
77 basis points (based on the indicative averagangpd ending 1 April 2011).

A.3.6 Conclusion — debt risk premium

The AER acknowledges that Bloomberg is a well distiadd and independent data
service provider, and that Bloomberg’s fair valigd/curves have been relied on by
the AER in previous regulatory determinations. Hegregiven the concerns raised
throughout this section, the AER does not condiadlat; in the current circumstances,
sole reliance can be placed on Bloomberg’s faueastimates.

The AER has also considered other information witicbhnsiders relevant to the
benchmark BBB+ rated, ten year bond yield. In pat#r, the AER considers that the
credit rating, maturity and similarities betweer tiperations of the APA Group and
the AER’s notional benchmark firm are likely touésn the spread on the APT bond
being reflective of the default risk associatedwitvestment in the provision of
reference services. However, the AER has takemi@ocs approach and does not
consider that full reliance can be placed on argyindividual bond. The AER's
decision to consider equally the APT bond and Blberg has been substantiated to
some extent by observations from the DBCT bond ¢ivitihe AER has expressed

575 NGR, r. 87(1).
576  NGR, 1. 74(2).
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doubts over), and the Brisbane Airport, Sydney &itpSP AusNet and Stockland
bonds.

The AER therefore considers that an average ofBhmyg’s ten year, BBB rated fair
value curve and the APA Group bond representsébeDRP estimate possible in the
circumstances of NT Ga$’ Based on the indicative averaging period for ¢t
decision, these two information sources producegmsrover the risk free rate of
4.60 per cent and 2.98 per cent. In exercisindigsretion, the AER has given equal
weight to both Bloomberg’s fair value yield estiestand the APA Group bond. This
results in a DRP of 3.79 per cent over the indweasiveraging period ending

1 April 2011.

A.4  Market risk premium

A.4.1 Time periods for historical excess returns

Table A.5: Historical excess returns estimated usgigeometric means and arithmetic
means (assuming an imputation credit utilisation rée of 0.65) (%)

Historical excess returns Historical excess returns
(geometric means) (arithmetic means)
1883-2010 4.9 6.3
1937-2010 4.1 6.1
1958-2010 4.1 6.6
Source: HandleyAn estimate of the historical equity risk premiwumnthe period

1883 to 201PpJanuary 2011, p. 8.

The starting points for each sample period in tébkeare consistent with those
considered by the AER during the WACC review. THeRAconsidered the sample
periods noted above for the following reasons, Whvere mostly based on the
findings of a study by Brailsford, Handley and MaWwaran:

®= The period 1883 to 2010 provides a large samplé&hihcorporates many years
of excess returns data as well as large negatid@asitive market events.
However, for the period up to 1937 there is a neddy small sample of stocks
available and periods of government stock pricerotsr’®

® The period 1937 to 2010 provides a slightly smailember of observations than
the 1883 to 2010 period, but it incorporates a isbastly larger sample of stocks
and avoids the problems associated with data fwih©37.

= The two time periods above both incorporate datanfthe Lamberton data series
up to 1958, which is likely to overstate historieacess returns prior to 1958. The
Lamberton data series uses an equal weighted ithidrervalue weighted average
of stock returns, which results in a bias towargs lyielding small stocks. In

577  NGR, 1. 74(2)(b).

578  Brailsford, Handley and MaheswarBR®-examination of the historical equity risk premiin Australia
Accounting and Finance, vol. 48, pp. 78-79.
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addition to this, the Lamberton data series comprdividend paying stocks only,
which results in an overstatement of the marketaye This is because not all
stocks pay dividends. In estimating historical essceeturns, Brailsford et. al.
adjusted pre-1958 data by a factor of 0.75 and dasoProfessor Handley
incorporates this adjustment also. However, itnsautain what the exact
adjustment factor should be. Therefore, it is usef@onsider estimates using
data from 1958 onwards as wel.

® The period 1958 to 2010 provides a smaller numbebservations, but it avoids
the issues associated with data prior to 1958.

A.4.2 The difference between arithmetic and geometric mea ns

Table A.5 outlines Associate Professor Handleyssiahistorical excess returns
estimates calculated as arithmetic and geometranmel he difference between these
estimates demonstrates the variability of excesse over time.

Arithmetic means are more appropriate when obsenatare considered
independent in a statistical sense. In contrasiyngéric returns are more appropriate
when observations are related to each other awer {fior example, if yearly excess
returns are the relevant observations, returndeagxpected to accumulate over
time). As long as returns vary over time a georoetrean will always be less than an
arithmetic mean. The greater the volatility in regj the greater the difference
between arithmetic and geometric means.

The difference between arithmetic and geometricraé®comes apparent through a
simple example. Suppose an index starts at 108,téa80 and then increases again to
100, the arithmetic mean return is 2.5 per ¢&Hthe geometric mean return is
zero”® The arithmetic mean return contemplates two pssitenarios—the index
falls by 20 per cent or the index rises by 25 mart.cThe geometric mean return
contemplates the accumulated return over two y@dtse investor had a two year
investment horizon, the return over that horizomuldde zero). It is clear that over a
two year investment horizon, the arithmetic meanld@verstate the return.
However, if the investment horizon was one yeas afithmetic return would be the
correct estimate. To form an expectation abouty@ae in the future based on
historical evidence we would look at what is pokesdwer a one year horizon, which
could be either a loss of 20 per cent or a ga@bgber cent. In this case, the
geometric mean would be an underestimate of thealia looking return.

The historical excess returns used in AssociateeBsor Handley's estimates are
calculated on a yearly basf& Therefore, for a 10 year horizon the arithmeti@mef
yearly excess returns in each of the sample pe(iizis years, 73 years, and 52 years)
will overestimate the historical return on a 10nj@aestment. In contrast, the
geometric mean for each of the samples will undienase the historical return on a

579  Officer and Bishogzomments on the AER draft distribution determinat@rVictorian electricity
distribution network service providerduly 2010, p. 21.Officer and Bishop appear toipocate this
adjustment in their long-term estimates.

580 A fall of 20 per cent plus a rise of 25 pantceivided by 2.
581  The square root of (1-0.20)*(1+0.25), minus 1.

582  HandleyAn estimate of the historical equity risk premiumthe period 1883 to 2010
January 2011, pp. 3-4.
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10 year investment because the data reflects alatiaaureturn over the entire
sample period.

It may seem appropriate to estimate a 10 yearmretthin each of the sample periods
outlined above. However, without any overlap infgeabservations this would
significantly reduce the number of observationse hmber of observations within
each of the samples considered would fall from ¥37and 52 yearly observations to
approximately 13, 7, and 5 observations.

Therefore, it is not easy to calculate excessmstover a 10 year investment horizon
with the available data. Arithmetic means are galheused in estimating expected
values and it is also likely that investors ‘thimik’terms of annual returns, which the
AER noted in the WACC review final decisiof. However, the issues outlined above
suggest that the arithmetic mean of yearly excessns is likely to overstate the
excess return over a 10 year horizon.

In the WACC review, the AER noted that Blume, adl we Dimson, Marsh and
Staunton have proposed methods that could be aseddulate an expected MRP
using both arithmetic and geometric me#i&lhe results from these weighted
averages produce different results, which makkearier to determine which form of
adjustment is best. Rather than using a compleghteid average or an adjustment
approach, which may not add a greater degree ofsmwa to historical estimates, the
AER considers that arithmetic averages should teepreted with the understanding
that they may overstate the expected forward |lagpkih year MRP to some extent.

A.4.3 Implied volatility and Officer and Bishop’s ‘glide path’
approach

The current level of volatility in the stock marlatn be estimated using the volatility
implied by the Black-Scholes option pricing formutéowever, implied volatility
varies significantly and provides only a very shertm view of market volatility at
any point in time. This can be seen in figures &n8 A.6.

583 AER,WACC review final decisiori May 2010, p. 199.
584 AER,WACC review final decisiori May 2010, pp. 198-199.
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Figure A.5: Implied volatility from option prices as reported by Bloomberg

45

= AS51 Index 12m 20-day average IV - Put

——AS51 Index 12m 20-day average IV-call

= AS51 Index 12m 20-day average IV - Average

Source: Bloomberg, AER analysis.
Figure A.6: Implied volatility on S&P/ASX200 as reported by the ASX
SE&PIASX 200 VIX
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Source: ASX,

http://www.asx.com.au/products/indices/types/sp288_vix_index.htm
viewed 13 January 2011.

Officer and Bishop submitted that an MRP of 8 partds appropriate over a five
year period to 2016 based on a ‘glide path’ apgroac

215



= Officer and Bishop estimated the volatility impligdm the Black-Scholes
option-pricing formula for 12-month ASX200 indexlaaptions to be
11.9 per cent. This estimate assumed a markepesknit of option implied
volatility of 0.5. It is a 1-year estimate of theR.

= Officer and Bishop then estimated the geometricaaye MRP over five years
assuming the MRP would revert from 11.9 per cer2(hl to a long run estimate
of 7 per cent within a five year perio§®

Officer and Bishop implicitly assumed there wasstractural break in the MRP as a
result of the GFC because the MRP is assumed &strieva long run MRP estimate
of 7 per cent® In a previous report, Officer and Bishop advocatsitg a long term
estimate due to the variability in data on markétims>2’ However, Officer and
Bishop still incorporate the short term 11.9 peartagtion implied volatility into their
estimate of the MRP, rather than simply advocatiragy long term MRP estimate of
7 per cent. Officer and Bishop have previouslyestahat due to abnormally high
levels of volatility, it is appropriate to estimdtee forward looking MRP using the
current level of implied volatility and a ‘glide aapproach’. Figures A.5 and A.6
show that implied volatility has dropped signifitigrsince the onset of the GFC. It
does not seem reasonable to continue to applyde‘ghth’ approach rather than
applying a long term historical estimate of the MRP

The AER also has a number of concerns with theotisaplied volatility in
providing the best estimate of the MRP over a 1 yiene horizon. Officer and
Bishop’s 11.9 per cent estimate of the 1-year M&Is on an assumption that the
market risk per unit of option implied volatilitg constant at 0.5. Officer and Bishop
have previously claimed that this approach is figstibased on empirical and
theoretical support from a paper by Doran éfHowever, Doran et al found that
short run volatility had a surprisingly small impan the medium term MRP.
Specifically, they found that short term volatiliiyly has a 10 per cent weight in
determining the medium term volatility and suggéstst investors focus more on
long-term volatility and are relatively insensitit@short term volatility swings®®
Doran et al also found that their implied risk aggmh produced a negative implied
equity risk premium from S&P 500 index option paaturing periods of “irrational
exuberance® Other research also suggests that option impliatility is an
unreliable estimator of the expected MRP.

585  Officer and Bishogzomments on the AER draft distribution determinat@rVictorian electricity
distribution network service providerduly 2010, p. 19.

586  The AER notes above that Officer and Bishogf7cent historical MRP estimate is an arithmetic
average and is subject to the data issues relatedd term historical MRP estimates outlined above.

587  Officer and BishopVlarket risk premiumA review paper, August 2008, pp. 36-37.

588  James Doran, Ehud Ronn and Robert GoldBesgnple model for time-varying expected returnshen
S&P 500 indexworking paper, University of Texas, June 200% Séicer and Bishop, Market risk
premium, further comments, January 2009, pp. 7-8.

589  James Doran, Ehud Ronn and Robert GoldBesgnple model for time-varying expected returnshen
S&P 500 indexworking paper, University of Texas, June 200% Séicer and Bishop, Market risk
premium, further comments, January 2009, p. 17.

