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Executive summary

The natural gas industry plays a very large role in the New Zealand economy, and
its state and performance has an impact on productivity and growth. The Gas
Industry Company has engaged the Allen Consulting Group to assess the industry’s
state and performance to assist it to report on such to the Minister.

From the outset, we must acknowledge that the New Zealand gas industry is very
small by global standards. Gas is used principally to generate electricity and
penetration into the residential market is currently low. Market development
initiatives and expected outcomes that may be appropriate in other jurisdictions
might not be so in New Zealand.

Further, the New Zealand gas industry is in a transitional state on two dimensions:

e at the upstream end, the market is moving from a great dependence upon one
gas field and producer to a situation where gas comes from an increasing
number of fields and producers. This brings with it the need for more complex
transmission open access and trading systems; and

e across the industry, substantial new market arrangements — instruments and
institutions — are being designed, developed and put in place to bring about
the outcomes expected by the New Zealand Government in its current
Government Policy Statement on Gas Governance (the 2004 GPS).

Having regard to these features, we have reviewed the current state of each sector in
the New Zealand gas industry. We have also sought to maintain a realistic and
pragmatic view as to what should be expected of it and how its performance should
be measured now and over time.

Focus on competition

The 2004 GPS places a large emphasis on the need for the New Zealand gas
industry to be competitive and we agree that competition should be the focus of our
review.

In segments of the market that can operate competitively, competition will lead to:

o efficient prices (where prices reflect the marginal costs of supply and there are
incentives for suppliers to drive down prices);

o the development of new products and services that are aligned with customer
demands; and

e the distribution of benefits across all customers.

In the segments of the market that are natural monopolies, regulation seeks to create
conditions that achieve similar outcomes and that facilitate effective competition in
the competitive segments.

The body of our work involves a detailed scan of the policy context and each sector
in the industry. From our examination, we draw out the major issues with which the
gas industry must deal before assessing its overall state and performance.
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Evolution of government policy and regulatory reform

The New Zealand Government conducted an extensive review of the gas industry in
2002 culminating in the publication of the 2004 GPS and the establishment of the
Gas Industry Company. Policy continues to evolve and there are currently two
major issues that arise for the gas industry:

e Challenges of the co-regulatory model — The model of co-regulation in the
New Zealand gas industry is innovative and brings with it a great opportunity
for the gas industry to bring forward practical and effective market and
regulatory development solutions. In return for giving the industry this
opportunity, the Government expects the industry to fund, cooperate, support
and contribute voluntarily to the Gas Industry Company’s work program. The
success of Gas Industry Company will largely depend on the insight and
expertise it brings to bear on its challenges and the willingness of its board and
membership to support the new initiatives necessary to bring about the
outcomes the Government expects.

o  Emerging energy policy — As they are further developed, the related energy
policy documents embedded in the 2004 GPS could create a number of
additional objectives, which could go well beyond the explicit market and
regulatory developments outlined in the GPS today. When the draft New
Zealand Energy Strategy is released later this year, the Government needs to
give careful consideration to the wording of its government policy statement
on gas governance to ensure that it seeks outcomes from the industry that are
reasonably consistent with one another and consistent with the NZES, and that
it also continues to be clear about how the industry should achieve these
outcomes within its commercial environment in which the industry operates.

Production and processing sector

Exploration for natural gas and the development of new production and processing
facilities has increased in recent years in response to the depletion of the Maui field
and the consequent higher prices.

The sector still remains highly concentrated with three companies — Shell, Todd
and OMV, individually and together — in a dominant position, and this is likely to
remain so for some years.

The major issue for the production and processing sectors is:

e Maintaining the attractiveness of New Zealand for new entry investment —
The gas industry can enhance New Zealand’s attractiveness for new
exploration and production investment by reducing barriers to entry. In
particular, it can improve the ability of third parties to gain access to existing
processing facilities, and an information disclosure regime is being considered
to achieve this. In contrast, the prospect of the Government discouraging new
gas-fired generation could reduce the attractiveness of New Zealand as an
exploration investment destination. Such a policy could neutralise the
incentives created by the Government’s fiscal concessions currently in place to
encourage new exploration and production, even that necessary to sustain the
currently installed gas-fired capacity and other customer demand in the
medium to long term.

The Allen Consulting Group \
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Transmission and wholesale trading sectors

As transmission services and wholesale gas are perfect complements, we have dealt
with them together. They are perfect complements because transmission services
have to be purchased with wholesale gas.

New Zealand has two major transmission pipelines, one owned by Vector
Transmission (VT) and one owned Maui Development Limited (MDL, owned by
Shell, Todd and OMV). Each pipeline is governed by a different type of code. VT
is a signatory to the New Zealand Pipeline Access Code; however, it is its bilateral
transmission services agreement and interconnector agreements that describe the
terms and conditions (including price) that apply in each case. In contrast, MDL
provides transmission services beyond that related to legacy gas are set down in the
Maui Pipeline Operating Code (MPOC). The Gas Industry Company is currently
working on ways in which it can make both access arrangements more effective.

The wholesale gas market has many participants but is dominated by three large
companies — Contact Energy, Genesis Energy and Vector. Wholesale customers
including electricity generators and petrochemical plants consume around 70 per
cent of New Zealand’s gas.

The major issues for the transmission and wholesale sectors are:

e Clarity of legacy, capacity and balancing arrangements — There is a need for
the Gas Industry Company to facilitate forums with the objectives of
developing a complete picture of current arrangements for Maui legacy gas,
capacity offerings and gas balancing, identifying and agreeing the issues,
developing an action plan, and communicating their conclusions to the
industry as a whole. The industry needs this as a starting point for resolving its
other issues.

e Vertical integration — There are two noteworthy cases of vertical integration
in this sector, where affiliated businesses have interests in both large monopoly
transmission pipelines and competitive wholesale trading activities: the Maui
mining companies (Shell, Todd and OMV) and Vector. It is of concern to
some participants that Vector undertakes the role of commercial, technical and
system operator for its own pipeline, the role of technical and system operator
for the MDL pipeline.

e  Structure of the VT transmission contracts — As Vector’s transmission
services agreement and interconnector agreements are bilateral contracts, if
changes are to be made to the manner in which the VT transmission pipelines
are operated in the interests of the market as a whole, each agreement would
have to be amended through bilateral negotiations. The structure of VT’s
transmission contracts could impede the efficiency and development of the
transmission sector and wholesale trading. In contrast, the MPOC is the basis
of all new transmission contracts on the Maui pipeline and can be changed
more easily to enable industry-wide market developments.

The Allen Consulting Group \
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o  Effective open access — We agree that there is a need to formally establish the
principles of effective open access to transmission pipelines. An effective
open access regime will involve arrangements that provide policy makers and
industry participants with confidence that transmission network services will
be provided to existing and prospective transmission users in an efficient non-
discriminatory basis and that the access arrangements provide a firm
foundation for competition between the transmission users. In doing so, it will
be important to recognise the price regulation role of the Commerce
Commission to minimise any overlap and ensure it role is complementary to
that of the Gas Industry Company.

