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1. Introduction

In June 2007 NERA Economic Consulting was engaged by the Australian Energy Market
Commission (AEMC) to provide advice on the issues that it should consider when assessing
the influence of the wholesale gas and electricity markets on competition within the retail gas
and electricity markets. The advice provided by NERA took the form of two separate reports,
entitled “The Gas Supply Chain in Eastern Austraia’ and “The Wholesale Electricity
Market”. Since the completion of these reportsin June 2007 a number of events have
occurred that have resulted in changes to both the structure of the gas and electricity markets
in eastern Australia and the demand and supply conditions prevailing within these markets.

A number of proposals have also been made over the last nine months that could significantly
alter the competitive landscape prevailing within these markets going forward. It iswith this
in mind that the AEMC has requested that NERA update the original reports to ensure that
they reflect the changes that have occurred over the last nine months.

The most notable change that has occurred within the gas supply chain over the last nine
months has been the growth in reserve estimates and production levels experienced by coal
seam methane producers in Queensland. The growth in this area has been significant and has
acted as a catalyst for the decision to construct a pipeline linking the Queensland market with
markets in South Australia, New South Wales, the Australian Capital Territory and Victoria
(QSN Link) and has stimulated four alternative proposalsto develop LNG facilities at
Gladstone. A decision asto whether any of the LNG proposals will go ahead is some way off,
however, if an investment in this area were to be undertaken then the demand and supply
conditions prevailing in eastern Australia could alter significantly as the opportunity cost of
supplying domestic customers beginsto reflect international LNG prices.

Other significant changes that have occurred across the various segments of the gas supply
chain include:

§ Upstream gas production — in addition to the growth in coal seam methane there have
been a number of other changes in this segment of the gas supply chain including the sale
of aportion of Anzon and Beach Petroleunm’ s interests in the Basker-Manta-Gummy field
to ITOCHU (20 per cent), the merger of Anzon and Nexus Energy, the commencement of
production in the Otway project (Thylacine field) and the announcement of a 300 billion
cubic feet increase in natural gas reserves in the Gippsland Basin;

§ Transmission and distribution pipelines — in addition to the announcement that the QSN
Link will be constructed and operational from 2009 a number of other announcements
have been made regarding the expansion of the capacity of the Eastern Gas Pipeline
(EGP) in late 2008 and the expansion of the northbound capacity of the Interconnect in
2009. Another significant change that occurred in this segment of the supply chain was
the South Australian Minister for Energy’ s decision to revoke coverage on the Moomba
to Adelaide Pipeline System (MAPS). The completion of Singapore Power International
and Babcock & Brown's acquisition of Alinta’s assetsin late 2007 also resulted in
changes in the ownership structure within the transmission and distribution segment of
the supply chain; and

§ Retall —changesin the retail segment of the supply chain over the last nine months have
included the granting of retail licences to Dodo Power and Gas in four states and a
number of expansions of existing retailers.

NERA Economic Consulting 1
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The remainder of this report has been updated to reflect these and other changes that have
occurred within the gas supply chain of eastern Australian and is structured in the following
manner:

§

Section 2 examines gas consumption in eastern Australia and the projected growth in this
area,

Section 3 focuses on the upstream segment of the gas supply chain in eastern Australia
commencing with a description of the sources of gas in eastern Australia. This section
then moves on to consider the physical and economic characteristics of gas exploration
and production which influence both the structure of the market and the price a producer
iswilling to accept for gas. This section also examines the prevailing market structure
and the factors influencing this structure and concludes by providing a description of gas
supply contractual arrangements and the determinants of gas prices,

Section 4 focuses on the transmission segment of the gas supply chain commencing with
an overview of the transmission pipelines that currently transport gas from the basins to
capital citiesin eastern Australia. This section then examines the market structure in this
segment of gas transmission before providing an overview of the services offered by
transmission pipelines. This section concludes by examining the inextricable link between
the conditions prevailing in the transmission and production segments of the supply chain
and sets out the factors considered by aretailer when deciding upon the commercial
viability of alternative sources of supply;

Section 5 describes the distribution systems currently operating in each of the capital
citiesin eastern Australia and sets out the market structure in this segment. An overview
of the services offered on these pipelines and tariff structuresisalso set out in this
section;

Section 6 provides an overview of the risk management tools that are used by buyersto
ameliorate the risks they face when purchasing gas from the wholesale market and
entering into transportation contracts with transmission pipeline owners;

Section 7 sets out the current structure of the retail market in each capital city and the
factorsthat have influenced that structure. This section also outlines the role of retall
market operators and sets out the full retail contestability timetable for each jurisdiction;

Section 8 provides a summary of the recent reviews that have been undertaken of the
wholesale gas market and outlines the proposed changes in this area; and

Section 9 outlines the factors that should be considered when examining the influence
that upstream production and transportation segments of the gas supply chain have on
retail competition.

NERA Economic Consulting 2
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2. Gas consumption in eastern Australia

2.1. Historic estimates of consumption?

Consumption of gas in eastern Australia increased by 21 per cent (or 2.4 per cent on an
annualised basis) over the period 1997-98 to 2005-06 from 531 PJto 643 PJ? Over this
period New South Wales® and Victoria experienced similar growth rates of 6 and 7 per cent
respectively while South Australia’ s consumption grew by 19 per cent and Queensland’'s
consumption more than doubled (increasing by 112 per cent). Following the completion of
the Tasmanian Gas Pipeline (TGP) in 2002, consumption in Tasmania has begun to increase
and by 2005-06 had reached 10.5 PJ. Figure 2.1 illustrates the growth in consumption across
each of the states.

Figure 2.1: Consumption of gas by State
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Source: ABARE, Austraian Energy Consumption and Production 1974-75 to 2005-06, Table c.
Note: The New South Wales estimates includes consumption in the Australian Capital Territory.

Examining Figure 2.1 it is clear that Victoria has been the largest consumer of gas in eastern
Australia over the period 1997-98 to 2005-06, followed in declining order by New South
Wales, South Australia, Queensland and Tasmania. Although this order has been maintained
over the period, the share of total consumption accounted for by each state has changed over
the period (see Figure 2.2).

! Theinformation contained in this section has primarily been sourced from statistics prepared by ABARE. See ABARE,
Australian Energy Consumption and Production, 1974-75 to 2004-05, Tables c and f.

2 ABARE, Australian Energy Consumption and Production, 1974-75 to 2005-06, Tables c and f.
3 ABARE's estimates for New South Wales include consumption in the Austraian Capital Territory.

NERA Economic Consulting 3



The Gas Supply Chain in Eastern Gas consumption in eastern Australia
Australia

Figure 2.2: Share of total gas consumption
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Source: ABARE, Austraian Energy Consumption and Production 1974-75 to 2005-06, Table c.
Note: The New South Wal es estimates include consumption in the Australian Capital Territory.

Figure 2.3 compares the composition of demand across the states over the period 1997-98 to
2004-2005. In South Australia, Tasmania and Queensland a large proportion of the gasis
consumed for electricity generation, while in Victoria and New South Wales the
manufacturing and residential sectorsrepresent alarge proportion of the gas consumed. The
mining and manufacturing sectors in South Australia and Queensland are also significant
consumers of gas. Comparing the composition of demand in 2005-06 to that in 1997-98 it is
clear that electricity generation accounts for a greater share of demand across all of the states
than it has historically. Thisis particularly the case in Queensland where electricity
generation now accounts for 33 per cent of total consumption compared to just 6 per cent in
1997-98.

Figure 2.3: Composition of gas demand
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Source: ABARE, Austraian Energy Consumption and Production 1974-75 to 2005-06, Table F
Note: The New South Wales estimates include consumption in the Australian Capital Territory.
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Comparing the proportion of gas consumed by the residential sector in each state (Figure 2.3
and 2.4) it is apparent that Victorian residents are significant consumers of gas accounting for
35 per cent of gas consumed in 2005-06 (89 PJ). Acrossthe other states residential
consumption in New South Wales accounted for 15 per cent (21 PJ), South Australia 9 per
cent (12 PJ) and Queensland 2 per cent (2.5 PJ). Thefirst stage of the distribution systemin
Tasmania was only completed in July 2005 and thus there was no residential consumption
recorded in Tasmania over 2005-06. This is expected to change over the medium term as
residential customers in Tasmania consider whether to switch from existing fuelsto gas.

Figure 2.4: Residential gas consumption 2005-06
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Source: ABARE, Austraian Energy Consumption and Production 1974-75 to 2005-06, Table F
Note: The New South Wal es estimates include consumption in the Australian Capital Territory.

2.1.1.Influence of alternative fuels on the demand for gas

Like other fuels, the demand for gas over the medium term may be influenced by the price of
aternative fuels. The extent of this influence will vary across industries and across locations
and will largely depend on the substitutability of alternative fuels for particular end users.
Where an alternative fuel can be utilised by a user, the influence of this fuel on the demand
for gas will depend on the price of alternative fuels, the availability of alternative fuels, the
cost of switching and the time taken to switch.

The influence of other fuels on the demand for gas has been considered on a number of
occasions by the Australian Competition Tribunal, the National Competition Council and the
Productivity Commission. A summary of these findingsis set out below.

NERA Economic Consulting 5
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Australian Competition Tribunal

The Australian Competition Tribunal’s first consideration of this issue occurred in 1997 when
it examined the AGL Cooper Basin Natural Gas Supply arrangements.* Within this decision
the Australian Competition Tribunal found that the market for natural gas at times extended
at the margin to encompass alternative and complementary energy sources and in particular
electricity.”

This issue was considered again by the Australian Competition Tribunal in 2002 when it
reviewed the Minister for Industry, Science and Resources’ decision to cover the EGP.* The
Australian Competition Tribunal concluded that the relevant market in that context wasthe
market for natural gas and noted that there was little competition between energy sources at
the time of the decision. In reaching this conclusion the Australian Competition Tribunal
noted the following:

Estimates of price dasticities are the main evidence used to argue that gas and el ectricity
are provided in separate markets. The available evidence indicates that the price elasticity
of demand for gasislow, and that gas prices have little influence on the demand for
electricity (cross price elagticity). The elasticities were estimated using data which pre-
dates thereforms in the gas industry so they are likely to be underestimates of the actual
position today. In the future, changes in technology and the use of gas to generate
electrici% from 2006 onwards could be expected to lead to a more integrated energy
market. "

Although the Australian Competition Tribunal concluded that in general there was limited
competition between alternative energy forms in markets, it did observe that in markets
where gas had not previously been available, alternative energy forms may provide more of a
competitive constraint as usersin these locations would need to be encouraged to invest in
alternative appliances or production processes. Specifically, the Australian Competition
Tribunal found:

.... asgas has not previously been available, the ability to monopoly price would be
restricted because potential users have bargaining power, the costs of conversion to
enabl e the use of gas are significant, and EGP has committed assets which it has
incentives to use. In other words, the prices of existing forms of energy will bea
countervailing force on the price of gas and pipeline services. The market definition

Alliance Petroleum Austraia Pty Ltd & Ors; Re: Application for areview of a determination of the Austrdian
Competition & Consumer Commission made on 27 March 1996 revoking authorisation No A90424 and granting a
further authorisation (AGL Cooper Basin Natural Gas Supply arrangements) [1997] ACompT 2 (14 October 1997).

[1997] ACompT 2 (14 October 1997) (1997) ATPR 411-593 at pp. 44210-44211.
®  Duke Eastern Gas Pipdline Pty Ltd [2001] ACompT 2 (4 May 2001)
" Duke Eastern Gas Pipdline Pty Ltd [2001] ACompT 2 (4 May 2001), paragraph 79.

The cross price eagticity of demand for a product (ie, gas) describes the sensitivity of demand to changesin the price of
another product (ie, eectricity). It ismeasured by the ratio of the percentage change in demand for gas divided by the
percentage changein the price of electricity. If aone per cent change in the price of eectricity resultsin a greater than
one per cent change in the demand for gas, the cross price elagticity of demand for gas, which will be greater than one,
issaid to be elagtic, ie, demand for gasisrdatively responsive to eectricity price changes. On the other hand, if aone
per cent changein dectricity prices results in a change in demand for gas of less than one per cent, the elagticity of
demand for gas, which will be lessthan one, is said to be inelagtic, ie, demand for gasis relatively unresponsive to
electricity price changes.

NERA Economic Consulting 6
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adopted by the Tribunal does not include other forms of energy at the current time
where gasiswell entrenched, but could include it in the long term when gas is used to
generate electricity. In the regional markets, other forms of energy warrant
consideration because gas is being offered as an alternative to existing forms of energy.’

National Competition Council

The National Competition Council considered the extent to which electricity may be viewed
as asubstitute for gas in its final recommendations made in relation to the EGP application
for coverage™ and the Moomba to Sydney Pipeline application for the revocation of
coverage.

In its consideration of the EGP application for coverage, the National Competition Council
referred to a cross-elasticity study undertaken for the Australian Gas Association by ABARE
in 1996 which utilised data over the period 1973-74 to 1993-94. According to this study, a
one percentage change in the price of gasresulted in:

§ a0.15 percentage increase in demand for electricity in the residential sector;
§ a-0.03 percentage increase in the demand for electricity in the commercial sector; and
8 no change in the demand for electricity in the industrial sector.

Based on these results the National Competition Council concluded that the very low cross-
elasticity of demand supported the conclusion that gas and electricity remain in two separate
markets.®

Within the Moomba to Sydney Pipeline Final Recommendation the National Competition
Council similarly concluded that the relevant product market was the market for natural gas
and did not extend to other fuels.'*

Productivity Commission

The Productivity Commission’ s consideration of the influence of alternative fuels on the
residential demand for gas was set out in its review of the Gas Code.™> Within this review,
the Productivity Commission concluded that electricity was an important competitor to
natural gas in the residential segment of the market and noted that the competitive pressure

®  Duke Eastern Gas Pipdline Pty Ltd [2001] ACompT 2 (4 May 2001), paragraph 129.
10 Nationa Competition Council, Fina Recommendation — Application for Coverage of Eastern Gas Pipeline, June 2000.

National Competition Council, Find Recommendation Moombato Sydney Pipeline System — Revocation Applications
Under the National Gas Code, 2002.

2 Austraian Gas Association, AGA Research Paper No. 3 — Price Elasticities of Australian Energy Demand, 1996.

3 Nationa Competition Council, Fina Recommendation — Application for Coverage of Eastern Gas Pipdline, June 2000,
pg. 62.

National Competition Council, Find Recommendation Moombato Sydney Pipeline System — Revocation Applications
Under the National Gas Code, 2002, pp. 105-106.

Productivity Commission, Review of the Gas Access Regime, August 2004.

11

14

15
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exerted by electricity was ongoing.* In reaching this conclusion the Productivity
Commission noted:

...athough individual customers might be locked into using a natural gas appliance
for around 10-15 years, around 7 per cent of consumers change appliances every

17
year.

The Productivity Commission further observed that the competitive pressure exerted by
alternative fuels will be particularly significant in those locations where gas has not
previously been marketed and cited Tasmania as an example of such a market.*

2.2. Forecast growth in consumption®®

In December 2007 ABARE released its latest projections for energy consumption in Australia
to 2029-30.2° According to these projections natural gas consumption in eastern Australia
will increase by 67 per cent over the period 2004-05 to 2029-30 from 652 PJto 1,089 PJ.

The projected growth of consumption across each state varies considerably with South
Australia’ s demand growth projected to be relatively flat while demand in Queensland and
Tasmaniais projected to increase by 135 per cent and 85 per cent respectively. Consumption
in New South Wales and Victoriais expected to grow at more moderate rates of 66 per cent
and 57 per cent respectively.

Figure 2.5 setsout the projections for each state over the period. By the end of the projection
period Victoria is expected to remain the largest consumer of gas while Queensland will
overtake New South Wales as the second largest consumer.

In arecent revision to its outlook for gas demand and supply ABARE has assumed that that
growth in coal seam methane production in Queensland and New South Wales will be
sufficient to meet the growth in demand over the period.?* This represents a significant
revision to ABARE's previous projections which assumed that by 2012-13 demand in eastern
Australiawould exceed local supply by 56 PJ and would widen over the remainder of the
forecast period such that by 2029-30 an external source would be required to deliver between
190 PJto 377 PJ.

8 Productivity Commission, Review of the Gas Access Regime, August 2004, pg. 48.

Productivity Commission, Review of the Gas Access Regime, August 2004, pg. 48.
Productivity Commission, Review of the Gas Access Regime, August 2004, pg. 49.

¥ Theinformation contained in this section has primarily been sourced from ABARE, Nationa and State Projections to
2029-30, December 2007.

2 ABARE, National and State Projections to 2029-30, December 2007, Tables E2a, b and c.
2 ABARE, National and State Projections to 2029-30, December 2007, pg. 42.

17

18
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Figure 2.5: ABARE gas consumption projections 2004-05 to 2029-30
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Source: ABARE, National and State Projections to 2029-30 TablesE2aand b
Note: The New South Wal es estimates include consumption in the Australian Capital Territory.
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3. Upstream gas production

3.1. Overview of the sources of supply in eastern Australia

The sources of conventional natural gas in eastern Australian include the Cooper/Eromanga
Basin (onshore), the Otway Basin (offshore), the Bass Basin (offshore) and the Gippsland
Basin (offshore). Coal seam methane fields have also been discovered in Camden, the
Hunter Valley, the Bowen Basin, the Surat Basin and the Clarence-Moreton Basin.

Within each of these basins there are a number of gas fields currently producing conventional
natural gas or coal seam methane including:

§ Cooper/Eromanga Basin — there are a number of fields in South Australia (jointly referred
to as Moomba) and South West Queensland (jointly referred to as Ballera) currently
producing conventional natural gas;

§ Gippsland Basin - the fields currently producing conventional natural gas include Bass
Strait and Patricia Baleen,

§ Otway Basin - the fields currently producing conventional natural gas include Minerva,
Geographe/Thylacine, Casino and Katnook;

§ BassBasin- Yollais currently the only field producing conventional natural gas; and

§ Bowen/Surat basins - the fields producing conventional natural gas and coal seam
methane include Fairview, Spring Gully, Peat, Mungi, Scotia, Dawson Valley, Moranbah,
Roma, Denison Trough, Argyle, Berwyndale South, Tipton West and Kogan North.

In addition to the fields that are currently producing gas there a number of other projects that
are currently being developed. These projects include:

§ the Golden Beach gas project in the Gippsland Basin which is being developed by Cape
Energy (Victoria). The estimated reserves for this field are 50 PJ. This project was
originally due to commence in the second half of 2007 but Cape Energy have not yet
applied for a production license;?

§ the Longtom gas project in the Gippsland Basin, which is being developed by Nexus
Energy. The estimated reserves for this field are 350 PJ and the estimated start up date is
|ate 2008; %

8 theKipper gas project in the Gippsland Basin which is being developed by Esso. The
estimated reserves for this field are 594 PJ. The project has recently received approval
and construction is due to commence in mid-2008 with first gas expected in 2011;%

§ the Mantaand Gummy gas project in the Gippsland Basin which is being developed by
Beach Petroleum, Anzon and Cieco exploration and production Australia (Itochu). The
estimated reserves for this project are 384 PJ?

Cape Energy website, http://www.cape-energy.com/projects goldenbeach.asp; DPI, Tenement Holders, 7 February
2008

% Santos Media Release, Santos finalises Longtom contract, 26 April 2007; ABARE, List of Mgor Minerals and Energy
Projects, October 2007; and EnergyQuest, EnergyQuarterly, February 2008.

2 santos Media Release, Kipper project sanctioned, 19 December 2007; Esso Media Release, Kipper Gas Project
Approved, 19 December 2007; and EnergyQuest, EnergyQuarterly, February 2008.

NERA Economic Consulting 10
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§ the Stratheden coal seam methane joint venture in the Clarence-Moreton basin located in
north eastern New South Wales which is being developed by Metgasco and CS Energy.
The estimated coal seam methane reserves in this field are 247 PJ*® and

§ theHenry gas project in the Otway Basin, which is being developed by AWE, Mitsui and
Santos. The estimated reserves for this field are 160 PJ and the estimated start up dateis
first quarter 2009.%’

The increased prominence of coa seam methane reserves has also resulted in a number of
proposals to develop liquid natural gas (LNG) facilities in Gladstone including:

8§ the proposal by Santosto develop a 3 —4 megatonne facility that would require 170 — 220
PJ per year for approximately 20 to 25 years starting in 2014;%

§ theproposal by LNG Ltd to develop a 1 — 2 megatonne facility that would require 55 —
110 PJ per year to be supplied by Arrow Energy from 2010 over a 12 year period;*

8 the proposal by Sunshine Gas and Sojitz Corp to develop a 0.5 megatonne facility that
would require 25 PJ per year to be supplied by Sunshine Gas;*°

8 the proposal by Queensland Gas and BG Group to develop a 3 — 4 megatonne facility that
would require 190 PJ per year to be supplied by Queensland Gas over the period 2013 —
2033;*" and

Arrow Energy and Alcan have also proposed to develop a liquids facility that would require
66 PJ per annum over 22 to 30 years, >

Figure 3.1 below illustrates where conventional natural gas and coal seam methane
production facilities are currently located. This includes Moomba, Ballera, Longford, Orbost,
lona, Port Campbell, Lang Lang, Gilmore, Moura, Rolleston, Y ellowbank, Peat, Silver
Springs, Kincora, Spring Gully, Camden and Fairview. The map also includes the location of
the proposed LNG facilities.

% Beach Petroleum, Manta Gummy (BMG) Gas sales agreement with Alinta Limited, 19 March 2007; ABARE, List of
Magor Minerals and Energy Projects, October 2007; EnergyQuest, EnergyQuarterly, February 2008.

Metgasco, Quarterly Activities Report, February 2008; M etgasco presentation, Devel oping Gas Reservesin New South
Wales, September 2007; Metgasco ASX Announcement, Upgradein PEL 16 Reserves, 4 March 2008.

26

T AWE, AWE accel erates search for gas in southeast Australia, 5 March 2007 and Santos website, www.santos.com.au.
% Santos News Announcement, Santos proposes multi-billion dollar Gladstone LNG project, 18 July 2007.

2 NG Ltd News Release, Gladstone LNG plant, 30 May 2007.

% sydney Morning Herald, Sunshine Gas to build $570m LNG plant, 10 December 2007.
31

Queensland Gas Company announcement, QGC announces $870m with BG Group for LNG devel opment, 3 February
2008.

Arrow Energy News Announcement, Gas-To-Liquids Pre-Feasibility Study Confirms Exciting Opportunity, 7 March
2007.

We aso note that Linc Energy is aso developing gasto liquids facility at its Chinchilla site using existing coal reserves
and commissioning of the facility was announced on 29 February 2008 (Linc Energy ASX Release).

NERA Economic Consulting 11


http://www.santos.com.au

The Gas Supply Chain in Eastern
Australia

Upstream gas production

Figure 3.1: Location of gas basins, production facilities and pipelines in
eastern Australia
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3.2. Physical and economic characteristics

Before discussing the ownership interests in each of these conventional natural gas and coal
seam methane basins and fields it is helpful to understand the basic physical and economic
attributes of conventional natural gas and coal seam methane, which influence the economic

viability of gas field developments and in turn:

§ the ownership structuresthat have emerged in this segment of the gas supply chain; and

NERA Economic Consulting
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8 the price producers within a particular gas field will be willing to accept for its gas.

The upstream segment of the gas supply chain encompasses both the exploration and
production phases. The exploration phase for both conventional natural gas and coal seam
methane is characterised by sunk costs and arelatively low probability of success.* The
costsincurred during this phase arise from the surveying and drilling activities that are
carried out to identify the presence of resources and to estimate the size of reserves where
resources have been identified. Given the cost and risk characteristics of this phase, the
exploration phase tends to be undertaken through joint venture arrangements, which enable
both the risks and costs to be shared across the consortia.®> Where the exploration is
successful the joint venture parties may either proceed to the production phase or sell their
interest to another party.

The production phase is also characterised by sunk costs and ongoing fixed costs reflecting
the cogts of proving up gas reserves and installing: the extraction technology; the
infrastructure required to transport the gas to the processing facilities and on to the
transmission pipeline; and, where relevant, processing facilities. Given the different physical
characteristics of coal seam methane and conventional natural gas, the magnitude of these
sunk and fixed costs may differ across these two aternative forms of gas (see section 3.2.1
and 3.2.2).

The cost characteristics of both the exploration and production phases have the potential to
act as abarrier to the entry of new explorers and producers. This issue was considered by the
ACCC inthe context of Santos proposed acquisition of QGC. In summary the ACCC found
that:

§ gasexplorersand small new producers face significant impediments to achieve the scale
necessary to enter the market for the production and supply of wholesale gas;

§ there did not appear to be significant barriers for acquiring land tenements or licenses for
initial exploration and test wells although geographic considerations were a significant
factor for determining the success of the exploration; and

§ there were high barriersto entry for junior producers seeking to become a credible
alternative in the production and supply of wholesale gas directly to customers.
According to the market inquiries undertaken by the ACCC, customers expressed the
view that there was a preference for purchasing gas from areliable supplier that “has
sufficient proven gas reserves, an ability to supply large volumes of gas and atrack record
of an ability to provide continuity of gas supply”.*

In addition we discuss the characteristics of LNG asit relates to the potential development of
LNG facilities in the eastern Australian market.

% Industry Commission, Study into the Australian Gas Industry and Markets, 6 March 1995, pg. 38.
% Productivity Commission, Review of the Gas Access Regime, August 2004, pg. 5.
% ACCC, Santos Limited — proposed acquisition of Queensland Gas Company Limited, 7 March 2007, pg. 12.
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3.2.1. Conventional natural gas

To be economically viable the development of a conventional natural gas field requires the
expected reserves, demand and price to be of sufficient size to underpin:

8 thelarge sunk costs associated with the investment in extraction technologies, the
construction of production facilities and the development of pipelines to transport the gas
to end markets;*’ and

8 the high on going fixed costs associated with maintaining the production capacity
required to supply gas on the terms required by buyers.®

The magnitude of both the sunk costs and the ongoing fixed costs differs across onshore and
offshore projects and may change over time depending on the availability of the inputs
reguired to extract the gas (ie, labour, drilling machinery and platforms).

If the expected revenue from a development is lower than the expected costs then the field
may be left undeveloped until demand and supply conditions improve (ie, gas prices increase
or the cogs of extraction and production fall), such that the field becomes economically
viable.

If the development of a conventional natural gasfield is viewed as being economically viable
then the total coststo develop the field will directly influence both the price a producer will
be willing to accept, and the quantities it will be required to sell at those prices. The
magnitude of these costs also exposes producers to some financial risk and thus there has
been a tendency for producersto enter into long term foundation contractsto ameliorate some
of the risks faced in the early years of the project’s life. For example, the development of the
now delayed Papua New Guinea project was underwritten by 10 to 20 year foundation
contracts™ while the development of the Cooper/Eromanga basin and the Moomba to Sydney
Pipeline were underwritten by a 30 year gas supply contract.*’

The prevalence of high sunk costs, large fixed costs and the small number of fieldsin
Australia means that the supply of natural gas has become concentrated in the hands of a
small number of producers which predominantly operate through joint venture structures and
jointly market their gas.**

3.2.2.Coal seam methane

Differences in the physical attributes of coal seam methane deposits relative to conventional
natural gas mean that the costs of extracting and producing coal seam methane may differ
from those incurred in the development of a conventional natural gas field. Consequently the

3" Industry Commission, Study into the Australian Gas Industry and Markets, 6 March 1995, pg. 15.
% Industry Commission, Study into the Australian Gas Industry and Markets, 6 March 1995, pp. 46-49.
¥ AGL Media Release, AGL Commits to PNG Gas, 5 July 2005.