590 James Doran, Ehud Ronn and Robert GoldBesgnple model for time-varying expected returnshen
S&P 500 indexworking paper, University of Texas, June 2005, 9.
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Santa-Clara and Yan studied the ex ante risk pmasimplied from S&P 500 index
option prices. Santa-Clara and Yan'’s research stioatsoption implied volatility is
much higher than realised market risk. Santa-GlarhYan stated*

...the average premium that compensates the inviesttire risks implicit in
option prices, 11.8%, is about 40% higher tharptigenium required
compensating the same investor for the realiseakilit} in stock market
returns, 6.8 per cent.

Chernov studied the role of risk premia in volgtifiorecasting and explained why at-
the-money option implied volatility is a biased andfficient forecast of future
realised volatility>*?

Based on the research from Doran et al, Santa-@tata¥an, and Chernov, the AER
considers that option implied volatility is too hlg variable to be used as a basis for
estimating the forward looking 10 year MRP.

Officer and Bishop’s ‘glide-path’ approach incoratas a highly variable 1-year
estimate of implied volatility and then combinegvith a long term historical estimate
of 7 per cent over a five year time horizon. Agdssed in chapter 5 and outlined in
figure 5.1, realised excess market returns fluetsanificantly between a positive
and a negative MRP. It is quite possible that ia pear realised excess market
returns will be below their long term estimate giet cent (or 6 per cent), but this is
not considered in Officer and Bishop’s analysid.thdt is considered is a level of
implied volatility measured as at July 2010, whikdnds downwards to a long term
historical estimate. However, the realised MRP ddod below long term estimates in
some years (for example, below 6 per cent). Offecet Bishop do not take this into
account in their ‘glide path’ analysis. The AER swmiers that the significant
variability in the short term MRP derived from irgd volatility measures makes
such estimates an unreliable source of evidence wéiing a MRP for a 10-year
investment horizon®

591 Pedro Santa-Clara and Shu Y&rashes, volatility, and the equity premium lessfom® S&P options,’
Review of Economics and Statisti82(2), May 2010, p. 450.

592  Mikhail Chernov,On the role of risk premia in volatility forecasginJournal of Business and Economic
Statistics October 2007, vol. 25, no. 4, pp. 411-426.

593  Officer and Bishop’s approach also looks spedif at a five year, rather than a 10 year timézon.
Within the CAPM, the MRP is calculated as the expéceturn on the market portfolio minus the risefr
rate. For the purposes of this access arrangemeetr the AER has used the yield on 10 year CGS as a
proxy for the risk free rate. As a result the MReds to be estimated for a 10 year time horizomedis
Therefore, in addition to other problems with Oéfi@and Bishop’s ‘glide-path’ approach, Officer and
Bishop consider a time horizon that is inconsistetti the assumed 10 year period for the risk fege.r
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B  Debt raising costs

Debt raising costs are transaction costs—suchgas fees, underwriting fees or
credit rating fees—incurred as debt is raised finaeced. The AER accepts

NT Gas’s proposal to determine debt raising cosisgithe AER’s standard
method>® The AER has updated the inputs to this model aterthines a debt
raising cost unit rate of 10.9 basis points pemuamiibppa), which is applied to the
benchmark debt component of the capital base imats the total allowance for debt
raising costs for the access arrangement periadodgh NT Gas proposed this
allowance be rolled into the overall WACC, the AlBRplements a separate opex line
item to preserve transparency.

B.1  Access arrangement proposal

NT Gas proposed to follow the AER’s standard metloodhe determination of debt
raising costs®> which is based on a 2004 report to the ACCC byAlen Consulting
Group (ACG)>** NT Gas proposed a debt raising cost unit ratedd bppa’’ which
was based on the allowance set for Jemena Gas Nstimoan earlier AER decision
document®® This unit rate was then incorporated into the alf@ost of debt used as
an input to the WACC, such that NT Gas proposeaedeive debt raising costs as an
implicit component of its return on capital. NT Gaated that this was the ‘simplest
and most transparent approach’.

B.2 AER considerations

The AER accepts NT Gas’s proposal to use the ABRdstrd method, but has
reservations about the inclusion of debt raisingti€as an implicit component of the
return on capital. Although this practice was comramongst state regulators, it
conflates two separate components of the buildiagdomodel. Separating out the
transaction costs of accessing capital from the&metb capital providers preserves the
distinction between these components of the maahel therefore is the most
transparent option available. Further, discrettdyirsy the debt raising cost allowance
aids comparability across different regulatory dexis, and has been the practice of
the AER in all decisions to date.

Table B.1 shows the build up of debt raising casfter updating inputs to the model.

594  NT GasAccess arrangement submissi@ecember 2010, p. 115. This standard methodoloaged on
the 2004 ACG report, has been refined by the AEBsacprevious regulatory decisions, and is explained
in detail below.

595 AER,Final decision, South Australia distribution deténation 2010-11 to 2014—-1May 2010, pp. 124—
133, 371-384 appendix J; AERnal decision - appendices, Victorian electriaitigtribution network
service providers, Distribution determination 202045 pp. 474-501, ppendix N.

596 ACG,Debt and Equity Raising Transaction Costs, Fingbéteto the Australian Competition and
Consumer Commissipbecember 2004.

597  NT GasAccess arrangement submissi@ecember 2010, p. 115.
598 AER Final decision— JGNJune 2010, p. 278.
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Table B.1 Indicative direct debt raising costs

Fee Explanation llssue 2Issues 3lIssues 4 Issues Issues

Amount Raised  Multiples of median MTN $250m $500m $750m $1000m  $1250m

($250m)
1. Gross Median gross
underwriting fee underwriting spread, up 7.30 7.30 7.30 7.30 7.30

front per issue, amortised

2. Legal and $115K upfront per issue,

roadshow amortised 0.75 0.75 0.75 0.75 0.75

3. Company 350K per annum 2.00 100 067 0.50 0.40

credit rating

4, !ssue credit 4 basis points up front per 0.65 0.65 0.65 0.65 0.65

rating issue, amortised

5. Registry fees  $3.5K per issue, per 0.14 0.14 0.14 0.14 0.14
annum

6. Paying fees $4/$1 million per annum 0.04 0.04 040. 0.04 0.04

Total Basis points per annum 10.9 9.9 9.5 9.4 9.3

Source: ACG, Bloomberg, AER analysis.

NT Gas has an opening capital base of $104 millidrich leads to a notional debt
component of $63 million at the assumed gearirig (&0 per cent). This amount of
debt requires one standard size ($250 million) besde. After adjusting for the
indicative draft decision discount rate the appiatprunit rate estimate is

10.9 bppa® This leads to the debt raising allowance setmtzalble B.2.

Table B.2 AER's conclusion on debt raising cost$n, 2010-11)

Description Unitrate Form of 2011- 2012- 2013- 2014- 2015~ Total
allowance 12 13 14 15 16

NT Gas 10.8 bppa Implicit in (no explicit allowance)

Proposal WACC

AER draft — 10.9bppa Opexlineitem ;07 007 006 006 032

decision

Source: NT GagAccess arrangement submissi@ecember 2010, p. 115; AER
analysis.
Note: Numbers may not add due to rounding

B.3 AER conclusion

The AER approves the method proposed by NT Gaddtmrmining the debt raising
cost unit rate, but does not approve the form isfaHlowance (as an implicit

599  For the final decision, this unit rate will bpdated in respect of the discount rate.
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component of the WACC). The AER considers thatpmsse debt raising costs line
item as shown in table B.2 is:

= consistent with the expenditure that would be inediby a prudent service
provider acting efficiently, in accordance wit9d. of the NGR

= arrived at on a reasonable basis and represebegtestimate possible in the
circumstances, in accordance with r. 74 of the NGR.

The AER requires NT Gas to amend its debt raisosgscas outlined in
amendment B.1.

Amendment B.1:make all necessary amendments to the access amang
proposal and access arrangement information irr éodge consistent with table B.2
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C Non-tariffs —Terms and conditions
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Matter Description of terms and conditions, submis®ns and AER’s consideration Amendment required
NT Gas proposed that it may require a User to piefinancial security that is acceptable to NT @as | Amend clause 1(a) as follows:
the performance of the User’s obligation underldser’s transportation agreement. This may be reduir ., . . .
prior to the commencement of services or in cemdirer circumstances during the term of the agre¢éme (2) require the User to provide, prior to commaneet of
(clause 1(a). Servu_:e_sand thereafter as reasonably requirdishancial
securityin the form of a parent company guarantee, bank
NT Gas has also proposed that it may refuse teighear suspend the provision of services without guarantee or similar security as reasonably detewdiby the
liability in certain circumstances. This may be whthe User has failed to pay any amounts due payal Service Providefor the performance...”
under its transportation agreement or where the hsefailed to obtain and maintain any approvals Amendment to clause 1(b) as follows:
required to meet its obligations under its agredr@ause 1(b). '
s . A , . | “where the User:
antos and Magellan submitted the following in rdgdo clause 1 of NT Gas'’s access arrangement:
) ) ) 0] fails to pay when due any amounts payable under
amounts; or
. *  the maximum amount of any security should be delfine (i) fails to obtain and maintain any Approvals required
Prud_entlal to meets its obligations under the Transportation
requirements B NT Gas should be required to act reasonably ininegusecurity Agreement

clauses 1(a) and (b)

®  the right to suspend should be clearly defined.

PWC submitted that clause 1 in its lack of speitifiwas “[o]ne sided and discretionary” and would
“defeat the purpose of an access arrangement.” BMfCn its submission includes the following (“Aat
contracting party has to be company of financitissance and technical capability otherwise addition
security such as parent company guarantee to widp) which the AER understands to be a referen
to clause 1.

The AER considers that clause 1 should clearlpsethe scope of the prudential requirements vhieh t
requirement qualified to reflect that the secusibyight must be reasonably determined by the Service
Provider. The AER considers that this would bettélect the description in clause 2.5(a)(iii) bét
Access Arrangement proposal which states that e Unay be required to provide reasonable securi
in the form of a parent company guarantee or a lgaakantee or similar security...”. The AER accepts
PWC'’s submission that a parent company guarantgebman appropriate form of security but conside

subject to providing at least 7 days written noticghe User,
refuse to provide or suspend the provision of $esiwithout
liability to the User.”

Ce

Ly

IS

that it is for the Servicer Provider to reasonatdyermine the form and the circumstances in whicih s
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security would be reasonably required. This wotfdatively apply a similar approach to security as
adopted in the previous Terms and Conditions agplecin the earlier access arrangement. Clause 1(a
should be amended accordingly.

The AER considers that clause 1(b) is too broaddjteld in covering “certain circumstances” without
specifying all such circumstances. The AER agreits 8antos and Magellan that the circumstances
which trigger the right to suspend should be cledefined.

In addition, including a failure to pay any amoudte is too broad and should exclude any payments
which are in dispute. The AER considers that thimtis not reasonable to the extent that it is not
appropriate to cease supply and remove liabilityiitaumstances where a payment is contested.

The AER further considers that clause 1(b) shauttlide a requirement that at least 7 days writtgice
be provided to the User before Services are suggerithe AER considers that this would be more
reasonable than ceasing supply without any noti¢cked User at all.

Nominations

clauses 2, 3,4 and 5

In relation to Nominations, NT Gas has proposeeldaction in the time a User must give notification
from at least 7 days before the beginning of eachtimto at least 3 daysléuse 3.

Clause 2 further provides that if a User does motigde a Nomination then its Nomination for eacly da
fails to provide notification will be zero GJ.

The AER considers that clause 2 is acceptable.

In clause 3 NT Gas has proposed a Nomination Deadline of@B@here as 3pm was the previous
deadline for variations for a particular day.

PWC submitted that NT Gas should have a reasomaloleavours obligation to comply with nomination
received later than 2.30pm on the day before.