The Gas Industry Company has encouraged Vector to develop a VT operating
code along the same lines as the MPOC. Along with the MPOC, this code has
the potential to become an important component of an effective open access
regime. We understand that Vector has commenced work to develop its code
and is making good progress.

e Unbundling of wholesale contracts — The flexible Maui contracts are coming
to an end and transmission pipeline owners are now offering less unbundled
contracts in their place. We see this as a positive development in the market.
The unbundling of contracts will ensure that market participants bear directly
the costs and risks associated with their behaviour in the market — such as the
purchase of sufficient wholesale gas to meet their customers’ needs — and this
will drive more efficient outcomes.

e Enhancing wholesale trading — The Gas Industry Company has made a good
start in terms of investigating the opportunities to enhance wholesale gas
trading, especially improving the transactional efficiency of the secondary
trade, such as creating a standard wholesale gas contract and a simple
communications platform that matches buyers and sellers. Achieving clarity in
relation to capacity offerings and gas balancing should be a pre-condition for
any conceptual design and consideration of a more sophisticated trading
platform or spot market that could further enhance trading opportunities.
Along with this clarity, the establishment of an effective open access regime
will create a much better basis for the consideration of nodal balancing
markets. If a trading platform is considered too soon, it could become
discredited before its potential benefits can be defined and recognised.

Distribution sector

We note recent bypass activity and the Commerce Commission’s work to establish
a price control for Vector  and Powerco.

The major issue for the distribution sector is:

1
Only in relation to VVector’s distribution network in Greater Auckland, Tuakau and Ramarama.
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Distinguishing the roles of the Commerce Commission and the Gas Industry
Company — The Commerce Commission is well advanced in its work to set a
price control. The Gas Industry Company might find itself in an impossible
position to establish reasonable terms and conditions of access to the
distribution pipelines for retailers if the Commerce Commission does not
define the related level of service to retailers to which its price control relates.
At this stage, it would be appropriate for the Gas Industry Company to put
forward to the Commission a sample retailer/distributor service agreement that
the Commerce Commission can use to define a standard service to retailers to
which its price control relates.

Retail sector

We have examined the pattern of gas usage and prices over the past five years, and
we have reviewed the activities of retailers.

The major issues for the retail sector are:

Development of retail market systems — The New Zealand has a small retail
gas market and, accordingly, each decision by the industry to further develop
retail market systems must take account of the costs and benefits. A customer
registry is being developed and there will be a need for rules to clearly spell
out the links between the customer registry, the allocation and reconciliation
process, and the service provided by metering providers and data agents.

Promotion of the direct use of gas — We have detected a common view that
the direct use of gas is always more efficient than using electricity and that the
direct use of gas should be promoted. Whether the direct use of gas is more
efficient or more economic than the use of electricity for a given consumer in
any setting — industrial, commercial or residential — will depend on a
complex range of factors. The best way to ensure that each consumer has the
ability to make the correct decision about whether to use gas directly, or to use
electricity or some other fuel, is to ensure that the prices of gas and electricity
to the customer are fully reflective of the costs down both value chain, that
each sector down the chain is performing efficiently, and that customers have
the capability and information they need to make accurate price comparisons.

Customer information — More can be done to empower customer choice,
including establishing a free gas price comparator website that also includes a
useful tool to enable customers to properly choose between gas and electricity
given their own circumstances.

Customer protection —  There could be an opportunity to design a new
regulatory framework for customer protection that involves the Electricity and
Gas Complaints Commission (EGCC) but allows it to focus on complaints.
The framework could include a marketing code of conduct that the Gas
Industry Company might develop.

The Allen Consulting Group \
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State of the gas industry

We describe the state of the gas industry in terms of the most fundamental
indicators as to whether competition can exist: the number of firms and market
concentration, and the barriers to entry and exit.

Number of firms and market concentration

Based on the information we have available, there is no doubt that the whole New
Zealand gas industry is concentrated. The dominant companies at the production
and processing end are Shell, Todd and OMV, and Contact Energy and Genesis
Energy at the wholesale and retail end.

Barriers to entry and exit

Given these high levels of market concentration, it is important to identify and
address the major barriers to entry and exit. From our desk-top research, it would
appear that the barriers for new entrants to the production, processing, wholesale
and retail sectors arise from the same factors that are challenging the industry
incumbents:

o the need for companies to explore for, find and develop economically
recoverable quantities of gas in new fields;

e the costs associated with establishing new production and processing facilities,
including liquid storage;

e the transaction costs caused by the increasing complexity of the wholesale
market: the increased number of fields from which gas is purchased, the
unbundling of gas and transportation contracts, understanding the manner in
which transmission pipelines are balanced and gas is allocated and reconciled:;

o the availability of rights for parties seeking access to the transmission pipeline
on reasonable terms and conditions;

o the lack of clarity about the service that distribution pipelines will provide to
retailers under the terms of the use of system contracts;

e concerns by some that vertically integrated pipeline companies might not be
providing access on a non-discriminatory basis;

o lack of clarity in relation to responsibilities for gas quality and the management
of gas emergencies;

e the transaction costs and time delays associated with retail customer switching;

o the difficulties facing customers as they seek to make informed choices as to
which gas retailer they should engage, or whether to use gas in the first place;
and

o the transaction costs associated with meeting the regulatory requirements of a
customer protection regime — currently the requirement to be a party to an
approved complaints resolution scheme.

The Allen Consulting Group \
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Most of these barriers are unavoidable to some extent; however their impacts can be
mitigated. We agree with the Gas Industry Company that there are substantial
benefits to be gained by placing the highest priority upon the creation of an
effective open access regime for transmission and facilitating more competition at
the wholesale level. These initiatives will improve the industry’s efficiency in the
transmission and wholesale sectors, and create a transparent and firm foundation for
the development of the emerging new retail market systems.

We have not identified any barriers to exit that require immediate attention
Performance of the gas industry

Market development activity

Market development initiatives are required to overcome the most substantial
barriers to entry that currently exist. In the first instance, we have gauged the
industry’s performance in terms of its efforts to meet this challenge.

Does the current GPS reflect the right priorities?

The priorities and tasks set out in the gas industry in the 2004 GPS are strongly
consistent with the need to develop the fundamental elements of a well
functioning gas market, particularly in relation to the wholesale market, access
to the transmission and distribution pipelines, and the establishment of a
customer switching registry.

The timetable set down in the 2004 GPS requires review in the light of what
the gas industry has achieved to date, the approach it is taking, and what it can
achieve over the next few years.

Does the gas industry have a sound plan to deliver the outcomes necessary

to improve competition?

Through the Gas Industry Company, the industry has a clear work plan to
achieve most of the outcomes required in the GPS’; however, we note that its
plan is subject to change from time to time. By the end of June 2007, the Gas
Industry Company plans to have considered and designed the vast majority of
the specific industry outcomes set down in the GPS, and to bring the required
arrangements and systems into operation over the following 12 to 18 months.