National Competition Council, Find Recommendation Moombato Sydney Pipeline System — Revocation Applications
Under the National Gas Code, 2002, pg. 38.

ABARE, Energy in Austrdia 2006, 2007, pg. 37 and Productivity Commission, Review of the Gas Access Regime,
2004, pg. 5.

41
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economic viability of a coal seam methane development may vary markedly from a
conventional natural gas development.

The principal differences in physical characteristics include:*?

8 thecloser proximity of coal seam methane deposits to the surface relative to conventional
natural gas (approximately 500 metres for coal seam methane versus 2,000-3,000 metres
for conventional natural gas) which reduces unit production costs relative to conventional
natural gas;

8§ the pressure at which coal seam methane is produced and the daily output of a coal seam
methane well are substantially lower than conventional natural gas (300-500 kPa versus
7,000-15,000 kPa and 0.25-0.5 TJday versus 10-20 TJday). Given these attributes a coal
seam methane development will require more wells and more extensive gas gathering and
compression systems to be installed to extract equivalent quantities to those that would be
extracted from a conventional natural gas field development; and

8 the higher methane content of coal seam methane and the lower levels of impurities
relative to conventional natural gas which reduces the complexity of the processing
required by coal seam methane relative to conventional natural gas.

Given these physical attributes, coal seam methane fields have tended to be developed on an
incremental basis and as a consequence the up front capital investment required for a coal
seam methane development will generally be lower than that required to bring a conventional
natural gas development on stream.*

The lower level of sunk costs associated with coal seam methane extraction also means that:

§ the development may be viable even where the reserves are relatively small;

§ alarger number of small scale producers can be involved in the development of these
discoveries; and

§ producers of coal seam methane may be willing to accept alower price than their
conventional natural gas counterparts.

The coal seam methane projects that have been developed to date have tended to be located
relatively close to end markets. This has led to these projects being competitive with
conventional natural gas in Queensland and New South Wales, which tends to be transported
long distances to end markets.

One characteristic that can detract from the attractiveness of coal seam methane is that there
are limits on the extent to which producers can increase or decrease production (flow rates).
This characteristic means that producers of coal seam methane can offer a buyer very little
daily contract quantity flexibility, which can reduce the value of this source of supply for a

42 M. Kimber and A. Moran, Coal Seam Methane in the 21% Century, December 2004.
M. Kimber and A. Moran, Coal Seam Methane in the 21% Century, December 2004, pg. 8.
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buyer with peaky demand requirements.** This characteristic of coal seam methane may be
less important where the field is relatively large, and users have offsetting demand profiles
such that the overall load profile for demand is flat. The development of storage facilities
may also provide a means for producers of coal seam methane to meet peak demand
requirements, however, the scope for this may be limited.*

Another factor that affects the attractiveness of coal seam methane in some areas is that in the
early development stages there may be some uncertainty surrounding the ability of those
fields to extract coal seam methane and to deliver the contracted quantities. The Sydney Gas
Company’ s Camden project provides an example of the uncertainty that surrounds the
deliverability of a coal seam methane project particularly at the outset of the project. 1n 1999
AGL entered into an agreement with the Sydney Gas Company to purchase 4.5 PJ per annum.
These contracted quantities were further supplemented in December 2002 by an additional
agreement in which AGL agreed to purchase a further 10 PJ per annum taking the total
contracted commitment to 14.5 PJ per annum.*® Although AGL has had an agreement to
purchase 4.5 PJ per annum for over seven years production levels only reached 4.6 PJin
2007,*" which is till significantly below the 14.5 PJ per annum contracted quantities.

3.2.3.Liquefied natural gas

LNG is produced by converting natural gas into liquid. The conversion process entails
cooling the natural gasto -161.5 C which results not only in the liquificaiton of the gas but
also the reduction in the volume of gas with the liquefied form being 1/600th of the original
volume. To convert the liquid back into gas it must be re-gassified by reheating the gas.

The development of an LNG export facility requires a large up-front capital investment in:

8 an LNG processing plant that may consist of one or more LNG trains; and

§ port and shipping facilities.

Given the magnitude of the investment required the owner of the LNG facility must have
access to significant reserves of natural gas. Access to these reserves may be facilitated by
the LNG owner’s own interestsin a gas field, ajoint venture arrangement with a natural gas
producer or through along term natural gas supply contract. The owner of the LNG facility
may also seek to underwrite the investment by entering into long term LNG supply contracts.

The current proposals to construct LNG facilities in eastern Queensland illustrate each of
these characteristics. For example, Santos proposal to construct a 3 million to 4 million
tonne LNG facility is estimated to cost between $5 billion to $7 billion with $1.2 billion to be
spent on the initial drilling, $1.8 billion to be spent on ongoing drilling and $5.2 billion to be
spent on the construction of the LNG plant. To transport the 170 — 220 PJ pa gas from
Santos' interests in the Fairview, Scotia and Roma gas fields to Gladstone a 425 km pipeline

According to ABARE, limitations on the ability to increase coal seam methane production flow rates, however, mean
that the terms of supply will be less flexible than that available from the natural gas basins. ABARE, Eastern Augtralid s
Gas Supply and Demand Balance, APPEA Journal, 2003, pg. 141.

% ABARE, Eastern Australia’s Gas Supply and Demand Balance, APPEA Journal 2003, pg. 141.
% AGL, MediaRdease - AGL and Sydney Gas Company Sign Second Gas Supply Agreement, 4 December 2002.
4 Sydney Gas, 2007 Annual Report, pg. 4.
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will also need to be constructed. According to estimates prepared by Wood Mackenzie
Santos would require a price of US$6.39 per million British thermal units (or A$7.18 per GJ)
to achieve areturn of 10 per cent. This price was viewed as being comparable to that
expected by Woodside for LNG developed in the northwest shelf of Western Australia.

In May 2007, Arrow announced that it had signed a Heads of Agreement with LNG
International Pty Ltd to supply gasto a proposed 1 million to 2 million tonne pa LNG facility
in Gladstone. Under the Heads of Agreement Arrow will supply 55 PJ pafrom 2010 and has
an option to supply an additional 55 PJ pa if the size of the facility is expanded to 2 million
tonnes pa. The financial close for this project is currently set as September 2008. In
December 2007 Arrow acquired a 10 per cent interest in LNG International. Arrow has
announced a capital raising of $150 million to help it fund a $300 million expansion that it
will require to meet the contract.

On 3 February 2008, the Queensland Gas Company (QGC) announced a proposal to develop
aLNG facility in Gladstone with BG Group. Similar in size to the Santos proposal the
facility will require 190 PJ pa with gas to be supplied from the Surat basin. The first
shipment is expected in 2013 and will continue until at least 2033. The entire project has
been estimated to cost $8 billion which will fund an expansion in production capabilities, a
380 km pipeline and the plant itself. BG Group is investing in QGC through a purchase of
shares and interests in existing tenements. Under the proposal BG Group will also purchase
all of the planned production of the LNG plant under a 20 year agreement. To enable this
proposal to go ahead QGC will invest $230 million to increase their 2P reservesto 7,000 PJ
from the current level of 1,317 PJ. On 6 March 2008 QGC’'s Managing Director, Richard
Cottee, stated that QGC intended to cut its gas production to reduce the prospects of supply
surplus ahead of its commitment to the proposed LNG facility. According to Richard Cottee,
QGC would pursue “value, not volume” in its domestic gas supply contracts’.*®

Another recent proposal was announced in December 2007 by Sunshine Gasto build a
500,000 tonne pa plant in Gladstone with Japanese company Sojitz Corp. This project is
expected to cost $572 million with production expected in 2012. Under the proposal
Sunshine Gas will supply approximately 25 PJ per year fromits Lacertagasfield. Sojitz will
build the plant, market the gas and take a 70 per cent operating stake in the project.

The relative size of the annual requirements for gas of each of these proposals can be
observed in Figure 3.2.

“®  The Australian, QGC plansto cut gas output as domestic surplus |ooms, 6 March 2008.
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Figure 3.2: Annual gas requirements by LNG proposal
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3.3. Market structure

The table on the following pages provides a summary of the pertinent features of each of the
gas basins currently producing gas (or dueto commence production in the next year) to
supply end-users located in eastern Australia. Included within thistable are the current joint
venture arrangements prevailing in each field, annual production estimates,*® and the latest
available estimates of proved and probable reserve levels. The table also describes whether
the field is producing primarily coal seam methane (CSM) gas or conventional natural gas
(CNG). Theterms proved and probable reserves (jointly referred to as 2P reserves) are
defined as the volumes of gas reserves which, under current economic and operating
conditions, are commercially recoverable with a probability of at least 50 per cent.

49 It isimportant to note that some conventional natural gas production and reserve estimates may include ethane

estimates.
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Table 3.1: Upstream production and reserves
Date 2007
Gas Production 2P Reserve Production
Basn Field Type Owner ship Structure Commenced Estimates (PJ) (PJ) Sour ces
Fairview CSM  76.07% Santos, 23.93% Origin 1998 1,722 19.9 EnergyQuest
Spring Gully CSM  96% - 99% Oirigin, 1% - 4% Minor 2005 1,284 19.3 production, reserves (EnergyQuest), equity (Origin)
Peat CSM  Origin 2000 25 4.2 production, reserves (EnergyQuest), equity (Origin)
Mungi CSM  50% Molopo, 25.5% Anglo Codl, 2003 58 1.1 Molopo
24.5% Mitsui Moura
g Scotia CSM  Santos 2002 120 194 production, reserves (EnergyQuest), equity (Santos)
% Moranbah CSM  50% Arrow Energy, 50% AGL 2004 424 16.8 production, reserves (EnergyQuest), equity (Arrow)
@ Argyle CSM  59.375% QGC, 40.625% Origin 2007 1,062 24 reserves, production (EnergyQuest), equity (QGC)
g Kenya East CSM  59.375% QGC, 40.625% Origin testing June 147 n.a reserves (EnergyQuest), equity (QGC)
2007
§ Daandine CSM  Arrow 2006 246 15 production, reserves (EnergyQuest), equity (Arrow)
(@]
@ Berwyndale South CSM  QGC 2006 526 17 production, reserves (EnergyQuest), equity (QGC)
Tipton West CSM  60% Arrow Energy, 40% Beach 2007 293 3.5 production, reserves (EnergyQuest), equity (Arrow)
Kogan North CSM  50% Arrow Energy, 50% CS Energy 2006 84 24 production, reserves (EnergyQuest), equity (Arrow)
Denison Trough CNG 50% Origin, 50% Santos 1989 111 11.95' production (APPEA), equity (Santos), reserves
(Core Callaborative)
o | Cooper Basin CNG 66.6% Santos, 20.2% Beach, 13.2% 1969
T S | (SA) Origin ; ;
2B production, reserves (EnergyQuest), equity (Core
o= 1,188 137.5 d
3 S | Balera(Qld) CNG  60.0625% Santos, 23.2% Beach, 1994 Collaborative)
w 16.7375% Origin
— | Camden CSM  50% AGL, 50% Sydney Gas 2001 78 5 production, reserves (Energy Quest), equity (SGL)
)
£3
BE
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Date 2007
Gas Production 2P Reserve Production
Basn Field Type Owner ship Structure Commenced Estimates (PJ) (PJ) Sour ces

= Patricia Baleen CNG Santos 2003 22 4.8 production, reserves (EnergyQuest), equity (Santos)

é Longtom CNG Nexus expected late 338 n.a reserves (EnergyQuest), other (Nexus)

S 2008

o Basker-Manta- CNG  30% Beach, 40% Anzon?, 20% Cieco expected 384 n.a reserves (EnergyQuest), other (Anzon)

é Gummy Exploration and Production 2008

2 (Australia), 10% Sqjitz®

O Bass Strait CNG  50% BHP Billiton, 50% Exxon (Esso) 1969 4,539 272.7 Production, reserves (Energy Quest), equity (BHP)
Katnook (SA)* CNG  Origin 1988 n.a 1 production (EnergyQuest), equity (Origin; PIR).
Minerva (Vic) CNG  90% BHP Billiton, 10% Santos 2004 229 331 production, reserves (EnergyQuest), equity (DPI)
Casino (Vic) CNG  50% Santos, 25% AWE, 25% Mitsui 2006 228 44.1 EnergyQuest

g

g Geographe and CNG 51.55% Woodside, 30.75% Origin, 2007 878 0.3 production, reserves (Energy Quest), equity (project
Thylacine (Vic) 12.7% Benaris International, 5% website)

CalEnergy Gas
Henry (Vic) CNG  50% Santos, 25% AWE, 25% Mitsui expected 150 n.a EnergyQuest
early 2009
T | Yolla CNG  42.5% Origin Energy, 30% AWE June 2006 308 18.9 EnergyQuest
8 Petroleum, 15% CalEnergy Gas,
o E 12.5% Arc Energy

Note: interestsin other companies are not included (i.e. AGL’s 27.5% interest in QGC). Projects that are not due to commence production in the coming future are not
included. Total production estimates for the 2007 calendar year differ for eastern Audraiato EnergyQuest’s estimates by approximately 13 PJ, as some very small fields
have been excluded and 2006 estimates have been used for others.
1. Production was estimated using the 2006 calendar year.

2. Anzon iscurrently in the process of being merged with Nexus (Anzon news rel eases).

3. Sgjitz purchased its stake from Beach recently which will be backdated to December 2007.
4. Reserves have been written down in thisfield (Origin, Annual Report 2005).
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3.3.1. Observations

Drawing on the information contained in Table 3.1 a number of observations can be made in
relation to the relative size of fields, market participants, the increased prominence of coal
seam methane and the interests held by some of the more prominent gas retailers.

Relative size of fidds

Drawing on the production and reserve estimates contained in Table 3.1 the following two
charts have been developed comparing the size of each field. Interestingly, the more mature
fields in the Gippsland Basin and the Cooper/Eromanga Basin are till the largest basins in
terms of production; however this past year has seen reserves in the Fairview field exceed
those estimated to be contained in the Cooper/Eromanga basin.

Figure 3.3: Estimated annual production by gas field
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Figure 3.4: Proven and probable reserve levels by gas field

6,000

Gippdand Basin

5,000

IN
Q
=]
S

Bowern/Surat

AN

2P Reserves (PJ)
w E
(=]
(=]
o

2,000

1,000

0

147 246 293 84
58

1,062

Cooper/Eromang

4,539

<@ S & £ ¥ & S8 . S O L € @& L 0 >
F S FEF EF TSI N FF ST S
TS T F ¢ Lo & < NN $° & F S P
5 N > & & S PO &
€ & B & N
<® © && Qg&q
S
& ©
Fidd Name

NERA Economic Consulting

21



The Gas Supply Chain in Eastern Upstream gas production
Australia

Market participants

There are currently 22 identified entities with equity interests in the various gas fields in
eastern Australia. Notwithstanding this apparent diversity of interests, control of the more
substantially sized gas fields (ie, Gippsland Basin and Cooper/Eromanga Basin) is
concentrated in the hands of established producers, Santos, Origin, BHP Billiton and Exxon
(Esso). These four entities also have interests in a number of other fields and accounted for
82 per cent of the estimated production in 2007 once joint venture interests in all fields were
taken into account (see Table 3.1).>° Figure 3.5 illustrates the interests of market participants
in estimated production.

Figure 3.5: Interests in estimated production

Exxon 21%

Origin 10%

Arrow 2%
AGL 2%
AWE 3%

Beach 5%

Mitsui 2%

QGC 3%

Other companies 2%
BHP Billiton 26%

Santos 25%

If proven and probable reserve estimates are indicative of future production, then the
concentration in this segment of the gas supply chain will diminish somewhat over time
assuming there is no further consolidation in this segment of the supply chain. Using the
reserve estimates presented in Table 3.1 and the joint venture shares in each field, the interests
Santos,>* Origin,> BHP Billiton and Exxon (Esso) hold in each field currently accounts for
69 per cent of proven and probable reserve estimates. A further 24 per cent of the proven and

These estimates are lower than those previously reported by ABARE in Augtralian Gas Markets Moving Towards
Maturity (December 2003, pg. 34). According to the estimates contained in this report 99.5 per cent of the market in
2001 was controlled by these four entities and by 2010 ABARE expected that 93 per cent of the market would be
controlled by Santos, Origin, BHP Billiton and Exxon (Esso). It would appear that difference between ABARE's
estimates and those presented above stems from the fact that ABARE attributed the production from each field to the
field operator rather than separately taking into account the joint venture interests (ie, al of the Cooper/Eromanga Basin
production would be attributed to Santos).

In addition to the Henry gas devel opment, Santos al so hasinterestsin the Martha field which contains approximately 50
PJ of reserves and is due to be devel oped following Henry (DPI (Victoria), Victorian Supplement 2007; EnergyQuest,
February 2008).

Origin aso recently obtained Woodside' s 62.5 per cent interest in a permit containing the Halada e and the Black
Watch fields which contains an estimated 55 PJ. No devel opment project has been announced (Origin News Release, 7
February 2008).

51

52
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probable reserve estimates are accounted for by Woodside, Nexus, Arrow, Beach, QGC>® and
AGL>" with the latter four of these parties’ interests slemming from coal seam methane fields.

Figure 3.6 illustrates the relative shares each of these entities has in the proven and probable
reserves. However, as Table 3.1 only considers those projects that are currently producing or
expected to sart soon there have been some projects and discoveries announced that would
change these shares in the foreseeable future.

Figure 3.6: Interests in proven and probable reserves

Origin 19% Beach 4%

Woodside 3%
AGL 2%
Arrow 5%

Exxon 16% QGC %%

Nexus 2%

Other Companies 7Y

BHP Billiton 17%

Santos 17%

Note: AGL’s 27.5 per cent interest in QGC has not been included in the AGL estimate.
Increased prominence of coal seam methane

According to data presented in ABARE’ s Energy in Australia 2008 report, coal seam
methane production has increased by 360 per cent over the period 2000-01 to 2005-06 from
19 PJto 69 PJ.> The growth in production has been more pronounced in Queensland than
New South Wales with production increasing by 460 per cent in Queensland compared to 20
per cent in New South Wales. Information contained in EnergyQuest’s February 2008
Report indicates that over 2006-07 coal seam methane production in Queensland grew by a
furtgéar 41% (up to 83.8 PJ) while production in New South Wales grew by 35% (up to 94.4
PJ).

The prominence of coal seam methane can also be seen in the production estimates presented
in Figure 3.3 which illustrates that coal seam methane accounted for 18 per cent of

% QGC hasrecently announced however that they will be cutting production in preparation for their proposed export
facility (The Austrdian, 6 March 2008).

% These estimates do not include AGL’s interest in QGC. However, it was recently reported that AGL isreviewing its
portfolio and will be considering the sale of itsinterest in QGC (The Austrdian, 1 March 2008).

% ABARE, Energy in Australia 2008, February 2008, pg. 36.

% ABARE has not released a 2007 version of the Energy in Australiareport and the 2008 version did not contain
production estimates for the 2006-07 year. Therefore these updated figures have been cal culated using data obtained
from EnergyQuest (EnergyQuarterly, August 2007).
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production in 2007. The estimates of coal seam methane reserves presented in Table 3.1
underestimate the total estimated reserves that have been announced as it only reflects soon to
be producing assets. Information contained within EnergyQuest’s February 2008 report
indicates that coal seam methane 2P reserves are currently 7,077 PJ in Queensland (compared
tothe 5,991 PJset out in Table 3.1). Thisincrease in coal seam methane reservesin
Queensland is expected to continue as LNG project proponents seek to certify the quantum of
gas reserves required to underpin an investment in an LNG facility. In addition to thisthere
is also an additional 510 PJ of coal seam methane in New South Wales.>” The addition of
these reserves increases the proportion of coal seam methane reserves as a proportion of
eastern Australian reserves from 42 per cent to 48 per cent.

Retailer’ s upstream interests

Another interesting point to note from Table 3.1 isthat both Origin and AGL have interestsin
both upstream production and retail.

While Origin has held an interest in the Cooper/Eromanga Basin for some time, it has over
the last seven years acquired further interests in both the offshore developmentsin Victoria
and the coal seam methane fields in Queensland. These interests may be viewed as placing
Origin in asuperior position in terms of servicing itsretail customer base in both Melbourne
and Adelaide and will stand it in good stead to service the Brisbane customer base it obtained
as aresult of the Sun Retail acquisition.

In a presentation made in 2007 Origin referred to its ability to procure gas for its retail

operations from third party suppliers, its joint ventures and its own production and concluded
that it has “significant flexibility in gas supply - and has the option to buy from third parties if
gas prices are low and develop equity gas if gas pricesrise”.>® Origin further noted that it has
been reducing the amount of gas it purchases from third parties and increasing its purchase of

equity gas.”

AGL’sinterest in upstream gas fields has occurred more recently than Origin’s, commencing
with the development of ajoint venture arrangement with Sydney Gas Company in 2005.%°
In 2006 AGL increased its interest in coal seam methane by entering into ajoint venture
arrangement with Arrow in the Moranbah field and by acquiring a 27.5 per cent interest in
QGC.%' At the sametime, AGL entered into a gas sales agreement to purchase up to 540 PJ
over twenty years.®? Inastatement released at the time of this transaction, the AGL
Managing Director and CEO at the time, Paul Anthony, stated:

Aswell as ddlivering our wholesale energy portfolio further fuel diversity, price
competitiveness, stability and longevity of gas supply, this transaction is also a

5 Thisincludes the 247 PJin South Casino indicated above as part of the Stratheden Joint Venture. Metgasco recently
revised its 2P reserve estimates from 195 PJto 247 PJ (Metgasco ASX Announcement, 4 March 2008).

Equity gas iswhen an equity interest is held in the joint venture arrangement.

% Origin, US Roadshow, May 2007, pg.20.

®  AGL, AGL Completes Sydney Gas Joint Venture, 15 November 2005.

& AGL, AGL Secures Cornerstone Investment in QGC, 5 December 2006.

8 AGL, AGL Secures Cornerstone Investment in QGC, 5 December 2006.
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perfect fit with our recent acquisition of Sun Gas which has 70,800 customersin
south-east Queensland representing approximately 50 per cent of Queensland’s
mass market customer base. ©

AGL’s coal seam methane interests in both Sydney and Queensland and its associated gas
supply contracts ensure that AGL has access to gasthat is proximately located to its retail
customer bases in both Sydney and Brisbane.

According to a presentation made to investorsin 2006 AGL is seeking to increase its equity
interest in the upstream production to between 3,000 to 4,000 PJs of gas®* and to obtain a
target portfolio of 50 per cent equity gas so that it can profit from the future price
appreciation.®

3.4. Wholesale gas supply arrangements

The wholesale supply of gasin eastern Australia is dominated by long-term, highly
customised bilateral gas supply contracts entered into on an infrequent basis with a limited
number of end-users. Invariably, these contracts are highly confidential. Historically there
has also been atendency for producers operating under joint venture arrangements to market
their gasjointly.

Long term nature of gas supply contracts

Estimates put forth by the Australian Petroleum Production & Exploration Association
(APPEA) suggest that 95 per cent of the market is supplied under long term contracts.®® The
dominance of long term contracts largely reflects the tendency of producersto underwrite the
significant capital investment required at the commencement of the field’s life with long term
foundation contracts as can be seen in the following examples:

§ the development of the now delayed Papua New Guinea project was to be underwritten
by 10-20 year foundation contracts;’’

§ the 540 PJ gas supply agreement entered into between AGL and QGC was to enable
supply over atwenty year period;®®

8 Woodside' s share of the Geographe and Thylacine development has been sold to
TRUenergy over 10 years;”

§ the 425 PJ gas supply agreement entered into between Santos and TRUenergy for supply
from theOCasi no fields isto be supplied over a 12 year period with an option to extend by
3years;’

AGL, AGL Secures Cornerstone Investment in QGC, 5 December 2006.
AGL Energy, Strategy Update, May 2007, Slide 6.
AGL Energy, Strategy Update, May 2007, Slide 18

APPEA, Submission to the Allen Consulting Group Options for the devel opment of the Australian wholesa e gas
market, 2005, pg. 2.

¥ AGL Media Release, AGL Commits to PNG Gas, 5 July 2005.
®  AGL, AGL Secures Cornerstone Investment in QGC, 5 December 2006.
®  TRUenergy, TXU and Woodside sign gas deal, 5 August 2002.
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§ thefirst 350 PJof sales gas produced from Nexus Longtom development have been
purchased by Santos;”* and

§ the development of the Cooper/Eromanga basin and the Moomba to Sydney Pipeline
were underwritten by a 30 year contract.”

Joint marketing of gas

Joint venture parties operating in abasin or afield have to date predominantly sold their gas
through joint marketing arrangements.”® While this practice continues (as exemplified by the
joint marketing arrangements that were put in place for the sale of gas from Papua New
Guinea’) there have recently been some instances where the joint venture parties operating
in newly developed fields have separately marketed their share of the gas. For example,
Santos' interest in the Casino fields has been separately marketed as was Woodside's interest
in the Geographe/ Thylacine field.”™

Highly customised nature of gas supply contracts

The terms and conditions under which gas is supplied tend to be highly customised.
Neverth% ess, the principal terms and conditions specified in these contracts generally
include:

§ The firmness of the supply commitment. Gas is generally supplied under either afirm or
a ‘reasonable endeavours basis. Inthiscontext ‘firm’ contracts require producersto
supply the specified quantity of gas to each buyer, unless they are excused from doing so
under the terms of the contract. In contradt, ‘as available’ and ‘ reasonable endeavours
contracts only require the producer to supply the required quantity to a buyer if it is able
to do s, taking into account its firm commitments to other buyers, available reserves and
its ability to produce and deliver the gas;

§ Theannual contract quantities that are set at the outset of the contract and may only be
varied if there are specific annual contract variation provisions specified in the contract;

§ Thetakeor pay requirements that specify the minimum proportion of the annual contract
guantities that must be paid for in any year. In some contracts the buyer is able to ‘bank’
any gas for which it has been required to pay but has not taken delivery, and to take that
gasin future years;

™ http://www.santos.com/Content.aspx 2p=207

™ Santos News Announcement, Santos finalises Longtom contract, 27 April 2007.

2

National Competition Council, Find Recommendation Moombato Sydney Pipeline System — Revocation Applications
Under the National Gas Code, 2002, pg. 38.

Tojointly market gasjoint venture parties must obtain authorisation from the Australian Competition and Consumer
Commission.

™ ACCC, PNG Gas Joint Venture Project - Authorisation A40081, May 2006.