The AER considers that clause 3 is acceptablehédgtirpose of revising the Nomination by the
Nomination Deadline is to allow the User to makg eaquired adjustments and allow NT Gas sufficien
time to meet this request, it is appropriate that®as be able to nominate a set time so as to@itstan
meet the revised Nomination. The AER further ndi@$ no reasonable endeavours qualification atthcl
to the obligation under the previous terms and itmcs.

Clause 4provides that NT Gas is not liable for providingthe User any service beyond a minimum
obligation to provide services only once it hasesitlled those services. The Service Provider is not
obliged to schedule the services nominated by ser,Ubut is required only to process the Nomination

Amendments: Insert new clause 1 under the headdjgation
to Transport™

“Subject to the terms of the Agreement, the SeRicider will
receive gas from the Users at the Receipt Poindsdeliver gas
at the Delivery Points.”

SDelete clause 4.
Amend clause 5.

“The service provider will not be obliged to receigr deliver
t on any Day a quantity of gas in excess of the 49dDQ.”

The word“intended” to be deleted from the definition of
e‘Schedule".
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PWC submitted that NT Gas should be obliged toduleethe Nominations made up to the MDQ.

In the absence of any justification that would \aatrthe inclusion of this clause, the AER considieas
clause 4is not reasonable. The AER notes that the dedimitif “Schedule” is defined to mean “a
determination...of the Service Provider’s intendetieglules of receipt quantifies and delivery quaatiti
of Gas on that Day under Transportation AgreemeitBhe AER considers that this implies that there
no obligation to provide the services of transpord delivery but only to make a determination ofitvh
NT Gas, intends to do. It appears to reflect agnitibn, rather than any actual obligation to previde
service. Accordingly, the AER considers that claishould be deleted.

The AER further considers that the definition oftfedule” should be amended to reflect more than an
intention to schedule.

In addition, the Terms and Conditions should beraded to expressly include a clause providing fer th
service provider’s obligation to transport and dgligas, as reflected in clause 3 of the Terms and
Conditions in the earlier Access Arrangement. Bhisuld appear as the first clause of the Terms and
Conditions under the heading “Obligation to Trantpo

The AER agrees with PWC that NT Gas should be eblig schedule the Nominations up to the MDQ
Such an obligation would reflect the obligationgtia previous Terms and Conditions (at clausesdll a
12). The AER therefore considers thktuse 5should be amended accordingly.

Scheduling

clauses 6, 7, 8(not
used), 9 and 10

NT Gas proposed that unddause 6it must schedule quantities of gas nominated bger tbr receipt at
Receipt Points and for delivery at Delivery Posiibject to any adjustments the Service Providemdee
necessary. The AER considers tblatuse 6should be amended to remove the words “and sutgject
certain other exceptions” as it is too uncertaid tre clause otherwise provides NT Gas with si#fiti
discretion.

Underclause 7where there is not sufficient capacity to transpdirquantities of gas nominated by User
on a day, NT Gas has proposed a priority sequeegiting with quantities nominated under Firm

Delete"and subject to certain other exceptionfbm clause 6.

Amend the definitions of Overrun Quantity and OuerCharge
in Schedule 2 by addif@verruns may be authorised or
unauthorised.”

.. Amend Schedule 1 by addifiguthorised Overrun Rate: 120%
” of Reference Tariffand addingUnauthorised” at the

beginning of “Overrun Rate: 250% of Reference TArif

600
601
602
603

NT GasAccess arrangement for Amadeus Basin to DarwinliP@d~ebruary 2003, p 4.

APT Petroleum Pipelines Limiteficcess arrangement for Roma Brisbane Pipe@&March 2007, p 8.
NT GasAccess arrangement for Amadeus Basin to Darwinlirigd=ebruary 2003, p 13.

APT Petroleum Pipelines Limiteficcess arrangement for Roma Brisbane Pipe@&March 2007, p 12.
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Transportation Agreements.

PWC submitted that given PWC's role in providingemsential service and its historical role in
underwriting the pipeline, it should have initialqrity underclauses 6, 7 and 10

The AER considers that such priority would not beeptable given the non-discrimination provision in
the Access Arrangement (s. 2.1.3).

The AER considers that atause 7(a)as the potential to severely impact on usersNfiaGas should
confine any rescheduling to the portion(s) of thgefine that are affected by capacity constraiflte
AER notes that the operation of clause 7 is “sutifec..the operability of applicable...pipeline netkst
which may possibly confine any rescheduling to ardstain portions of the pipeline but as this is no
clear, the AER considers it necessary to includexamess provision to this effect.

Clause 7(b)does not include excesses pursuant to authorissdums.

PWC submitted that in the Services provided byS&evice Provider there is no provision for authedis
overruns and request than the Terms and Conditimhgde provision for such i.e. for transport okda
excess of the MDQ or MHQ that would encompass sameable endeavours obligation to comply with 3
request if capacity is available. Further, the ofshe authorised overrun service should not e at
premium to firm service.

The AER notes that provision was made in the eaalieess arrangement for authorised overtths.
Authorised overruns are also provided for in ther@do Brisbane Pipeline access arrangefffemhich is
owned and operated by the APA Group.

NT Gas in its access arrangement submission hagprbno reasons as to why authorised overruns a
not included in its access arrangement propos&.AER agrees with PWC that the absence of autttbri
overruns in NT Gas’s access arrangement needsaddrvessed. It considers that the provision of
authorised overruns in the proposed access arrarmganould better promote the national gas objective
under s. 23 of the NGL. Accordingly the AER haspgmeed a number of amendments to the access
arrangement proposal that make provision for aigedroverheads. These are:

® include a statement in the definitions of Overruratity and Overrun Charge in Schedule 2 that

overruns may be authorised or unauthorised

® include in Schedule 1 the authorised Overrun Ra1&20 per cent of the Reference Tariff. This rate

h

. : : . . 602 :
consistent with the authorised overrun rates iretiiier access arrangementand in the Roma to

Amend clause 7(a) by addifi§uch scheduling limitations will
be applied only to the portion or portions of thipéine that are
capacity constrained.”

Amend clause 7(b) by addirfigursuant to authorised
overruns.”

Require definition of As Available Transportatioigrement in
Schedule 2.
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Brisbane Pipeline access arrangeniéht.

® include in clause 7(b) of the Terms and Conditiameference to excesses that are pursuant to
authorised overruns.

The AER also notes that the term “As Available Bortation Agreement” as used in clause 7(c) ahd
is not defined (a point raised by PWC) and requtinesinclusion of a definition to address this csius.
The AER considers that clauses 7(c) and (d) arerathe acceptable.

Santos and Magellan’s submit tlbduse 7(d)of NT Gas'’s access arrangement should be ameiadits
the scheduling priority for interruptible servieevolves allocation of available capacity for the

interruptible service on jro rata basis and the AER should review the non-referseceices priority list
against the NGR. The AER, however, notes that taszeno NGR requirements that are relevant to this
enquiry.

The AER notes thatlause 9permits the service provider to schedule and exfale subject to the
requirements of clauses 6 to 15, without liabildiythe User. No submissions were received in miat
clause 9. The AER considers that clause 9 is reden

No submissions were received in relatiorcieuse 10.The AER considers that clause 10 is acceptable

Curtailment

clauses 11, 12, 13 an
14

NT Gas proposed that it may curtail or interrug ttansportation or delivery of gas in accordanith &
defined sequence and set of priorities if the piygetapacity on any day is insufficient to serde al
guantities of gas scheduled to Uselase 1).

Underclause 12NT Gas has proposed that it is not liable to tkerlf an interruption or curtailment
occurs under a defined set of circumstances. lalssproposed that it will adjust delivery andeipt
MDQs and daily Throughput Rate(s) to take into actalifferences in specified heating values when t
aggregate quantities of gas to be delivered tosdrs exceeds the pipeline capacity. This adjudtmiin
not affect delivery MDQ for the purpose of calcigtthe Minimum Bill or Capacity Chargelauses 13
and 14).

Santos and Magellan submitted that the right téadus much wider than previous terms and condgio
and that the only criterion is insufficient capgciegardless of the reason for the insufficien@ntBs and
Magellan further submit thatauses 11-14hould be amended so as:

= the right to curtail a service is limited to pladnsork, for safety reasons, to comply with the law,

Delete clause. 12(a)(ii)
Delete clause 12(a)(iii)

Amend clause 12(a) as follows in order to effeet¢hange to
clause 12(c):

N “if the interruption or curtailmeris due to:

(&) planned or unplanned maintenance in respect of the
Pipeline and the Service Provider acts in accordanc
with clause 32 or clause 33; or

(b) a Force Majeure Event.”.

Delete clause 12(d)
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an emergency or event of force majeure
= NT Gas is required to provide reasonable noticangfcurtailment
= NT Gas is subject to an obligation to minimisefaasas reasonably practical, any curtailment.

PWC submitted that it is necessary to put a timé lon the planned and unplanned maintenance toren
that Users “can have surety of service being pexiitin addition, PWC object to clause 12(d) as
providing “unreasonable relief” to the Service Rdev for not providing the firm service, and requbst
it be deleted.

The AER in reviewing subclauség(a)(i) and (ii) notes that clause 32 covers planned maintenarite a
User is to be given one month’s notice and cladsed¥ers unplanned maintenance as it is othervlinea
is covered in clause 32 and only “as much noticeis.asasonably practicable” is required. However,
clause 12(a)(ii) appears to introduce another cayegf unplanned maintenance in which case it dear
what is meant to be covered and why the coveragdsi® be broader than that set out in clauses®2 g
33. The AER notes in this respect that clause ¥2rsg‘works, repairs and maintenance...in order to
protect the operational integrity or safe operatibthe Pipeline” and this is to be based on Good
Engineering and Operating Practice. The AER theeefonsiders that subclauk2 (a)(ii) is unnecessary
and should be deleted. In relation to clauses 8238malso, the AER requires an amendment to the
drafting to clarify that the Service Provider mast in accordance with the requirements of thesesels.

The AER further considers that subcla@g¢a)(iii) is not acceptable as the AER cannot envisage at wi
other circumstances such curtailments and inteooptvould be necessary and NT Gas has not offere
any specific justification for this subclause. ThER therefore considers that this subclause shoild
deleted.

The AER considers thaubclause 12(cyloes not clearly establish a link between the fonegeure event
and the interruption and curtailment and requinesdeletion of clause 12(c) and the amendmenitaoisel
12(a) to take this change into account.

With regard tesubclause 12(d)the AER has considered the comments of Users aties that this clause
sets a very high threshold for liability of thegee provider given that it is reasonable to exjeet
Service Provider to maintain and operate its asseth circumstances excepting where events ayerim
its control and/or where risk is more appropriategigned to the user. As such, the AER consitiats t
where the Service Provider’'s act or omission iscéngse of a curtailment or interruption, it sholodgar the
risk in such circumstances. The AER therefore a®rsithat subclause 12(d) should be deleted.

Amend clause 14 by adding worgsdvided for in clause 13
after the word adjustment.

Definitions to be included for Minimum Bill and Cagity
Charge.

1*2
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The AER notes Santos’s suggestion that reasonakiteeralways be given to Users. The AER consider
that this is unnecessary given the deletion ofousriof the subclauses in clause 12 and given khase 32
requires one month notice and clause 33 requirsenas reasonably practicable. For similar reaun,
AER considers that Santos’s request that the taghurtail or interrupt services be subject to bhigation
to minimise, as far as reasonably practical, amiadment is not necessary given the deletion oious of
the subclauses in clause 12. Those remaining alieabide an obligation to minimise disruption (c$&
32) or are appropriately qualified (in clause 38,the extent necessary”) and if a Force MajeurenEv
occurs, the AER considers that the Force MajeuenEprovisions provide sufficient incentive for arty
to use its reasonable endeavours to remedy thaisitu

The AER has considered PWC’s submission in relatiche need for surety of service but considems tf
it is not appropriate to set a strict time limit e amount of maintenance that can be undertaken
especially where such maintenance may result fréimree Majeure event. The AER also notes that ng
such time limit applied in the earlier access ageament.