One area where the Gas Industry Company’s plan appears to need further
consideration is the timing of the work to develop reasonable the terms and
conditions of access to distribution networks in the light of the Commerce
Commission’s work to establish a price control for the Vector and Powerco
pipelines.

Is the gas industry supporting the Gas Industry Company to deliver on the
plan?

While it is clear that the industry does not agree with all the decisions that the
Gas Industry Company makes, our observation is that it is providing a good
level of support.

’ Gas Industry Company 2006, Strategic Plan 07-09.
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What areas should be considered for the next GPS?

The Gas Industry Company is well advanced in its work to achieve the
outcomes listed in the GPS — some in relation to the retail market are
complete. While some are not complete and have some way to go, the
industry’s understanding of what they involve is becoming much clearer.
Given this, and the emergence of the New Zealand Energy Strategy, it is
nearing the time when the GPS should be reviewed and revised, as it should be
every two to three years.

In our view, the next GPS could:

e continue to set down the overarching objectives of the gas industry to
enhance its ability to operate competitively and thereby efficiently;

e recognise the role of the industry body (the Gas Industry Company) in not
only market development but also in monitoring, operation and
maintenance of market arrangements;

e  provide for a two yearly cycle whereby the industry body would:

- formally assess the state of the gas industry in terms of its market
concentration and barriers to entry and exit;

— monitor progress of market developments and the level of competitive
activity;

- revise the industry’s strategies and priorities for on-going
developments, which would form the basis of the industry body’s
strategic plan;

- report competition outcomes with an expectation of incremental
improvements.

A two year cycle is appropriate given that many market development
initiatives have long lead times and their benefits will take some time to
become measurable.

An appropriate time for the completion of the next full assessment of the
industry’s state and performance would be April 2009. This would be the
earliest time at which the industry’s performance could be measured on the
basis of its competitive activity given that its new wholesale and retail market
systems are planned to come into operation in mid 2008. In the meantime, the
Gas Industry Company’s annual report will enable it to report on its progress
with market developments and the industry’s competitive activity to the
limited extent information is available.

Competitive activity

We have set down a concise list of indicators that together can provide a good
picture of the level of competition that exists in, or is facilitated by, each sector. No
single indicator stands on its own.

The Allen Consulting Group \
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Table E.1

RECOMMENDED INDICATORS OF COMPETITIVE ACTIVITY (FOR A FINANCIAL YEAR)

Wholesale trading

Exp Processi
pr

Participation in government

auctions of frontier region
blocks (MED)

Offers of excess capacity to
new gas suppliers (IS)

Bids and offers of capacity
posted (WT)

Bids and offers of gas
posted (WT)

Number of wells drilled
(MED)

Number of processing
contracts in place (IS)

Capacity used and/or
reserved (WT)

Number and quantities of
short term gas contracts in
traded (WT)

Number of mining permits
issued (MED)

Number and quantities of
short term capacity contracts
traded (WT)

Shipper satisfaction with
trading arrangements (IS)

Number of access disputes
(1S)

Evidence of collusion or
exclusive dealing (CC)

Evidence of collusion or
exclusive dealing (CC)

Confirmation of effective
ring-fencing (AP)

Evidence of collusion or
exclusive dealing (CC)

Type of new products and
evidence of innovation (IS)

Type of new products and
evidence of innovation (IS)

Type of new products and
evidence of innovation (IS)

Type of new products and
evidence of innovation (IS)
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Distribution

Number of new connections
(1S)

Retail trading (ind & comm)J

Number and type of market
offers made (IS)

Retail trading (residential)

Number and type of market
offers made (IS)

Time and average cost to
connect a new customer—
greenfield & brownfield (IS)

Gross, net and multiple
switching (SR)

Gross, net and multiple
switching (SR)

Customer satisfaction with
retailer arrangements (CS)

Customer satisfaction with
retailer arrangements (CS)

Number of access disputes
(1S)

Number of customer
complaints (EGCC)

Number of customer
complaints (EGCC)

Confirmation of effective
ring-fencing (AP)

Evidence of collusion or
exclusive dealing (CC)

Evidence of collusion or
exclusive dealing (CC)

Type of new products and
evidence of innovation (IS)

Type of new products and
evidence of innovation (IS)

Type of new products and
evidence of innovation (IS)

Source: ACG analysis.

Notes:

1. ‘Gross switching’ is the total number of customer switching transactions over a period; ‘net switching’ is
the number of customers who have switched at least once over the period; and ‘multiple switching’ is the

number of customers that have switched more than once over the period.

2. Information sources: MED is Ministry of Economic Development, CC is Commerce Commission, WT is
wholesale trading system; AP is auditor of pipeline owner, ID is information disclosed under the Gas
(information disclosure) regulations, SR is switching registry, IS is industry survey, and CS is customer

survey.

Each of these indicators is:

e meaningful — it has some direct relationship to a transaction that creates value

in the market;
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e comparable — it can be compared with similar activity in other markets or in
the same market over time; and

o measurable in a cost-effective manner — it can be measured using information
already collected, that should be generated by market infrastructure (when
such infrastructure becomes available), or that should be able to be collected
inexpensively from the industry.

For example, many of the indicators measure the level of trading transactions that
will be made possible by the regulatory and market arrangements that are being put
in place. Other indicators measure the extent to which the market is satisfying or
responding to customers’ needs.

We have sought to rely as much as possible on existing information sources. We
have also included a number of indicators for which some form of industry or
customer survey will be needed to collect the required information. Thirdly, we
have recommended that the effectiveness of the transmission and distribution
pipeline’s ring fencing be confirmed. This would require a report from an
independent expert, perhaps an external auditor.

Assessment of current competitive activity

We are unable to undertake any meaningful assessment of the competitive activity
of the whole gas industry based on the information we have available to us at this
stage.

The only related information we have available to us is in relation to the number of
wells drilled and the number of mining permits issued in 2005 (see Chapter 3), both
of which have increased over recent years in response to the depletion of the Maui
field and rising gas prices. These indicators confirm that the exploration and
production companies are responding appropriately to price signals.

Competitive activity target

We recommend that a target range of 5 to 20 per cent be applied to the indicator,
gross number of customer switches. However, given that many of the market
systems and arrangements that will underpin the market over the next few years are
not yet developed or implemented, it would be unrealistic to set performance targets
for the other indicators at this stage.

To facilitate future assessments, we recommend that the Gas Industry Company:

e liaises with the Ministry of Economic Development, the Commerce
Commission, the EGCC and gas industry participants to arrange for the
information necessary to determine the state and performance of the industry
in the manner we have described (with guidelines where necessary); and

e  starts to collect whatever information can be made available so that at least a
partial competitive activity assessment can be provided in its 2007 and 2008
annual reports.

The Allen Consulting Group \
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Overall findings and conclusions

Our overall finding is that the state of the New Zealand gas industry is concentrated
and that there are substantial opportunities to enable better levels of competition
and, by implication, better level of industry efficiency.