™ TRUenergy, TXU and Woodside sign gas deal, 5 August 2002.
76

73

Information regarding the principal terms and conditions of supply has been obtained from the Alliance Petroleum
Austrdia Pty Ltd & Ors; Re: Application for areview of a determination of the Australian Competition & Consumer
Commission made on 27 March 1996 revoking authorisation No A90424 and granting a further authorisation (AGL
Cooper Basin Natural Gas Supply arrangements) [1997] ACompT 2 (14 October 1997).
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§ The maximum daily quantitiesthat are either defined explicitly in the contract or
calculated by reference to a defined ‘ swing factor’.”” The maximum daily quantity
contract provisions enable a buyer to vary their daily demand over the year by taking
more than the average daily contracted quantity on any one day subject to the cap
imposed by the annual contract quantities being met. These provisions therefore accord
the buyer with some flexibility to manage its daily gas supply requirements over the year
(see section 6.2.1). Under some contracts a buyer is able to take the maximum daily
guantities on any day of the year while under other contractsthis ability is restricted to
certain times during the year; and

8 The price escalation and price review clauses. Although many of the terms and
conditions under which gas is sold are fixed over the life of the agreement, contract prices
aretypically set for adefined period of time, with provision for periodic reviews (ie,
every three to five years). Provision is also generally made for the price to escalate on an
annual basis between price reviews in accordance with a pre-defined escalation
mechanism. Price escalation mechanisms are typically tied to movements in inflation
although there are instances where the price has been linked to the price of other fuels
and/or the price of a buyer’s end product.

The price agreed within these highly customised contracts reflect:

§ thevaluesand coststhe parties attribute to the terms and conditions of supply;

8 the specific demand and supply circumstances faced by the buyer and the producer at
their respective locations; and

§ the perceptions held about the future demand and supply conditions at the time the price
was agreed.

Box 3.1 provides an example of the manner in which the volume related contract provisions
operéte.

Theterm ‘swing factor’ is sometimes referred to asthe ‘load factor’. The formula used to measure |oad factor varies
across market participants with some measuring load factor as the ratio of maximum daily quantity to average daily
quantity and others measuring it as the ratio of average daily quantity to maximum daily quantity. Any reference to
swing factor in this report refersto the ratio of maximum daily quantity to average daily quantity.
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Box 3.1: Contractual provisions

In this example it is assumed that the contract specifies annual contract quantities of 36.55 PJpa, a
take or pay requirement of 90 per cent and a maximum daily quantity of 120 TJ/day.

Under the terms of this contract:

8 theaverage daily quantity for this contract is 100 TJ (ie, 36.55 PJ + 365 days);

§ thequantity of gas that the buyer will at a minimum haveto pay is 32.9 PJ pa (ie, 90%  36.55
PJ); and

8 theswing factor is 120 per cent (maximum daily quantity + average daily quantity = 120 TJ+ 100
TJ=120%) and thus the buyer under this contract will be able to vary its daily consumption by up

to 120 per cent on any day of the year subject to it meeting the constraint set by the annual
contract quantities over the contract year.

3.4.1.Role of the spot market in Victoria

In 1999 the Victorian Government adopted a unique market model for Victoria and accorded
VENCorp” the role of independent system operator of both the physical spot market and the
Victorian Principal Transmission System (PTS). As independent system operator, VENCorp
balances gas supply and demand and transportation capacity on a daily basis through a
centrally co-ordinated scheduling process and sets the market price. VENCorp also
undertakes a number of other functions including identifying constraints on the transmission
system and forecasting production, demand, demand variances and demand peaks. VENCorp
also administers the Market and System Operation Rules (MSOR) and oversees the rule
change process.

The overarching legislation which supports this system is the Victorian Gas Industry Act
(2001) and the market is operated in accordance with the MSOR which have been authorised
by the ACCC.

Physical spot market

The physical spot market in Victoria provides a means by which users can trade gas supply
imbalances (ie, the difference between contracted gas supply quantities and actual
requirements) on adaily basis. The spot market is settled as a net market such that market
participants pay for the excess of actual withdrawals over actual injections, or receive
payment for the excess of actual injections over actual withdrawals with the price paid or
received being determined by the spot market. In accordance with the MSOR, the spot
market price is capped at $800 per GJ.

On 1 February 2007 a new price setting mechanism was introduced into the Victorian market.
Until this date the price was set on an ex-post basis at the end of each day when actual
demand and supply were known. Under the new pricing mechanism, demand and supply are
balanced at defined intervals over the day (6 amto 10 am, 10 amto 2 pm, 2 pmto 6 pm, 6 pm

™ Theinformation contained in this box has been prepared using VENCorp, Guide to the Gas Market, VENCorp,

Victorian Gas Market Stage 1 Design Functional Description, 3 April 2006 and VENCorp, Gas Scheduling Procedures
Verson 5.1, 1 February 2007.

VENCorp is non-profit organisation owned by the Victorian government. It recoversits costs through regulated fees
for its statutory functions and on a fee-for-service basis for non-statutory functions.

9
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to 10pm and 10pm to 6 am) and updated to reflect revised forecasts and bids. Prices under
the new mechanism are calculated for each interval with the price being set at the point where
demand and supply is balanced at least cost over that interval. Market participants are only
exposed to those changed prices to the extent that their revised schedules or actual behaviour
deviate from nominations submitted at the beginning of day.*

To ameliorate short term localised constraints VENCorp may also schedule additional
injections of gas at a price that is higher than the prevailing spot price. The difference
between the spot price and the actual price is referred to as an “ancillary payment” and is paid
to the market participant supplying the additional gas. These ancillary payments are
recovered through uplift charges that are recovered on a‘causer pays basis from those
participants whose actions contributed to the constraint.

Victorian PTS

The Victorian PTS operates as a network and has a number of injection points including
Longford, lona, VicHub, BassGas, Culcairn and the LNG facility at Dandenong (see Figure
3.7). Thissystem isowned by the Australian Pipeline Trust and operates under a‘ market
carriage’ model which is independently operated by VENCorp.

In contrast to the contract carriage model, users of the market carriage model are not required
to enter into capacity based transportation contracts. While users do not have reserved
capacity on the pipeline they are allocated an authorised maximum daily quantity (AMDQ)
which entitles them to transport a maximum quantity of gas on any oneday. If auser’s
AMDQ is breached during periods of congestion then users may have to pay additional
charges on the difference between their AMDQ and their actual usage. On any given day a
user issimply required to nominate their transportation requirements with VENCorp and their
pipeline charges are based on actua throughput.

Figure 3.7: The Victorian PTS and other assets

Hew South 'Walss

Wit la#ia

.........

Source: VENCorp, 2006 Gas Annua Planning Report

A description of the manner by which the scheduling and price setting processes are
undertaken by VENCorp is set in Box 3.2.

8 VENCorp, Victorian Gas Market Stage 1 Design Functional Description, 3 April 20086, p.2.
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Box 3.2: Operation of the Victorian spot market

In accordance with the MSOR market participants (including gas producers, retailers, storage
providers, traders and end-users) are required to be registered with VENCorp.

These participants bid into the market on a daily basis via the Market Information Bulletin Board.
Bids consist of the quantities of gas market participants expect to inject into the system and withdraw
from the system. Withdrawal bids forecast the participant’s hourly demand for the day and is referred
to as controllable demand. Injection quantities are the amount a participant plans to inject into the
system through any one of the injection points including Longford, lona, VicHub, BassGas, Culcairn
and the LNG facility at Dandenong. There are three types of bids including:

8 daily bids which are submitted an hour prior to the beginning of each gas day and include hourly
forecast consumption and injection rates, they are incorporated into the forecasts that are prepared
prior to scheduling;

8  revised-bids which can be submitted up to an hour prior to the next pricing interval and must be
consistent with the daily bid quantity such that arevised bid results in no less than the daily
scheduled quantity of gas; and

8 day-ahead bids and forecast demands are those that are made one and two days prior to a gas
day.

Demand that is nhot provided by participantsiis ‘ uncontrollable’ and forecast by VENCorp. Using the
bidding and scheduling process VENCorp ensures that the difference between the normal rate of
injection and withdrawal (‘linepack’) is sufficient to meet uncontrollable demand and maintain safe
operating pressures in the system.

The gas day commences at 6 am Eastern Standard Time and consists of five pricing periods, 6 am to
10 am, 10 amto 2 pm, 2 pmto 6 pm, 6 pmto 10 pm, and 10 pm to 6 am. Schedules are drawn up at
the beginning of the day and revised throughout for each pricing period. These schedules are
developed by VENCorp using information from:

8 market participants including: demand forecasts; participant bids; conditions or constraintsin
controllable bids; AMDQ and AMDQ credit certificates, hedge nominations and agency hedge
nominations;

§ physical deliverability requirements for locations with more than one participant at a common
point;

8 VENCorp’s demand forecast override, nodal demand all ocation and end of day linepack target;

8 data produced via modelling schedules constrained by the physical characteristics of the PTS
(linepack zones, compressor characteristics, node configuration, withdrawal zones, pipe
segments); and

8 market participant injection hedge nominations which are used to prioritise tied bids at an
injection point, intra-day adjustments for injection or controllable withdrawls and initial
conditions and any other input or assumption VENCorp reasonably considers is required to
minimise the cost of satisfying demand and maintaining system security.

When additional injections are required to meet demand, VENCorp may schedule quantities that had
bid higher than was necessary to clear the market. In such cases the participant is compensated for the
price differential in their gas relative to the prevailing market price.

NERA Economic Consulting 30




The Gas Supply Chain in Eastern Upstream gas production
Australia

The cited benefits of this market model include the following:

§ smaller retailers and other smaller market participants have been able to enter the market
more readily because they have been able to avoid the difficulties faced in other
jurisdictions in obtaining ‘reasonable’ commercial contracts,™

§ the ability to trade imbalances coupled with the pricing signals provided by the spot
market enable market participants to manage their short term imbalances and to optimise
their portfolios;®? and

8 the separation of asset ownership from market operation enables operational decisions to
be undertaken in an impartial manner and thus more acceptable to market participants.®®

In late 2007 VENCorp announced that it would be conducting areview of the current
arrangements in the Victorian gas market with particular emphasis placed on the sources of
risk within the market and the price cap arrangements (ie, value of lost load, the administered
price cap and the proposed cumulative price threshold). In a statement released by VENCorp
it noted that the review was intended to guide the evolution of the gas market in Victoriaand
future directions for market design changes from 2009 onwards.

3.4.2.Role of aggregators in the wholesale market

Purchasing gas directly from producersis not the only option available to end users. End-
users may also purchase their gas requirements from aggregators. An aggregator is an entity
that purchases gas directly from producers in the wholesale market and then on-sells this gas
to smaller end users. If an aggregator has transportation arrangements in place then it may
also offer to sell gasto userson adelivered basis. An aggregator may operate as a pure
aggregator (ie, buying and on-selling gas) or may simply be aretailer or industrial customer
selling their excess gas to end-users.

From aretail perspective, aggregators may facilitate the entry of new participants into the

retail gas market by:

8 reducing the contracting period that would otherwise be faced if the retailer were to
purchase its requirements directly from the producers; and

§ enabling these new entrantsto purchase relatively small quantities of gas while they build
up acustomer base.

Alinta EATM is one example of an aggregator operating in eastern Australia. AlintaEATM
operates out of the VicHub and purchases gas from the Gippsland Basin. Thiswholesale gas
is then either sold on a delivered basis (ie, in New South Wales viathe EGP or in Tasmania
viathe TGP) or directly from the VicHub to end users in the Victorian, New South Wales and
Tasmanian markets. ® Users of Alinta EATM’s aggregator services include both Country

8 ABARE, Austrdian Gas Markets Moving Towards Maturity, December 2003, pg. 7.

AGL, Submission to the Statutory Review of the Victorian Energy Networks Corporation Issues Paper, pg. 4.

AGL, Submission to the Statutory Review of the Victorian Energy Networks Corporation Issues Paper, pg. 5.

Alinta, Annual Report 2006, pg 20 and Options for the Devel opment of the Australian Wholesale Gas Market, June 2005, pg. 22.

&
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Energy and EnergyAustralia both of whom have entered into short to medium-term contracts
to purchase delivered gas transported into New South Wales viathe EGP.%

3.4.3.Role of swaps in the wholesale market

Physical gas swaps also have the potential to influence the manner by which gasis sold in the
wholesale market. These physical swaps provide a means for producersto make contracted
supplies of gasto areasthat they are not physically connected to. While such agreements
may affect the amount of gas made available for sale at a particular location and at a
particular point in time, they do not eliminate localised pricing differences.

A simple illustration of how a swap contract might work between two producersis set out
below. Inthisexampleit is assumed that there are two producers located at Ballera and
Longford (PB and PL) respectively. The Ballera producer has a gas supply contract with a
customer in Sydney (CS) for the supply of 10 PJ of gas per annum for delivery to Sydney. A
customer in Brisbane (CB) is looking to negotiate a contract for the supply of 5 PJ of gas per
annum for delivery to Brisbane.

The Longford producer wishes to contract with a customer in Brisbane but cannot physically
deliver its gas to Brisbane through the established network of gas pipelines as shown in Figure
3.8.

Figure 3.8: Gas flows before swap Figure 3.9: Gas flows after swap

&  AGL, Undertaking to the Australian Competition and Consumer Commission given for the purposes of Section 87B by
the Australian Gas Light Company, 2006, pg. 2.
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Although Longford gas cannot be physically delivered to Brisbane, Ballera gas can and thus
Producer L and B may enter into a swap contract. Under such a contract the Ballera producer
would supply 5 PJto the customer located in Brisbane (and in so doing divert 5 PJ of the gas
it would otherwise supply to its customer in Sydney) on behalf of the Longford producer, and
the Longford producer would supply 5 PJ to the customer located in Sydney on behalf of the
Ballera Producer. In order to fulfil their respective supply obligations:

§ the Ballera producer would direct 5 PJof gasto the customer in Sydney and the 5 PJ of
gas it swapped with Longford producer to the customer in Brisbane; and

§ the Longford producer would direct the 5 PJ of gas it swapped with the Ballera producer
to the Ballera producer’s customer in Sydney.

It is important to recognise that swap arrangements do not necessarily eliminate localised
pricing differences. Rather, swaps simply increase the flexibility that producers and
customers have to respond to changes in overall supply and demand conditions across the
Eastern states.

In the above example, the incentive for the two producers to enter into the swap arises
because there is a difference in the price that cusomers located in Sydney and customers
located in Brisbane are willing to pay for the supply of gas. Under the swap, the Brisbane
customer would continue to pay a higher price for gas supplies when compared to a new
customer seeking natural gas in Sydney. |f this was not the case the Longford producer
would not enter into the swap and would instead sell to the customer in Sydney.

In the absence of the swap, the Ballera producer would likely supply the Brisbane customer at
the expiry of its contract with the Sydney customer and the Longford producer would supply
the needs of the Sydney customer at the expiry of its contract. Thisis because the Brisbane
customer can be most efficiently supplied from a producer located a Ballera. The existence
of the swap simply allows this change in gas flows to occur earlier than it otherwise would.

A swap of asimilar nature to that described above was entered into by Origin and the South
West Queensland producers® in 2004. Under the agreement up to 200 PJ of gas was to be
swapped through to the end of 2011 (18 PJ per annum) with:

8 Origin delivering gas produced in its fields in the Bowen/Surat basin to the South West
Queensland producers a& Roma which was then to be supplied to the South West
Queensland Cooper Basin producer’s customers located in south-east Queensland; and

§ the South West Queensland producers delivering an equal quantity of gasto Origin at
Moomba (transported from Ballera via the Ballera to Moomba pipeline).

In announcing this arrangement Origin stated® that the principal benefit of the arrangement
was that it could supply its customer base in south eastern Australia without having to
construct amajor pipeline from the Bowen/Surat Basin to Moomba. For the South West

%  The South West Queensland producers operate out of Balleraand the joint venture parties include Santos, Origin and
Beach Petroleum (formerly Delhi).

8 santos, Cooper basin and Origin in major gas swap agreement, 6 May 2004.
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Queensland producersthe principal benefit of the arrangement flowed from the swap fee paid
by Origin.

In 2006 the swap arrangement was increased from 18 PJto 40 PJ per annum.®®

The ACCC considered the extent to which gas swaps may act as a competitive constraint on
gas producers within its consideration of Santos' proposed acquisition of QGC. The ACCC
concluded that:

Gas swaps require two willing parties and typically involve an arrangement
whereby one party supplies the other party’ s required volume of gas to a particular
destination, and viceversa. Theses arrangements are mutually beneficial and may
be used where, due to either thelack of pipeline infrastructure or the direction of
gas flow along existing pipeline infrastructure, the parties would not otherwise be
ableto send its gas to the required destination. The ACCC considered that,
particularly due to the limited number of significant playersin Southern
Queensland, the number of willing parties is likely to be limited.*

3.5. Gas prices in eastern Australia

Although on its face, the eastern Australian market appears to be an integrated market, the
reality isthat the ‘market’ actually consists of a number of localised sub markets.

For example, in Queensland end users in the south eastern part of the state are proximately
located to coal seam methane producers and thus have some choice between purchasing their
gas from these producers or producersin Ballera. Pipeline constraints in Queensland,
however, mean that end users in the north western part of the state are ill wholly reliant on
natural gas produced in Ballera. The presence of these pipeline constraints may allow
producers of natural gas to maintain a higher price in north western Queensland (where there
is less competitive pressure) while charging a lower price to end users in south eastern
Queensland (who can choose between natural gas and coal seam methane, depending on their
end use requirements). This example demonstrates that disparities in price may emerge
within the same jurisdiction as aresult of differences in local demand and supply conditions.

The disparate nature of the eastern Australian market means that there is no single market
price for gas across eastern Australia. Rather, prices differ across the various jurisdictions
and within jurisdictions as aresult of differencesin local demand and supply conditions.
These local demand and supply conditions will in turn be influenced by:

the type of gas being supplied (ie, conventional natural gas versus coal seam methane);
the location of reserves relative to the end market;
the cogt of transporting gas to the end location via the relevant transmission pipeline;

w W W W

the presence of transportation constraints on the relevant transmission pipeline;

8  Santos, Annua Report 2006, pg. 20.
8  ACCC, Santos Limited — proposed acquisition of Queensland Gas Company Limited, 7 March 2007, pg. 9.
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§ the number of competing sources of supply and the relative cost of transportation from
these competing sources,

8 the scope and price of alternative energy sources,
§ thevalue of gasto the end user; and

§ the perceptions held about the future demand and supply conditions that will prevail in
that jurisdiction over the period that the price is being set.

The prominent role of transportation in thislist reflectsthe fact that gasis typically located
some distance from end markets and thus the supply of gas from a particular basin will be

inextricably linked to the conditions prevailing in the transportation segment of the supply

chain (see section 4.5.2).

The prices paid for gas supplied from a particular basin to buyers in the same end location
may also differ as a consequence of differences in:

§ the highly customised nature of the terms and conditions of supply; and

§ thetiming of price reviews across alternative contracts.

Due to the confidential bilateral nature of the wholesale gas supply contracts there is no
publicly available information on the actual wholesale ex-plant prices paid by buyers across
the alternative basins. However, there have been some anecdotal reports of the ex-plant price
paid for conventional natural gas and coal seam methane which have been published by the
National Competition Council, Core Collaborative, EnergyQuest and GasWeek. A summary
of these estimates is set out below.

Estimates of conventional natural gas prices

In the National Competition Council’s MAPS draft recommendation on coverage™ reference
was made to Cooper/Eromanga ex-plant price estimates prepared by the Essential Services
Commission of South Australia’s (ESCOSA) and Epic Energy. ESCOSA estimated the
Cooper/Eromanga ex-plant price to be $2.90 per GJ in 2004-05 while Epic Energy estimated
the price to be between $3.10 and $3.15 per GJ. Epic Energy also provided the National
Competition Council with estimates of the ex-plant price in the Otway Basin ($3.10 per GJ)
and the Gippsland Basin ($3.05 to $3.10 per GJ).**

Epic Energy’ s estimates for the Cooper/Eromanga and the Gippsland Basin are broadly in
line with the estimates presented in Core Collaborative's Australian Gas Sector Outlook.
Within this report, Core Collaborative estimated that the ex-plant price in the Gippsland and
Cooper/Eromanga basins over 2005 was $3.15 per GJ.*?

Nationa Competition Council, Draft Recommendation - Application for revocation of coverage of the Moombato
Adelaide Pipeline System under the National Gas Access Regime, November 2005.

Nationa Competition Council, Draft Recommendation - Application for revocation of coverage of the Moombato
Adelaide Pipeline System under the National Gas Access Regime, November 2005, pg. 37.

%2 Core Collaborative, Australian Gas Sector Outlook, 2006, pg. 83.
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Forecast conventional natural gas prices have also been estimated by ACIL Tasman for gas-
fired generators. The following table sets out the ex-plant price estimates for the 2007-08
year for asample of generators.

Table 3.2: Estimated 2007-08 Conventional Natural Gas Prices

Generator Sour ce of Supply Estimated Ex-Plant Price ($/GJ)
Smithfield (NSW) Gippsand $2.95
Bairnsdale (Vic) Gippdand $3.20
Torrens Island (SA) Otway/Gippsland portfalio $3.25
Pelican Point (SA) Otway $3.20
Bell Bay (Tas) Gippdand $3.20

Source: ACIL Tasman, Fuel resource, new entry and generation costs in the NEM, 6 June 2007
Estimates of coal ssam methane prices

Core Collaborative' s Australian Gas Sector Outlook also contained an estimate of the price
AGL paid for coa seam methane through its contract with QGC which ranged between $2.50
and $2.90 per GJ.* This estimate appears to be supported by anecdotal evidence contained
in GasWeek which suggests that coal seam methane is being sold in Queensland for
approximately $2.50 per GJ.**

Other estimates of coal seam methane gas prices have been published by EnergyQuest for the
December 2007 quarter. These range from $2.01 for Molopo to $2.72 for the Queensland
Gas Company.” It was also noted that average prices for coal seam methane in Queensland
have increased in the last year.

An estimate of the price paid by AGL for coa seam methane in Sydney can also be estimated
by reference to Sydney Gas Company’ s annual reports. According to the Sydney Gas
Company 2006/07 annual report, gas sales were 2.273 PJ (Sydney Gas's 50 per cent share of
4.547 PJ) and its gas sales revenue was $7.398 million. Thisimplies that the price paid for
coal seam methane produced in Camden was approximately $3.25 per GJ in 2006/07.%

Divergence in conventional natural gas and coal seam methane prices

This small sample of anecdotal evidence illustrates the diversity of prices prevailing in
eastern Australiaand, in particular, the divergence that has emerged between the price paid
for coal seam methane and conventional natural gas. This divergence largely reflects the fact
that coal seam methane exhibits quite different physical and economic characteristics to those

% Core Collaborative, Australian Gas Sector Outlook — Q4 2006 Update, 2007, pg. 11.
% GasWeek 26 August 2005 pg. 2.
% EnergyQuest, EnergyQuarterly, February 2008, pg. 61.

% Sydney Gas Company, Annual Report 2006/07.
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exhibited by natural gas and as a consequence can be sold at a price that is lower than that
required by natural gas producers.

The ACCC also referred to this divergence in its recent consideration of Santos' proposed
acquisition of QGC. Specifically, the ACCC noted that it:

...considered that the generally higher ex-field prices for gas in the southern states
(compared to southern Queensland), combined with the costs of transmission, makes it
unlikely that the potential for gas to be supplied from areas outside of southern
Queensland would act as a significant price constraint on gas producers in southern
Queensland.”’

Implications of LNG facilitiesfor Eastern Australian Markets

If any of the LNG projects described in section 3.2.3 come to fruition they may have
significant implications for the demand and supply conditions prevailing in the eastern
Australian market. Specifically, the opportunity cost of supplying coal seam methane to
domestic users will begin to reflect international LNG prices and thus one would expect the
price paid by domestic customers to reflect this opportunity cost. The recent experience in
Western Australia illustrates this point. According to publicly available information the price
paid by domestic users of gas has increased significantly over the last year (see Table 3.3).

Table 3.3: Western Australian Gas Prices

Basin Estimated Price ($GJ) Sour ce of Estimate
January $5.50 GasWeek
May $5.80 GasWeek
Santos (conventional natural gas) June  $4.70 Gas\Week
July $7.50 GasWeek
$7.53 EnergyQuarterly
Woodside — (LNG and conventiona $4.59 EnergyQuarterly
natural gas)
Arc Energy (conventional natural gas) $5.12 EnergyQuarterly
Apache (conventional natural gas) $2.24 EnergyQuarterly
Average price for new conventiona $7.00 + EnergyQuarterly
natural gas contracts

Victorian spot price

The Victorian spot price may also be viewed as a proxy for the price being paid for
conventional natural gasin the Victorian basins. The spot price that has prevailed in the
Victorian market over the period 1 January 2002 to 31 January 2007 (ahead of the change to
the new price mechanism) is set out in Figure 3.10. The spot price over this period has
ranged from $2.21 per GJto $9.20 per GJ and has averaged $2.94 per GJ. The seasonal
effect on demand is particularly pronounced in Victoria, which can be seen in the spot price
that prevails over the winter period in each year.

% ACCC, Santos Limited — proposed acquisition of Queensland Gas Company Limited, 7 March 2007, pg. 9.
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Figure 3.10: Victorian spot price (1 Jan 2002 — 31 Jan 2007)
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Figure 3.11 illustrates the price path the Victorian spot price has followed since the
introduction of the new price setting mechanism. The average across the scheduled intervals
over this period has been $3.95 per GJ athough this average has varied across each of the
scheduled intervals with the averages peaking in the 6am to 10 am and 10 pmto 6 am
scheduling intervals. On 14 occasions the price exceeded $20 per GJ.

Figure 3.11: Victorian spot price (1 Feb 2007 — 29 Feb 2007)

$50
——6am-10am
Max $336/GJ
$45 ——10am -2 pm
=2 pm -6 pm Average Prices
s40 | 6 pm - 10 pm Average 6 am - 10 am: $4.06
—10pm-6am Average 10 am - 2 pm: $3.98
Average 2 pm - 6 pm: $3.98
$35 Average 6 pm - 10 pm: $3.70
Average 10 pm - 6 am: $4.05
$30
-
O $25
’ |
$20
Overall Average $3.95/GJ
$15
$10 ‘ J
| | (
S . M‘\I“ ......... L‘ A Y. R AL By P A
T i Mi\ gt ] L ‘ i m”l“'“pi; umm, 'ﬁ‘ :'i‘"quii DRIV
s UL
01 Feb 2007 15 Mar 2007 26 Apr 2007 07 Jun 2007 19 Jul 2007 30 Aug 2007 11 Oct2007 22 Nov 2007 03 Jan 2008 14 Feb 2008
Date

Source: VENCorp

NERA Economic Consulting

38



The Gas Supply Chain in Eastern Transmission pipelines and other assets
Australia

4. Transmission pipelines and other assets

4.1. Overview of major transmission pipelines

Transmission pipelines enable gas to be transported from gas production facilities under high
pressure to either a city gate(s) (asthe entry point to the distribution system) or to users
located on the transmission pipeline. The transmission pipelines that transport gas from the
onshore and offshore gas basins to each capital city in eastern Australia include:*®

§ the Moombato Sydney Pipeline (MSP), which extends from Moomba to Sydney,
Canberra and Culcairn (the entry point into the Interconnect);

§ the Eastern Gas Pipeline (EGP), which extends from Longford to Sydney and
Hoskinstown (the entry point to Canberra);

§ the Moombato Adelaide Pipeline System (MAPS), which extends from Moomba to
Adelaide;

the SEA Gas Pipeline, which extends from Port Campbell to Adelaide;

the South West Queensland Pipeline (SWQP), which extends from Ballerato Roma;
the Romato Brisbane Pipeline (RBP), which extends from Roma to Brisbane;

the Tasmanian Gas Pipeline (TGP), which extends from Longford to Hobart;

the Victorian PTS, which consists of the Longford to Melbourne Pipeline, the Western
Transmission System and the South West Pipeline; and

w wu w W W

§8 the Interconnect which is a bi-directional pipeline linking the MSP with the PTS.