No submissions were received in relatiorcleuse 13 The AER considers that clause 13 is acceptable

No submissions were received in relatiorcleuse 14 The AER considers that clause 14 is acceptable
though it notes that definitions of Minimum Bill di€apacity Charge have yet to be included (seeeabo
requested amendment).

<

Imbalances

clauses 15, 16, 17, 18
and 19

NT Gas proposed that a User must use reasonabde@emd's to ensure that receipts and deliveriea®f ¢
at Receipt and Delivery Points are equal and haea ladjusted for any Authorised Imbalanaause
15). Underclause 16 NT Gas proposed that the User must promptly sidges to correct Unauthorised
Imbalances or potential Unauthorised Imbalanceadpysting its Nominations and co-ordinating recgip
and deliveries with the Service Provider.

NT Gas has also proposed that the Service Promidgrcorrect an Unauthorised Imbalance by reducin
buying sufficient quantities of the User’s gas, wha User has not taken reasonable steps to ceuelt
an imbalancedlause 17. If the Service Provider purchases gas to makhk aicorrection, then the User
will indemnify the Service Provider for 130 per tefiall the Service Provider’s costs incurred. The
Service Provider may retain 30 per cent of the @eds of the sale to make a correcticlaise 18)Under
clause 1%he Service Provider is not responsible for elatiimg any imbalances between the User and
Interconnect Party.

Santos and Magellan have submitted that for thpgaés otlause 17and consistent with the National

Amend clause 17 as follows:

Delete the words “as necessary or” and replace ‘tatthe
extent necessary to enable NT Gas to comply wigh an
requirements under the Transportation Agreemerb aperate
the Pipeline properly or, with the consent of theet)...”

g o

Amend clause 18 as follows:

“The User will indemnify the Service Provider fdd@% of all
gosts and expenses reasonably incurred by theceePrbvider
In purchasing Gas to make a correction.”

D

Gas Objective, the User’s obligation to correctithbalance should only be to the extent that the
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imbalance will impair the ability of NT Gas to tigport the quantities of gas scheduled under thesuse
agreement or any other agreement. Also the Useldlbe permitted to elect whether NT Gas will reglu
the user’s gas by reducing the user’s receiptsigin or selling the user’s gas.

Further, Santos and Magellan have submitteddlaatse 18s not reasonable as it constitutes a penalty
the User having an imbalance. Santos and Mage#ige &lso submitted that if the AER allows for NTsG
to indemnify all costs and expenses it incurs iksgg to correct an imbalance then this indemrtityud
be limited to 100 per cent of the reasonable dostared by NT Gas.

Similarly, PWC submitted also that the User shauity be required to reimburse the Service Provider
its costs reasonably incurred in purchasing thevesit quantity of gas. PWC objected to the Service

Provider being able to sell the User’s gas withthatUser’s agreement. PWC submitted that no Imbala
Charge should be payable given the availabilitgasft reimbursement under these provisions.

The AER accepts that NT Gas, undkiuse 17 should be able to reduce the User’s receiptsoand/
deliveries of quantities as necessary. The AERsihtat NT Gas must have “reasonable grounds” for
acting so. The qualification that there needs térbasonable grounds” requires the Service Prowler
have made an assessment that the imbalance maly thmpability of NT Gas to transport the quanstief
gas scheduled under the User’s agreement or any affieement. However, the AER also accepts Sar
and Magellan’s comments that any reduction in teerld receipts and/or deliveries should be clearly
confined. Therefore the AER requires that clausbd @mended to reflect this. Such an amendment w
reflect the nature of the obligation as set ouh@nprevious Terms and Conditions.

Further, the AER does not accept Santos’s submisgkat the Users should be permitted to elect veheth
NT Gas will reduce the user’s gas by reducing tex'a receipts or buying or selling the user’s géme
AER accepts that NT Gas should be in a positiana@e a determination, on reasonable grounds, and
necessary” that it may correct an imbalance by ntakireduction.

However, as the title to the gas in the pipelimeams with the User, the AER does not consider it
appropriate irclause 17for the service provider to buy or sell the Usegrds without the User’s consent.
The AER requires an amendment to this effect.

As to recovery of costs undelause 18it is not clear to the AER on what basis NT Gaived at the
figure of 130% which in the AER’s view could lealN'T Gas receiving an amount in excess of its cos
For like reasons, the AER considers that it isapgropriate, undeslause 18 for the servicer provider to
retain 30% of the proceeds of sale of the Usersstganake a correction. The AER notes the absece
any justification to support these figures and assallt considers these terms to be unreasonable.

O
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Therefore the AER considers the following amendmané required:

®  clause 18 be amended so that the indemnity undesel18 be limited to 100 per cent of the
reasonable costs incurred by NT Gas;

®  clause 18 be amended to allow the servicer provalestain the reasonable costs incurred in thee s
of the User’s gas, the sale of which, as noted apwill be subject to the User’s consent.

The AER notes that an Imbalance Charge will applgddition to these costs and PWC's view thatithis

not appropriate and its claim that no such chapgdied under the earlier access arrangement. Haweve

the AER considers these cost reimbursements adities®sts in correcting the imbalance through the
sale and purchase of gas whereas the Imbalancge&isantended to provide incentive for the Usertno
cause an imbalance and to act promptly to correahbalance. Further, under clause 4.5 of the Acces
Arrangement a Service Provider “may charge the dsdmbalance Charge” and therefore such a chal
may not always be applied. The AER also notesithtiite earlier access arrangement an imbalance ra
could be applied in addition to a user paying aghao NT Gas which was the equivalent of the arhou
paid by NT Gas for gas used to correct an imbalahoetfall. For these reasons the AER does notpicc
PWC'’s submission on this point.

The AER considers that clause 19 is acceptable.

21

T =" o
D

Adjustments to
Rates and
Charges/Additional
Payments

clauses 20, 21, 22 an
23

Under clause 20NT Gas has proposed that it may adjust rates laagjes to recover any New Impost

which would increase the cost of providing serviegsnore than a trivial amount. It has proposed tina
User transfer or pay the value of permits used] bekurrendered as well as paying the Serviceiéeov
any other costs incurred in relation to greenh@aseemissionlause 2).

NT Gas has also proposed that undause 22adjustments will be made to amounts payable bydiger

there is a change in law which results in a changests incurred by the Service Provider. It hathier

proposed that all tariffs, charges and amountsigayander the Access Arrangement be exclusive af G
l (clause 23).

Santos and Magellan raised concerns wlitluses 20 and 2in that they are drafted too widely and pern
NT Gas to act inefficiently in its pass throughcokts. In particular it submits that:

Deletion of clauses 20, 21 and 22.

Delete definitions of Impost, New Impost, Greenleluaw,
Emissions Permit and Substitute Permits.

S

it

=]

®  these clauses are inconsistent with r. 97(1)(d) véspect to cost pass throughs as a tariff vanati
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being approved by the AER

® NT Gas should only be entitled to pass throughdahages, charges. which increase the direct cost
providing services

® NT Gas should be required to minimise any suchsg@stting reasonably)

®  clause 20 should be amended to include a mechamigoh provides for any decreases in costto b
rebated to a user

®  clause 21 should be amended so that the usenjidiallle to reimburse direct carbon costs incurreg
by NT Gas in providing pipeline services and natifiirect costs or costs of NT Gas'’s related
corporate entities.

PWC submitted that a cost pass through event shomulohited to the net financial effect resultimgrh a
Change in Law (defined to mean a new law or a cham@xisting law) but only to the extent it affect
pipeline operations. It further submitted that tis& of events that fall within the normal defiwiti of
Force Majeure should lie where they fall and beeted by a Service Provider’s insurance not passed
to users. PWC maintains that costs associatedasihts that have no future purpose in delivery of
services should not be passed to users and thatdmsreases should be passed through by the Servi
Provider.

The AER has reviewed clause 20 and notes thatrthéder can recover the amount by which the New
Impost increases the service provider’s costs thatfthe amount charged could possibly exceed the
actual cost of the New Impost. Also, the AER ndked the definition of a “New Impost” includes a
carbon tax so where this tax, once introduceddeeiased, any cost will be borne by the User witere
“has the effect of changing the Service Providedst of delivering the Services under the Transiom
Agreement” even though such costs may not be tirassociated with the tax.

Overall, the AER considers that such a clause iec@ssary given that a cost pass through mechasisn
already available under the Access Arrangementh @uarovision could possibly circumvent the proces
of approving cost pass throughs as part of thepgsed tariff adjustment (see sections 4.7.2 ah@ 4f
the proposed access arrangement which are assgsteel AER in section 11.5 of this decision). The

%)
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AER is requiring an amendment to NT Gas’s propased pass through mechanism that allows users
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benefit from unexpected events that lead to a na&teduction in the service provider’s costs.

The AER considers that the definition of Cost PEsmugh Event is sufficiently broad to cover New
Imposts as defined as well as any costs whichtrastgspect of a Greenhouse Gas Law as definesl. T
cost pass through mechanism as provided for un®atr of the NGR is designed to address the kinds o]
cost increases and decreases that may arise feomtthduction of or changes to such laws includhneg
possible introduction of a carbon tax but each méked to be assessed in line with the definitioa Gbst
Pass-Through Event and the reference tariff variathechanism under the oversight of the AER.

For these reasons, the AER requires the deletictaase 20. For the same reasons, the AER reghiges
deletion of clauses 21 and 22. The AER further sigterelation to clause 22, that the “change in’law
contemplated appears to be indistinguishable froychange in law that may have resulted from an
Impost or New Impost.

As a consequence of the AER’s conclusions, thenifiefns of Impost, New Impost, Greenhouse Law,
Emissions Permits and Substitute Permits are redua be deleted.

The AER considers that the deletion of these ckusk effectively address the submissions made by
Santos and Magellan and PWC.

=)

System use gas and
line pack

clauses 24, 25, 26, 21,

28 and 29

NT Gas has proposed that each User must supplgrityuof System Use Gas required by the Service
Provider to operate the pipelinddquse 24. Underclause 29NT Gas has proposed that it will determineg
the quantity of System Use Gas to be provider byea each month by taking the proportion of the gas
delivered to the User to the quantity of gas dedideto all Users. The Service Provider will own the
System Use Gas supplied by the Uselause 26.

The Service Provider will also supply and own argitia of gas to ensure that it can operate theljpipén
accordance with good engineering and operatingipeag.e. Base Line Packglause 27. Underclause
28 NT Gas has proposed that the User will provideeliack in addition to the Base Line Pack, on tfs¢
day the User uses the Firm Service and at othestis advised by the Service Provider. The quaottity
gas provided by the User for Line Pack will be dsieed by the Service Provider by taking the
proportion that the Delivery MDQ bears to the tathhll Users’ MDQs. Undeclause 2%he User is
required to give APA directions about the delivefyhe User’s Line Pack on or before the end of the
transportation agreement, otherwise title to therldd_ine Pack transfers to the Service Provider.

Amend clause 25 to include the following:

“The Service Provider will provide all Users a mbiyt
statement showing the calculation and the amougasefused
for System Use Gas.”

Amend clause 28 to include the following

“The Service Provider will provide all Users a mbiyt
fistatement showing the movement of User’s Line Pack.

Amend clause 29 as follows:

, and theService Provider must comply with such directions 4
no cost to the Usér.