The performance of the industry in developing the new market arrangements
expected in the GPS has been good. It needs to continue its support of the
processes being conducted by the Gas Industry Company so that the solution being
developed can benefit from the wider industry experience.

It is too early to meaningfully measure competitive activity because the market
systems are not yet in operation and the required information will not be available
for a full assessment until April 2009. However, arrangements can now be made to
collect the information and make at least a partial assessment at the end of 2006-07.

The Allen Consulting Group \
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Chapter 1
Introduction and background

1.1 Context and purpose of this report

As illustrated in Figure 1.1, natural gas is a major source of primary energy in New
Zealand and plays a very large role in the productivity and growth of the country’s
economy.

Figure 1.1

TOTAL PRIMARY ENERGY SUPPLY 1974-2004 (PJ)

900

800 +
700 +
Other Renewables'
600 +
500 + Geothermal
Hydro
400 + :
300 + : A Gas

200 +

100 + Imported Oil & Oil Products
i m

1974 1976 1978 1980 1982 1984 1986 1988 1990 1992 1994 1996 1998 2000 2002 2004

Calendar Year

Source: Dang, H. 2006, Data collection/processing approach to the energy balance — The case of New
Zealand, Presentation to the International Energy Agency, 28 April, p. 6

Note: ‘Other renewables’ includes electricity generation from wind, biogas, industrial waste, wood and
solar water heating.

Not surprisingly, in recent years the gas industry has been the subject of a
substantial Government reform program, which has focused on exploiting New
Zealand’s natural gas in the most efficient way through a range of strategies:
introducing competition, regulating the monopoly aspects, and developing
governance arrangements. The 2004 Government Policy Statement on Gas
Governance (Appendix B) sets out government policy objectives and desired
outcomes for the industry.

The Gas Industry Company was formed as the basis of co-regulatory arrangements
with the New Zealand Government to oversee development of the gas industry. It
has an obligation under its constitution to report regularly to the Minister on the
performance and present state of the industry.
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The Gas Industry Company intends to prepare such a report in the near future and
are seeking to come to a view as to the industry’s performance. This report has
been prepared to assist the Gas Industry Company to do so.

1.2 Terms of reference

Our terms of reference required us to deliver six analysis and advisory tasks, which
were to.

1. review the performance and present state of the New Zealand gas industry in
each of the different parts of the supply chain (production, wholesale,
transmission, distribution and retail);

2. review the Company’s existing analysis and the submissions of industry
participants in order to identify participant views on the areas of concern;

3. identify any areas in addition to the existing priorities that need particular
attention;

4.  propose performance indicators that could be used by the industry and
Government to monitor efficiency in each part of the supply chain;

5. where possible, establish baseline measurements for each performance
indicator; and

6.  where practical, suggest three year and long-term benchmark levels for each
performance indicator, based on international experience.
1.3 Our process

We approached this consultancy in three stages.

Stage 1 — Reviewed the present state and performance of the gas industry

After settling our approach with the Gas Industry Company, we prepared a draft
report in which we have:

o reviewed the evolution of Government policy and reform;

o reviewed in detail each sector of the gas industry in terms of its market
structure, industry-led developments and strategic challenges;

o developed a framework by which the industry’s state and performance can be
assessed; and

e assessed the industry’s state and performance and provided recommendations
on the way forward.

The Gas Industry Company provided its initial comments on our draft report.

Stage 2 — Consulted Gas Industry Company staff on the draft report

We met with Gas Industry Company staff on 13 October 2006 to discuss the draft
report.

On the basis of comments received them, we reviewed our report.
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Stage 3 — Provide final report and present it to the GIC board

We presented the main points of our report to the Gas Industry Company board on
6 November 2006, and, on the basis of further comments, we finalised our report.

1.4 Particular features of the New Zealand gas industry

We have acknowledged that the natural gas industry plays a very large role in the
New Zealand economy, and that its performance will have an impact on the growth
and security of the country’s energy supplies.

However, we must also acknowledge that the New Zealand gas industry is very
small by global standards. Market development initiatives and expected outcomes
that may be appropriate in other jurisdictions might not be so in New Zealand.

Further, the New Zealand gas industry is in a transitional state on two dimensions:

e at the upstream end, the market is moving from a great dependence upon one
gas field and producer to a situation where gas comes from an increasing
number of fields and producers. This brings with it the need for more complex
transmission open access and trading systems.

e across the industry, substantial new market arrangements — instruments and
institutions — are being designed, developed and put in place to bring about
the outcomes expected by the New Zealand Government in its current
Government Policy Statement in Gas (the 2004 GPS).

Having regard to these features, we have reviewed the current state of the New
Zealand gas industry. We have also sought to maintain a realistic and pragmatic
view as to what should be expected of it and how its current and future performance
should be measured now and over time.

15 Competition is the key focus

The 2004 GPS places a large emphasis on the need for the New Zealand gas
industry to be competitive and we agree that competition should be the focus of our
review.

In segments of the market that can operate competitively, competition will lead to:

o efficient prices (where prices reflect the marginal costs of supply and there are
incentives for suppliers to drive down prices);

o the development of new products and services that are aligned with customer
demands; and

e the distribution of benefits across all customers.

In the segments of the market that are natural monopolies, regulation seeks to create
conditions that achieve similar outcomes and that facilitate effective competition in
the competitive segments.

For this reason, when considering the state and performance of the New Zealand
gas industry, we have focused on how the industry is developing and operating as a
well functioning competitive market.
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1.6 Framework for the assessment of state and performance of the
industry

State of the industry

The state of the industry in each sector can simply described in terms of:

e the number of firms in the sector and the level of market concentration; and
e the barriers to entry and exit: the areas in need of market development;

After examining each of the industry sectors in detail (Chapter 3 to Chapter 6), we
assessed the industry’s current state (Chapter 7).

Performance of the industry

We have measured the performance of the gas industry on two levels: market
development activity and competitive activity.

Market development activity

The Government clearly expects the gas industry to develop its own market. In
relation to market development, we have gauged the performance of the industry as
the extent to which it is doing what it should to improve competition, or the
facilitation of competition, in each sector. We have taken account of the policy
context of our review (Chapter 2) and the strategic issues the industry faces. We
have also recognised that the Government and the industry must determine
priorities, allocate resources and set timetables for these activities with regard for
the small size of the New Zealand gas industry, for the costs and benefits of the
options available, and, over time, for the changes in competitive activity.

Our assessment of market development performance is therefore based on the
following questions:

e  Does the current GPS reflect the right priorities?

e Does the gas industry have a sound plan to deliver the outcomes necessary to
improve competition?

e Is the gas industry supporting the Gas Industry Company to deliver on the
plan?

e  What areas should be considered for the next GPS?

Competitive activity

In Section 7.3, we develop a list of indicators that together can provide a good
picture of the level of competitive that exists in, or is facilitated by, each sector.

We describe the criteria by which we chose them and the information sources they
require.