Of the nine pipelines listed, four have been constructed over the last seven years including the
EGP, the SEA Gas Pipeline, the Interconnect and the TGP. The construction of these
pipelines has facilitated the interconnection of south eastern Australia and in so doing has
increased the supply alternatives available to buyers in these markets.

Figure 4.1 provides an overview of the location of each of the transmission pipelines
currently operating in eastern Australia and illustrates the degree of pipeline interconnection
in New South Wales, Victoria, the Australian Capita Territory and South Australia

A number of pipelines have been proposed over the last five years that could further change
the dynamics of the market. The most prominent of these proposals is Epic Energy’ s plan to
construct the QSN Link, reverse the flow of the South West Queensland Pipeline (SWQP)

and expand the capacity of the SWQP to enable coal seam methane produced in Queensland

There are anumber of other transmission pipelines operating in each state including the Central West Pipeline, the
Centra Ranges Pipeline, the Mildura Pipeline, the SESA Pipdine, the South East Pipeline, the Riverland Pipeline, the
Queensland Gas Pipdine, the Carpentaria Pipeline and the Dawson Valley Pipeline. Since the focus of thisreport is the
retail marketsin each capita city only those pipelines enabling gasto be transported to those end | ocations have been
referred to.
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to be delivered to South Australia, Victoria, the Australian Capital Territory and New South

Wales.®

Figure 4.1: Major natural gas pipelines in Eastern Australia
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In addition to Epic Energy’ s proposed QSN Link

there are two other competing proposals

that would entail transporting coal seam methane from Wallumbillato either Hexham (the
Queensland-Hunter Gas Pipeline) or Bulla Park on the M SP (the Wallumbilla Bulla Park

pipeline). A number of proposals have also been made to construct pipelines which would
facilitate the transport of coal seam methane both within Queensland and from northern New

9

It isworth noting in this context that if the SWQP does switch direction then gas produced in Ballerawill only be able

to be physically supplied to Mt Isa viathe Carpentaria Gas Pipeline.

NERA Economic Consulting
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South Wales into Queensland, including the Wallumbillato Darling Downs Pipeline, the
Berwyndale to Wallumbilla Pipeline and the Casino to Ipswich Pipeline. A summary of the
pertinent features of each of the pipelines currently being proposed is set out in the table

below.

Table 4.1: Proposed Pipelines

Name and Project Linking Size Estimated Cost Potential Start
Proponent Date
QSN Link —Epic’® 1 SwWQPtoMSPand 180 kmwith fully ~ $140 million underwritten ~ January 2009
MAPS (bypassing compressed by contract with AGL and
Ballerato Moomba capacity potential ancther buyer. AGL
pipeline). Flow of 250 TJ/day contract to ship 390 PJ over
SWQ pipelineto be 15 years with option to
reversed. extend term. An option for
AGL to transport an
additional 230 PJwas
triggered in December 2007
Hunter Gas Pipdine'®—  Wallumbillato 820 km potential ~ $800 million. First quarter
Hunter Gas PipelinePty ~ Hexhamin Newcastle  size 165-275 Memorandum of 2011 subject to
Ltd TJ/day or 60-100 Understanding signed with  approval and
PJpa Sunshine Gas for transport construction
of 80 PJ over 10 years commencing in
commencing in 2010. 2009'®
Wallumbillato Bulla Wallumbillato Bulla 763 kminitial load  $500-600 m n.a
Park Pipeline — Park (north of Marsden  of 165 TJ/day or
AustrlzZJAian Pipeline on MSP) 60 PJ pa
Trust
Wallumbillato Darling ~ Wallumbillato Darling 200 km $30m Power station
Downs Pipeline— Downs Power Station dueto
Origin'® duplicates parts of commencein
RBP. 2010.
APA has stated that
RBP could be
expanded to
accommodate this
rather than duplication.
Berwyndaleto Berwyndaleto 115 km $70 million January 2009
Wallumbilla Pipdine - Wallumbilla
AGL'™®
Casinoto Ipswich Casinoto Ipswich 145 km capacity $120 million 2010
Pipeline - Metgasco ' 18 PJ

100
2007.

101 AGL, AGL secures pipeline deal to link its gas to eastern markets, 13 July 2007.
102 sunshine Gas Ltd, Sunshine Signs gas Sales MOU with Hunter Energy, 28 May 2007.

103

Queensland Hunter Gas Pipeline, http://www.ghgp.com.au/timeline-key-milestones.asp

104 APA, APA Submission to the Review of New South Wales Electricity Supply, 29 June 2007, pg. 12.

105

Origin, http://www.originenergy.com.au/2081/Darling-Downs-Power-Station

106 AGL, AGL to develop the Berwyndal e to Wallumbilla gas pipeline, 17 January 2008.
17 ABARE, Energy in Australia, 2008.
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In addition to these new pipeline proposals there are a number of proposals to expand the
capacity of existing pipelines servicing the capital cities of eastern Australia. The table
below provides a summary of these proposals.

Table 4.2: Expansions of Existing Pipelines

Name Proponent M ethod for Size Potential Start Date
expansion
EGP - Alinta® Compressor at Expansion to Late 2008
Bombala increase size by 25%
93PJ
MSP - Australian Compressor at n.a 2009
Pipeline Trust'® Culcairn/Interconnect Construction underwritten by 15 year

conditional gas transportation agreement with
NewGen to enable construction of generator at

Uranquinty
PTS - Australian Looping between Expansion from Mid 2008
Pipeline Trust™ Brooklyn and Lara 220TJ/day to 307
and additional TJday
compression at
Brooklyn
SWQP-Epict* 2 Compressor Expansion to 2009 first stage of expansion to 170TJday and

increase sizeto 170 2013 second stage expansion to 220 TJ day
TJ/day by 2009 and Expansion underwritten by foundation contract
2020 by 2013 with AGL.

4.2. Market structure

Table 4.3 sets out the current ownership interests in each of the existing transmission
pipelines.

Table 4.3: Transmission pipeline ownership interests

Pipeline name Owner

MSP Augtralian Pipeline Trust

I nterconnect Australian Pipeline Trust

PTS Australian Pipeline Trust

MAPS Epic Energy (100% owned by Hastings Diversified Utilities Fund)

SEA GasPipeine South East Audrdia Gas Pty Ltd (owned jointly by Australian Pipeline
Trust, TRUenergy and International Power)

EGP Singapore Power International.

TGP Babcock & Brown Infrastructure

RBP Augtralian Pipeline Trust

SWQP Epic Energy (100% owned by Hastings Diversified Utilities Fund)

18 Alinta, Alintato Expand Eastern Gas Pipeline, 22 June 2007.
109 Australian Pipeline Trust, APA Expands Moomba Sydney Pipdline for Uranquinty Power Station, 21 June 2007.
10 \VENCorp, 2007 Gas Annua Planning Report,

1 Epic Energy, Epic Energy commits to second stage expansion of the South West Queensand Pipeline, 17 December
2007.

12 AGL, AGL secures pipeline deal to link its gas to eastern markets, 13 July 2007.
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Drawing on the information contained in Table 4.3 it is apparent that Australian Pipeline
Trust isadominant player in the provision of transmission servicesto capital cities in eastern
Australia. This dominance has increased over the last three years through the acquisition of
the GasNet assetsin Victoria and Origin’s one third share of the SEA Gas Pipeline. The
turnover in this segment of the supply chain has also seen AGL’s 30 per cent interest in the
Australian Pipeline Trust sold to Alinta and later Singapore Power International and thus the
vertical integration that once prevailed in the New South Wales market (with AGL owning
the distribution network and a 30 per cent interest in the Moombato Sydney Pipeline) has
been unwound.

4.3. Access to transmission pipelines

At the commencement of the Gas Code, the MSP, the MAPS, the PTS, the SWQP and the
RBP were deemed to be covered and therefore subject to third party access framework
contained in the Gas Code.

In accordance with the provisions contained in the Gas Code the owners of these pipelines
have had to submit access arrangements to the AER (formerly the ACCC) for approval which
specify the following policies to apply on that pipeline:

the services policy;

the reference tariffs and reference tariff policy;

the terms and conditions;

the capacity management policy;

w W W W W

the trading policy; and
§ the queuing policy.

At the commencement of the Gas Code both the RBP and the SWQP were subject to
derogations that precluded the ACCC from reviewing tariffs. The owners of these pipelines
were however, ill required to submit access arrangements setting out all of the other policies
and terms and conditions to apply on the pipelines. The RBP' s derogation has since expired
and the AER has reviewed the revised access arrangement including the tariffs. The SWQP's
forward haul**® derogation will continue through to 30 June 2016.***

In addition to requiring owners of these transmission pipelines to submit access arrangements,
the Gas Code also provides prospective users with access to an arbitrator in the event they are
unable to reach an agreement with the pipeline owner where an access arrangement isin
place.

Following the entry of the EGP, the Interconnect and the SEA Gas Pipeline the question of
coverage has become quite prominent. In 2000 an application for coverage was made for the
EGP and while the Minister for Industry, Tourism and Resources agreed with the National

3 Forward haul in this case is defined as gas flowing from Ballerato Roma.
14 south West Queend and Pipeline access arrangement, 1 November 2006, pg. 1.
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Competition Council’ s recommendation that the pipeline be covered this decision was later
overturned by the Australian Competition Tribunal **

In December 2003 the Minister for Industry, Tourism and Resources decided to revoke
coverage on the M SP between Moomba and Marsden™'® |eaving just 27 per cent of the
pipeline between Moomba and Sydney to be regulated.™'” Epic Energy has also sought the
revocation of coverage on the MAPS and in September 2007 the South Australian Minister
for Transport, Energy and Infrastructure accepted the National Competition Council’s
recommendation to revoke coverage.®

Of the nine pipelines providing transmission services to the capital cities in each jurisdiction
three are now wholly regulated (PTS, SWQP and the RBP), two are partially regulated (the
MSP and the Interconnect on the Victorian border) and four are wholly unregulated (the EGP,
the TGP, the MAPS and the SEA Gas Pipeline).

4.4. Services offered and tariff structures

The array of services offered by a pipeline depends on whether the pipeline operates as a
network or on a point to point basis and whether the pipeline operates under a market carriage
or a contract carriage model.

4.4.1. Market carriage versus contract carriage

Transmission pipelines may either operate under amarket carriage model or a contract
carriage model. The principal differences between these two models lies in the nature of the
contractual relationship between the user and the pipeline owner, the manner by which
services are obtained and the structure of charges.

Under a market carriage model an independent system operator manages the pipeline and
users advise the independent system operator of their daily requirements. Unlike users
operating under a contract carriage model, users operating under a market carriage system do
not reserve capacity on the pipeline. Users do, however, have an AMDQ allocation which
entitles users to transport a maximum quantity of gas on any given day and may be traded
with other users. Users operating under a market carriage system generally pay charges based
on their actual throughput (ie, $/GJ of throughput).

Under a contract carriage model, the pipeline owner manages the pipeline and users enter into
bilateral contracts with the pipeline owner. These contracts set out the service requirements
of the user including, where relevant, the firm capacity reservation which is expressed as a
maximum daily quantity (MDQ). Where a pipeline is regulated under the Gas Code the

15 Duke Eastern Gas Pipdline Pty Ltd [2001] ACompT 3 and 4, 4 May 2001 and 4 July 2001.

18 Minister for Industry, Tourism and Resources, Application for Revocation of Coverage on Certain Parts of the Moomba

to Sydney Gas Pipeine System, Decision, 19 November 2003.
17 Marsden islocated 942 km from Moomba while the distance from Moomba to Sydney is 1,299 km. Thelaterals of the
Moombato Sydney Pipeline continue to be subject to regulation.

National Competition Council, Application for Revocation of coverage of the Moomba to Adelaide Pipeline System
Under the National Gas Access Regime, Find Recommendation, 14 December 2005 and Minister for Transport,
Energy and Infrastructure, Letter to the NCC, 18 September 2007.
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pipeline owner is required to have a capacity trading policy that enables users to trade
capacity. The ability to trade capacity is of particular relevance on pipelines that are
operating at, or close to, capacity.

In eastern Australia the only pipeline operating under the market carriage model isthe PTS.
All other pipelines providing transmission services to New South Wales, Queensland, South
Australia and Tasmania operate under a contract carriage model. The PTS also operatesas a
network and thus a separate description of the services offered on this system are set out
below.

4.4.2. Services provided by point to point transmission pipelines

The services offered by transmission pipelines operating on a point to point basis generally
include firm forward transportation services, as available (or interruptible) services and
backhaul services.

A firm forward transportation service enables an end user to reserve capacity on the pipeline
and to receive a higher priority relative to other buyersthat have an ‘as available’
transportation service. The priority accorded to the firm service will tend to be of greater
importance where a pipeline is operating at, or close to, capacity since the ‘as available
service will be one of the first services delayed while the firm commitments of the pipeline
are met.

Charges for firm forward transportation services are predominantly capacity based although
there may be some throughput component in the overall tariff structure. The capacity charge
is calculated by reference to the reserved capacity (ie, $/GJ of MDQ) and thus in
circumstances where actual quantities transported on any given day are lower than the MDQ),
the buyer will still be liable to pay the capacity charge (which is based on the MDQ
reservation) and thus the average cost of transporting a GJ of gas rises as actual throughput
falls (see Box 4.1).1*°

Box 4.1: Operation of capacity based firm transportation charges

In this example it is assumed that the buyer has a firm capacity reservation of 120 TJday (120,000
GJ/day). It isfurther assumed that the capacity based charge on the pipelineis equal to $0.50 per GJ.
Under the terms of this contract the daily capacity chargeis $60,000 (ie, $0.50" 120,000 GJ).

If the buyer transports 120 TJ/day then the average charge per GJis simply $0.50.

If the buyer transports 92.3 TJday (120 TJday + 1.3) then the average charge per GJ will be $0.65
(ie, $60,000 92,307 GJ).

If the buyer transports 60 TJday then the average charge per GJis $1.00 (ie, $60,000 + 60,000 GJ).

The capacity chargein effect operates as a fixed charge and thus as actual throughput falls the average
charge per GJrises.

An as available (or interruptible) service allows a buyer to transport gas without reserving
capacity. The priority accorded to this service is, as noted above, lower than that accorded to
afirm transportation service. Asavailable tariffs are typically 30 per cent higher than the

19 |f the quantities transported exceed the MDQ then the end user may have to pay imbal ance or overrun charges.
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firm transportation charge but are paid on actual quantities delivered rather than a capacity
reservation.®

Backhaul transportation services involve the displacement of gas and enable a user to deliver
gas into the pipeline at a point upstream of its receipt point. Gasthat would otherwise be
reguired upstream is then replaced with the user’s delivery and the user’ s requirements are
met by displacing the gas that would otherwise have been required at the upstream delivery
point. Aggregate backhaul must be equal to or less than aggregate forward haul transactions
and as such the availability of backhaul capacity will vary daily. This variation means that
backhaul services are typically only offered on an ‘as available’ basis rather than afirm basis,
which means the service cannot be relied upon by a buyer who requires accessto afirm
supply of gas.

4.4.3. Services provided by the PTS

The PTS operates as a network and has a number of injection points (including Longford,
lona, VicHub, BassGas, Culcairn and the LNG facility at Dandenong) and withdrawal points.
Given these features of the system the services offered on this system include both injection
and withdrawal services which attract different charges. These charges are levied by both the
owner of the system, the Australian Pipeline Trust, and the system operator, VENCorp.**

To calculate the withdrawal and injection charges, the Australian Pipeline Trust assumes that
gasisinjected at the specified injection zones and then transported to a central hub. Gasis
then assumed to be transported from the hub to the relevant delivery point. The injection
charge in this context represents the charge associated with transporting the gas from the
injection zone to the hub while the withdrawal charge represents the cost of transporting the
gas from the hub to the delivery point.*?

VENCorp aso recovers charges from users of the PTS. These charges include aregistration
tariff, withdrawal based tariffs and meter data management tariffs.**

4.5. Supply alternatives and their commercial viability

The development of the Interconnect, the SEA Gas Pipeline and the EGP has facilitated the
development of a more interconnected market in south eastern Australia. Although retailers
in each capital city now technically have access to more than one source of supply, the
commercial viability of these alternatives will depend on the transportation costsincurred in
delivering the gas from the basin to the final location and the availability of capacity on the
relevant pipeline.

For example retailers in Melbourne have a choice of purchasing their gas from:

8§ the Gippsland Basin viathe Longford to Melbourne pipeline;

120 A service charge will also generally be levied on as available services.

21 Users of the PTS must be registered with VENCorp and are a so required to enter into a gas transportation deed with
VENCorp.
2 GasNet Austraia, GasNet Austraia, Transmission Tariff Structure & Methodology, 2005.

12 VENCorp, Fina Report — Proposed Statutory Gas Budget and Tariffs for 2006/07, April 2006, pg. ii.
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§ the Otway Basin viathe South West pipeline;
§ theBassBasin viathe Victorian PTS; and

§ the Cooper/Eromanga Basin viathe MSP, the Interconnect and the PTS.

While the first three of these basins are proximately located to retailers in Melbourne, the
Cooper/Eromanga basin is less so and thus retailers would have to take into account the cost
of transporting this gas viathe MSP and the Interconnect when assessing the commercial
viability of this alternative. The availability of capacity on each of these alternative pipelines
would also be taken into account in this assessment.

Retailers in Adelaide, Canberra, Hobart and Sydney would also have similar options to those
described above (see Box 4.2). However, in all of these cases the commercial viability of
these choices would differ markedly due to differences in the distance from the relevant gas
basin and the transportation tariffs.

In contrast to the interconnected nature of the southern states in eastern Australia, the
Queensland market is supplied solely from gas produced in Queensland. Retailersin
Brisbane do, however, have a choice between purchasing gas from either the Ballera fields of
the Cooper/Eromanga Basin or the coal seam methane fields in south western Queensland.
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Box 4.2: Physical supply options for retailers across the capital cities

Retailersin Adelaide

Retailersin Adelaide have the choice of purchasing gas from either:

8 the Gippsland and Bass basins transported via the PTS and the SEA Gas Pipeling;

§ the Otway Basin transported via the SEA Gas Pipdling and

§ the Cooper/Eromanga Basin transported via the MAPS.

Retailersin Sydney

Retailersin Sydney have the choice of purchasing gas from either:

8 the Gippsland Basin transported via the EGP or the PTS, the Interconnect and the M SP;
8 theBass and Otway basins transported via PTS and the EGP or the Interconnect and the M SP;
8 the Cooper/Eromanga Basin transported via the Moomba to Sydney Pipeline; and

8 the Sydney Gas Company transported directly into the Sydney distribution system.
Retailersin Canberra

Retailersin Canberra have the choice of purchasing gas from all of the same sources as Sydney
excluding the Sydney Gas Company.

Retailersin Hobart

Retailers in Hobart have the choice of purchasing gas from either:

8 the Gippsland Basin transported via the TGP,

8 theBass and Otway basins transported via the PTS and the TGP; and

8 the Cooper/Eromanga Basin transported via the Moomba to Sydney Pipeline, the I nterconnect, the
PTS and the TGP.

Retailersin Brisbane

Retailers in Brisbane have a choice of purchasing their gas from:

§ the Cooper/Eromanga Basin via the SWQP and the RBP; or

§ thecoa seam methane fields in south western Queensland via the RBP.

4.5.1. Commercial viability

Any decision to purchase gas from an alternative basin will be inextricably linked to the
relative cost of transportation from each of the basins being considered and the availability of
capacity*** on each pipeline.

The cost of transporting gas will differ across pipelines, with variations arising as a result of
differencesin:

8§ the distance over which the gas must be transported,;

24 The capacity of a pipelineis afunction of the diameter and the length of the pipeline. The capacity will aso depend on
pressure between two ends of the pipeline which may be enhanced through the use of compressors.
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8 the productive efficiency of the pipelines, which reflects differences in:
- the size of the pipelines;
- the number of operational compressors;'?
- the operating costs of the pipelines;
- the overall utilisation of the pipeline’s capacity; and
8 the pricing structure adopted on the pipeline.

When comparing the transportation costs between two pipelines, generally, the greater the
distance over which gas is transported the higher isthe cost. However, there are instances
where this relationship may not hold. These include, for example, where capacity on a
pipeline isrestricted and prices are being used to ration capacity, or where a pipeline is
underutilised and the capital costs are recovered from arelatively low volume base.

4.5.2. Transportation costs and capacity of the transmission pipelines

Table 4.4 provides an overview of the pertinent features of each of the nine transmission
pipelines enabling gas to be transported to capital cities in eastern Australia including
pipeline capacity and transportation distances and an indicative estimate of the transportation
charges that would be incurred under a firm transportation service to the directly connected
capital cities assuming a 100 per cent swing factor.

15 Compressors alow the capacity of the pipdline to be increased.
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Table 4.4: Transmission pipelines capacity, regulation and tariffs'*
Retail Pipeline name Regulation Capacity ascurrently configured and known capacity constraints
Markets
Moombato Sydney Pipeline (MSP) Unregul ated between 470 TJ/day on mainline, 46 TJday on Dalton to Canberralateral (given the presence of stress corrosion cracking
% © Moomba and Marsden | on this pipeline this capacity may vary)*
2 ji:: There are no known capacity constraints on this pipeling”
5 § Eastern Gas Pipeline (EGP) Unregul ated 178 TJday to Horsley Park
& 140 TJ/day on ActewAGL interconnector to Canberra*
Additional compression will be required to meet transportation obligations from 2009*
e Interconnect Unregulated on the Bi-directiona Southbound capacity estimated to be 50 TJ/day and maximum northbound approximately 30

é‘ 5O NSW side and TJday Northbound capacity may be constrained to 10 TJ¥day in winter by conditions on the Victorian PTS

ol _E regulated on the during peak demand periodsin Victorid’

8 = Victorian side

Principal Transmission System (PTS) Regulated Longford to Mebourne Pipeline 1,030 TJday (combined over Longford, VicHub and BassGas injection points)
= South West Pipdline from lona 260 TJday

s Western Transmission System 28 TJday”

Moombato Adelaide Pipeine (MAPS) | Unregulated 418 TJ/day
Following the entry of the SEA Gas Pipeline there are no longer any capacity constraints on this pipeline **

(<}

E SEA Gas Pipdine Unregul ated 300 TJday **

'g Firm capacity on this pipeline was fully contracted at the time the pipeline was constructed to the origina joint
owners, Origin Energy Retail, TRUenergy (some of this capacity has been transferred to AGL through its
acquisition of the Torrens power plant) and Pelican Point. While firm capacity was fully contracted thereis
currently an offer for the firm transport of 8 T¥day. ww

South West Queendand Pipeline Regulated 130 TJday

% (SWQP) There are no known capacity constraints on this pipeline

-@ Roma to Brisbane (RBP) Regulated Licensed capacity 180 TJ/day with peak capacity of 203 TJ/day

@ The capacity of this pipelineis fully contracted. »

Hobart Tasmanian Gas Pipeline (TGP) Unregul ated Longford to Bell Bay 129 TJ/day
Hobart Lateral 31 TJ/day
There are no known capacity constraints on this pipeline.”

126 See Appendix B for references.
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Retail Pipeline name Tariff Structurefor firm transportation services Pipeline Disanceto Retail Markets Indicative tariffs (100% load
Markets factor ) 2007-2008
Moomba to Sydney Pipeline (M SP) Two part tariff consisting of a capacity tariff ($km/GJ 1,299 km to Sydney 2007 $0.6774/GJ
of MDQ) and a throughput tariff (¥km/GJ) 2008 $0.6905/GJ *
1,189 km to Canberra 2007 0.6201/GJ
© 2008 $0.6321/GJ*
8 1,252 kmto Culcairn 2007 $0.6529/GJ
§ 2008 $0.6656/GJ *
° Eastern Gas Pipeline (EGP) Zonal capacity tariff (¥GJof MDQ). 795 km to Sydney 2007 $1.0378/GF
& 2000 $1.0621
2008 tender resulted in tariffs of
& der resulted in tariffs of
'% $1.54/GJ over 1 Jan— 30 Apr
2008 and $7.35/GJ over 1 May —
15 Aug 2008
570 km to Canberra 2007 $0.7844/GF
2008 $0.8028.
Syd, Cbr | Interconnect Two part tariff consisting of a capacity tariff ($km/GJ n.a n.a
and Melb of MDQ) and throughput tariff (%km/GJ).
Principa Transmission System (PTS) Zonal injection and withdrawal tariffs payable to the Longford to Me bourne 173 km 2007 $0.2319 *(ex VENCorp)
pipdine owner with distinction drawn between Tariff 2008 currently subject to review
= V and Tariff D customers. by AER
= Separate fees and tariffs payable to VENCorp. South West Pipelinen.a. $0.2362 % ex VENCorp) 2008
currently subject to review by
AER
Moombato Adelaide Pipeline (MAPS) Three part charge consisting of a capacity charge ($/GJ 781 km 2007 est. $0.55394
g of MDQ), athroughput charge ($/km) and a monthly 2008 $0.5638
T customer charge ($).
3 SEA Gas Pipeline Information on the tariff structure used on this pipdine 680 km 2007 offer $0.72/GJ”>
< isnot publicly available. 2008 no current offers
South West Queendand Pipeline Two part tariff consisting of a capacity tariff ($GJ of 755 km 2007 $0.6353/GJ°
% (SWQP) MDQ) and athroughput tariff ($/GJ) 2008 $0.6491/GJ
3
o Roma to Brisbane (RBP) Two part tariff consisting of a capacity tariff (¥GJ of 410 km $0.460/GJ’
MDQ) and athroughput tariff ($/GJ)
Hobart Tasmanian Gas Pipeline (TGP) Zonal capacity tariff (¥GJ of MDQ). 734 km 2007 $1.8545/GF
2008 n.a.
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Examining the capacity column in Table 4.4 it is apparent that there are currently firm
capacity constraints on:

§ theRBP,

§ the SEA Gas Pipeline — according to the SEA Gas Pipeline web site there are currently no
offersto sell capacity to third parties;

§ the northbound capacity of the Interconnect; and

§ the EGP —the limited availability of capacity on this pipeline led the ownersin 2007 to
conduct atender to sell the remaining 34.8 TJ of capacity available over the period
1 January 2008 — 15 August 2008. Thistender resulted in the sale of 15 TJ between
1 January 2008 and 30 April 2008 for $1.54/GJwhile 34.8 TJ between 1 May 2008 and
15 August 2008 was sold for $7.35/GJ.

In the presence of these capacity constraints the supply alternatives for prospective retailers
operating in Sydney, Canberra, Adelaide and Brisbane markets seeking firm transportation
services will be limited to the Cooper/Eromanga Basin.*?’ The ability of existing retailersto
transport additional quantities of gas to meet demand growth, or the demand arising in
unseasonably cold weather, may also be limited by these constraints. In Brisbane prospective
retailers would have the same gas supply choice (ie, Cooper/Eromanga and the coal seam
methane fields), however, it would either need to enter into an arrangement with existing
users of the pipeline to obtain spare capacity or alternatively agree to pay a negotiated tariff
which includes the cost of expanding the current capacity of the RBP.**

It isworth noting in this context that there are plans currently in place to expand the capacity
of both the northbound flow of the Interconnect and the EGP from late 2008/2009 (see Table
4.2) which may alleviate the limitations faced by prospective retailers operating in Sydney
and Canberra..