PWC submitted that the Service Provider should igieav
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The AER considers that PWC's request is reasorzddause NT Gas should be determining quantitieg
gas required on a regular basis for it to opetaeptpeline in accordance with good engineering and
operating practice. In the case of System Use Ga&ak determines each month the quantity of gas tg

Therefore the AER requires thaauses 25 and 28e amended to include the requirements that the

to follow the User’s instructions for redelivery lahe Pack before the end of term at no cost tdber.

The AER considers thatause 29hould be amended to provide that APA must comjitly such

®  calculation of monthly statement of System Use Gsl; and

® monthly statement in movement of User’s Line Pack.

provided by the Users.
Service Provider provide to the Users monthly stetets showing the calculation and the amount of g3

used for System Use Gas and the movement of UsieesPack.
PWC submitted that an additional clause is requimgdier which the Servicer Provider should be ollige

directions and that it should be clarified thastisi at no cost to the User.

of

\S

Operation of pipeline

clauses 30, 31, 32, 33
34 and 35

»Underclause 34NT Gas has proposed that the User ensures tratéisgements for gas supply and

Under clauses 30 to 35 NT Gas has proposed hoill bperate the pipeline. It is required to operatel
maintain the pipeline in accordance with good eegiimg and operating practice and provide services
subject to compliance with all laws and approvalayses 30 and 31 Underclause 32the Service
Provider must give the User at least one monthtee®f its intention to curtail services due tpaes and
maintenance. These repairs are to be made dupegad of forecast relatively low aggregate demsmd
as to avoid or minimise disruption. If for operaii integrity or safety reasons the Service Pravide
determines that repairs are required, it will give User as much notice of the proposed curtailraging
reasonably practicatfause 33.

acceptance at receipt and delivery points are ctbipo the Service Provider’s pipeline operatidhs
has also proposed that the User must provide atzdiss Service Provider relevant charts, records a
data including relevant measurement and SCADA m#dion ¢lause 395.

PWC submitted that the words “without liability tee User” should be deleted from clause 32 whith s
out the nature of the Service Provider’s obligagiarimen undertaking planned works, repairs or
maintenance.

Amend clause 32 as follows:
Delete the word$without liability to the User”
Amend clause 35 as follows:

“The User must facilitate the Servicer Providerscass as
reasonably required by the Servicer Provider tevaint
charts...”

11%

The AER agrees with PWC that the words “withoubility to the User” should be removed frartause
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32. It is within the Service Provider’s control to n@ge planned maintenance in accordance with thest
of clause 32. The AER also notes that under cla@sbe Service Provider’s liability in relation thoe
insufficiency capacity of the Pipeline is also reeld to the extent that it acts in accordance wihse 32.
The AER also notes that this is consistent withapproach adopted in the previous Terms and
Conditions.

The AER considers thatauses 33 and 34re acceptable.

Santos and Magellan submitted thituse 35should be limited to such data as is reasonablyired by
NT Gas to provide the pipeline services under tireement.

The AER agrees that the data provided under cl@bishould be limited to what is reasonably required
the Servicer Providers noting that the costs o¥igiing such data will be borne by the User.

Metering

clauses 36, 37, 38, 39
and 40

NT Gas has proposed that it will install, operatd enaintain metering equipment at receipt and dgfiv
points unless otherwise agreed. If there is angratietering equipment used to measure and morator
at receipt and delivery points then this equipnmast conform to the Service Provider's metering
requirementsdause 39. NT Gas has also proposed that the User witsatast provide, operate and
maintain all metering equipment required for theppses of its Transportation Agreemesia(se 37.
This includes installing facilities at receipt ashelivery points that will permit co-ordination ofetering,
scheduling and transportation activities by thevi8erProvider and the Usetléuse 3§. It has further
been proposed that all parties ensure that ace@ssvided to their respective metering equipment t
permit inspections and testing to be carried olaiuse 39. Underclause 40NT Gas has proposed that tk
Service Provider's Metering and Measurement Reqeérgs govern the measurement of Gas unless
otherwise negotiated by the Parties.

Santos and Magellan submitted thkuse 40regarding the metering arrangements should befigukbin
the Terms and Conditions rather than being leNToGas’s discretion.

PWC submitted that as the Metering and MeasurirguiRements are as published by the Service Proy
from time to time at its discretion and as thesg neguire the User to upgrade facilities, such
requirements are one sided and defeat the purg@seaxcess arrangement.

The AER considers that the Metering and Measuriagutements form part of the terms and condition
and are not separate to these terms and condéimhas such should be attached as a Schedule to the
Terms and Conditions. This will necessarily esttbivhat the relevant requirements are as of treeafat
the contract.

Attach as a schedule to the Terms and Conditiomsuirent
y version of the Metering and Measuring Requirements.

Insert new clause:

“The Service Provider will provide reasonable netio the
User of any changes to the Metering and Measuring
Requirements and such changes are to be reasonably
determined by the Servicer Provider.”

e

ider

n
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The AER notes that clause 40 is qualified in thatparties may agree that the Metering and Meagurin
Requirements do not govern the measurement oft@&agever, the AER considers that the concerns
submitted by Users are justified to some extentth&sRequirements are subject to unilateral chahge
any time, the AER considers that such change sHmilgasonable given that it could result in algost
upgrade of User facilities. The AER also considbat Users should receive reasonable notice ofaoly
changes. The AER has included a new clause totéffese changes.

Quality

clauses 41, 42, 43, 44,

45 and 46

NT Gas has proposed that gas delivered at a repeipt must be of a quality to meet the Gas
Specification requirements. The Service Providey way the specifications if it is required to dwlsy
law or any authoritydlause 4). Underclause 42NT Gas has proposed that the Service Provider may
allocate costs incurred resulting from changesi¢oGas Specification to all Users. If gas offered f
transportation is Off Specification Gas then thetusust immediately notify the Service Providaa(se
43). Underclause 44the Service Provider may refuse to accept Off Bipation Gas. If the User offers
and NT Gas accepts receipt of Off Specification thas the Service Provider is indemnified by theiUs
against any loss or damage suffered or incurredrasult of transporting this gadguse 45. Under
clause 46NT Gas has proposed that it is responsible forlassy or damage it, the user or any other per
suffers or incurs if the User has notified it initmg to reject the receipt of Off Specification &and NT
Gas could reasonably have stopped receipt, tratadjmor or deliveries.

In relation toclause 41 Santos and Magellan submitted that gas spedditashould be specified in the
Terms and Conditions rather than leaving them toG¥iE’s discretion. Furthetlause 42should be
amended to provide that:

®  only direct unavoidable costs can be passed through

® if a change to the gas quality specifications desee NT Gas'’s costs, those costs should be retoat

all users in the same way that increases to costs a

PWC submitted, with regard tdause 43 that in addition to the User notifying the SeeviBrovider
immediately on becoming aware that gas offeredréorsportation is or may be Off-Specification gas,
Service Provider should also have a similar obiligato notify the User as soon as it becomes awete
gas entering or leaving the pipeline is Off-Spesifion Gas.

In relation toclause 41 the AER considers that the gas specificationsifoart of the Terms and
Conditions and the current version should be iretlith the Terms and Conditions. In addition, the
definition of Gas Specification will require amenelmi to reflect this. The AER also considers that itot

Attach as a schedule to the Terms and Conditiomstirent
version of the Gas Specifications.

Definition of Gas Specification to be amended dives:

“Gas Specification means the gas specificatior&cimedule [X]
and currently available at
http://www.apa.com.au/media/185586/gas%20spedifiaéti20-

%20agp.pdf
s?n )
nclude new clause as follows:

“The Service Provider’s right to vary the Gas Sfieattions is
subject to the recognition and preservation of tixis
contractual rights and obligations.”

Amend clause 42 as follows:

Delete all words fronmiWithout limiting...such costs on
demand.”

edAmend clause 43 as follows:

“The User and the Servicer Provider must each ntidyother
immediately....”

Include definitions of Minimum Bill and Capacity @tge.
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necessary for the definition to include aspecthefService Provider’s right to amend those speatifins
or the requirement that these comply with appliedals or that the Service Provider is to advige th
User, as these terms are more appropriately afidisofly set out under clause 41.

The AER further notes that in the previous Ternt @onditions, variation was subject to existing
contractual rights and obligations. The AER ishaf view that variation should include this same
protection for Users with service agreements giha the Service Provider can vary the specificetio
unilaterally. The AER has included a new clausthi® effect.

Clause 42is effectively a provision which seeks to passosts to the User where there has been a ch
in the law or a regulatory obligation. The AER cidless that such an event is more appropriatelytdeal
with under the cost pass-through provisions ofdteess arrangement for similar reasons set osetatian
to clauses 20, 21 and 22. The AER therefore regjtiire deletion of part of this clause.

In relation toclause 43the AER agrees with PWC that the Service Prowtteuld have a corresponding
obligation to inform the User immediately on becogiaware that gas entering or leaving the Pipétine
Off-Specification Gas.

In relation toclause 44 the AER also notes the omission of a definitibMmimum Bill and of Capacity
Charge. The AER requires that the Servicer Provit#ude definitions for both terms.

The AER considers that clauses 45 and 46 are aduept

ange

Receipt pressures
clauses 47, 48 and 49

NT Gas has proposed that the User must supplyoghe tService Provider at Receipt Points which & 4
pressure nominated by the Service Provider. Thasqure is to be sufficient as to allow gas to ethier
pipeline but can not be greater than a set maxipwassure determined for each Receipt Paiatuée 47.
If the User does not meet this requirement themuist indemnify the Service Provider for all reqdtioss
and damage suffered or incurred by the Servicei@eoyclause 48. NT Gas has also proposed that it ig
under no obligation to install inlet compressiorotrer facilities to permit the entry of User’s ga® the
pipeline ¢lause 49.

Santos and Magellan submitted that under NT's pgegalause 47 (as under the previous terms and
conditions) no methodology is set for determining maximum pressure and there is no transparency
the process of NT Gas setting the gas pressussafdr receipt point. However, unlike the previoustie
and Conditions, these new Terms and Conditionsidecthat the User must indemnify NT Gas against
loss or damage as a result of the User failingptopdy with the pressure obligations and the indéynisi
not subject to the limitation of liability to diredamages only (clause 79(f)). Santos and Magellan

Amend clause 47 as follows:

“The User must supply Gas to the Service Provitighe
Receipt Points at pressures nominated by the Servic
Provider...but in no case greater thha Receipt Point Pressur
or the maximum allowable operating pressure

Include a definition of Receipt Point Pressure.
Amend clause 48 as follows;

Ir‘]...the above obligatioto the extent that the loss or damage
was not caused or contributed to, by the negligaridbe
Service Providef

Insert new clause:

(1]
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submitted that theses clauses should be amendetiocas:

®  the maximum pressure should be determined in ctatgn with the user or alternatively by NT Ga
acting reasonably

®  the indemnity in clause 48 should be reduced t@gtent that the loss or damage was caused or
contributed to by NT Gas’s negligence.

In relation toclause 47 PWC's submission accepts that the gas must haisdmat the Receipt Points at
pressures nominated by the Servicer Provider fiora to time as being sufficient to allow the gagber
the pipeline but submits that the User should eotdguired to deliver gas at a Receipt Point atques
in excess of the Receipt Point Pressure or thermmani allowable operating pressure (MAOP).

PWC also submits that the Terms and Conditionsldhoalude a requirement, subject to the User
providing sufficient Gas at the Receipt Point ahtha required pressure, for the Service Provider t
deliver Gas for User’s account at the Delivery P&ressure.

In relation toclause 47 the AER notes that no maximum pressure is idedtih the Terms and
Conditions. Given the indemnity sought by NT Gakiol is a new provision, the AER agrees with San

and Magellan that clause 47 should be amendedAEReconsiders that rather than requiring NT Gas to

reasonably determine pressure, it is sufficierdopt PWC's approach that the User should not be
required to deliver gas at a Receipt Point at piressin excess of the Receipt Point Pressure dvitk@eP.
This will be a clearly defined pressure whereaseuitide existing provision the reference to “set immann
pressure” leaves open the possibility that this tepther than the Receipt Point Pressure or MADI.
will clarify and balance the obligations of the @eer Provider and the User and will ensure seguarfit
supply of natural gas in line with the National Gigective.