After reviewing the industry in detail, we determined the extent to which we can
assess its current competitive activity.
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1.7 Sources of information

The information on the gas industry that we gathered and used for our review came
from a wide variety of public sources including:

e annual reports, access codes, contracts and information memoranda published
by gas industry businesses;

o information provided in accordance with the Gas (information disclosure)
regulations;

e publications by or for, and submissions to:

the Commerce Commission;

the Consumers Institute of New Zealand;

— the Electricity and Gas Complaints Commission;

- the Energy Efficiency and Conservation Authority; and
— the Gas Association of New Zealand;

— the Gas Industry Company;

- the Minister of Energy;

— the Ministry of Economic Development, Companies Office, and Crown
Minerals, including Energy Data File and Domestic Gas Prices;

e media reports and company press releases; and
e independent research papers.

In addition, the Gas Industry Company provided us with advice as to the current
status of its work plan as there have been changes since the publication of its
strategic plan in June 2006.

The usefulness of the information collected from the gas industry and published by
the Ministry of Economic Development (for pipeline information disclosures,
energy data files, and retail price publications) is compromised by what appears to
be a lack of consistency in relation to format, definitions and timescales. To the
extent that this information continues to be required from the industry, there should
be clear guidelines to ensure that the information is provided in a consistent format
and is accurately and consistently collated and reported.
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Chapter 2

The evolution of government policy and
regulatory reform

It is important to consider the performance of the gas industry in the context of
what the New Zealand government expects of it. Over recent years, the manner in
which the Government has expressed its energy policy and expectations for the
industry has evolved, and continue to do so. This section examines that evolution.
2.1 Review of the gas industry

In view of the importance of the gas industry to New Zealand’s economy, and the
challenges it faces as Maui gas declines, in February 2001 the Government
instigated a major review of the industry, which it conducted in two stages:

e the commissioning of an independent report;

e deliberations within Government culminating in three Ministerial policy
papers;

Recommendations arising from the review were implemented in the following
steps:

e  requesting the Commerce Commission to report to the Minister under section
56 of the Commerce Act on whether “‘control’ should be introduced on gas
transmission and/or distribution pipelines;

o facilitation of a re-negotiation of the Maui contract; and
e  establishment of an industry co-regulatory body.

We examine each stage and step in turn along with the current implications for our
report.

Independent report on the gas industry
The Ministry of Economic Development commissioned ACIL Consulting to:
o review the efficiency of the gas industry; and

e assess the issues and discuss the policies that needed to be considered over the
following few years with regard for the challenges that faced the industry at
that time.”

3
ACIL Consulting, 2001, Review of the New Zealand Gas Sector, Report to the Ministry of Economic
Development, October.
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While the gas industry did not universally endorse the ACIL Consulting report’, it
marked an important point in the way the gas industry was seen by its stakeholders.
We will discuss in later chapters how the gas industry has moved to meet many of
the issues that ACIL Consulting raised, together as an industry, and individually on
a commercial basis. But first, we will outline the Government’s response.

Developments in government policy on the gas industry

The Minister of Energy issued three papers to the Cabinet Economic Development
Committee in November 2002, and the Committee accepted the recommendations
of each.

Gas sector review, paper 1: background

The first paper reflected on the findings of ACIL Consulting report, noted that gas-
fired electricity generation is likely to be the most cost-effective large scale energy
source for medium term new generation capacity requirements in the North Island,
highlighted the transition through which the gas industry was progressing, and
sought consideration of the policy issues raised in the following two papers.

Gas sector review, paper 2: market structure and economic regulation

This paper argued the case that the Government should request the Commerce
Commission to report to the Minister under section 56 of the Commerce Act 1986
(Commerce Act) on whether ‘control’ should be introduced on gas transmission
and/or distribution pipelines. It also promoted the idea that the industry would be
best positioned to bring forward arrangements to improve the retail and wholesale
gas markets in accordance with a new government policy statement.

Gas sector review, paper 3: open access to Maui pipeline

This paper demonstrated that open access to the Maui pipeline was essential to
enabling adequate gas to northern market power generators, at least in the medium
term. It argued that the Government should facilitate negotiation of an open access
regime in a manner set down in the new government policy statement

2.2 Request to Commerce Commission to report on ‘control’ of gas
pipelines

As requested by the Government, the Commerce Commission conducted a Gas
Control Inquiry into whether control under Part 4 of the Commerce Act should be
imposed on any of the gas transmission or distribution companies.

In order to conclude that control could be imposed under Section 52 of the Act, the
Commission needed to determine:

o whether competition is limited or is likely to be lessened in the relevant
market, and

o whether control is necessary or desirable in the interests of persons who
acquire or supply the goods in the affected market or markets.

4
Corydon Consultants Ltd 2002, Review of New Zealand’s gas sector, summary of submissions, April, pp. 2-4.
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Having determined that the market met the legal definition for control to be
imposed, the Commission next considered whether an order imposing control
‘should’ be made. In this respect, the Commission weighed up the wider economic
costs of subjecting the network to price regulation against the range of expected
benefits. In doing so the Commission considered the efficiency costs of achieving
reductions in excess returns, the magnitude of the benefit to acquirers, the impact of
a recommendation not to control, and series of other qualitative factors.

As noted above, the Commission determined that there were separate markets for
the provision of gas distribution services in the area encompassed by each gas
distribution business. It also noted that there were separate markets for the
provision of gas distribution services to commercial and industrial consumers in the
vicinity of bypass markets. Finally, it concluded that distribution networks had the
characteristics of natural monopolies and, outside of the specific bypass markets,
that competition was limited.

To determine if the legal test for imposing control was met, and to see if control
was necessary or desirable in the interest of acquirers, the Commission conducted
what it called a Net Acquires Benefit test. This test involved:

o identifying the benefits of control measured as the potential price reduction to
customers;

e identifying the potential administrative costs to the regulator and regulated
business of imposing the control; and

e balancing one against the other.

The Commission’s conclusion was that, in the case of the distribution networks of
both Powerco and Vector’, excess returns were being earned and that there would
be net acquirer benefits from imposing control. The Commission also estimated the
net public benefit (efficiency gain) that could be brought about by imposing control.
In contrast, the Commission estimated a negative net public benefits from imposing
control on all businesses. The Commission ruled that after considering its
additional tests regarding whether control should be imposed, including
consideration of the net efficiency cost to the economy and the absolute impact on
end users, that control should be imposed on these businesses.

We understand that Powerco and Vector are challenging whether the Commission
was correct to apply the Net Acquirers Benefits test rather than the more
conventional public benefit test.

As part of its recommendation the Commission also recommended that a targeted
threshold regime should be introduced for the transmission pipelines and, if the
Government were to introduce this, a similar provision should be enacted for the
regulated distribution networks, repealing the price control and regulating both the
transmission and distribution system through a consistent framework.