The indicative tariff*?® column in Table 4.4 also demonstrates that while locations such as
Sydney, Canberra and Adelaide can source gas from two or more locations the relative costs
of transportation differ. The difference in transportation costs to these three end markets can
be seen in Figure 4.2. It isimportant to recognise in this context that while this comparison
has been made on the basis of published or regulated tariffs, pipeline owners may negotiate a
lower tariff to encourage greater utilisation of their pipeline.

Examining thisfigure it is apparent that the relative cost of transporting gas from the
Cooper/Eromanga Basin to Sydney, Canberra and Adelaide is substantially cheaper than
transporting gas to Sydney from the Gippsland Basin and Adelaide from the Otway Basin. In
the presence of these differences one would expect aretailer to take these costs into account

27 The Sydney Gas Company is a further source of gas in Sydney, however, al the quantities have been contracted to

AGL.

AER, Revised access arrangement by APT Petroleum Pipelines Ltd for the Roma to Brisbane Pipeline, 20 December
2006, pg. 220.

These estimates are based on published information and it must be recogni sed that these represent the maximum price
payable. That is, users may negotiate alower transportation charge.

128
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when determining which basin to source their gas from and when negotiating the ex-plant
price with producers.

Figure 4.2: Comparison of transportation costs
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Although the transportation costs will generally be borne by the retailer they may influence
the negotiated ex-plant price and thus there may be some sharing of transportation costs
between the buyer and producers. The extent to which this occurs will depend on the local
supply and demand balance. In general, a greater proportion of transportation costs will be
borne by the party that is least able to respond to a change in price, which will largely depend
on the demand and supply balance at each location.

For example, if abuyer islocated in an areathat can be supplied by two alternative gas basins
and pipeline networks, then its consideration of the ex-plant price will take into account,
amongst other things, differences in the transportation costs across the two pipeline networks.
The ability of the buyer to source gas from alternative locations generally means that a
greater proportion of total transportation costs are likely to be borne by the producer.
Whether or not a producer faced with relatively high costs for transporting gas to one end
market will accept alower ex-plant price ultimately depends on the existence of alternative,
closer markets or, in economic terms, the ‘ opportunity cost’ involved in supplying gas to that
particular buyer location. The willingness of a producer to compete on a delivered basis will
also depend on the extent to which the ownership structure of the competing sources of
supply differs.

If abuyer did not have access to another source of supply, and the producer could sell gasto
anumber of locations, then the buyer’s ability to respond by making use of alternative supply
options would be limited. Inthis case, agreater proportion of the transportation costs would
be borne by the buyer, and this would be reflected in a higher delivered price.

The proportion of transport costs borne by producers and buyers therefore depends on the
demand and supply balance at each location and the relative position of the producer and
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buyer. Where the cost of transporting gas or the demand and supply balance are different as
between one production or demand location and another, it is reasonable to expect there to be
differences in both the ex-plant and delivered price accepted by producers and paid by buyers
for the supply of gas.

4.6. Other wholesale market assets

There are anumber of other assetsthat are utilised within the wholesale gas market including
the Ballerato Moomba pipeline, the Western Underground Storage System, the VicHub and
the Dandenong LNG Storage Facility. A brief description of these assetsis set out below.

4.6.1.1. Ballera to Moomba pipeline

The Ballerato Moomba pipeline is owned by the South West Queensland and Cooper Basin
Producers and is used to transport raw gas, natural gas liquids and condensates produced by
the South West Queensland Producers in Ballerato Moomba.™*® Once the raw gas and
condensates reach Moomba:

§ theraw gasis processed at the Moomba production facilities (owned by the South
Australian Cooper Basin Producers) and then sold into the South Australian, New South
Wales and Victorian markets;

§ thenatural gas liquids are subject to arefrigeration process (to allow for the additional
recovery of liquids) and are then transported to Port Bonython along with stabilised crude
oil and condensate via an oil pipeline; and

§ any ethane produced in either the Ballera or Moomba fields is transported to Sydney viaa
dedicated ethane pipeline owned by the Australian Pipeline Trust.

The capacity of this pipeline asit is currently configured is approximately 82 TJday.**!
4.6.1.2. VicHub™*

The VicHub is an interconnect facility linking the EGP, the TGP and the PTS. The VicHub
also includes part of the Longford compressor station. The capacity of the VicHub as it is
currently configured is 135 TJday, however, only 80 TJday is available on a firm basis and
the remainder is available on an interruptible basis in winter.*** The VicHub was acquired by
Singapore Power International in August 2007.

10 gince this pipeline transports raw gasit cannot be covered under the National Third Party Access Code for Natural Gas

Pipeline Systems.

National Competition Council, Application for Revocation of coverage of the Moomba to Adelaide Pipeline System

Under the National Gas Access Regime, Finad Recommendation, 14 December 2005, pg. 19.

%2 This section has been drafted using information from the Alinta Infrastructure Holdings Initial Public Offering, 2005,
VENCorp, Gas Annual Planning Report 2007 and the Babcock & Brown / Singapore Power Offer to Alinta
Shareholders, 2 May 2007.

13 VENCorp, Gas Annual Planning Report 2007, pg. 36.
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4.6.1.3.  Western Underground Storage®*

The Western Underground Storage facility (owned by TRUenergy) is located in a depleted
gasfield in lona (near Port Campbell in Victoria) and is connected to the PTS and the SEA
Gas Pipeline. This facility commenced operations in 1999.

This facility stores gas in a porous sandstone reservoir and is used by retailers and producers
to manage the intra-year variability in their gas demand. By placing gasin the storage
facility in the summer when it has surplus supply (or alternatively when the market price is
low) and withdrawing the gas in the winter (or aternatively when the market price is high) a
retailer can meet its peak demand without:

8 having to pay for a higher swing factor on its gas supply contract to meet the demand
over the winter months; or

8 purchasing gas on the spot market and thereby avoids the spikes in spot pricesthat are
usually associated with a spike in demand.

Users of this facility can also purchase the maximum hourly withdrawal quantity from
storage for injection into the market when it has insufficient supply or if the market priceis
high.

The minimum contract capacity for this facility is 20 TJday of storage withdrawal. The
storage fees levied by TRUenergy consist of atwo part charge with the fixed capacity charge
applied to maximum hourly withdrawal quantity and storage volume while the variable
charge is applied to throughput. According to VENCorp the capacity of this storage facility
iscurrently 12.2 PJ. During winter the peak day processing/injection capacity of the facility
is 320T Jday although constraints on the South West Pipeline limit the scheduling to 220
TJday during winter. TRUenergy has indicated that it intends to increase the capacity to 570
TJday from 2009.*°

4.6.1.4. LNG Storage Facility**®

The LNG storage facility is located at Dandenong and is owned by the Australian Pipeline
Trust. Thisfacility isused to liquefy natural gas, storethe liquefied gas (LNG) and then
regasify before sending it back into the PTS. Thisfacility is used to balance intra-day
demand and supply and is also used to build up linepack. The capacity of the facility is 659
TJwith 543 TJ made available to gas market participants and 83 TJ held in reserve by
VENCorp for system security.**" 1

VENCorp’'s 83 TJ system security requirement was revised downward from 165 TJ & the end
of 2007 following the expiration of its contract with Australian Pipeline Trust on 31

¥ Theinformation contained in this section has been drafted using information from the TRUenergy website

(http://www.truenergy.com.au/Production/lonalindex.xhtml).
135 VENCorp, Gas Annual Planning Report 2007, pg. 37.

1% Theinformation contained in this section has been drafted using information from the VENCorp, Gas Annua Planning
Report 2006, pg. 24 and information on the GasNet website (http://www.gasnet.com.au/Main.asp?d=29)

137 VENCorp, Gas Annual Planning Report 2007, pg. 37.
¥ Theremaining 32.9 TJis contracted to BOC for the liquefacation process.
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December 2007. This decision to halve VENCorp's requirement has resulted in an additional
82 TJ being made available to market participants. On 12 November 2007 the Australian
Pipeline Trust notified the ACCC that it intended to sell the additional 82 TJ of storage rights
in six equal parcels (13.7 TJ) through atender process. On 11 December 2007, the ACCC
noted that it had decided not to oppose the proposed sale of storage rights. 1n doing so the
ACCC stated that one of the principal factors informing this conclusion was that the storage
rights were to be sold through a tender process and that no market participant would be able
to acquire more than a single parcel unless after allocating parcelsto al the successful
bidders there were parcels that remained unallocated.™ We understand that the tender was
completed in February 2008 in accordance with the terms of the tender process put before the
ACCC.

139 http://www.acce.gov.au/content/i ndex. phtml/iteml d/806012/fromlitemid/ 751046
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5. Distribution systems

5.1. Overview of distribution systems in eastern Australia

Gasthat isto be supplied to cusomers connected to the distribution system is transported
from the relevant gas production facility viathe transmission pipeline to the city gate(s). At
the city gate gation, gas leaving the transmission pipeline is metered and odorised. The
pressure is also reduced at this stage to enable the gas to be transported through the low
pressure distribution system.

Figure 5.1 illustrates the distribution systems operating in eastern Australia including the
current ownership of these systems.

Figure 5.1: Distribution systems in eastern Australia
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5.2. Market structure

Distribution systems

Table 5.1 provides an overview of the distribution systems operating in the capital cities of
eastern Australia and sets out the ownership interests in each system and the sources of gas
supplying those systems.

Table 5.1: Distribution system ownership interests

Pipeline name

Service Provider and Owner ship
interests

Description of the system and sour ces of gas

New South Waes | Singapore Power International Pty Ltd. The digtribution system in Sydney enables gas produced
Gas Distribution by the Sydney Gas Company and gas transported viathe
Network EGP and the MSP to be sold in Sydney.
The entry points for the MSP and the EGP are Wilton
and Hordey Park respectively. Gas produced by the
Sydney Gas Company at Camden is supplied directly
into the distribution system.
The potential sources of gas include Gippsland, Otway,
Bass and Cooper/Eromanga basins and coal seam
methane produced in Camden.
ActewAGL Gas | Actew Corporation and Singapore Power | The digtribution system in Canberra enables gas
Network International Pty Ltd have a50:50 joint transported viathe EGP and the MSP to be sold into
(Canberra) venture arrangement. Canberra. The entry pointsfor these two pipdines are
Hoskinstown and Dalton respectively.
A second pipeline built between Hoskinstown and
Fyshwick acts as a storage vessel during peak times.
The potential sources of gasinclude Gippsand, Otway,
Bass and Cooper/Eromanga basins.
Stratus Network Envestra Ltd isthe current service The Stratus Network System enables gas transported via
Systems provider the PTS to be sold into northern, outer eastern and
(Melbourne) southern areas of Melbourne.
17.2% of Envestra Ltd is owned by
Australian Pipeline Trust, 16.3% is The potential sources of gas include Gippsland, Otway,
owned by Cheung Kong Infrastructure Bass and Cooper/Eromanga basins.
Holdings (Malaysia) Limited and the
remainder isheld by public investors.
Multinet Gas Multinet Gas (DB No. 1) Pty Ltd and The Multinet Gas System enables gas transported via the
Systems Multinet Gas (DB No. 2) Pty Ltd arethe | PTSto be sold into the eastern and south eastern suburbs
(Melbourne) joint service providers of the Multinet of Mebourne

Gas Systems.

Multinet isjointly owned by DUET (who
hold a 79.9% interest) and Babcock &
Brown (who acquired Alinta's 20.1%
interest in 2007).

The potential sources of gas include Gippsland, Otway,
Bass and Cooper/Eromanga basins

NERA Economic Consulting

58




The Gas Supply Chain in Eastern

Australia

Distribution systems

Pipeline name

Service Provider and Owner ship
interests

Description of the system and sour ces of gas

Westar Energy
Systems
(Mebourne)

SPI Networks (Gas) Pty Limited isthe
current service provider

SPI Networks (Gas) Pty Limited (SPI
Gas) isawholly owned subsidiary of SP
Australia Networks (Distribution)
Limited which is part of the SP AusNet
group. Singapore Power Internationa Pty
Ltd (SPI) holdsa51% interest in SP
AusNet and the remaining 49% interest is
held by public investors.

The Westar Energy System enables gas transported via
the PTSto be sold into the western areas of Me bourne.

The potential sources of gas include Gippsland, Otway,
Bass and Cooper/Eromanga basins.

South Audtralian
Gas Digtribution
System

Envestra Ltd isthe current service
provider.

17.2% of EnvestraLtd is owned by
Australian Pipeline Trust, 16.3% is
owned by Cheung Kong Infragtructure
Holdings (Malaysia) Limited and the
remainder isheld by public investors.

The digribution system in Adelaide enables gas
transported viathe SEA Gas and the MAPS to be sold
into Addaide. There arethree city gatesthat enable gas
transported from the MAPS into Adelaide (Elizabeth,
Gepps Cross and Taperoo) and one city gate that enables
gas transported from the SEA Gas Pipeline (Cavan).

The configuration of the distribution system allows gas
to be trangported from north to south and capacity
constraints may limit the flow of gas delivered via Sea
Gas Pipeline to the northern suburbs of Addaide.

The potential sources of gas include Gippsland, Otway,
Bass and Cooper/Eromanga basins.,

Allgas Energy Allgas Energy Ltd isthe current service The digribution system in south Brisbane enables gas
Distribution provider. transported via the SWQP and the Roma to Brisbane
System pipelineto be sold into Brishane. The distribution
(Brishane) Allgas Enerav Ltd was acauired b network operated by Australian Pipeline Trust supplies
Augtrali an F?i)p/)eline Trugciqn 2006.y gas to customers south of the Brisbane River.
The sources of gas supply include the Cooper/Eromanga
basin and CSM fidlds in south west Queensland.
Envestra Envestra Ltd isthe current service The digtribution system in south Brisbane enables gas
Distribution provider. transported via the SWQP and the Roma to Brisbane
System pipelineto be sold into Brishane. The distribution
(Brisbane) 17.2% of Envestra Ltd is owned by network operated by Envestra supplies gas to customers
Australian Pipeline Trust, 16.3% is north of the Brisbane River.
owned by Cheung Kong Infragtructure
Holdings (Malaysia) Limited and the The sources of gas supply include the Cooper/Eromanga
remainder isheld by public investors. basin and CSM fields in south west Queensiand.
Tasmanian Powerco Tasmaniaisthe current service | The digtribution system in Hobart is connected to the
Distribution provider. TGP which transports gas from Victoriato Bell Bay and
System Powerco Tasmaniaisawholly owned onto Hobart. Stage 1 of this system has been constructed

subsidiary of Powerco Limited (New
Zedland)

and Stage 2 is due to be completed in mid 2007.

The potential sources of gas include Gippsland, Otway,
Bass and Cooper/Eromanga basins.

Asset ownership is an areathat has undergone significant change over the last two years
commencing with Alinta’ s acquisition of AGL’ s distribution assets in New South Wales,
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AGL’s 50 per cent interest in the ActewAGL distribution network and the 30 per cent interest
in the Australian Pipeline Trust. The divestment of AGL’ s distribution assets and its 30 per
cent interest in the MSP in effect represented a vertical separation of AGL’ sretail interests
from its transportation interests. The AGL assets acquired by Alinta were subsequently
acquired by Singapore Power International in August 2007. *#°

Origin Energy’ s sale of its 17 per cent interest in Envestra and its interest in the SEA Gas
Pipeline to the Australian Pipeline Trust in 2007 may also be viewed as a vertical separation
of itsretail interests from its transportation interests, ***

5.3. Services offered and tariff structures

Apart from the Tasmanian distribution system, the distribution systems operating in each
capital city in eastern Australia are currently regulated by their respective jurisdictional
regulators in accordance with the Gas Code and other regulatory instruments.

Table 5.2 provides a description of the transportation services available on each of the
systems and the tariff structures applying to each of these services. An interesting point to
note from thistable is that the tariffs applying on each of these systems tend to be expressed
as afunction of the user’s maximum hourly quantity, the user’s maximum daily quantity, a
daily charge or are subject to a minimum bill. As a consequence the distribution costs
incurred by users will be largely fixed.

10 Babcock & Brown, Enhanced Recommended Proposal for Alinta, 11 May 2007, Appendix 1.
4 Austrelian Pipeline Trust, APA Group to Acquire Origin Energy Networks, 4 April 2007.
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Table 5.2: Distribution pipelines services and tariff structures
Retail Pipeline name | Service Tariff Structure
Markets
New South Tariff Service for one or moretariff delivery points. The charges for this service consist of a fixed charge and declining block
Wal es Gas throughput charges.
Distribution Capacity Reservation Service applies to customers that are The charge for this service consists of a capacity charge ($/GJ of MDQ
%‘ Network reasonably expected to require 10 TJ per annum. per annum), throughput charge ($/GJ) and overrun charges.
5 Managed Capacity Reservation Service differs from the capacity | The charge for this service consists of a capacity charge ($/GJ of MDQ
2 reservation service only in so far asno overrun charges arelevied. | per annum) and throughput charge ($/GJ).
Throughput Service appliesto customers with requirements The charge for this service is a single throughput charge ($/GJ) and there
greater than 10 TJ per annum at asingle delivery point. isaminimum bill based on 10 TJ per annum.
ActewAGL Tariff Service for one or moretariff delivery points. The charges for this service consist of a fixed charge and declining block
Gas Network throughput charges.
Capacity Reservation Service appliesto customers using non- The charge for this service consists of a capacity charge ($/GJ of MDQ
o tariff delivery pointsthat have reserved capacity. per annum), throughput charge ($/GJ) and overrun charges.
E Managed Capacity Reservation Service differs from the capacity | The charge for this service consists of a capacity charge ($/GJ of MDQ
§ reservation service only in so far asno overrun charges arelevied. | per annum) and throughput charge ($/GJ)
Throughput service applies to customers with requirements The charge for this service is a single throughput charge ($/GJ) and there
greater than 10 TJ per annum at asingle delivery point. isaminimum bill based on 10 TJ per annum.
. Stratus Tariff D applies to customers with requirements greater than 10 The charge for this service consists of a declining block $/GJ of MHQ
< Network TJ paor greater than 10 GJ per hour. charge.
>
3 Systems Tariff V appliesto all other customers. The charge for this service consists of afixed daily charge ($/day) and a
g declining block throughput charge which varies depending on whether
the gasisdelivered during peak or off peak times.
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Retail Pipeline name | Service Tariff Structure
Markets
Multinet Gas | Tariff V residential and non-residential. The charge for this service consists of afixed daily charge ($/day) and a
Systems declining block throughput charge which varies depending on whether
the gasisdelivered during peak or off peak times. The charge also varies
depending on the season the gas is purchased with higher charges over
May and October shoulder periods.
Tariff L non residential appliesto customers with requirements The charge for this service consists of a maximum demand charge
greater than 5 TJ per six months. ($/GJday) based on the 12 month rolling maximum demand and a
‘“g declining block throughput tariff ($/GJ). Thelatter of these charges
g varies depending on whether the gasis delivered during peak or off peak
% periods and the season the gasis purchased.
= Tarff D non- residential appliesto customers with requirements The charge for this service consists of a single charge based on $/GJ of
greater than 10 TJin the preceding twelve months. MHQ per day.
Westar Energy | Tariff V domestic and Tariff V non-domestic. The charge for this service consists of a fixed daily charge ($/day) and a
Systems declining block throughput charge which varies depending on whether
the gasisdelivered during peak or off peak times.
Tariff D applies to customers with requirements greater than 10 The charge for this service consists of a single charge based on $/GJ of
TJ per annum. MHQ
o South Tariff R applies to customerswhere gasis used for domestic The charge for this service comprises a base charge ($) and declining
% Australian Gas | purposes 50% of thetime. block throughput charge ($/GJ).
3 Distribution Tariff D applies to customers with requirements greater than 10 | The charge for this service consists of a declining block MDQ charge
< System TJpaat asingle delivery point. ($/GJ of MDQ).
AllgasEnergy | Tariff C appliesto al other users. The charge for this service comprises a base charge ($) and declining
. Distribution block throughput charge ($/GJ).
(]
& System Tariff D applies to customers with requirements greater than 10 The charge for this service consists of a demand charge ($/GJ of MHQ
@ TJpaat asingle delivery point. per day) and declining block MDQ charge ($/GJ of MDQ per day).
@ Tariff V applies to customers with requirements less than 10 TJ The charge for this service consists of a daily fixed charge ($) and
paat asingle delivery point. declining block volume charge ($/GJ per day).
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Retail Pipeline name | Service Tariff Structure
Markets
Envestra Tariff D applies to customers with requirements greater than 10 The charge for this service consists of afixed charge ($) and declining

% Distribution TJpaat asingle delivery point. block MDQ charge ($GJ of MDQ).

S System

3

oM Tariff V applies to customers with requirements less than 10 TJ The charge for this service consists of a daily fixed charge ($) and

paat asingle delivery point. declining block volume charge ($/GJ per day).

© Tasmanian n.a Fixed monthly charge for connection points ($) and throughput charge
= Distribution (¥GJ)

S System

T
Sources:
1. Information obtained from the AGL, Access Arrangement for New South Wales Network, June 2005.
2. Information obtained from the Actew AGL, Access Arrangement for the Gas Distribution System in the ACT and Greater Queanbeyan, November 2004.
3. Information obtained from Multinet, Access Arrangement, 30 March 2007, SP AusNet, Gas Access Arrangement review 2008-2012, 2007 and Envestra, Access Arrangement Information

for Envestra Victorian Digtribution Systems, 30 March 2007.
4. Information obtained from the Envestra, Access Arrangement for South Australian Gas Distribution System, October 2006.

5. Information obtained Envestra, Access Arrangement for the Queend and Gas Digtribution System, September 2005 and Allgas, Access Arrangement for the Queendand Network, 1 October
2005.

6. Information obtained from Powerco' s website http://www.powerco.com.au/Project_description/default.htm
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6. Risk management tools

The principal risk faced by retailers purchasing gas from the wholesale market under long
term contractsis the risk that actual demand will deviate from contracted volumes on a daily
basis (volume risk). Thuswhile retailers face some pricing risk at each price review thisrisk
only arises every three to five years which is in stark contrast to volume risk which retailers
are exposed to on a daily basis.*** The majority of risk management tools that have emerged
have therefore been designed to address the volume risk faced by buyers.

The term risk management tools is used in this context to describe both contractual provisions
specified within awholesale gas supply contract and other external arrangements which seek
to minimise the risks faced by aretailer entering into long term gas supply contracts. In
addition to these risk management tools, larger retailers with interests in a number of
jurisdictions have sought to minimise their exposure to price and volume risk by holding a
portfolio of gas supply contracts. A number of risk management tools have also been
developed to enable buyers to minimise their exposure to transportation based volume risks.

The remainder of this section provides an overview of the risk management tools that are
utilised by retailers.

6.1. Tools to manage the ex-plant price risk

Gas is predominantly sold under long term contracts and the price payable under these
contractsis generally specified for an initial period with provision made for periodic price
reviews over the contract life (ie, every three to five years). These price reviews enable the
price to be re-negotiated to reflect current market conditions. Where the parties cannot reach
agreement on the price at these price reviews then commercial arbitration provisions may be
triggered.

From aretailer’ s perspective it will be exposed to the risk that the price of gas negotiated at
each price review will increase above that which it can pass on to end users. Given the
infrequent nature of these reviews no external risk management tools have been developed to
ameliorate this pricing risk. However, retailers have been afforded some protection in this
area by the inclusion of provisions within some contracts that require the price review or
price arbitration to have regard to the current market conditions. Since current market
conditions generally reflect the price of gas paid by other retailers and may also reflect the
price of alternative fuels, these provisions to some extent reflect the ability of the retailer to
pass that cost onto end users. Linking the price review provisions to the current market
conditions may therefore afford the retailer some level of protection at each price review.

The benefit of such provisions can be seen in the following quote taken from an AGL media
release announcing its new gas supply portfolio in December 2002.

142 Other buyers of gas (such as gas fired power generators or ammonium producers) may face price risk on adaily basisif

it haslittle control over the price paid by its customers for its product (ie, subject to eectricity spot prices or world
ammonium prices). To ameliorate this price risk buyers may be able to negotiate aprice that is linked to the price of
electricity or world ammonium prices see Kimber Consultants Pty Ltd, Austraia’ s gas reform process and its effect on
gas prices, June 1998, pg. 7.

NERA Economic Consulting 64



The Gas Supply Chain in Eastern Risk management tools
Australia

The arrangements contain price reset mechanisms that will ensure AGL maintainsits
competitive position in the market place.**

Holding an equity interest in the field supplying it with gas may also enable aretailer to
offset the ex-plant prices it faces. Holding an equity interest in other gas fields may also
mitigate price risk over the longer term, however, it must be recognised that prices under
each contract are set on a periodic basis and thus the price review period for the gas supply
contract held by the retailer may not align directly with the price review period for the
contracts held through its upstream interests. Another important point to recognise in this
context is that while holding an equity interest may mitigate the pricing risk faced by a buyer,
the interest does expose the buyer to arange of physical risks the most significant of which
being that the proven and probable reserve estimates that underpinned the acquisition price
cannot be recovered.

6.2. Tools to manage gas supply volume risks

Volume risk arises because buyers are required to specify the annual contract quantities they
will purchase in each year of the contract term at the commencement of the contract. The
requirement to specify annual contract quantities reflects the desire of producers who face
relatively low marginal costs of producing additional gas and thus have a strong interest in
securing contracts for the sale of gas up to the production capacity of each field. Having to
specify contract quantities in advance exposes retailers to the risk that their actual
requirements will deviate from the forecast requirements both within a contract year and over
the contract life.

For retailers, deviations within a contract year will flow from:
8§ seasonal influences which affect the consumption of residential customers; and

§8 other factorsthat influence the consumption of industrial customers including demand for
the industrial customer’s end product.

The seasonal influence on residential consumption is particularly pronounced in colder
climates (ie, Victoria, South Australia, the Australian Capital Territory (see Box 6.2),
Tasmania and parts of New South Wales) and thus retailers supplying these areas will be
subject to higher winter peaks than retailers supplying more temperate locations (ie,
Queensland).

Box 6.1;: Seasonal influence on demand — Canberra

On 15 June 2006 the temperature in Canberra fell below the average for that time of year and the
demand for gas on that day surpassed previous records reaching 68 TJ which was 23 TJ higher than
the winter average and 10 TJabove the previous record. ActewAGL had insufficient gas to meet the
increased demand and called on residents to voluntarily restrict their gas consumption. Residents
responded to this voluntary restriction by reducing their demand by 15 per cent which gave
ActewAGL timeto replenish linepack.

Source: ActewAGL mediarelease, Regular natural gaslevelsrestored in the ACT and Queanbeyan, 16 June 2006.

4 AGL, AGL Announces New Gas Supply Portfolio, 18 December 2002.
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The volatility of demand in Victoria can be seen by comparing the average daily withdrawals
over the summer period with the average daily withdrawals over the winter period.
According to VENCorp data over 2006 the average daily withdrawals over winter were 2.3
times higher than the withdrawals over the summer period. On the peak winter day (19 July
2006) withdrawals were 3 times higher than the summer average.’** Given the magnitude of
this variation aretailer operating in such a market would need to have risk management tools
in place to ensure that peak demands can be met.

Deviations may also occur over the longer term if there are structural changes in the demand
for gas by aretailer’s customer base. These structural changes may include shifts toward
alternative energy sources or increased competition which results in areduction in customers.