The AER notes Santos and Magellan’s comments atioel toclause 48While the User’s liability is
confined to loss or damage causes “as a resufied/ser breaching the above obligation”, the AER
accepts that the indemnity in clause 48 shoulcebaaed to the extent that the loss or damage weeda
or contributed to by NT Gas’s negligence and adogly, clause 48 is to be amended.

The AER also accepts PWC'’s submission that thevaldibe a requirement for the Service Provider to
deliver Gas for User’s account at a certain presstine AER notes that there is no definition ofiizerly
Point Pressure and that in the previous Terms amdliGons there was a requirement for delivery at

“Providing gas is received by the Service Provider
accordance with these conditions, the Service Benvill

5 deliver Gas to the User’s Delivery Points at thegsure agreed
between the Service Provider and the User.”

tos

pressure as agreed between the parties “whictbwitiot less than 2000 kPa(a).” As the pipeline is
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operating at higher pressure than previously, higdfigure may no longer be appropriate, the AER ha
resolved that the pressure should be as agree@®etive Parties. .

No submissions were made on clause 49. The AERdemsshatlause 49s acceptable.

Possession of gas an
responsibility

clauses 50, 51, 52 an
53

NT Gas has proposed that it will have control aosisgssion of gas following receipt of gas fromuiser
and prior to the delivery of gas. This is net of &ystem Use Gas provided by the Ustafse 50. The
Service Provider will not be responsible for lossEthe User’s gas while the gas is in the Service

d Provider’s control and possessima(ise 5). NT Gas has also proposed that the Service Repwil
have no responsibility or liability with respectaay gas prior to its supply at Receipt Pointsftarats
jdelivery to Users at Delivery Pointslguse 52) Underclause 53NT Gas has proposed that gas receive]
at Receipt Points may be commingled with gas irpipeline. It may also deliver gas to Users in a
commingled state.

The AER considers thatauses 50, 51 52 and 58e acceptable.

Warranties and

NT Gas has proposed that the User warrants andgets that it has title to and the right to supyaly for

representations transportation under its Transportation AgreemelatuSe 54)
clause 54 No submissions were received in relation to cldssand the AER considers tt@ause 54is acceptable.
NT Gas has proposed that the title to gas receivéite Receipt Point does not pass to the Service Include new clause as follows:
Provider except for any liquid hydrocarbons whicimdense or separate out of the gas, System UserGa I . .
where the jurisdiction is in Western Austral@alise 55) In Western Australia title to the gas passe$i¢o teé)r:li:&edtteor'mlnatlon of a Service Agreement, the akbe
Title Service Provider at the Receipt Point and reverthe User at the Delivery Poirdlguse 56) '

clause 55 and 56

No submissions were received dauses 55 and 5@nd the AER considers both are acceptable.

The AER further considers that an additional clatsauld be included to provide certainty on thétsgof
the Parties on termination as provided for in theier access arrangement.

(a) recover a quantity of gas equivalent to anyritg delivered
by or on behalf of the User into the Pipeline (oESystem Use
Gas) and not delivered to or for the account ofltlser; or

(b) sell the gas to another User and advise theiSeProvider
of the quantity and identity of that User.

Allocation of receipts
and deliveries

clause 57, 58, 59 and
60

NT Gas has proposed that it can allocate amongstsldsy quantities of gas received at the Receipts
or delivered at the Delivery Points that do notaddbe quantities Scheduled by the Service Provider
(clause 57) If quantities of gas are delivered to a DelivBgint which is a hub then such quantities will
be allocated firstly based on the User’'s Scheddédiyeries for that Delivery Point, secondly in

Delete clause 58.
Amendment to clause 59:

Delete phrasett the above methodologfes

accordance with the STTM Rules and thirdly gor@ rata basis according to the User’s Scheduled
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deliveries €¢lause 58) NT Gas has also proposed that all Users for @igePoint or Delivery Point agree
on an alternative allocation methodology then tbes/8e Provider may apply such an alternative

methodology ¢lause 59) NT Gas may revise its allocation methodology friimme to time to reflect as far

as reasonably possible any allocation methodologpsed by a third party in respect to a particular
Receipt or Delivery Pointc{ause 60)

The AER notes thatlause 58refers to gas delivered to a hub and STTM rulesth&re is no hub or
STTM proposed for NT, the AER considers that cléaés irrelevant for the AGP and this clause stiou
be deleted. The AER also requires an amendmeartatse 5%o reflect that clause 58 is deleted.

Santos and Magellan have submitted ttatise 59should be amended to require NT Gas to apply any|
methodology agreed by the users.

PWC submitted that clause 59 (PWC refers to claddeut the AER understands this to mean clause 5
is indicative of the one sided and discretionaausks that defeat the purpose of an access arrangem

The AER notes that under clauses 20 and 21 ofréaéqus Terms and Conditions that the Users could
establish allocation methodologies. While this m@avision proposed by NT Gas removes this abilfty g
the Users to make such a determination, the AERiders that allocation of the gas on a pro rat&shss
reasonable and it remains open to the Service oo apply an alternative methodology as agreed
between Users. Such an approach is consistenewsiring the efficient operation of natural gasises
in line with the National Gas Objective. The AERbfore does not require any amendment to clause
other than that noted above.

9)

59

Addition of receipt
points and delivery
points

clause 61, 62, 63, 64,
65 and 66

NT Gas has proposed that the User may by notitieet&ervice Provider request that the Service Besv
provide services under the Transportation Agreeneerdgceipt and delivery points in addition to thest
out in the Transportation Agreementguse 61) This notice must specify certain details sucthas
proposed location of the additional receipt orsly points, MDQ, MHQ, changes to existing MDQs a
MHQs, date of commencement and period requickaise 62. NT Gas has also proposed that it will
determine whether and the extent to which it ig ablmeet the User’s request and if so any appécab
conditions on which it will acceptlause 63.Underclause 64NT Gas has proposed a number of
conditions on which it will not agree to the Usearsgjuest. Also underlause65NT Gas has proposed a
number of conditions on the construction or modificn of addition receipt and delivery points. Hipna
underclause 66NT Gas has proposed that where a receipt or dglp@nt has been added, the amount
payable under the Transportation Agreement wilhbdess than what was payable prior to the addition

Santos and Magellan submitted thktuse 65(e)(iishould be amended to clarify that the User is only

Amend clause 65(e) as follows:

“the User must pagnly the incremental costs that are
ﬁinnsidered reasonable and efficient which have leanred by
e Service Provider in”

-

Amend clause 65(e)(i) as follows:

“designing anatonstructing the additional receipt point or
additional delivery pointo the appropriate industry standérd

Amend clause 65(e)(ii) as follows:

“obtaining a reasonable rate of return on capipkaded to
make the additional receipt point or additionaidaly point

liable to compensate NT Gas for obtaining a redslerate of return on capital expended to make the

available to the Usewhere the costs are being recovered ove
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additional receipt or delivery point, where thetsaare being recovered over time.

PWC submitted that these provisions should covaergenerally all new facilities irrespective of winer
associated with a receipt or delivery point. Furthe Service Provider should ensure costs of new
facilities are reasonable and efficient and deslgransistent with appropriate industry standardfgCP
submitted that the User be only liable for the @mental cost of operating and maintaining any
improvements (if any), recognising that there maysavings on any replaced facility.

The AER agrees with the views expressed in subarissand considers that the costs of additionalpect
or delivery points may be recovered over time drad the costs of new facilities should be reasanaht
efficient reflecting appropriate industry standarfise AER also considers that Users should only be
required to pay the incremental costs associatddaxditional receipt and delivery points recogmgsihat
there may be savings made where these faciliteeseguiacing existing facilities. Such an approach i
consistent with ensuring the efficient operatiomafural gas services in line with the National Gas
Objective. The AER therefore requires amendmentsatase 65(e) that address the concerns noted ab

time”’

17

ove

Dispute resolution
clause 67, 68 and 69

NT Gas has proposed that where there is a dispate accounting, engineering or scientific nature
between parties with respect to the Transportaiigneement then either party may refer to an inddpet
expert for a determinatiorcluse 67) The independent expert’s decision in the absehoganifest bias
or error will be final and binding on the partietafise 68) NT has also proposed that once a dispute is
referred to an independent expert for determinatien neither party may commence or continue court
proceedings in relation to that disputéa(ise 69)

No submissions were received regarding these pomgs

The AER considers that clause 67 should be ametodesdjuire that both parties must agree to refer an
issue of the kind described in clause 67 to angaddent expert. In order for the dispute resolution
provisions to work effectively there must be agreatrto make such a referral if the decision of the
independent expert is to be accepted as final amting under clause 68. The AER further consideas t
in the event there is no such agreement the Panagsequest that the Institute of Arbitrators noahé a
person who has appropriate commercial, technichlpaactical experience.

Amend clause 67 as follows:

“The Partiedy mutual agreementpay refer for determination
by an independent expert....Transportation Agreenierhe
absence of such agreement, the Parties may rethashe
Institute of Arbitrators nominate a person with agpriate
commercial, technical and practical experience étetimine the
issue”

Default
clauses 70, 71 and 72

NT Gas has proposed that the Transportation Agreemay by written notice be terminated or suspen
by a party after seven business days for finamtgéult and after 21 business days for a non-filmhnc
default €lause 70. In addition a non-defaulting party may sue fanthges or exercises any other legal

ded

equitable remedyc{ause 7). NT Gas has also proposed that such a terminafilbnot affect any rights
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or obligations which may have accrued prior totdrenination ¢lause 72.

No submissions were received in relatiomhmuses 70, 71 and 72 he AER considers these clauses
acceptable.

Billing and payment

clauses 73, 74, 75 an
76

NT Gas has proposed that it will render monthlyoacts €lause 73 and thathe User will pay the
Service Provider’s tax invoices by the Payment aberwise interest will be charged on late payment
(clause 74. It has also proposed that any disputed amouoalu@ing interest) which is subsequently fou
to be payable will be due no later than 14 dayer dlfte issue of an adjustment note by the Servioeider
(clause 73. If an error is discovered in any tax invoicegritthe error will be adjusted with interest on th
next tax invoice, however no adjustments will bedend the error is discovered more than 12 monttes 3
the delivery of gasclause 79.

is payable undeclause 74.

 PWC did not make any comment about clause 74 thidughde a general comment that many clauses
lacked proper specificity and the AER considers thizs comment may be applicable with respect to
clause 74.

Taking the view that the User should be fully imfed of the rate that interest will be charged ARR

considers that it is necessary for the Terms anttifions to specify the applicable interest ratee RER
considers that the Commonwealth Bank corporatedvaéireference rate plus two percentage points
represents an appropriately commercially-basedasteharge rate and has included an amendmehistg
effect.

The AER considers thatauses 73, 75 and 7ére acceptable.

Santos and Magellan have submitted that the Tensi<Canditions should specify the interest charge th

Amendment to clause 74:

“The User will pay the Service Provider’s tax ine®e$ by the

ayment Datd.ate payment will attract an interest charge
payable at the Commonwealth Bank corporate ovetdraf
reference rate plus two percentage paihts

n

()

Information
interface

clauses 77 and 78

NT Gas has proposed that it retains ownershipl afitgllectual property rights in the Information
Interface. It has also proposed that it will gridmg User a non-exclusive, non-assignable, nonfeeaide
right to access the Information Interface solelytfe purpose of submitting or receiving informatio
regarding receipts, deliveries, balances and gassfunder the Transportation Agreemertase 77.
Clause 78sets out the User’s liability for any loss incuttgy the Service Provider resulting from use of
the Information Interface by such of the user’s Eypes.