5
Only in relation to Vector’s distribution network in Greater Auckland, Tuakau and Ramarama.
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The Minister of Energy accepted the Commission’s recommendations and
announced that Vector and Powerco will be made subject to control orders under
Part 5 of the Commerce Act for a period of 11 years. He also proposed that the
Government would introduce amendments to the Commerce Act introducing a
threshold regime for both the gas transmission and distribution networks and
transfer responsibility for information disclosure regime to the Commerce
Commission.

In August 2005, the Commission published a provisional authorisation under the
control order directing that from October 2005 the price charged by Powerco must
fall by 9 per cent and the price charged by Vector by 9.5 per cent. It continues to
review the businesses and expects to make a final determination on its price control
in 2007.

2.3 Re-negotiation of the Maui gas contract

In 1973, the Crown entered into an agreement to purchase 50 per cent of the shares
in Maui Development Limited (MDL) that developed the Maui gas field. At the
same time, it also entered into an agreement with MDL to purchase most of the gas
from the field to supply new and proposed gas-fired electricity generators. This
agreement included delivery of the gas through the newly developed Maui pipeline
to a range of delivery points. The contract bundled gas and transmission and had no
arrangements for separating out the cost of energy or transmission. The contract
runs for 30 years from the date of first delivery, expiring in June 2009.’

In the late 1980s, the Crown sold off its share in Petrocorp, the holding company
for its 50 per cent stake in MDL.

In 1990, the Crown restructured its contracts, on-selling its rights to gas in a series
of six contracts. These new contracts remain separate to the original contract and
the parties can only enforce their rights through the Crown.

After industry consolidation and sales, three companies held the six 1990 contracts
with rights to the following proportions of the Crown entitlement:

e Vector (through its purchase of Natural Gas Corporation) 27.47 per cent;
e  Methanex 29.74 per cent; and
e Contact 42.79 per cent.

By 2002, Natural Gas Corporation had made arrangements to further on sell some
of its gas commitments to Genesis Energy and Methanex.

6
http://www.bellgully.co.nz/resources/resource_00214.asp and
http://www.bellgully.co.nz/resources/resource_00215.asp.
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The latest revision to these contracts occurred in 2004 when the Maui mining
companies (Shell, Todd and OMV), the Crown and the parties that held the final
delivery rights to the Maui gas (Vector, Methanex, Contact) agreed to amend the
terms of the Maui gas contract, limiting the remaining amount of gas to be
delivered under the contract price — which is significantly below the current
market price for gas — to 367 PJ. An independent expert determined at the time
that 367 PJ was ‘economically recoverable’ from the Maui field. Any gas
recovered in excess of this limit will now be sold by MDL at the market price, thus
providing an incentive for further development of the field. Of the further gas
recovered from the field, 40 PJ would be reserved for Methanex’ whilst Contact and
Vector would have right of first refusal for the additional gas.”

2.4 Establishment of an industry co-regulatory body

The following developments led to the establishment of Gas Industry Company.

Government Policy Statement: Development of New Zealand Gas Industry

In March 2003, the Minister of Energy issued the Government Policy Statement:
Development of New Zealand Gas Industry (the 2003 GPS). Significantly, the 2003
GPS specified the Government overall objective for gas:

To ensure that gas is delivered to existing and new customers in a safe, efficient,
fair, reliable, and environmentally sustainable manner.

It set down the guiding principles and timetable for the gas industry to establish a
governance structure and decision-making process to manage the further
development of gas market arrangements and to prepare a work plan in relation to
production and wholesale markets, access to transmission and distribution
networks, retail markets and gas safety. The 2003 GPS also set down the
Government’s approach to negotiating open access to the Maui pipeline.

While the Government was successful in negotiating open access to the Maui
pipeline (see Section 4.3), the gas industry struggled to establish an appropriate
governance structure. After extensive discussions within the gas industry, it was
determined that the governance structure contemplated in its 2003 GPS needed
statutory powers and functions to be effective.

Government Policy Statement on Gas Governance

As a consequence, in October 2004, the Government replaced the 2003 GPS with
its Government Policy Statement on Gas Governance (the 2004 GPS, contained in
Appendix B), which signalled a number of important changes to the Government’s
policy on the gas industry.

! This is often referred to as the ‘Methanex 20/20 deal ‘.
8
Hon Pete Hodgson 2004, Press Notice, Maui gas agreement improves energy security, 2 June.
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Co-regulatory model — The Government confirmed its preference for
industry-led solutions where appropriate, indicated its intention to implement
in cooperation with the gas industry a co-regulatory model of governance, and
has highlighted its intention to establish a Crown regulatory authority, the
Energy Commission, if the corresponding industry body does not deliver the
expected outcomes;

Amended legislation — The Government noted amendments to the Gas Act:
(2) allowing the Minister of Energy to approve an industry body to recommend
regulations and rules in the areas of wholesaling, processing, transmission and
distribution of gas; and (2) allowing the Government to directly regulate retail
and consumer issues.

New outcomes — The specific outcomes the Government is seeking from the
industry (see Box 2.1) have been adjusted to add the facilitation and promotion
of the ongoing supply of gas, the enhancement of investment incentives, and
the achievement of the Government’s climate change objectives by minimising
losses and promoting energy efficiency;

Related policy documents — The 2004 GPS lists as related documents the
Sustainable Development Programme of Action, the National Energy
Efficiency and Conservation Strategy, the Climate Change Work Programme
and the Government Policy Statement on Electricity Governance;

Areas for industry-led solution — The 2004 GPS includes all the areas for
industry-led solutions set out in the 2003 GPS except that it adds access to gas
processing facilities to the list and removes gas safety, which will be covered
under the regime being progressed through the Energy Safe Review Bill and the
Health and Safety in Employment Act; and

Government oversight — The Government set a deadline December 2005 for
the industry body to bring forward all the industry-led solutions.

The Allen Consulting Group \
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Box 2.1
OUTCOMES THE GOVERNMENT IS SEEKING FROM THE INDUSTRY

Consistent with this overall objective, the Government is seeking the following specific
outcomes:

a) the facilitation and promotion of the ongoing supply of gas to meet New Zealand's
energy needs, by providing access to essential infrastructure and competitive market
arrangements;

b) energy and other resources are used efficiently;

c) barriers to competition in the gas industry are minimised to the long-term benefit of
end-users;

d) incentives for investment in gas processing facilities, transmission and distribution,
energy efficiency and demand-side management are maintained or enhanced;

e) the full costs of producing and transporting gas are signalled to consumers;
f) delivered gas costs and prices are subject to sustained downward pressure;

g) the quality of gas services and in particular trade-offs between quality and price, as
far as possible, reflect customers’ preferences;

h) risks relating to security of supply, including transport arrangements, are properly
and efficiently managed by all parties;

i) consistency with the Government's gas safety regime is maintained; and

j) the gas sector contributes to achieving the Government's climate change objectives

by minimising gas losses and promoting demand-side management and energy
efficiency.

Source: 2004 GPS, p. 2.

Contents of the related policy documents.