The risk management tools that have emerged have therefore been designed to addressthe
risk surrounding contracted quantities both within the year and over the contract life.

6.2.1. Managing volume risk within a contract year

Within a contract year a buyer will be exposed to the following volume related risks:

8 therisk that actual demand over the year will be lower than the annual contract quantities
specified in the contract; and

§ therisk that its actual daily demand for gas will on any given day of the year exceed the
average daily contracted quantities implied by the annual contract quantities.

6.2.1.1. Risk that actual demand will be lower than the annual contract quantities

To ameliorate the first of these risks, gas supply contracts typically contain take or pay
provisions which require the buyer to pay for a percentage (eg, 80 per cent) of the annual
contract quantities irrespective of whether they ‘take’ supply. Although abuyer would till
be exposed to the risk that its actual demand over the year will be lower than the take or pay
quantities it would be afforded some level of protection between the take or pay requirement
and the annual contract requirement.

6.2.1.2. Risk that daily demand will exceed the average daily contract quantities

Contractual provisions and risk management tools have also been developed to addressthe
risk surrounding daily demand requirements. The principal contractual provision referred to
inthis context is the swing factor. The swing factor enables a buyer to vary its daily demand
over the year by taking more than the average daily contracted quantity on any one day
subject to the cap imposed by the annual contract quantities being met. These provisions
therefore accord the buyer with some flexibility to manage their daily gas supply
requirements over the year as can be seen in Box 6.2.

Other risk management tools that may be used by buyers with interestsin Victoria include
entering into a contract for storage services with the Western Underground Storage facility at
lona, the LNG facility at Dandenong or purchasing gas on the spot market.

144 VENCorp, Prices and Withdrawals Data (2006).

NERA Economic Consulting 66



The Gas Supply Chain in Eastern Risk management tools
Australia

The storage services offered by the Western Underground Storage facility allow a buyer to
store gas that it purchases during non-peak periods (ie, over summer) and access that gas
during peak periods (ie, over winter). These storage services do not enable the buyer to take
any more gas over the year than that implied by the annual contract quantities specified in the
gas supply contract. However, the storage facilities do allow the buyer to store some of the
gas it purchases over the summer months and to release that gas over the winter months such
that the gas released exceeds the maximum daily quantities specified in the gas supply
contract.

Box 6.2: Contractual provisions

In this example it is assumed that:

§ theannual contract quantities are 36.55 PJ per annum which implies an average daily quantity of
100 TJ (36.55 PJ =+ 365 days); and

8 the maximum daily quantities are specified as 120 TJ per day which translates to a swing factor of
120 per cent (maximum daily quantity + average daily quantity = 120 TJ+ 100 TJ = 120%).

If demand over winter (June to August) exceeds the average daily quantity then the buyer may take up
to 120 TJ per day over this 92 day period. If the maximum daily quantities are taken over this period
then the buyer will purchase 11.05 PJ over this period leaving it with 26.5 PJ to take over the
remainder of theyear. Dividing this 26.5 PJ by the remaining days (273 days) implies that the buyer
can only take 93 TJ per day over the remainder of the year. The profile of demand over the year can
be seen in the following diagram.
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Using the example set out in Box 6.2 this may be done by storing 7 TJ per day during the
summer months and supplying just 86 TJinto the market. This additional 7 TJ per day would
enable the buyer to release 140 TJ per day over the 92 day winter period rather than the 120
TJ provided for in the contract.
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The spot market in Victoria provides another means by which aretailer with interestsin
Victoria may supplement its maximum daily quantities on a given day by purchasing gas at
the spot price and paying any additional charges for breaching its AMDQ on the PTS.

Managing these daily variations in demand is not costless and thus retailers with avolatile
load profile (ie, as a consequence of being located in a colder climate) will face higher costs
than those retailers with a smoother load profile.

As noted in section 3.4.1 Victorian retailers may also be required to pay uplift chargesin
circumstances where they are found to have caused or contributed to a localised constraint
that resultsin VENCorp scheduling additional gas at a price that exceeds the current spot
price. Thisissue was considered by the AEMC in the context of its review of the
effectiveness of competition in gasretail marketsin Victoria. Initsfinal report the AEMC
noted that this form of price risk had the potential to result in significant additional costs
bein%ti;mposed upon retailers and that there was limited scope for retailers to hedge this
risk.

6.2.2. Managing volume risk over the life of the contract

Having to specify the annual contract quantities that will be purchased over the life of the
contract a the time the contract is entered into also exposes the buyer to the risk that its
actual gas requirements will, over a prolonged period of the contract life, be lower or higher
than the forecast annual contract quantities and the associated take or pay quantities. To
ameliorate this risk some contracts contain provisions that enable the buyer to permanently
decrease or increase their annual contract quantities within a specified band (ie, +/- 5 per cent
of annual contract quantities) subject to the producer being given sufficient notice.

1% AEMC, Review of the Effectiveness of Competition in Electricity and Gas Retail Marketsin Victoria, First Final
Report, 19 December 2007, pg. 119.
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6.3. Swaps

Over the counter gas swaps are another risk management tool used by retailers. These swaps
aretypically agreed between retailers on a confidential basis for short periods of time and
thus thereis little public information on the utilisation of this risk management tool.

A survey recently undertaken by Firecone does provide some insight into the rationale for
entering into swaps.**® According to the results of this survey the majority of swaps were
short term (ie, a few months) although there were some multi-year agreements. Participants
in this survey noted they had used swaps for the following reasons:

8 Outage or other interruptions in anticipated production;

§ Minimising pipeline transmission costs, taking into account high MDQ
charges and low backhaul tariffs;

8 Smoothing load, given inverse season variation in load shape between retailers
at different locations; and

8 Supporting entry into new markets, where theretailer does not have adequate
existing supply arrangements.™’

Firecone also noted that retailers had informed them that their “usual approach was to ensure

that their retail position was supported by adequate contract cover” .#®

AGL and TRUenergy entered into a gas swap in 2007 as part of their broader asset swap
agreement involving the Torrens Island gas fired power station and the Hallet gas fired
peaking plant.**® This swap involved swapping both gas supply and transportation
arrangements.

6.4. Portfolios of gas supply contracts

Retailers with interests in a number of jurisdictions may also seek to minimise their exposure
to a particular basin (including the exposure to the price payable from that basin and the risk
of any unanticipated reduction in gas supply from that source) and manage the volume risk
surrounding their entire customer base by holding a portfolio of gas supply contracts with a
number of producers.

The value of this diversification will depend on the risks associated with the security of gas
supply from particular sources and the flexibility afforded by the portfolio which allows the
retailer to optimise the take or pay levels and swing factors specified in each contract over its
entire customer base.

AGL isone retailer that has adopted this risk minimisation strategy. AGL currently has retail
interests in all but one of the capital cities in eastern Australia and has a portfolio of gas

148 'NCC and Firecone, Occasiona Series — Gas Swaps, April 2006.

147 NCC and Firecone, Occasiona Series— Gas Swaps, April 2006, pg. 9.
18 NCC and Firecone, Occasiona Series — Gas Swaps, April 2006, pg. 9
9 AGL, Media Rdease, 29 January 2007.
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supply contracts with producers in the Cooper/Eromanga Basin, the Gippsland Basin, the
Bowen/Surat Basin and Sydney Gas Company and gas transportation contracts on the MSP,
the MAPS, the Victorian PTS and the EGP. In announcing the development of this portfolio
of contracts AGL stated:

It has always been AGL’s stated objective to secure a diversified portfolio of gas
supplies at competitive prices to minimise the risks associated with supply delivery and
maximise the Company’s ability to effectively compete in key Australian gas
markets.™®

In arecent presentation AGL’s Managing Director and CEO, Paul Anthony, referred to its
portfolio of contracts as providing AGL with considerable flexibility both in relation to
annual contract quantities, maximum daily quantities, take or pay provisions and delivery
points.™>!

Origin has also referred to the flexibility that a portfolio of contracts has afforded it as can be
seen in the following quote taken from a presentation made by Origin in May 2007:

Origin procures gas to service its Retail operations from a variety of sourcesincluding:
- Purchases from 3rd party suppliers;
- Purchases from 3rd parties involved in joint ventures with Origin; and

- Internal purchases from Origin production.
These contracts have flexibility between the Annual Contract Quantity available and
the Take-or-pay commitments.™

6.5. Tools to manage transportation volume risk

Retailers entering into contracts for firm forward transportation services will also face the
risk that actual throughput on any one day will deviate from the reserved capacity. The
manner by which thisrisk is managed will differ between pipelines operating at (or close to)
capacity and pipelines that are underutilised.

For pipelines operating at (or close to) capacity aretailer will need to reserve capacity
equivalent to its peak daily requirement to ensure that it is able to deliver the quantities
required on afirm basis on any day of the year including peak periods. Since transportation
charges are primarily capacity based, the buyer will be required to pay charges on the
maximum daily quantities notwithstanding the fact that it may only transport those quantities
for alimited time over the year. Thisisa costly option although the retailer may be able to
offset some of these costs by trading their excess capacity with another buyer.

For an underutilised pipeline aretailer may be able to reserve alower level of capacity on the
pipeline and use as available services to supplement the firm transportation service to meet
the peak requirements on any one day. Since the pipeline has excess capacity the likelihood
of the ‘as available’ service being delayed in peak times would be relatively low and thus the

%0 AGL, AGL Announces New Gas Supply Portfolio, 18 December 2002.
Bl AGL, Presentation March 2007, pg. 17.
152 Origin, Austrdia’s leading fuel integrated generator retailer, US Roadshow, May 2007.
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retailer can place some reliance on this service when managing its daily transportation
requirements. Using a combination of firm and as available services will result in lower
transportation costs relative to the retailer that has reserved the same capacity requirements
on afirm basis.

There are a number of other contractual provisions contained within gas transportation
agreements which accord the retailer some flexibility in managing daily variations in demand
including park and loan services, tolerance bands around daily nominations and authorised
overruns. To meet these daily variations the pipeline operator will utilise linepack.*>* *>*

13 Energy Retailers Association of Australia, An Australian Whol esale Gas Market— Its Justification, Framework and
Governance, September 2004.

Users are generally required to supply additional gasinto the pipeline for the effective operation of the pipdine. This
gas istermed linepack.

154
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7. Retall

7.1. Overview of the operation of the retail market

For residential customers the retail market represents the last link of the gas supply chain.
This segment of the supply chain has undergone substantial change over the last ten year
which has principally been driven by:

§ the separation of what were once vertically integrated transportation and retail
monopolies into their natural monopoly components; and

§ theintroduction of full retail competition (FRC).

The introduction of FRC has been undertaken in a staged manner across the jurisdictions with
larger consumers being the first to have the opportunity to choose their provider followed in
some jurisdictions by smaller users. The timetable for the introduction of FRC has varied
across each jurisdiction as can be seen in Table 7.1 below. In Tasmania, users of all sizes
have been able to choose their provider since gas commenced flowing into the State.**®

Table 7.1: Introduction of full retail competition

Customer Size ACT NSW Qld SA Vic
>500TJ 30/8/1996 1/10/1999
>250TJ

>100TJ 1/7/1997 1/7/2001 1/4/1998 1/3/2000
>10TJ 1/7/1998 1/7/1999 1/9/2000
>5TJ 1/9/2001
>1TJ 1/10/1999 1/10/1999 1/7/2005

al non- 1/7/2000

domestic

all remaining 1/1/2002 1/1/2002 1/7/2007 28/7/2004 1/10/2002

Sources. National Competition Council, 2005 NCP Assessment; ABARE Conference Paper 2002.3, “ Economics of retail competitionin
Australia’ s natural gasindustry”, 12-15 February 2002; various regulator and market operator websites.

To facilitate FRC in the small user segment a number of jurisdictions have introduced market
operators. These retail market operators have been accorded the role of processing customer
transfers between retailers, providing technical support and overseeing the relevant market
rules.

The market operatorsin eastern Australia include:

§8 the Gas Market Company (GMC) which isthe retail market operator in New South Wales
and the Australian Capital Territory;

§ the Retall Energy Market Company (REM Co) which is the relevant market operator in
South Australia; and

1% National Competition Council, Assessment of Governments Progress in Implementing the National Competition

Policy and Related Reforms: 2005, October 2005, section 7.9.
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§ VENCorp which is the relevant retail market operator in Victoria and Queensland.**®

All operators are non-profit organisations funded through the payment of fees (ie, registration
fees, annual fees and fees applicable to retailers based on their customer numbers) by their
members who include licensed distributors and retailers.

To facilitate competition in each jurisdiction, the retail market operators have four main
functions: ™’

ensure that the daily gas usage is allocated to the correct retailer;
maintain system security by certifying enough gas is in the network;
enforce compliance with market rules; and

> w0 DN P

manage customer switching.

These functions are carried out in accordance with the relevant market rules operating in that
jurisdiction.

Despite most jurisdictions in the NEM having implemented full retail competition, all
jurisdictions still provide regulated tariffs and/or price oversight for small customers while
the market is in transition to enhanced competition. Under new principles established by a
COAG agreement, announced 10 February 2006, jurisdictions are to phase out all forms of
energy retail price regulation where effective competition isin place.®® The AEMC's
reviews of the effectiveness of retail gas and electricity competition will inform this decision.

7.2. Relationship between retailer cost structures and market structure

For residential customers, retailers provide the interface between producers, transmission and
distribution pipeline owners and are therefore responsible for securing the supply of gas and
entering into the transportation arrangements required to deliver the gas to the customer’s
location.

To secure the supply of gasretailers will generally be required to enter into along term
contract with producer(s) which specifies the quantities it will purchase in each year of the
contract life and establishes the minimum quantities that must be taken or paid for in each
year. Thetake or pay provisions in effect operate as a minimum bill which must be met by a
retailer even if actual demand is below the take or pay quantities. Viewed in thisway the
minimum bill operates as a fixed cost for retailers. 1n addition to paying the ex-plant price of
gas, retaillerswill incur negotiation and contracting costs a both the commencement of the
contract and at each price reset.

In those jurisdictions operating under a contract carriage model (ie, all jurisdictions excluding
Victoria) aretailer will be required to enter into a contract for firm transmission services
which specifies its capacity reservation and the delivery locations. Since transportation

1% VENCorp mediarelease, VENCorp to supply FRC servicesto Queensland, 17 July 2006.

157 REM Co website, http://www.remco.net.au/aboutRemco.aspx
1% COAG website, http://www.coag.gov.au/meetings/100206/index.htm
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charges are predominantly capacity based, the transportation costs incurred by aretailer
operating in these jurisdictions will be fixed. In addition to paying these transportation
charges, retailers will incur negotiation and contracting costs. In contrast, aretailer operating
in Victoriawill not be required to reserve capacity on the PTS and its charges will primarily
be based on actual volumes transported (ie, variable cost).

A retailer will also be required to enter into transportation agreements with the owners of
distribution systems in their respective retail markets. Since distribution charges in each
jurisdiction are predominantly capacity based the distribution costs incurred by retailers will
be largely fixed in nature.

In addition to the costs incurred in obtaining gas and transportation services, aretailer will
also incur licensing costs, retail market fees payable to the relevant retail market operator,
marketing costs and the costs associated with establishing a billing system.

According to estimates prepared by the Independent Pricing and Regulatory Tribunal
(IPART) and Envestra, the costs of acquiring gas and transporting that gas to the customer’s
location account for 90 per cent of the total cost paid by residential customers. Specifically,
the study published by IPART found that:**°

8 30 per cent of aresidential customer’ stotal gas cost is accounted for by the ex-plant price
of gas and the transportation of that gasto the city gate;

8 60 per cent of aresidential customer’ stotal gas cost is accounted for by local distribution
costs and metering charges;

8 8 per cent of aresidential customer’ s total gas cost is accounted for by the retailer’s
billing, marketing and customer support coss; and

§ 2 per cent of aresidential customer’ s total gas cost reflects the retailer’ s net profit margin.

Envestra's estimates were published by the Productivity Commission in its Review of the
Gas Access Regime.'®® According to these estimates:

§ 20 per cent of aresidential customer’ stotal gas cost is accounted for by the ex-plant price
of gas and the transportation of that gasto the city gate;

§ 70 per cent of aresidential customer’ stotal gas cost is accounted for by local distribution
costs and metering services; and

8 10 per cent aresidential customer’ stotal gas cost reflects the retailer’ s costs and profit
margin.

Given the relative magnitude of the ex-plant price of gas and the transportation charges and
the predominantly fixed nature of these costs, one would expect that aretailer considering
whether or not to enter a particular jurisdiction would only do so if they were able to obtain
the scale necessary to spread the fixed costs. This scale may be achieved either through a

19 IPART, Fina Report: Review of the Delivered Price of Natural Gas to Tariff Customers Served from the AGL Gas
Network in New South Wales, February 2001, pg. 29.

1% Productivity Commission, Review of the Gas Access Regime, August 2004, pg. 46.
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customer base which comprises a large number of small customers or a small number of large
customers. Where this scale cannot be achieved an incumbent may continue to supply the
majority of the market notwithstanding the introduction of FRC.

The scale aretailer is able to attain will depend on the composition of demand in each
jurisdiction and the number of customers in each jurisdiction. Figure 7.1 and Figure 7.2.
illustrate the influence of these two factors.

Examining Figure 7.1, ABARE’ s 2005-06 gas consumption estimates, it isimmediately
apparent that the consumption of gas by end users varies significantly across the jurisdictions
both in terms of the composition of users and the quantities of gas consumed.

Figure 7.1: Composition of gas consumption 2005-06
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Source: ABARE, Statistical Table F
Note: The New South Wal es estimates include consumption in the Australian Capital Territory.

The number of residential customers in each state and territory in eastern Australia also varies
markedly as can be seen in Figure 7.2.
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Figure 7.2: Numbers of residential customers as at June 2007 (m)

Customers (m)

NsSw ACT Vic Qld SA Tas
State/Territory

Source: UBS, Australian Utilities Structure 2007. Tasmanian customers estimated using information contained in the Aurora 2006
Annual Report.

Both the composition of demand in each jurisdiction and the number of customersin each
jurisdiction will directly influence the scale which retailers can obtain within a particular
jurisdiction and in turn will influence the number of retailers entering each jurisdiction and
the extent of competition within each jurisdiction.

Based on the ABARE consumption data and UBS' estimate of residential customers one
would expect that the size of the Victorian market coupled with the large number of
residential and manufacturing customers would attract a greater number of retailers than
Queensland, South Australia and Tasmania.

Although South Australiaand New South Wales appear to consume similar quantities of gas
(140 PJin New South Wales versus 128 PJ in South Australia) the composition of demand is
quite different with electricity generation and mining accounting for approximately 59 per
cent of demand in South Australia compared to 16 per cent in New South Wales. Since gas
fired power generators and those in the mining industry typically enter into direct gas supply
contracts with producers the remainder of the market in South Austraia is substantially
smaller than that in New South Wales (117 PJin New South Wales versus 51 PJ in South
Audtralia). Given this difference one would expect more retailers to enter the New South
Wales market relative to South Australia.

The composition of demand in Queensland is quite similar to that in South Australia and thus
one would expect alower number of retailers to enter this market relative to the number
entering the New South Wales and Victorian markets.

In Tasmania the demand for gas has primarily been driven by gas fired power generation with
some incremental consumption by residential users. Although the size of the residential
consumption base is expected to increase following the construction of the distribution
system in Hobart, the relatively small size of the population in this areawill place a limit on
the overall size of this consumption base. The cost of switching to gas fuelled appliances will
also mean that the transition to natural gas by residential customers will take some time and
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over thistransitional period retail prices will be subject to the competitive constraint of
existing fuels.

In addition to being able to achieve the required scale the overall competitiveness and overall
profitability of aretailer will depend on its ability to minimise marketing, billing and
customer support costs. The latter two of these costs can be significant and thus the
emergence of third party specialist retail service providers may present a more cost effective
alternative for small retailers and new entrants.

7.3. Market structure

Table 7.2 sets out the estimated number of customers supplied by retailers as at June 2007
and Figure 7.3 illustrates the relative market share of each retailer.

Table 7.2: Gas customers by jurisdiction and retailer as at June 2007 (m)

ACT NSW Qld SA Vic  Tas' Total Total (%)
AGL 0.77 0.07 0.06 0.49 1.39 41.1
Origin Energy 0.09 0.20 0.57 0.86 255
EnergyAustralia 0.01 0.16 0.17 5.0
Simply Energy? 004 015 0.19 15.1
TRUenergy 0.03 0.05 0.43 0.51 5.6
Country Energy 0.02 0.02 0.6
ActewAGL 0.11 0.11 3.3
Aurora Energy 0.04 0.04 27
Victoria Electricity 0.09 0.09 11
Total 0.12 0.98 0.16 0.35 1.73 .04 3.38 100.0

1. Tasmanian customers estimated using information contained in the Aurora 2006 Annual Report.
2. IPower Pty Ltd subsidiary that purchased the EA Retail Partnership in August 2007
Source: UBS, Australian Utilities Structure 2007, updated for subsequent changes.
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Figure 7.3: Retail market shares as at June 2007
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Sources. UBS, Australian Utilities Structure 2007, updated for subsequent changes. Tasmanian customers estimated
using information contained in the Aurora 2006 Annual Report.

Examining Figure 7.3 it isimmediately apparent that:

§

AGL isthe largest retailer in New South Wales and the Australian Capital Territory
(through itsinterest in ActewAGL);

Originisthe largest retailer in South Australia;

Origin, AGL, TRUenergy and Simply Energy (formerly the International Power and
EnergyAustralia joint venture now wholly operated by International Power) have
comparable market sharesin Victorig;

Origin has a slightly larger market share than AGL in Queensland; and

AGL, Origin and TRUenergy accounted for 81 per cent of the retail market as at June
2007 with AGL being the largest retailer followed in descending order by Origin and
TRUenergy.

Comparing the results of the market shares in the graph above and Table 7.2 to those
contained in the June 2006 report it can be observed that:

§
§

the total market share of the three largest retailers has declined by 7 per cent;

Victoria Electricity has increased its market share by 3 per cent in Victoriawhile AGL
and TRUenergy’s market shares, and absolute customer numbers, have fallen;

EnergyAustraliais no longer operating in Victoria and South Australia following the
exercise of International Power’s option to purchase EnergyAustralia’s interests.
EnergyAustralia has since applied for alicense to operate in South Australia.
EnergyAustralia’ s market share declined in its home state of New South Wales; and

market shares for ActewAGL and Country Energy have remained stable.
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Table 7.3 on the following pages sets out the licensed retailers operating in the eastern states
and territories and provides a brief description of the ownership structure and any upstream
interests the retailer is associated with.

Examining the information contained in this table a number of observations can be made.
First, as predicted in section 7.2 there are agreater number of retailers operating in New
South Wales and Victoriathan in South Australia, Queensland, the Australian Capital
Territory and Tasmania. Second, of the twenty two entities that have obtained licenses across
the jurisdictions eight are licensed to retail gas in more than two jurisdictions and 16 are
licensed to operate in more than one jurisdiction.® Another interesting point to note from
thistable isthat the larger retailers, AGL, Origin and TRUenergy all operate across more
than two jurisdictions. These three retailers also hold a portfolio of gas supply contracts over
which they can balance their retail requirements, have upstream interests in gas production
and/or processing facilities and have interests in gas fired power generation assets.

Finally, while there is some level of government ownership this has largely arisen as aresult
of government owned electricity retailers becoming dual fuel retailers. Following the release
of the Owen Inquiry report, the New South Wales government has indicated its intention to
sell the retaill components of the integrated electricity utilities, which would include the dual
fuel retailers EnergyAustralia, Integral Energy and Country Energy.

181 south Australia Electricity Pty Ltd. isasubsidiary of Victoria Electricity Pty Ltd.
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Table 7.3: Licensed Gas Retailers in Eastern Australia

Licentsrt]adir; Licensed in Jurisdiction K |
mor e than - 1 2 nown gas supply
Licensed Retailer jurisdictions? SA Vie NSW ACT Qld Tas Gvt. owned? contracts’® Other gasinterests
Incumbent Retailers
AGL U 03/01  09/99" 07/97 IV with  09/04 n.a G Cooper/Eromanga, Bass Upstream interests Sydney
Actew Strait, Camden, Fairview, Basin, Berwyndale South,
ActewAGL 0 n.a n.a 05/97 06/01 n.a n.a Actew ACT  Spring Gully, Argyle, Lauren  Morambah and Argyle, Lauren
(50/50 V) gvt owned and Berwyndale South and Berwyndale South (via
QGC). Gasfired power
generation interests Torrens
Island.
Aurora a n.a na n.a n.a n.a 02/04 Tas Bass Strait n.a
Country Energy Q n.a n.a 07/01 02/03 n.a n.a NSW Bass Strait via AlintaEATM n.a
proposed
privatisation
Dalby Town Council 0 n.a n.a n.a n.a 06/04 n.a Qld Gvt n.a n.a
EnergyAustralia i n.a n.a 05/97 07/03 07/07 n.a NSW AlintaEATM n.a
proposed
privatisation
Integral G n.a n.a 02/05 n.a n.a n.a NSW n.a n.a
proposed
privatisation
Origin Energy U 09/98  12/97  04/97° 06/01° 07/04" na Q Cooper/Eromanga, Bass Upstream interests Fairview,

Strait, Spring Gully, Mungi,
Y olla Geographe/ Thylacine

Spring Gully, Peat, Roma,
Argyle, Lauren, Dennison
Trough, Otway, BassGas and
Cooper/Eromanga. Two gas fired
power generation assets in South
Australia and two assets in
Queensland.

NERA Economic Consulting

80




The Gas Supply Chain in Eastern

Australia

Retail

Licentsrt]adir; Licensed in Jurisdiction K |

mor e than . 1 2 nown gas supply

Licensed Retailer jurisdictions? Vie NSW ACT Qld Tas Gvt. owned? contracts’® Other gasinterests

Roma Town Council U n.a n.a n.a n.a 05/04 n.a Qld Gvt n.a n.a

TRUenergy U 04/98  12/97 01/98 08/05 n.a 01/08 G Bass Strait, Casino and Owner of the WUGS and lona

Geographe/ Thylacine gas processing facility. Gasfired

power generation interest Hallett.
Has also recently taken 5%
equity interest in Eastern Star
Gas and taken up CSM acreage.

Other Retailers

Australian Power and U 11/07  11/06 02/07 n.a 01/07 n.a Q n.a n.a

Gas Pty Ltd

BHP Billiton Q na  08/00  04/97° na na na Q Bass Strait Upstream interests in Minerva

Petroleum Pty Ltd and Bass Strait

Dodo Power and Gas U 01/08  09/07 10/07 09/07 01/08 n.a G n.a n.a

Esso Australia a n.a 12/97 01/98 n.a n.a n.a Q Bass Strait Upstream interests in Bass Strait

Resources Pty Ltd

Jackgreen U 09/06 n.a 10/05 05/07 n.a n.a G n.a n.a

(International) Pty

Limited

Momentum Energy G 06/07 n.a n.a n.a n.a n.a G n.a n.a
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Retail

Licentsrt]adir; Licensed in Jurisdiction K |
mor e than . I 2 nown gas supply
Licensed Retailer jurisdictions? SA Vie NSW ACT Qld T8 Gut. owned? contracts’ Other gasinterests
Option One Pty Ltd a n.a n.a n.a na n.a 08/03 G Bass Strait n.a
Red Energy Pty G n.a 11/06 n.a n.a n.a n.a Snowy Hydro n.a n.a
Limited
Santos Direct Pty Ltd ¥ 08/06  09/04 02/07 n.a n.a n.a Q Minerva Upstream interests in
Cooper/Eromanga, Minerva,
Casino.
Simply Energy® . 06/05  06/05 na na na n.a Q Minerva International Power has gasfired
u power generation interestsin
South Australia
South Australia U 09/05 na n.a n.a n.a n.a G n.a n.a
Electricity Pty Ltd
Victoria Electricity G na 12/04 na na na na G na na
Pty Ltd
Total 8 10 11 13 7 7 3 8
Notes:

1. InNSW Westfarmers Kleenheat Gas Pty Ltd islicensed although it isan LPG supplier.
2. In Qld Westfarmers Kleenheat Gas Pty Ltd and Elgasarelicensed athoughitisan LPG supplier.