Santos and Magellan have submitted thatise 78should be amended to provide that:

Clause 78 to be amended as follows:

“...above right of acces$he User is liable for loss incurred by
the Service provider resulting from the User’s eogpkes
negligence or misuse of the Information Interfatteeothan loss
caused by the negligence of the Service Provider.”
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®  the user is subject to liability for direct damagedy

® the user is only liable where a user's employeesusd the information interface or act negligently.

In addition, the user’s liability should be redudedhe event, and to the extent, of any negligdnce
NT Gas.

No submissions were received in relatiorcteuse 77 The AER considers that clause 77 is acceptable

In relation toclause 78the AER considers that it is within the contrbtlee User to manage its
employees’ use of the Information Interface. Howetlee AER agrees with the submission by Santos
Magellan that the liability of the User should lmnfined to situations where a User’'s employees saisu
the information interface or act negligently andttthe User’s liability should be reduced in themvand
to the extent of any negligence by NT Gas. NT Gdkerefore required to amend clause 78.

The AER notes the submission by Santos and Maggikriability be limited to direct damages onlytb
given the required amendments outlined above cersithis unnecessary to limit liability in this nmam.
The AER considers that these amended provisionsneile clearly articulate the User’s liability.

and

Limitation of
liability and
indemnity

clauses 79, 80 and 8]

NT Gas has proposed that neither party is liabtééoother party in respect of the Transportation
Agreement except for the User’s liability in retatito a number of defined conditiortdause 79. Under
clause 80ONT Gas has proposed that the aggregate liabilith@fService Provider in respect of the
Transportation Agreement will be limited to a mamgtliability cap set under the Transportation
Agreement. NT Gas has also proposed that the ddemninifies the Service Provider against any lighili
claim, action, loss, damage, cost or expense sastair incurred during or after the expiry of the
Transportation Agreementlause 8).

Santos and Magellan have submitted that:

®  Clause 79 is unreasonable and is an inapproptiatsation of risk as between the parties. Clause 7

should be amended so that both the user and N'h&asthe benefit of the limitation in the followin

Amend clause 79:

“To the extent permitted by law, neither Party (uding the
Service Provider's Related Body Corporate) is leatd the
other Party for Consequential Loss or for punitoreexemplary
damages arising in respect of the Transportatione&gment
except where such loss or damage arises out of:

(&) gross negligence or wilful misconduct by either the
Service Provider or the User;

9 (b) the Service Provider’s liability relating to the loery

g of Off-Specification Gas to a Delivery Point duétso

604

APT Petroleum Pipelines Limitefigcess arrangement for Roma Brisbane Pipe@&March 2007, p 43.
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cases:

= the delivery of off specification gas. If the usgliable for consequential loss for delivering of
specification gas then NT Gas should be equalbldiavhere it delivers off specification gas tp

the delivery point (unless otherwise agreed withuker)

= the obligation to deliver gas at the required presgfor the same reasons as the treatment gf

off specification gas)

= the payment of rates, charges and other paymedts time agreement (for example where N
Gas is liable to pay to the user refunds of ovempents which include interest)

®  The following exceptions to the limitation of lidiy should also be deleted:

= the use of the information interface (if this isaiaed it should only apply where the user has
wilfully misused the information interface - seasalission on clause 78 above)

= the indemnity in clause 81

®  Clause 80 is inconsistent with the purpose of r@gdl terms and conditions and the cap, if any,

then the inclusion of a further liability cap istmeasonable. If the AER is minded to allow a dap i
should be an amount which provides sufficient inisenfor NT Gas to perform the agreement. For
example, a minimum of 200 per cent of contract@alu

®  The matters referred to in clause 81(a) are aatsnissions which are the responsibility of NT Gas
and not the user. It is not reasonable for the ieserdemnify NT Gas and its related bodies corfeor
for these matters.

1574

Santos and Magellan further submitted that thermdty in clause 81(b) is very broad and, combindth v
the exclusion of the limitation of liability to dict damages only (see above) potentially exposessér to
very broad damages claims. If the indemnity isineté then it should apply to both the user and NiE.G
Further, the indemnity should only cover actuaté&ssand not extend to losses which a third patats

=y

—

negligence or wilful default; or

(c) the User’s liability relating to:

(i)
(ii)

(iii)

(iv)

v)

Delete clause 80:

Delete of subclause 81(a).
Include new clause as follows:

P - | Each Party will be required to indemnify the otli@r any loss
should be specified in the Terms and Conditionse/llamages are capped to direct damages onlyyising out of its gross negligence or wilful misdaict.

imbalances;

the receipt, transportation or delivery of
unauthorised Overrun Quantities

the User’s obligation to deliver gas whic
meets the quality required by the Gas

Specification or any other quality as the
law in the relevant jurisdiction requires;

a failure to supply Gas at Receipt Points
within a specified pressure range; and

the indemnity described in clause 81.

243



to suffer”.

PWC submitted that there should be no exceptiogarding liability for consequential loss or for fitive
or exemplary damages arising in respect of the Spratation Agreement. Further, where there islartai
to deliver by the Service Provider, it should lable for User’s costs and the Transportation Chahgeild
not apply or be reduced with respect to the gasleldtered. In relation to cap on the Service Rievs
liability, PWC submitted that if a cap was agregcdbgotiation, the Service Provider’s liabilityrist
limited where the liability is as a result of SeeriProvider’s gross negligence or wilful misconduct

The AER considerslause 79(a)s acceptable.

The AER considers thatause 79(b)is not acceptable as the provisions relatingt® gayment, which
apply an interest penalty rate, and any claim &omages would be sufficient to address liabilitelating
to rates, charges and other payments. The AERfthiereequires the deletion of this provision. THER
notes that this deletion will address Santos ande¥Mian’s comments regarding clause 79(b).

The AER considers that the User’s liability relgtio overruns should necessarily be limited to
unauthorised overruns.

The AER considerslause 79(clacceptable.
The AER considerslause 79(d)acceptable.

The AER considers thatause 79(e)s not reasonable on the basis that the “offerfgDff-Specification
Gas for transportation would be unlikely to creatésk for the Service Provider (as distinct frdma t
delivery of Off-Specification Gas which is coveradsubclause (d)). The AER therefore requires delet
of this clause.

In relation toclause 79(f)the AER notes the amendment above (inserting actewge after clause 48)
which requires a provision that sets out the SerfAovider’s obligation to deliver gas at a certain
pressure. The AER requires an amendment to clé(§gtfat is consistent with the new inserted ataus
With respect to Santos and Magellan’s submisslemAER considers that as the earlier access
arrangement did not extend liability for conseqisbss to a failure to deliver gas at certainsgrees in
accordance with its obligations under that agredaa given that no justification has been progite
support such a change, that the new clause (aj alih other of the amendments to clause 79 will be
sufficient to address the perceived overall imbedalpetween the liability of the User and of thevider
Provider. In particular, in line with the AER’s ngiged amendments to clause 80 regarding the ligbili
cap, the AER considers that liability for consediasoss should extend to any acts or omissions
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amounting to gross negligence or wilful miscondugeither the Service Provider or the User. This wi
ensure that the liability provisions are rebalandedddition, the AER also accepts the submisbipn
Santos and Magellan to the extent that the SeRiogider should be liable where it delivers off-
specification gas to the delivery point. Howevle AER has qualified this to the extent that suetbility
is due to the Service Provider’s negligence orukifefault, an approach consistent with the Ternts a
Conditions of the earlier access arrangement. TER fequires the insertion of new subclauses teselau
79 to effect these additions.

The AER acceptslause 79(gpsubject to the required amendment to clause 81.

The AER considers that only minor amendmentlause 79(h)is required in light of the amendments to
clause 78. Those amendments sufficiently limitdbepe of the User’s liability with respect to the
Information Interface.

Further, with reference to the broad concerns ddiseUsers in relation to clause 79, the AER has
reviewed the definition of “consequential loss” aymhsiders that it extends beyond what is ordiparil
contemplated as being within the boundaries of equential loss. In particular, if loss is too reenittis
generally not recoverable. Subclause (b) of thandiein is problematic in this respect (and is toeatain
extent covered by subclause (a)), and in additioses the term “consequential loss” so thatutislear
how this should be interpreted. Subclause (c)ss pbtentially broader than is generally undersizmmod
the AER considers that it is more appropriate soate of these terms (“bargain, opportunity or
anticipating savings”) are assessed under subc(ajis€he AER therefore requires amendments to the
definition.

Regardingclause 8Qthe AER considers th&antos and Magellan’s submission raises a validerornthat
the absence of an amount of the monetary liahilify in the Terms and Conditions is problematidas t
AER is unable to assess whether the cap is reasorfdie AER considers that the amount of the ligbil
cap would need to be assessed against the ovenshct value, as proposed by Santos and Magélin,
also against the liabilities of the service provjded justified accordingly in order to establitsh
reasonableness. The AER considers that a figurd t@awe been provided given that there is likelyp¢o
only one user of the pipeline. Further, NT Gasdféered no specific justification for inclusion afcap. In
the absence of a figure and justification, the AfeRsiders the clause should be deleted.

Clause 81provides that the user is to indemnify the Serfcavider and its Related Body Corporate in
certain circumstances. The AER agrees with Samtdsviagellan that the indemnity referred to in
subclause 81(ajs unreasonable. It is not appropriate for thertiséndemnify the Servicer Provider for
acts or omissions that are clearly beyond the Jsmmtrol. The AER therefore requires deletionhis t
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subclause 81(a).

Clause 81(b)provides that the User must indemnify the SerfAoevider in respect of any third party
claim resulting from the User’s acts or omissiofise AER considers this reasonable as such acts or
omissions are within the control of the User. THeRAalso notes Santos and Magellan’s submission th
the indemnity should only cover actual losses avtcemtend to losses which a third party “claims to
suffer”. While it may be that these concerns retatthe need for step-in rights, it is not cleathe AER
what Santos and Magellan are seeking or the jeatifin for such a change. Therefore, no amendraent
required.

The AER notes Santos and Magellan’s submissiortiieaBervice Provider should indemnify the User
the same way. In the previous Terms and Conditieash party indemnified the other including in tiela
to the maintenance and operation of its propeatiesfacilities and any claim or action arising obithem
and in addition in respect of failure to performsatisfy any of the provisions of the Services Agnent.
NT Gas has offered no specific reasons as to wégetindemnities have been removed. NT Gas has
provided a general justification for the chang&@mms and Conditions that these no longer corraspon
with NT Gas'’s and APA Group’s gas transportatiamagements but it is not clear to the AER how thig
relates to the absence of indemnities provided Byads. The AER notes that in the Roma to Brisbane
Pipeline access arrangement each party (the UdetharService Provider) are required to indemrify t
other for any loss arising out of its gross negligeeor wilful misconduct® The AER therefore considers
that it would be appropriate for NT Gas to provideéhe User the security of an indemnity in respéc¢he
Service Providers’ acts or omissions. The AER nexguihe insertion of a new clause that requirek eac
Party to indemnify the other for any loss arising of its gross negligence or wilful misconduct.

Force majeure

clause 82, 83, 84, 85,
86 and 87

NT Gas has proposed a definition of a Force Maj&went inclause 82and has listed various events in
subclauses (a) to (g) that are included in then@tefn. Clause 83sets out various events which are
excluded from the definition. A Party’s obligatioase suspended during a Force Majeure Event to the
extent set out iglause 84 however, such suspension does not relieve theddsertain obligations as se
out inclause 85 A Force Majeure Event does not relieve eithetyPalrliability in relation to certain
circumstances covered @tause 86 Clause 87provides for termination as a result of a Forcgedee
Event.