The following is the current status of the related policy documents set out in the
2004 GPS.

e  Sustainable Development Programme of Action — Published in October 2004,
the Sustainable Development Programme of Action states that New Zealand’s
current total known natural gas reserves are unlikely to meet demand in full
beyond about 2012, and this is leading to higher gas prices.” It highlights the
Government’s current gas market reforms and gas exploration incentives, and
the tensions between the latter and sustainable energy objectives.”

9
Minister of Energy 2004, Sustainable development, New Zealand programme of action, Sustainable Energy —
summary, October, pp. 7, 17-8 &20.

10
ibid., p. 12-3.
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e National Energy Efficiency and Conservation Strategy — The Energy
Efficiency and Conservation Authority (EECA) published in September 2001
the National Energy Efficiency and Conservation Strategy (NEECS), which
asserted that the gas sector review [of 2001-2] would ensure consistency with
‘sustainable energy’." The 2001 NEECS encourages the expanded use of gas
directly by end-users to achieve national energy efficiency gains.” In July
2006, the Energy Efficiency and Conservation Authority proposed a
framework of key parameters to underpin development of a replacement
NEECS, which will be developed within the context of existing and emerging
government strategies, most notably the upcoming New Zealand Energy
Strategy and climate change policy."”

e Climate Change Work Programme — The Government published its Climate
Change Work Program in June 2006 in which it states that the climate change
work programmes related to the energy sector have been combined into a
single programme through the parallel work streams developing the New
Zealand Energy Strategy (NZES) and the NEECS replacement.” Taken
together, the NZES and the new NEECS will address:

a) opportunities to reduce energy emissions generally, including through
development of the national energy strategy and energy research and
priorities;

b) the option of a narrow carbon tax (or other price based measure, such as
emission trading) on electricity generators;

c) incentives for renewable energy or disincentives for fossil fuel based
electricity generation; and

d) a review of the current National Energy Efficiency and Conservation
Strategy.

The general objective of the NZES is to provide long-term direction and
leadership for the transition to a low carbon energy sector, with increasing
renewable sources of energy and energy efficiency as key priorities.

To inform New Zealand’s policy debate and the development of the NZES, in
August 2006, the Ministry of Economic Development published its Energy
Outlook to 2030 in which it examines the price and greenhouse gas emission
implications of a *business as usual’ case and 11 sensitivity cases. These cases
represent how New Zealand’s energy system might respond to a range of
‘hypothetical changes to the business environment’”, several of which include
substantial reductions in the direct and indirect consumption of natural gas.

11
Energy Efficiency and Conservation Authority 2001, National Energy Efficiency Strategy, Towards a sustainable
energy future, September, p. 14.

12
ibid., p. 18.

13
Energy Efficiency and Conservation Authority 2006, Framework for a replacement National Energy Efficiency
and Conservation Strategy, 4 July, p. 3.

14
Minister Responsible for Climate Change Issues 2006, Climate change solutions, Whole of government climate
change work programmes, June, pp. 49-50.

15
Ministry of Economic Development 2006, New Zealand’s energy outlook to 2030, 18 August, p. Vii.
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e Government Policy Statement on Electricity Governance — The Electricity
Act 1992 allows the Minister to give the Electricity Commission a government
policy statement containing objectives and outcomes to which the Government
wants the Commission must give effect. The Minister of Energy published the
current government policy statement on electricity governance (electricity
GPS) in October 2004. The electricity GPS emphasises that security of
electricity supply is a key priority of the Government, and it expects the
Commission to take account and contribute to the Government’s wider policy
objectives and to provide early warning if it believes there is any material risk
that current settings for electricity and for other policy areas are unlikely to
produce sufficient investment, particularly in generation and the national grid.
The Commission must ensure that public information is provided on thermal
fuel availability and generation capacity.

On 17 October 2006, the Minister of Energy signed an updated version of the
current electricity GPS, which recognises the publication of the draft NZES in
2006 (and the final wversion in 2007), and which expands upon the
Government’s expectation in relation to transmission planning including that
grid upgrade plans should be consistent with wider government energy policy
including applicable policies on renewable generation and climate change.”
The updated electricity GPS also requests that the Commerce Commission and
the Electricity Commission review their memorandum of understanding to
clarify their respective roles.”

Establishment of Gas Industry Company

As a consequence of the 2004 gas GPS, the gas industry established an incorporated
company, Gas Industry Company, as a vehicle for the delivery of industry-led
solutions for gas industry reform. The Governor-General approved Gas Industry
Company as an ‘industry body’ under section 43ZL of the Gas Act 1992 (Gas Act)
on 22 December 2004.

As an approved industry body, the Gas Industry Company has a range of objectives
as set down directly in the Gas Act and in the 2004 GPS, and these are reflected in
its constitution.

16

Minister of Energy 2006, Government Policy Statement on Electricity Governance, 17 October, pp. 2 & 21-24.
17

ibid., p. 28.
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Box 2.2

PURPOSES OF THE GAS INDUSTRY COMPANY

The principal purpose of the Company is to perform the functions and duties, and
exercise the powers, of the industry body under Part 4A of the Gas Act, including (to the
extent permitted or required by the Gas Act or regulations or rules made under that Act) -

(a) to recommend gas governance regulations and gas governance rules under Part 4A
of the Gas Act; and

(b) to administer, monitor compliance with, investigate, enforce, and apply penalties or
other remedies for contraventions of, any or all of the gas governance regulations
and gas governance rules; and

(c) to establish, operate, and facilitate the operation of, markets for industry participants;
and

(d) to establish or implement one or more complaints resolution systems required by gas
governance regulations or gas governance rules; and

(e) to recommend regulations under section 43ZZB of the Gas Act that require industry
participants to pay a levy to the Company, and collect any such levy; and

(f) to advise and report to the Minister in relation to the New Zealand gas industry..

Source: Clause 4.1 of the Gas Industry Company constitution.

The Gas Industry Company may recommend to the Minister the making of
regulations or rules for the purposes listed in Box 2.3. The Minister may not
recommend regulations or rules to the Governor—General unless the Gas Industry
Company has been given a reasonable opportunity to recommend them. Once a

regulation or rule is made, it becomes legally binding under the Act.

Box 2.3

PURPOSES OF THE REGULATIONS & RULES FOR WHICH THE GAS INDUSTRY
COMPANY MAY MAKE RECOMMENDATIONS

Wholesale gas market

(a) providing for the establishment and operation of wholesale markets for gas,
including for—

(i) protocols and standards for reconciling and balancing gas:

(ii) clearing, settling, and reconciling market transactions:

(iii)  the provision and disclosure of data and other market information:

(iv) minimum prudential standards of market participation:

(v) minimum standards of market conduct:

(vi) arrangements relating to outages and other security of supply contingencies:
Processing facilities

(b) setting reasonable terms and conditions for access to, and use of, gas processing
facilities where—

(i) this is reasonably necessary to allow new fields to be developed; and

(i)  spare capacity is available or could be made available if the person
accessing or using the facilities paid the reasonable costs (including the costs
of capital) of providing the additional capacity:

Transmission and distribution of gas

(c) prescribing reasonable terms and conditions for access to transmission or
distribution pipelines:

(d) requiring expansions, upgrades, or service quality improvements to gas
transmission pipelines including specifying how these will be paid for.