3. Information obtained from Core Collaborative, Australian Gas Sector Outlook, Appendix A.

4. Sun Gas license date, AGL was granted in 08/00.

5. Origin Energy LPG Limited only Origin entity licensed.
6. Licensed issued to Sun Retail.
7. General retail license, arealicenses were granted the following year.
8. Formally the International Power and EnergyAustralia joint venture.
9. Granted to BHP Billiton Petroleum (Bass Strait) in 02/99.
Sources: Company, Regulators and Government department websites.

NERA Economic Consulting

82




The Gas Supply Chain in Eastern Retall
Australia

7.4. Retail markets in each capital city
7.4.1. Adelaide
Retailers optionsfor supply and delivery of gas

Until 2004 the only source of gas for retailers in Adelaide was the Cooper/Eromanga Basin,
which was transported to Adelaide viathe MAPS. Following the construction of the SEA
Gas Pipeline, retailers can now source their gas from Victoria although this option may be
limited somewhat by the firm forward haulage capacity constraints that exist on this pipeline.
Retailersin Adelaide may also be able to acquire gas on a delivered basis from aggregators.

While retailers now have access to two supply alternatives (subject to the capacity constraints
on the SEA Gas Pipeline) the design of Envestra s distribution network, and in particular the
location of connection points to the distribution network from the MAPS and the SEA Gas
Pipeline, may act as a constraint for retailers seeking to access customers in the north of
Adelaide using the SEA Gas Pipeline. We understand that Envestra’s distribution network is
currently configured to allow gas to be transported from north to south and that capacity
congtraints limit the flow of gas delivered via SEA Gas to the northern suburbs of Adelaide.
As a consequence of these constraints it is not currently possible for aretailer to provide a
firm service to customers in northern Adelaide via the SEA Gas Pipeline'® and thus retailers
require contractual arrangements for the supply of gas from Moomba to develop a substantial

presence in northern Adelaide.

We also understand that the contractual arrangements pertaining to capacity at the city gates
connecting the MAPS with Envestra s distribution network had been a factor that had the
potential to impede new entry for supply to South Australia, particularly north Adelaide
through to the end of 2005. This issue was raised by TRUenergy in a submission to the
ESCOSA in 2005.1%* Within this submission TRUenergy noted that Origin held a monopoly
over the capacity at three MAPS City Gates although it noted that this situation was due to
expire in December 2005. In December 2005 the National Competition Council also noted
that Origin had fully contracted access to 21 of the 25 gate sations through which gasis
transferred off the MAPS and into the metropolitan and regional distribution systems,
including the gates at Angaston, Port Pirie and Whyalla.

A recent statement made by Origin on this issue indicates that since the termination of its
contract with Epic Energy in December 2005 it no longer controls capacity at any of the city
gates on the MAPS. *** Retailers seeking to supply gas into Adelaide via the MAPS are now
simply required to contract with Epic Energy to obtain access to the city gates. In view of
this change it would appear that the competitive impediment previously posed by Origin

182 Current constraints on the distribution network mean that Envestra cannot guarantee the delivery of gas from the SEA
Gas Cavan City gate station to customersin the north of the state. While thisissue may be aleviated to some extent by
the planned construction of another gate station at Elizabeth (expenditure for this expansion was provided in Envestra s
access arrangement) thiswill not alow for the unconstrained flow of gas from SEA Gas Pipeline to northern Addaide.

188 TRUenergy submission to Envestra's Access Arrangement for the South Australian Gas Distribution System, March

2005.
184 Origin Energy, Letter to the Essential Services Commission of South Australia, 8 February 2008, pg. 2.
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controlling access to the MAPS city gates is no longer an issue in the South Australian
market.

In addition to entering into gas supply and transportation arrangements a retailer operating in
Adelaide will also need to enter into arrangements to transport gas on the South Australian
distribution system and pay market participant feesto REMCo.

Due to the colder conditions experienced in Adelaide over the winter months residential
consumption can be relatively peaky over winter. Retailers supplying Adelaide therefore
need to consider the extent to which they reserve firm transportation capacity up to the
maximum daily quantity they expect to transport over the winter period or to utilise a
combination of both firm and as available services. Thiswill depend on the extent to which
the transmission pipeline utilised by the retailer is operating at, or close to capacity (see
section 6.5).

In the case of the MAPS which currently has excess capacity aretailer could enter into afirm
transportation contract for its average daily requirements and utilise as available services to
supplement these quantities over the winter months. In contrast, aretailer using the SEA Gas
Pipeline, which is almost fully contracted on a firm basis, would need to obtain access to firm
transportation services up to the peak winter maximum daily requirement to ensure that gas
can be supplied on those peak days. A retailer may also incur daily variance charges,
imbalance charges or overrun charges for variations in demand over the winter period.
Retailers may also rely on park and loan services, tolerance bands around daily nominations
and authorised overruns to supplement their transportation requirements over winter. The
availability of these services will, however, depend on whether there is sufficient pipeline
capacity available on that day.

Full Retail Contestability

FRC for users with annual consumption greater than 100 TJ was introduced in South
Australiain 1998. Thiswas progressively extended to smaller consumers with the final stage
of FRC introduced on 28 July 2004. Since the introduction of FRC an additional seven
players have entered the market including:

AGL;

Simply Energy;
Jackgreen;

Santos Direct;
TRUenergy;

South Australia Electricity

Dodo Power and Gas; and

w w W W W W W W

Momentum Energy.

The principal changes that have occurred to this list of licensed retailers since the original
report was completed in June 2007 include:
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§ thegranting of alicense to Dodo Power and Gas,

§ thegranting of alicense to Momentum Energy;

EnergyAustralia, Country Energy and Energy One have also applied to ESCOSA for retail
licenses in South Australia.*®®

Apart from Santos Direct all of the aforementioned retailers are currently retailing to
residential customers.

Customer transfer data indicates that customers have increasingly been taking advantage of
FRC since its introduction."®® Notwithstanding this switching, Origin, as the incumbent, still
supplied a greater proportion of the market as at June 2007 (57 per cent) relative to other
licensed retailers. However, this market share has declined in the last year as TRUenergy,
AGL and Simply Energy have increased their market shares, each currently holding 14, 17
and 11 per cent, respectively, as at June 2007.*’

It isworth noting in this context that Origin has upstream interests in both the Otway and
Cooper/Eromanga basins and thus it may be viewed as having an advantage over retailers that
do not have similar interestsin the market. Until recently Origin also held a 17 per cent
interest in Envestra (the owner of the Adelaide distribution system) and a one third share of
the SEA Gas Pipeline which may have also been viewed as providing Origin with a
competitive advantage. These interests have been divested and thus any perceived advantage
arising from this interest no longer exists.

7.4.2. Melbourne
Retailers optionsfor supply and delivery of gas

Retailers in Melbourne currently have the choice of obtaining gas from producersin the
Gippsland, Bass, Otway and Cooper/Eromanga basins (viathe MSP and the I nterconnect)
and may trade imbalances on the Victorian spot market. Retailers may also be able to
purchase gas from an aggregator such as Alinta EATM. To transport gas along the PTS
retailers will also need to become a market participant and enter into a gas transportation
deed with VENCorp to receive an AMDQ allocation. A retailer operating in Melbourne will
also need to have arrangements in place to transport gas on the relevant distribution system
(Stratus Network Systems, Multinet Gas Systems, Westar Energy Systems) and pay market
participant feesto VENCorp.

Due to the pronounced seasonal influence on residential consumption in Victoria, retailersin
Victoriawill also need to ensure that they have access to sufficient quantities of gas to meet
the peak demand requirements of residential customers. This may be achieved by:

§ entering into agas supply contract that enables the buyer to take higher than average daily
guantities over the winter period (ie, the contract specifies a high swing factor); and/or

165

ESCOSA website, http://www.escosa.sa gov.au/webdata/resources/fil es/080118-GasApplicationsRptRegister. pdf

ESCOSA website, http://www.escosa.sa gov.au/webdata/resources/fil es/080118-GasApplicationsRptRegister. pdf
167 UBS, Austrdian utilities structure 2007.
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§ entering into contractual arrangements for storage ie, the Western Underground Storage
System or the LNG Storage Facility; and/or

8§ purchasing gas on the spot market.

A retailer’s choice between these alternatives will depend on the relative costs of entering
into a contract with a high swing factor versus the cost of gas storage versus paying the spot
price which peaks over the winter period.

Full Retail Contestability

FRC was introduced in 1999, when retail licenses were issued and was progressively rolled
out to smaller customers such that by October 2002 all users could choose between
aternative retailers. The current list of licensed retailersin Victoriaincludes:

AGL;

Australian Power & Gas;
BHP Petroleum;

Simply Energy;

Esso;

Origin;

Red Energy;

Santos Direct;
TRUenergy;

Victoria Electricity; and
Dodo Power and Gas.*®

w w W W W W W W W W W

The principal change that has occurred to thislist of licensed retailers since the original report
was completed in June 2007 is that Dodo Power and Gas was granted a license.

Apart from Esso, BHP Petroleum and Santos Direct each of the aforementioned retailers
market their services to residential customers.*®

The incumbents in this market include TRUenergy, AGL and Origin each of which acquired
one of the three geographic retail businesses created through the vertical separation of Gascor
(formerly Gas and Fuel Corporation of Victoria). These three retailers have broadly similar
market shares and as at June 2007 Origin’s market share was approximately 33 per cent while
AGL’s and TRUenergy’ s market shares were 28 per cent and 25 per cent respectively.’™® The
market shares of AGL and TRUenergy have fallen slightly since the previous year with

188 ESC, GasRetail License, 19 September 2007.
189 Esso and BHP Billiton sell their share directly to large usersin NSW and Santos direct slls into the spot market from
its portion of the Minerva field (Core Collaborative, 2020 Gas Outlook, pp. A9-13).

10 yBS, Austrdian utilities structure 2007.
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smaller retailers being the principal beneficiaries of this loss of market share. According to
the ESC 2006/07 was a record year for customer switching with over 380,000 gas customers
chosen anew retailer.'™

Of the list of licensed retailers, Origin, Esso, Santos and BHP have upstream interestsin the
Victorian basins and thus may be viewed as having some competitive advantage over newer
retailers with no such interests.

7.4.3.Sydney
Retailers optionsfor supply and delivery of gas

Until 2000, the option for supply into Sydney was limited to the Cooper/Eromanga Basin
transported viathe MSP. Following the construction of the Interconnect and the EGP, the
options for supply have expanded to include gas produced in Victoria. The option to
purchase gas from Victoria may be limited to some extent if there are firm capacity
congtraints on the EGP. The development of coal seam methane fields in Camden by Sydney
Gas has also increased the options although all of the quantities produced in this field are
currently contracted to AGL.}"? Retailers in Sydney may also be able to acquire gason a
delivered basis from an aggregator.

Given these options aretailer operating in Sydney may either:

§ enter into agas supply contract with producers in the Cooper/Eromanga Basin and a
transportation contract with the owners of the MSP;

§ enter into agas supply contract with producersin Victoria and a transportation contract
with either the owners of the Interconnect and the MSP or the owners of the EGP if firm
capacity isavailable (if capacity is not available the retailer may be able to enter into an
arrangement with an existing user willing to trade capacity);*"® or

§ enter into adelivered contract with an aggregator.

A retailer operating in Sydney will also need to have arrangements in place to transport gas
on the New South Wales distribution system and pay market participant feesto GMC.

Residential consumption in Sydney is also susceptible to the influence of colder conditions
over winter although this influence is less pronounced than in Melbourne. For aretailer
supplying residents in Sydney faced with peaky winter requirements consideration would
have to be given to how much firm transportation capacity should be reserved on the
transmission pipeline used to transport the gasto Sydney. This decision will depend on the

1 ESC, Media Release: Energy Retail Switching at Record Levels, 20 December 2007.

172 Sydney Gas, Annua Report 2006, pg. 65
“Under the GSA 111 Term Sheet agreed, dl gas production from the Camden Gas Project joint venture, up to atota
annua contract quantity of 14.5 PJ per annum of which the Company’s share is 50%, isto be sold to AGL Wholesae
Gas Limited (ACN 072 948 504). Any excess amount may be purchased at the option of the buyer.”

If gasis purchased from the Bass or Otway basins then the retailer will also need to become a market participant in
Victoriaand obtain an AMDQ alowance which enablesit to transport gas through the PTS.

173
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extent to which the transmission pipeline utilised by the retailer is operating at, or close to
capacity (see section 6.5).

For instance, the M SP has excess capacity and thus aretailer could reserve firm capacity for
its average daily requirements and utilise an as available service over the winter monthsto
supplement these quantities. In contrast, aretailer using the EGP, which is operating close to
capacity, would need to reserve firm transportation services up to the peak winter maximum
daily requirement to ensure that gas can be supplied on those peak days. A retailer may also
incur daily variance charges, imbalance charges or overrun charges. To meet variationsin
demand over the winter period retailers may also rely on park and loan services, tolerance
bands around daily nominations and authorised overruns to supplement their transportation
requirements over winter. The availability of these services will, however, depend on
whether there is sufficient pipeline capacity available on that day. The EGP's recent tender
of the remaining capacity on the pipeline demonstrates the costs that retailers may incur when
attempting to transport additional gas in a capacity constrained pipeline (see section 4.5).

Full Retail Contestability

FRC was introduced in 2002 and there are now 13 licensed retailers in New South Wales
including:

AGL;

ActewAGL;

Australian Power and Gas;
BHP Billiton Petroleum;
Country Energy;,
EnergyAustralia;

Esso;

Integral;

Jackgreen;

Origin;

TRUenergy;

Santos Direct; and

w W W W W W W W W WU W W W

Dodo Power and Gas.

The principal change that has occurred to thislist of licensed retailers since the original report
was completed in June 2007 is that Dodo Power and Gas was granted a license.
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Apart from Esso, BHP Petroleum and Santos Direct each of the aforementioned retailers
market their services to residential customers.*”*

In the Sydney retail market AGL is the incumbent and continues to supply the majority of the
market accounting for approximately 79 per cent of the market as at June 2007. The other
significant retailer in this market is EnergyAustralia which accounted for 16 per cent of the
market.!"

Until mid-2006 AGL had interestsin the gas distribution system in Sydney, a 30 per cent
interest in the MSP and the Interconnect and a 50 per cent joint venture interest in the Sydney
Gas Company. Each of these interests may have been viewed as according AGL a
competitive advantage over other retailers. However, following the divestment of its interests
in the distribution and transportation systems any perceived advantage arising from these
transportation interests no longer exist. AGL continues to hold its interests in the Sydney
Gas Company and thus it will continue to have access to a proximately located supply of coal
seam methane which may give it some advantage within the retail market. Retailersin
Brisbane may also be able to acquire gas on a delivered basis from an aggregator.

At the end of January 2008 there were 1,150,623 metered customers administrated by the
GMC across New South Wales and the Australian Capital Territory. According to GMC data
there were 3,947 customers that switched retailer in January 2008 which was below the
average monthly rate. Since the introduction of FRC new connections have increased by
23.78 per cent in New South Wales and the Australian Capital Territory.'"

7.4.4.Brisbane
Retailers optionsfor supply and delivery of gas

A retailer’s option for the supply of gas into Brisbane includes gas produced in Ballera
(transported via the South West Queensland pipeline and the RBP) or coal seam methane or
conventional natural gas produced in the fields in the Bowen/Surat and Clarence-Moreton
basins (transported viathe RBP). A retailer’s choice between conventional natural gas and
coa seam methane will, as discussed previously, depend on the physical characteristics of
coa seam methane relative to the retailer’ s demand requirements. Another issue facing
retailersin Brisbane is that the RBP is operating at capacity and thus any new entrant or
expansion in demand will require aretailer to either contribute to the expansion of the
pipeline or purchase capacity from an existing user of the pipeline.

Given these options aretailer operating in Brisbane may either:

§ enter into agas supply contract with producers in the Cooper/Eromanga Basin and a
transportation contract with the owners of the SWQP and the RBP if capacity is available
or aternatively enter into an arrangement with an existing user willing to trade capacity;

174 Esso and BHP Billiton sell their share directly to large usersin NSW and Santos direct slls into the spot market from
its portion of the Minerva field (Core Collaborative, 2020 Gas Outlook, pp. A9-13).

15 UBS, Ausdtrdian Utilities Structure 2007.

176 GMC website, http://www.gasmarketco.com.au/grids/gme_template c.asp?d=575&8 area=96
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§ enter into agas supply contract with producers in Bowen/Surat/Clarence-Moreton basins
and a transportation contract with the owners of the RBP if capacity is available or
alternatively enter into an arrangement with an existing user willing to trade capacity;*’’
or

§ enter into adelivered contract with an aggregator.

A retailer operating in Brisbane will also need to have arrangements in place to transport gas
on either the Allgas or Envestra distribution systems and pay market participant feesto
VENCorp.

Full Retail Contestability

Both Sun Gas (now AGL) and Origin Energy were the only two retailers selling natural gas
in Brisbane prior to the introduction of FRC on 1 July 2007*"® and are till the dominant
retailersin Brisbane. Since the last report was prepared retail licenses have been issued to
EnergyAustralia and Dodo Power and Gas.

Both AGL and Origin have upstream interests in the production of coal seam methane in
Queensland and Origin also has upstream interestsin the Ballerafield. These interests may
be viewed as according the two a competitive advantage over other retailers that do not have
similar interests in the market.

7.4.5. Canberra
Retailers optionsfor supply and delivery of gas

Until 2002, the only option for supply into Canberrawas gas supplied from the
Cooper/Eromanga Basin viathe MSP. Following the construction of the EGP, the options
for supply have expanded such that retailers in Canberra can now purchase their gas
reguirements from Victoria although this option may be limited to some extent if there are
firm capacity congtraints onthe EGP. Retailersin Canberra may also be able to acquire gas
on adelivered basis from an aggregator such as Alinta EATM.

Given these options aretailer operating in Canberra may either:

§ enter into agas supply contract with producers in the Cooper/Eromanga Basin and a
transportation contract with the owners of the MSP;

§ enter into agas supply contract with producersin Victoria and a transportation contract
with either the owners of the Interconnect and the MSP or the owners of the EGP if
capacity isavailable (if capacity is not available the retailer may be able to enter into an
arrangement with an existing user willing to trade capacity);*"® or

177 \f gasis purchased from the Bass or Otway basins then the retailer will also need to become a market participant in

Victoriaand obtain an AMDQ alowance which enablesit to transport gas through the PTS.
Both the Dalby Town Council and Roma Town Council have retail licenses. However, these are used to supply
residentsin Dalby and Roma.

178

1 If gasis purchased from the Bass or Otway basins then the retailer will also need to become a market participant in

Victoriaand obtain an AMDQ alowance which enablesit to transport gas through the PTS.
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§ enter into adelivered contract with an aggregator.

A retailer operating in Canberrawill also need to have arrangements in place to transport gas
on the ActewAGL system for distribution services and pay market participant feesto GMC.

Since residential consumption in Canberra peaks over the winter period, retailers supplying
Canberrawill need to consider the extent to which they reserve firm transportation capacity
up to the maximum daily quantity they expect to transport over the winter period or to utilise
a combination of both firm and as available services. Thiswill depend on the extent to which
the transmission pipeline utilised by the retailer is operating at, or close to capacity (see
section 6.5). A retailer may also incur daily variance charges, imbalance charges or overrun
charges. To meet variations in demand over the winter period retailers may also rely on park
and loan services, tolerance bands around daily nominations and authorised overruns to
supplement their transportation requirements over winter. The availability of these services
will, however, depend on whether there is sufficient pipeline capacity available on that day.

Full Retail Contestability

FRC was introduced in Canberraon 1 July 2002 and there are now seven licensed retailersin
Canberra including.

ActewAGL;
Country Energy;,
EnergyAustralia;
Origin Energy
TRUenergy;
Jackgreen; and

w w W W W W W

Dodo Power and Gas.

The principal change that has occurred to thislist of licensed retailers since the original report
was completed in June 2007 is that Dodo Power and Gas was granted a license.

Prior to the introduction of FRC, ActewAGL was the sole retailer of gas and thus it may be
viewed as the incumbent. This incumbent position has been maintained and as at June 2007
ActewAGL had a very high market share of 92 per cent with EnergyAustralia holding the
remaining 8 per cent.”® Dodo Power and Gas was granted aretail license in September
2007.

ActewAGL isajoint venture partnership with 50 per cent of the partnership held by the
government owned Actew Corporation and the remaining 50 per cent currently held by AGL.
Actew also has a 50 per cent interest in the distribution system in Canberra with the

180 yBS, Austraian utilities structure 2007.
81 |CRC, Utilities Service License under the Utilities Act (2000), 12 September 2007.
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remaining 50 per cent currently owned by Alinta (Alinta’s interests were acquired by
Singapore Power International Pty Ltd in August 2007).

7.4.6. Hobart
Retailers optionsfor supply and delivery of gas

The development of both the TGP and the Hobart distribution system has only recently been
completed and thus the retail supply of gasin Hobart isin itsinfancy. Given its proximity to
the Victorian producers, retailers in Tasmania have the choice of purchasing gas from the
Gippsland, Bass and Otway basins. The interconnection provided by the I nterconnect also
means that supply may be obtained from the Cooper/Eromanga Basin, however, the
commercial viability of this choice will depend on the significant costs that would be incurred
in transporting the gasto Longford. Retailersin Hobart may also be able to acquire gason a
delivered basis from an aggregator such as Alinta EATM.

Given these options aretailer operating in Hobart may either:

§ enter into agas supply contract with producersin Victoria and a transportation contract
with the owners of the TGP;'#2

§ enter into agas supply contract with producers in the Cooper/Eromanga Basin and a
transportation contract with the owners of the MSP, the Interconnect and become a
market participant in Victoriato enable gas to be transported from the Interconnect to
Longford viathe PTS; or

§ enter into adelivered contract with an aggregator.

A retailer operating in Hobart will also need to have arrangements in place to transport gas on
the Hobart distribution system.

One would expect that the colder conditions experienced in Hobart over the winter months
will cause residential consumption to peak over the winter months. Retailers supplying
Hobart will therefore need to consider the extent to which they reserve firm transportation
capacity up to the maximum daily quantity they expect to transport over the winter period or
to utilise a combination of both firm and as available services. Since there is sufficient
capacity on the TGP at present it is likely that retailers would simply contract for their
average daily requirements and utilise as available transportation services for any additional
requirements over the winter period. A retailler may also incur daily variance charges,
imbalance charges or overrun charges. To meet variations in demand over the winter period
retailers may also rely on park and loan services, tolerance bands around daily nominations
and authorised overruns to supplement their transportation requirements over winter.

Full Retail Contestability

There are currently three retailers that are licensed to operate in Tasmania, Option One,
TRUenergy and Aurora. Option One (a subsidiary of the New Zealand Company Powerco)

182 |f gasis purchased from the Bass or Otway basins then the retailer will also need to become a market participant in
Victoriaand obtain an AMDQ alowance which enablesit to transport gas through the PTS.
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was responsible for constructing the distribution system and is currently only retailing to non-
residential customers. Aurorais the Tasmanian government owned incumbent provider of
electricity and isretailing to residential customers. TRUenergy was granted aretail licensein
January 2008. Country Energy has also applied for aretail license and OTTER is currently
considering submissions on its application.*®

According to data contained in Aurora’s annual report, an estimated 38,500 customers will
have access to the gas system in Tasmania '®*

18 OTTER website, www.energyrequl ator.tas.gov.au

184 stated connections after distribution expansion program in April 2007, Aurora, 2006 Annual Report.
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8. Recent reviews of the gas market

Over the period 1999 to 2004 the production, transmission and distribution segments of the
gas supply chain have been the subject of a number of reviews including those undertaken

by:

§ the Upstream Industry Working Group which examined upstream issues influencing
growth (including joint marketing, acreage management and third party access to
production facilities), the diversity and level of competition in downstream markets;'®®

8 anindependent review body chaired by Warwick R. Parer, which was commissioned by
the Council of Australian Governments to examine the strategic directions for energy
market reform including the governance and regulatory reforms required across the
upstream and transportation segments of the gas and electricity markets (Parer
Review);'®

8 ABARE, which was engaged by the Australian Gas Association to consider what reforms
and conditions would be required to develop a competitive market for gas in Australia
over the medium term;*®" and

§ the Productivity Commission, which at the request of the Commonwealth Treasurer
undertook an inquiry into the operation of the Gas Code.'®

Drawing on the recommendations and findings of each of these reviews, the Ministerial
Council on Energy (MCE) on 19 May 2004 announced an expanded gas work program that
was designed to increase the pace of reform and facilitate the development of areliable,
competitive and secure natural gas market.’® The expanded work program included three
discrete work streams namely:

8 the upstream gas work stream, which was established to review the upstream issues
identified in the Parer Review; and

8 the gas market development work stream, which was accorded responsibility for
establishing the principles and design concepts for the future development of the gas
market and examining options to encourage new market entrants and promote efficient
investment in infrastructure; and

§ thegasinfrastructure work stream, which was established to examine the Productivity
Commission’ s recommendations in relation to the regulation of pipelines under the Gas
Code and the level of investment in gas infrastructure.

The remainder of this section provides a summary of the progress that has been made in each
of these areas. An overview of the NSW Department of Water and Energy’ s Inquiry into the

185 http://www.treasury.gov.au/documents/177/HTM L /docshel . asp?URL =ch7.asp
185 W, Parer, Towards a Truly Nationa and Efficient Energy Market, 20 December 2002.

187 ABARE, Australian Gas Markets Moving Toward Maturity, December 2003.
188

Productivity Commission, Review of the Gas Access Regime, August 2004.
18 MCE, Reform of Energy Markets Expanded Gas Program, 19 May 2004.
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load shedding event that occurred in NSW in June 2007 and its implications for the market
arrangements in this state are also set out at the end of this section.

8.1. Upstream gas work stream

Amongst other things, the Parer Review examined the factors that would need to be
addressed at the upstream level to facilitate competition in this segment of the gas supply
chain. The Parer Review concluded that there were three specific issues that should be
addressed and proposed the following solutions:**°

8§ separate marketing of gas should be actively facilitated as current contracts expire;

§ Governments should give more consideration to promoting competition in gas markets
when awarding exploration leases; and

§ access by independent producers to upstream facilities should be considered further.