Santos and Magellan have submitted that:

® the events listed in clause 82(g) should be twedsitf a breakdown of NT Gas’s equipment

constitutes a Force Majeure Event then it showdd abver breakdown of the User’s equipment

—

Delete the word ‘reasonable’ from chapeau to cl@zse

Amend clause 82 (a) to read... acts of God, inclueiitgout
limitation, earthquakes, floods, washouts, lanésjdightning,
storms andther acts caused lie elements;

Amend clause 82(f) by deleting the words “any oraler
direction of any Authority” and “or the failure tabtain or
maintain any necessary Approval’

Amend clause 82 (g) by deleting the words “breakuddass or
damage or the necessity to undertake alteratiepajns or
maintenance (other than routine maintenance foctwhotice

246




®  clause 83, by excluding listed events from therdiédin of a Force Majeure Event, will be of little
benefit for a User and is contrary to the purpdse leorce Majeure clause. There is no justificafimm
removing these events from the definition and thleyuld be subject to the general Force Majeure
Event test as set out at the beginning of clause 82

®  with respect to clause 85 if the user is unablecttept gas as a result of an event beyond itsatontr
then the user should not be liable to pay the a@saugpder the agreement.

PWC submitted that a reduction in the Tolling Cleasgould be related to the inability of the Service
Provider to transport Nominated quantities up toand not the Scheduled quantity. Otherwise, if th
Service Provider is unable to schedule all gas nated, it is able to reduce its transport obligatiod
the User is then obliged to maintain payment détol

The AER notes that the terfforce majeurewas defined in the previous Terms and Conditiass
“...beyond the control” of a Party rather than “tle@asonable control...” of a Party as is the case Aée.
AER understands that such an event is typicallyavez which a party to a contract has no contaol, f
example, an event such as a cyclone. The AER tiwshe qualifying phrase “that Party is not
reasonably able to prevent or overcome” adds thessary element of reasonableness to the test. The
AER therefore requires that the word “reasonabé&tibleted from clause 82.

Further, NT Gas has proposed several events aitating a Force Majeure Event provided they méet
general criteria in clause 82. The AER notes thatarevious Terms and Conditions do not take this
approach and the AER has reservations about thietogdentify such events when the general criteria
must be satisfied in any case. The words “provithatl they meet the foregoing criteria” sufficiently
address Santos and Magellan’s second point iretiedt of the events must meet this general criteribis
not automatically deemed to be a force majeureteiametheless, accepting this approach, the AER
considers that only some, not all of the above &svemould be included and in addition, requires
amendments to the drafting of some of the listesh&vin order to achieve greater clarity.

In subclause (a), the AER considers that the aigathould be amended to improve clarity and theeefo
requires that it conclude: “arather acts caused ke elements;...”

The AER considers that clauses 82(b), (c), (d)(@hére acceptable.

Regardingclause82(f), the AER considers that while an omission or failtor act by any Authority might|
constitute a Force Majeure Event, the other asédtds provision might ordinarily be within thewtrol

of either party to affect. The AER therefore regsitheir deletion. The AER considers that thistawids

has not been given).”
Amend clause 83 to read:

“Lack of finances and changes in market conditionshfe
transportation and purchase or sale of gas areanBbrce
Majeure Event.”

Amend clause 84 as follows:

“Subject to certain exceptiors specified under clause,85.”.

eAmend clause 85 by deleting the current wording rapdacing

it with the following:

‘Where there is a charge based on a Minimum Bilp&gity
Charge, Tolling Charge or MDQ, and the Service Rdev is
unable to perform its obligations under the SenAggeement
due to an event of Force Majeure the charge wilbhsed on
the highest quantity of gas (up to the MDQ) avdéao be
withdrawn during that period rather than MDQ. ThE@
specified in the Service Agreement will be adjuste@flect the
period during which the Service Provider was ndeab deliver

t the quantity of gas nominated by the User.

Include definition ofTolling Charge
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necessary so that there can be no inferred pregamipat such events are likely to be a Force Majeu
Event even accepting that they must first meegtheeral criteria.

Regardingclause 82(g)the AER considers that this has the potentia¢toove liability for negligence on
the part of the Service Provider in circumstanchene the Servicer Provider has failed to maintaén t
Pipeline. The AER considers that it is the respailii of the Service Provider to act to undertake
alterations, repairs and maintenance and to aveakidowns and that any loss or damage associatied
such actions are within the control of the Sercevider and would not meet the general criteria.
Therefore, the scope of this clause should bediirib accidents only. Accordingly, the AER requires
deletion of the following words: “breakdown, logsdamage or the necessity to undertake alterations,
repairs or maintenance (other than routine maimeséor which notice has not been given)”. The AER
notes that this does not mean that some breakdmagsot constitute a Force Majeure Event but shoy
such an event occur, there will be no inferred yomgstion that it is a Force Majeure Event and thedyasis
of whether it is or not will depend entirely on viher it meets the general criteria. The AER corrsideat
the above changes will sufficiently address theceamraised by Santos and Magellan as to the non-
reciprocal nature of this clause and that it ismextessary to require reciprocity.

Regardingclause83, the AER agrees with Santos and Magellan’s subomgbat this clause is contrary {
the purpose of a Force Majeure clause in that tiseme reason why if the User’s inability to supply
consume is caused by a Force Majeure Event sualtadone that the User should not be able toaely
the Force Majeure clause. The AER therefore doeaguept the clause in its entirety. Accordinghg t
scope of the clause is to be limited to lack o&fices and changed market conditions.

The AER considers thatause 84requires amendment to reflect that the phrasejgstlo certain
exceptions” is a reference to clause 85. The AERIders that this is necessary so that no confusion
arises as to the meaning.

Regarding clause 85, the AER requires the deletidhe phrase “among other things” as the meaning
the phrase is unclear and in the AER’s view, thegabons during suspension appear to be cleatlpse
as in clause 85 and clause 86(c).

The AER notes the submissions made by Santos, Magahd PWC in relation tdause 85 The AER
considers that the reasonable course is for paytodig required in direct proportion to the highest
guantity of gas available to be withdrawn, a situathat would reflect clause 28 of the Terms and
Conditions in the earlier access arrangement. TR gonsiders it appropriate to include the wording
from clause 28 of the earlier access arrangemeaniaase 85.

Wi

Id

The AER notes that no definition is provided foinMhum Bill and Capacity Charge (as previously
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noted) and also that no definition is providedTotling Charge. The AER requires the inclusion of
definitions for all these terms.

The AER considers that clause 86 is acceptable.

The AER considers that clause 87 is acceptable.

Assignment

clauses 88, 89, 90, 9]
and 92

NT Gas has proposed that a party may assign thieveh@art of its interest in the Transportation
Agreement if the assignment is part of a corposatguisition, merger or reorganisatiatause 88. The
Service Provider may assign its interests to amgibeson who owns the pipelinelduse 89 and a party
may assign the whole or part of its interestsefalssigning party remains bound by the Transportati
Agreement lause 90. Any other assignment requires the consent obther party ¢lause 9). NT Gas
has further proposed that any assignment permittiéthe conditional on the execution by the assigire
a form that is satisfactory to the non-assigningypacting reasonablyclfause 92.

The AER considers that clauses. 88, 89, 90, 919@rate acceptable.

No amendments

Confidentiality
clause 93, 94 and 95

NT Gas has proposed that a party receiving Contiiglimformation may use it solely for the purpase
performing its obligations under the Transportatt@reement or for internal purposes related to orafe
governancedlause 93. Underclause 94a party must obtain the prior written consenthaf other party in
order to use or disclose Confidential Informationdiny other purpose, subject to certain specific
circumstances where consent is not required (ssidhdésclosure is required by law). If in such
circumstances NT Gas has proposed that the dieglgsirty may still be required to notify the otlparty
of the intended disclosure and to obtain a confideandertaking from the third partglause 93.

Santos and Magellan have submitted that givenehesitivity of gas volumes, and the fact that NT Gas
various related entities acting in different rold®se obligations of confidentiality should beat|eand
specifically:

®  clause 93 should be amended to clarify the meaofitigternal purposes related to the governance|o

the Party or its Related Bodies Corporate.’

®  clause 95 should be amended to specify when aodiad party will be required to notify the other
party and/or obtain a confidentiality agreementrfra third party.

The AER considers thatauses 93, 94 and 9&re not consistent with the requirements under Faof
the NGR which sets out a service provider’s obigyet concerning confidentiality. Of note is

Amend clause 93 as follows:

“The User may use Confidential Information solely the
purposes of performing its obligations under thar@portation
Agreement.”

Amend clause 94 as follows:

“...for any other purposexcept wheréisclosure is required by
law or lawfully required by an Authority or if theformation...”

Delete clause 95.
Ifnsert new clause:

“The Service Provider must comply with any confidsity
requirements imposed on it pursuant to the Natidkas Law
and the National Gas Rules (Part 16).”
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rule 137(1)(b) of the NGR which sets out that aeseé pipeline service provider must not use relevant
confidential information for a purpose other thha purpose for which the information was giverh® t
service provider. Given these obligations, the AE&uires that these clauses 93, 94 and 95 be ahend
as to apply to the User only and that an additictealse be included to address the Service Prosider
specific obligations under the NGL and NGR. The A&I8b agrees with Santos and Magellan that clau
93 is unclear as to the meaning of internal goveraegurposes and is potentially too broad as dtrdse
AER therefore requires the deletion of this partlafise 93. The AER also considers that clause 94
regarding disclosure is uncertain in scope andiresjamendments to clarify the scope. In additiba,
AER agrees that clause 95 is unclear as to tharostances that would require the User to notifyatifrer
Party of an intended disclosure in circumstancesra/onsent is not required. The AER requires that
clause 95 be deleted.
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D. Submissions
The AER received submissions on N.T. Gas’s proposal the following entities:

= Northern Territory Major Energy Users
= Santos Limited and Magellan Petroleum Australiaiteoh
=  Power and Water Corporation

= Northern Territory Treasury
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Glossary

AAG

ABS
Access Economics
ACG

ACIL Tasman
ActewAGL
APA

APT Allgas
ATO
AWOTE
Capex
CAPM
CEG

CGS
DCVG
EBA

EGW
Envestra
GDP

GFC

GJ

ISR

LPI
MDQ
MRP

NER

access arrangement guideline

Australian Bureau of Statistics
Access Economics Pty Ltd

Allen Consulting Group

ACIL Tasman Pty Ltd
ActewAGL Distribution
APA Group
APT Allgas Energy Pty Limited
Australian Taxation Office

average weekly ordinary time earnings
capital expenditure
capital asset pricing model
Competition Economics Group
Commonwealth Government Securities
direct current voltage gradient
enterprise bargaining agreement
electricity, gas and water

Envestra Limited
gross domestic product

global financial crisis

gigajoules (equal to 1 000 000 000 joules)

industrial special risk
information technology
Labour price index
maximum daily quantity
market risk premium

National Electricity Rules
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NT

NTMEU

NT Treasury
o&M

opex

PTRM

PWC

QLD

RBA

Santos and Magellan

SCADA
SFG
STTM
TJ
Tribunal
UBS
WACC

Wilson Cook

Northern Territory

Northern Territory Major Energy Users
Northern Territory Treasury

operating and maintenance expenditure

operating expenditure

post-taxation revenue model

Power and Water Corporation

Queensland

Reserve Bank of Australia

Santos Limited and Magellan Petroleum Australia
Limited

supervisory control and data acquisition
Strategic Finance Group Consulting
short term trading market

terajoules (equal to 1000 gigajoules)
Australian Competition Tribunal

Union Bank of Switzerland

weighted average cost of capital

Wilson Cook & Co.
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