The Ministerial Council on Mineral Petroleum and Resources (MCMPR) was accorded the
role of reviewing the upstream issues identified in the Parer Review. At the completion of
this review the MCMPR concluded:***

§ that it was unable to support the recommendations made in the Parer Review for
mandatory notification of all future joint marketing arrangements or that the Trade
Practices Act 1974 be amended to preclude jurisdictions from exempting the application
of section 45 to joint marketing of natural gas;

§ that that there was no “systemic problem concerning exploration effort in production
licence areas’ and thus no change was necessary; and

§ that areview of the industry’s upstream third party access principles should be
undertaken.

The MCE endorsed the MCMPR’ s conclusion on these issues in December 2004.%?

In September 2006 a joint working group on natural gas supply (JWG) was established by the
MCMPR and the MCE to consider issues relating to the domestic demand and supply balance
for gas, barriers to domestic gas supply and strategies to ensure availability of competitively
priced gas, the risks associated with major inter-regional projects and policies that would
facilitate the development of natural gas resources for export and long term domestic
requirements.’® In September 2007 the WG released its findings and recommendations in a
report entitled “Ministerial Council on Mineral and Petroleum / Ministerial Council on
Energy Joint Working Group on Natural Gas Supply Final Report”. The key
recommendations contained in this report are summarised below:

§ Acreage Management — The JWG recommended that the Joint Authority review existing
gas retention leases, implement a more transparent application of existing guidelines and,

1% \W. Parer, Towards a Truly Nationa and Efficient Energy Market, 20 December 2002, pg. 37.

181 MCE, Statement on Upstream Gas Issues, December 2004, Attachment A.

%2 MCE, Statement on Upstream Gas Issues, December 2004.

1% MCE and MCMPR, Joint Working Group on Natural Gas Supply — Terms of Reference, January 2007.
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where appropriate, request are-evaluation of commercial viability in accordance with
s38H of the Petroleum (Submerged Lands) Act. The JWG also recommended a further
review of the current acreage management process with the objective of ensuring that
processes are transparent and the tests of commerciality are rigorously applied;**

§ Improving the operation of existing market structures — The JWG noted that it supported
the development of a short term trading market (STTM) and Bulletin Board (BB)and
recommended the MCE put in place systems to monitor and review the effectiveness of
these measures;

§ Development of annual National Gas Statement of Opportunities— The WG
recommended that the Australian Energy Market Operator be accorded responsibility for
preparing an annual National Gas Statement of Opportunities to enable existing
participants and new entrants to identify investment opportunities over aten year

horizon:**® and

§ Obtaining a better understanding of market developments — Given the substantive
changes occurring in the area of emissions trading and the potential development of LNG
facilities in Queensland the JWG recommended that economic modelling be undertaken
to assess the likely impact of these developments on the market once the issues
surrounding the design of the emissions trading scheme became clearer.®’

8.2. Gas market development work stream

The gas market development work stream was charged with the task of examining options for
the future development of the gas market. To assist this process, the MCE in conjunction
with industry participants, developed five overarching principles which are to guide any
future development of the Australian gas market. The principles specified by the MCE
included the following;:*%®

8 Information on market and system operations and capabilities at all stages of the gas
supply chain (subject to recognition of existing contractual confidentialities) should be
publicly available and frequently updated;

8 The gas market structure should facilitate a competitive market in all sectors;
8 Gas market participants should be able to freely trade between pipelines, regions and
basins;

8 There should be regulatory certainty and consistency across all jurisdictions; and

194 Joint Working Group on Natural Gas Supply, Ministerial Council on Mineral and Petroleum / Ministerial Council on
Energy Joint Working Group on Natural Gas Supply Final Report, pg. 32.

1% Joint Working Group on Natural Gas Supply, Ministerial Council on Mineral and Petroleum/ Ministerial Council on
Energy Joint Working Group on Natural Gas Supply Final Report, pg 33.

1% Joint Working Group on Natural Gas Supply, Ministerial Council on Mineral and Petroleum / Ministerial Council on
Energy Joint Working Group on Natural Gas Supply Final Report, pg 32.

197 Joint Working Group on Natural Gas Supply, Ministerial Council on Mineral and Petroleum / Ministerial Council on
Energy Joint Working Group on Natural Gas Supply Final Report, pg 35.

1% MCE, Statement on Principles for Gas Market Devel opment, December 2004.
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8§ Market design and institutional requirements should be responsive to and reflective of the
needs of the market and market participants.

To facilitate debate on the development options, the Allen Consulting Group was engaged by
the MCE to identify alternative options and to assess the compliance of these options with the
overarching gas market development principles.

The Allen Consulting Group's final report was published in June 2005 and identified four
options including: **
1. retain the current market and enable organic development;

2. retain the current market and introduce bulletin board (BB) facilities (see Box 8.1 for a
description of the proposed BB);

3. adopt acity gate scheme or a short-term trading market (STTM) (see Box 8.2 for a
description of the proposed city gate model); and

4. extend the Victorian model to other jurisdictions.

Box 8.1: Bulletin board proposal — Option 2

The Allen Consulting Group's proposed BB had the following features and attributes:

8 The BB would facilitate trade between market participants (including shippers, pipeline operators,
producers and retailers) who could post bids and offers for bilateral trades of surplus or deficit
levels of gas and transmission capacity. The bids and offers could be voluntary and would not
necessarily be standardised.

8 The BB would not set spot prices nor would it impose mandatory mechanisms for the trading of
imbalances.

8 Short term trades would be recorded including the price and terms of each trade.

8 Inaddition to bids and offers, the BB would publish information to assist participants identify any
existing or impending shortfalls in production or pipeline capacity that may impede their ability to
meet their supply commitments.

Sources. ACG, Options for the Devel opment of the Australian Wholesale Gas Market, June 2005

Box 8.2: City gate proposal — Option 3

The city gate proposal entailed the development of a spot market at the Sydney, Adelaide and
Wallumbilla city gates which would be overseen by an independent operator. It was
envisaged that this model would set a clearing price and compulsorily clear all imbalances the
next day at the spot price.

Sources. ACG, Options for the Devel opment of the Australian Wholesale Gas Market, June 2005

These four options were evaluated by the Allen Consulting Group on the basis of
transparency and efficiency, practicality and simplicity, and implementation cost and sit was
concluded that there was no single optimal option. Rather, the Allen Consulting Group
concluded that the choice of any single option would involve a trade off between:*®

§ achieving efficiency and satisfying the gas market principles; and

1% ACG, Optionsfor the development of the Australian wholesa e gas market, June 2005, pg. viii.
20 ACG, Options for the development of the Australian wholesa e gas market, June 2005, pg. ix.
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8 achieving practicability and low cost.

The Allen Consulting Group went on to observe that options 2 and 3 could be implemented
on arelatively low cost basis and with minimal disruption to industry and noted that a model
including both aspects could be developed.?®

The MCE Standing Committee of Officials endorsed the Allen Consulting Group’s
conclusion that further reform of the wholesale gas market was required to improve
transparency, enhance competition and reduce potential barriers to entry and in 2005
established an industry based working group, the Gas Market Leaders Group (GMLG), to
further consider the options for development. 2%

The GMLG is comprised of twelve industry leaders representing gas producers, distribution
and transmission owners and operators, retailers, wholesale market operators and users. This
group was charged with the task of preparing a Gas Market Development Plan which would
further develop both options 2 and 3 as identified in the Allen Consulting Group report or
provide an alternative development plan that would provide equivalent benefits in terms of
transparency and reducing barriers to market entry.”

The Gas Market Development Plan was submitted to the MCE in June 2006 and contained a
number of recommendations including:***

§ proceeding with the establishment of a BB which would cover all major gas production
fields, major demand centres and transmission pipeline systems;

§ developing a detailed design for aSTTM to operate in all states except Victoria; and
§ egtablishing anational Gas Market Operator.
In recommending the implementation of the BB, the GMLG noted that:

A BB may only be of limited value to existing major playersin the national gas
market who, through their existing contractual arrangements and industry networks,
aready have access to much of the information it would provide. However, there are
potential benefits to end-users, smaller participants, new entrants and other market
observers (including governments) through the ready availability of information
provided by the BB enabling more efficient pricing decisions by market participants,
resulting in net economic benefits, and facilitating better network management during
a gas supply constraint.”®®

The specific recommendations made by the GMLG in relation to the BB are set out in Box
8.3.

2 ACG, Options for the devel opment of the Australian wholesal e gas market, June 2005, pg. ix.

22 MCE, Gas Market Leaders Group Gas Industry and Users Working Group to Develop a Gas Market Devel opment Plan.

23 MCE, Gas Market Leaders Group Gas Industry and Users Working Group to Develop a Gas Market Devel opment Plan.
24 Gas Market Leaders Group, National Gas Market Development Plan, June 2006, pp. 3-8.

25 GasMarket Leaders Group, National Gas Market Devel opment Plan, June 2006, pg. 4.
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In relation to the further development of the STTM, the GMLG made the following
observations:*®

§ The STTM will not replace bilaterally negotiated long-term contracts between shippers
and producers, storage providers and pipeline operators as the primary mechanism for the
wholesale sale and purchase of gas and gas transportation, or for underpinning investment.
It will, however, allow retailers and direct, self-contracting users to purchase gason a
short-term basis without contracting for delivery. It will also allow those parties who have
long-term supply and transportation agreements to manage short-term variations to their
contracted quantities as their usage of gas changes from day to day;

8 Theclearing prices determined at the hubs, together with published system
supply/demand information, will provide pricing signals and facilitate secondary trading
between transporters and users, for gas-fired power generators, for trading over
interconnecting pipelines between hubs, and would facilitate greater demand side
response by users, particularly at times of supply constraints;

8§ The STTM will be of particular importance when a user’s gas supplies are insufficient to
meet demand, particularly during system constraints and emergencies. In those situations
STTM participants will be able to trade and be financially compensated through the
STTM for reducing demand; and

§ The BB would be an essential component of the STTM, but would be augmented to
accommodate STTM bidding and pricing information.

26 Gas Market Leaders Group, National Gas Market Development Plan, June 2006, pp. 5-7.
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Box 8.3: Bulletin Board recommendations

The objective of a BB isto facilitate improved decision making and trade in gas through the provision
of readily accessible and up-to-date system and market information.

The BB would be a single electronic communications system (website) covering all major production
and pipeline systems, including the interconnected systems of South Australia, Victoria, Tasmania,
New South Wales and the Australian Capital Territory, and including a linked but separate page for
non-interconnected pipelines systems operating in Queensland, Western Australia and if practicable
the Northern Territory.

The BB would not cover pipelines serving single users or small demand centres.

Published data would include a basdline set of information such as physical supply capacity, any
temporary changes to the baseline information, available firm and non-firm pipeline capacity, pipeline
tariffs, forecast daily demand (three days ahead) and key personnel contact details. The BB would not
provide a mechanism for setting spot gas prices or trading imbalances.

Information published on the BB would bein aggregated form so as not to reveal commercially
confidential details.

To achieve the intended transparency and availability of information, there should be public access to
most, if not all, of the information provided on the BB. However, for reasons of commercial
confidentiality and security, it may be necessary to develop "public" and "restricted" areas, with only
registered parties having access to the restricted areas.

To operate effectively, provision of the physical system information for posting on the BB would
need to be standardised and mandatory. This would require legal obligations on pipeline
owners/operators, storage operators, producers and/or shippers to providetimely informationin a
specified, standard format.

Source: Gas Market Leaders Group, National Gas Market Devel opment Plan, June 2006, pg. 3-4.

In relation to the development of a gas market operator, the GMLG noted that such an
operator would be accorded the role of managing both the wholesale and retail gas markets
and would therefore assume the retail market functions of GMC, REMCo and VENCorp. It
was also envisaged that the gas market operator would administer the BB and, if progressed,
the STTM. In addition it would publish an annual national gas supply and demand statement
which would be of asimilar nature to the Statement of Opportunities published by
NEMMCO.?’

In October 2006 the MCE instructed the GMLG:*®

§ toestablish aBB that facilitated transparent, real time and independent information to gas
market participants and governments on the status of natural gas supplies across
Australia;

§ todevelop adesign for the STTM, which included a mandatory price-based balancing
mechanism for wholesale gas trading and make a recommendation on whether the STTM
should be implemented; and

27 Gas Market Leaders Group, National Gas Market Development Plan, June 2006, pp. 7-8.
28 GasMarket Leaders Group, Synopsis of 51" Meeting, 27 November 2006.

NERA Economic Consulting 100




The Gas Supply Chain in Eastern Recent reviews of the gas market
Australia

8§ provide further advice on the roles and responsibilities that should be accorded to the gas
market operator.

During 2007 the GMLG has endorsed the development of a single website covering al main
gas transmission pipelines, production and storage facilities in New South Wales, Victoria,
Tasmania, South Australia and the pipelines connected to Wallumbilla hub major. The
provision of information by each of these participants will be mandatory and will include the
following types of information:%*

8 pipeline capacity and daily aggregated nomination data which will be supplied by
pipeline owners in aggregate form;

§ production capabilities (MDQ) and three day outlook for facility; and
§ storage capabilities (MDQ) and three day outlook.

In a statement made in December 2007 the GMLG noted that they expected the I T related
aspects of the BB to be finalised by May 2008 and the site to be operational by mid 2008
subject to the enacting legislation being introduced.?*°

In December 2007 the GML G also recommended the development of a STTM with the
following features:®**

8 one consistent model to be adopted in all states and territories except Victoria; and
§ standardised STTM hub delivery contracts to ensure maximum participation at hub.

The GMLG’ srecommendations in relation to the development of a Gas Market Operator
were endorsed by the Energy Reform Implementation Group (ERIG) in its review of future
energy reform which was released in January 2007.%*2 In addition to endorsing the
development of a single gas market operator, ERIG also referred to anumber of factors that
may impede access and efficiency in the gas market. The impediments referred to in this
context included: joint marketing of gas by producers, inconsistencies in rule making and
open access regimes to gas pipelines, and the lack of standardised and fungible gas
contracts.?®® ERIG concluded that addressing these impediments would improve efficiency
within the gas market.?**

At its April 2007 meeting the Council of Australian Governments endorsed the development
of asingle energy market operator which would be responsible for both gas and electricity
market operations.?*

2 GasMarket Leaders Group, National Gas Market Devel opment Plan, June 2007.
20 GasMarket Leaders Group, Synopsis of Tenth Meeting, 17 December 2007.
2 GasMarket Leaders Group, Synopsis of Tenth Meeting, 17 December 2007.

22 Energy Reform Implementation Group, Energy Reform — The Way Forward for Australia, January 2007, pg. 263.

23 Energy Reform Implementation Group, Energy Reform — The Way Forward for Australia, January 2007, pg. 263.

24 Energy Reform Implementation Group, Energy Reform — The Way Forward for Australia, January 2007, pg. 264.

25 CoAG, Competition Reform April 2007, pg. 2.
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8.3. Regulation of transmission and distribution pipelines

On 30 June 2004 the Council of Australian Governments signed an inter-governmental
agreement (the Australian Energy Market Agreement) which set out the timetable for the
progressive introduction of governance arrangements and the establishment of the AEMC
and the AER.

In addition to the change in governance arrangements it was agreed that a new national legal
framework should be developed for the economic regulation of transmission and distribution
pipeline assets consisting of:

§ the National Gas Law which would be modified by Parliaments;
§ the National Gas Rules which would be overseen by the AEMC,; and
§ dtatements of policy principle from the MCE to the AEMC.

To assist in the development of the national framework, the MCE engaged an independent
expert panel to advise it of any issues that would need to be addressed to implement a
national approach to energy access. The Expert Panel released its final recommendationsin
April 2006.%*° Drawing on the recommendations contained in the Expert Panel’ s report and
the conclusions reached in relation to the Productivity Commission’s review of the Gas Code,
the MCE has developed exposure drafts of both the National Gas Law and the National Gas
Rules. These exposure drafts have been subject to public consultation and are expected to be
enacted a the end of 2007.%%

8.4. NSW Department of Water and Energy’s inquiry into the June 2007
load shedding event

On 22 June 2007 approximately 250 large customers in New South Wales and the Australian
Capital Territory were asked to curtail their natural gas consumption in response to shortfalls
in the supply of gas into these regions viathe MSP over a prolonged period. At the request of
the New South Wales Minister for Energy, the New South Wales Department of Water and
Energy undertook an inquiry into the causes of this load shedding event.

In areport released in August 2007 the Department concluded that it was the shippers of gas

into New South Wales that “failed to make arrangements to supply sufficient gasto meet the

demands of gas consumers in NSW”.?*® | n reaching this conclusion the Department observed

that:

§ thelevel of demand over the period was not unprecedented and should have been
anticipated by shippers; and

8 the shortfall could not be attributed to either the gas supply infrastructure operating in
New South Wales or the availability of supplies at Cooper/Eromanga Basin.

%18 Expert Panel on Energy Access Pricing, Report to the Ministerial Council on Energy, April 2006.

27 http:/;www.industry.gov.au/content/itri nternet/cmscontent.cfm?obj ectid=9055D6BE-BFEC-DB93-
99380BEA3EFCFF18& indexPages=/content/sitemap.cfm?obj ectid=6439762A-B0D0-D18A-17289F60775A05B0

28 Department of Water and Energy, Inquiry Report on Natural Gas Supply Load Shedding Event of 22-24 June 2007, 14
August 2007, pg. 28.
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The Department went on to note that a gap exists in the current gas supply arrangements and
if left unchecked could result in further load shedding event. The specific gap cited by the
Department relates to the absence of any mechanism for pipeline operators and producersto
ensure the nominations of retailers are reflected in the nominations of shippers transporting
gasto theretail market. The Department recommended that by April 2008 a system
underpinned by enabling legislation should be established to ensure that pipeline imbalances
and linepack levels in the natural gas transmission system are maintained within agreed limits.**?

29 Department of Water and Energy, Inquiry Report on Natural Gas Supply Load Shedding Event of 22-24 June 2007, 14
August 2007, pp. 3-4.
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9. Issues for retail competition

To understand the influence that the gas supply chain may have on competition at the retail
level it isimportant to understand that gas supply and transportation costs account for as
much as 90 per cent of the price paid by residential customers.?®° It is also important to
understand that while there have been a number of developments in the upstream segment of
the gas supply chain and the number of supply options available in each jurisdiction has
increased, the eastern Australian gas ‘ market’ continues to be characterised by discrete
localised sub markets. The prices prevailing in these sub markets are therefore determined by
local demand and supply conditions. Appreciating the disparate nature of the eastern
Australian ‘market’ istherefore critical to understanding the diversity of conditions faced by
retailers operating in different jurisdictions and the influence the gas supply chain may have
on retail competition in each jurisdiction.

Asthe material and observations in the preceding chapters of this report demonstrate the
distinct localised demand and supply conditions that retailers face will vary in relation to:

8§ thesize of the residential market (both in terms of the number of residential customers
and the quantities of gas consumed) and the susceptibility of residential consumption to
seasonal conditions;

§ thetype of gas available to be supplied to the retail market (ie, conventional natural gas
versus coal seam methane) and the proximity of those reserves,

§ the number of producers (or aggregators) willing to supply gasto a particular retail
market;

8 the commercial viability of transporting gas to the end location from alternative locations
(where commercial viability refersto both the cost of transporting gas and the availability
of capacity on the pipeline); and

§ the accessibility to storage facilities and other risk management tools which enable the
retailer to manage both gas supply and transportation arrangements so asto meet daily
fluctuations in demand.

Table 9.1 sets out the principal differences that currently exist acrossthe jurisdictions.

20 |PART, Fina Report: Review of the Delivered Price of Natural Gas to Tariff Customers Served from the AGL Gas
Network in New South Wales, February 2001, pg. 29 and Productivity Commission, Review of the Gas Access Regime,
August 2004, pg. 46.
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Table 9.1: Differences across the jurisdictions

SA Vic NSW ACT Qld Tas
Size of residential market
No. of residentia 350,000 1,730,000 980,000 120,000 176,000 -
customers 2006
Quantities consumed 11.7 89.4 21.8 2.5 -
2005-06 (PJ)
Type of gas CNG CNG CSM and CNG CNG CSM and CNG
CNG
Closest sources of Cooper Otway, Cooper/ Cooper/ Cooper/ Longford
supply /Eromanga  Longford and Eromanga, Eromangaand  Eromanga and
and Otway Bass Longford and Longford Bowen/Surat
Sydney Gas
Pipelines and capacity MAPS and PTS and MSP, EGP and MSP, EGP and SWQ and TGP
constraints SEA Gas Interconnect Interconnect Interconnect RBP
SEA Gas n.a EGP firm EGP firm RBP firm n.a
amost capacity capacity capacity
fully constraintsfrom  constraints from constraints
contracted 2008. 2008.
onafirm Interconnect Interconnect
basis northbound northbound
capacity capacity
constraints constraints
Additional risk n.a WUGS, LNG n.a n.a n.a n.a
management tools Storage
Facility, Spot
Market

Given the jurisdiction-specific nature of many arrangements, any consideration of the
influence of the upstream production and transmission segments on competition in the retail

market should be undertaken separately for each jurisdiction.

To assist the AEMC with its consideration of this issue we have developed a list of factors
that could be examined in each jurisdiction with a view to ascertaining the influence of the
upstream and transmission segments of the gas supply chain on competition within a

particular retail market.

In this context it is worth recognising that effective retail competition for the residential
customer segment requires retailers, and particularly new entrant retailers, to be able to
access competitively priced gas delivered at the city gate on afirm basis with aload profile
that allows them to manage the consumption patterns of residential customers. The list of
factorsthat has been developed therefore focuses on:

8§ the sources of supply to which aretailer has access;

§ the commercial viability of alternative sources of supply on a delivered basis; and

§ theavailability of volume-based risk management tools, which enable aretailer to

manage variations in residential demand.

There are also some specific issues that should be considered when examining the ability a
new entrant gas retailer hasto compete in a particular location. The factors that would
inform this consideration are set out in the remainder of this section.
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9.1. Sources of supply

Obtaining access to competitively priced gas will, in the first instance, depend on the sources
of supply available at a particular location. A consideration of this issue will therefore take
into account the following factors:

§ the number of alternative sources of supply that can be delivered to the retailer’s end
market;

§ the ownership interests of these alternative sources with particular regard given to:
- differences between the ownership structures of competing sources of supply; and

- any interestsretailers may have in these alternative sources;

§8 whether gas from alternative sources of supply are jointly marketed or sold independently
by each of the joint venture parties,

§8 the production capacity and reserve levels of these alternative sources,

8 the proportion of production capacity and reservesin each of these alternative sources
that is uncontracted and therefore can be supplied to new entrants; and

§ any gas supply developments that may become operational within the short to medium
term and the extent that the production from these developments has already been
committed under long term foundation contracts.

Given the declining reserve levels in some jurisdictions, consideration should also be given to
the ability of alternative producersto meet aretailer’s demand requirements over the medium
term.

While there may be a number of alternative producers supplying a market, they may not all
be able to supply gas on afirm basis and on the terms and conditions required by the buyer.
In section 3.2.2 it was noted that coal seam methane has very different extraction
characteristics to conventional natural gas and this can limit the ability of coal seam methane
producersto supply gas with the volume flexibility required by retailers. Any assessment of
the range of alternative sources of supply therefore needs to take this factor into account.

9.2. Commercial viability of alternative sources of supply

Where retailers in a particular location have access to more than one source of supply,
consideration must also be given to the commercial viability of the alternative sources as this
will directly influence the competitiveness of the delivered price. An assessment of the
commercial viability will take into account:

8§ thereative transportation costs from each of the alternative sources to the city gate; and

§ the extent to which the alternative pipelines have firm capacity constraints that may
impede the ability of aretailer to obtain a firm supply of gas.
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9.2.1. Relative transportation costs

Therelative cost of transporting gas from the alternative sources of supply to the retailer’s
end market will depend on the proximity of these alternative sources of supply, and the tariffs
and the tariff structures prevailing on the pipelines. Consideration of the commercial
viability of alternative supply options should therefore take these factors into account.

A difference in transportation costs from alternative sources is not of itself prima facie
evidence that a particular source of supply is not commercially viable. Thisis because
differences in relative transportation costs may to some extent be shared between the
producer and retailer (viaalower ex-plant price) in circumstances where a producer is
seeking to compete on a delivered basis with gas supplied from alternative fields. The extent
to which this sharing will occur will depend on the willingness of the producer to supply the
particular location which will in turn depend on:

§ the extent of competition in the upstream market;
§ the extent to which the upstream interests differ across the alternative basins; and
§ the opportunity costs associated with supplying that location.

Finally, consideration should also be given to the type of transmission carriage model
operating within the jurisdiction. Inall jurisdictions excluding Victoria, bilateral contracts
must be struck between the retailer and the pipeline owner which specify the capacity
reservation required and have substantially capacity based charges. In contrast, the Victorian
model allows aretailer to transport up to its AMDQ and to pay a throughput based charge.
The distinction between these two models influences the accessibility a shipper has to firm
transportation services and the overall structure of the delivered price.

9.2.2. Firm transportation capacity

Firm transportation capacity constraints may also influence the commercial viability of a
supply option since retailers will require gasto be supplied on afirm basis. Where a
transmission pipeline does have firm transportation capacity constraints it may still be
possible for aretailer to obtain access to the pipeline if there are other users willing to trade
capacity. The pipeline owner may also have plans to expand the pipeline and thus
consideration should be given to the likely timing of this expansion and whether new users
will be expected to contribute to the expansion.

9.3. Access to risk management tools

Where aretailer’s residential customer base is particularly susceptible to seasonal influences
then aretailer will also need to be able to have arrangements in place to ensure that it can
meet peaks in consumption. Managing these seasonal variations in demand is costly and thus
retailers operating in colder climatesrely to a greater extent on access to competitively priced
gas supply and transportation risk management tools. A consideration of this issue should
therefore take into account:

8 the manner by which these risks can be managed in a particular jurisdiction (ie, higher
swing factor in the gas supply contract, storage facilities, spot market or bulletin
board/short term trading market facilities); and
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§ the cogt and availability of these risk management tools.
9.4. New entrants’ ability to enter the market

From a new entrant’s perspective the requirement that it commit to along term gas supply
contract specifying contracted quantities in the absence of an established customer base may
be viewed as a barrier to entry. Thisbarrier may be overcome if the new entrant can contract
with an intermediary rather than contracting directly with a producer. Although the cost of
purchasing gas from an intermediary would be expected to be higher than purchasing gas
directly from producers (ie, once the intermediary’ s margin is included) this type of
arrangement allows the retailer to minimise its commitment period and to establish a
customer base in the short term before committing to along term contract. The number of
intermediaries offering to sell gas will therefore have an influence on competition in aretail
market.

It isimportant to recognise in this context that the list of factorsto consider may change if a
decision is made to proceed with the implementation of short term trading markets at the city
gates of Sydney, Adelaide and Wallumbilla. The establishment of such markets may
alleviate some of the contracting issues faced by new entrant retailers while they are
establishing a customer base.

The ability of a new entrant to compete effectively in the retail market will also depend on
the extent to which the incumbent retailersin that jurisdiction have:

§ upstream interests in production that can be used to supply the market on a more
competitive basis to that available to the new entrant;

§ operational control or an equity interest in transportation assets, which may influence the
net price of transportation paid by the incumbent retailers relative to that paid by a new
entrant;

§ substantial capacity reservations on the transportation assets, which may affect the ability
of the new entrant to obtain access to the services offered by those pipelines; and

§ aportfolio of gas supply, storage and transportation contracts over which they can
manage their volume and price risk relative to the new entrant.

The countervailing power held by incumbent retailers will also be an important factor to
consider in this context.
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