Source: Section 43F(2) f the Gas Act.
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The creation of the Gas Industry Company provides a substantial opportunity for
the gas industry to take a leading role in the development and reform of gas markets
and regulation, with a direct line of communication to Government to seek legally
binding regulations and/or rules where appropriate. However, it also has the
opportunity to encourage the gas industry to take initiatives based on pan-industry
contractual arrangements, subject to provisions of the Commerce Act and the terms
set out in its constitution.”

Since November 2005, members of Gas Industry Company have included ten
diverse businesses; the major gas industry players:

e producers — OMV New Zealand Limited, Shell (Petroleum Mining)
Company Limited, Swift Energy New Zealand Limited,

e pipeline businesses — NGC Holdings Limited, Powerco Limited, Vector
Limited, and Wanganui Gas Limited; and

e wholesale and retail market participants — Contact Energy Limited, Genesis
Power Limited, Mighty River Power Limited.

Some of these companies have interests in other parts of the value chain.

Gas Industry Company has a board of seven directors; four independent of the gas
industry (including the Chair) and three non-independent directors.

Under its constitution, as required by the Gas Act, Gas Industry Company must
report regularly to the Minister on":

o the performance and present state of the New Zealand gas industry;

e  Gas Industry Company’s performance and achievement of its objectives; and

e any other matters the Gas Industry Company thinks fit or the Minister requests
in writing.

2.5 Gas retail regulation

Complaints Resolution

The Government has amended the Gas Act to require every gas distributor and
every gas retailer to participate in a complaints resolution system that is approved
by the Minister for the purpose of addressing complaints relating to those gas
retailers and gas distributors by all or any of:

e small consumers (including potential small consumers):

¢ owners and occupiers of land into, through, or against which pipelines have
been laid down or placed.

We describe the industry’s work to establish these arrangements in Section 6.3.

18
Gas Industry Company 2006, Strategic Plan 2007-09, June, p. 8.
19
Constitution of Gas Industry Company Limited, as amended on 1 May 2006, section 4.4.
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Regulation of retail

The Gas Act was also amended to allow the Government to regulate retail prices.
Section 43H of the Gas Act 1992 permits the Minister of Energy to make
regulations to ensure that gas providers offer a low fixed charge tariff option or
options for delivered gas to domestic consumers that will assist low-use consumers
and encourage energy conservation.

We describe the industry’s work on this matter in Section 6.3.

2.6 Safety regime

The Government brought forward the Energy Safety Review Bill, which amends
the Gas Act with relation to the registration and licensing of gas workers, plumbers
and drainlayers as well as electricity workers, safety management systems and
accident notification.

On 21 June 2005, the Government referred the Bill to the Commerce Commission
for review. The Commerce Commission recommended in June 2006 that the
sections dealing with gas workers be separated to create another bill — the
Plumbers, Gasfitters and Drainlayers Bill — and that further consultation with the
Plumbing, Gasfitting and Drainlaying Training Organisation continues.

In effect, the Government is in the process of creating new regulatory arrangements
in relation to gas workers with which the gas industry will need to comply.

2.7 Exploration incentives

The Crown has responded to the looming gas shortage through a range of measures
that reduce the overhead costs of exploration activity, and improve the profitability
of newly developed fields. These reforms, introduced in May 2004, represent a
stimulus to gas exploration. They apply for the period 30 June 2004 to 31
December 2009, and include™:

e reducing the ad valorem royalty rate from 5 per cent to 1 per cent for gas (oil
will remain at 5 per cent) for discoveries made within the period,;

o allowing a deduction in relation to the accounting profit royalty on production
from discoveries, within the period, of exploration and prospecting costs
incurred in New Zealand and allowing such costs to be carried forward with
interest;

e reducing the accounting profit royalty from 20 per cent to 15 per cent on the
first $750 million [cumulative] gross sales of petroleum offshore and the first
$250 million [cumulative] onshore on discoveries within the period;

e  $15 million over three years for seismic mapping and increased resources to
Crown Minerals to promote New Zealand overseas as a petroleum prospecting
destination; and

e areview of the tax rules applying to non-resident drilling rig operators, aspects
of the capital treatment of development expenditure, and the application of
certain GST rules to the oil and gas industry.

20
Ministry of Economic Development 2004, Government Boost for Gas Exploration, 14 June.
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Subsequent implementation activities include™:

e acquiring and interpreting seismic and other technical data to better attract
competitive bids for exploration permits;

o improved information technology systems to make data readily and freely
available to explorers;

o more frequent competitive tenders for permits in frontier petroleum basins;

o targeted marketing to bring larger international exploration companies to New
Zealand;

e enforcing licence-holder obligations more rigorously by requiring them to
carry out their projected work programmes; and

e removing tax rules that had created incentives for companies to keep offshore
drilling rigs and seismic vessels in operation for less than 183 days in New
Zealand waters.

The Government is currently seeking competitive bids for block offers of
exploration permits for Great South Basin, where petroleum exploration permits
will be allocated to those persons who are most likely to effectively and efficiently
prospect or explore and develop the petroleum resource”.

2.8 Review of regulatory frameworks

In May 2006, the Minister for Commerce announced a review of the regulatory
control provisions and the authorisation and clearance provisions of the Commerce
Act. These provisions relate to the gas industry among others.

The review will consider whether the Act is aligned with the Government’s policy
objective to ensure that the imposition of regulatory control is consistent with
providing for the long-term benefit of consumers within New Zealand.

The review will look to ensure:
1. there is clarity around the policy intent of imposing control;

2. there is appropriate guidance for business and regulators on when control is
likely to be imposed,;

3. there is appropriate guidance for business and regulators on how regulatory
control should be imposed; and

4, there are effective and efficient processes to determine when and how control
is imposed.

The review has just commenced and is planned to be complete by September 2007
after a process involving extensive consultation.

21
International Energy Agency 2006, New Zealand 2006 Review, Energy Policies of IEA Countries, pp.115-6.

22
Ministry of Economic Development Crown Minerals 2006, Strike now, Great South Basin Petroleum Permit
Blocks Offer Notice, August, p. 2.

The Allen Consulting Group \ 18




THE NEW ZEALAND GAS INDUSTRY IN 2006 — FINAL REPORT

2.9 Implications for the gas industry

Challenges for the co-regulatory model

The model of co-regulation in the New Zealand gas industry is innovative and
brings with it a great opportunity for the gas industry to bring forward practical and
effective market and regulatory development solutions. In many other jurisdictions,
solutions would be dictated by governments or regulators albeit after some
consultation with the industry. The New Zealand gas industry has something of
great value to it.

In return for giving the industry this opportunity to drive market and regulatory
development, the Government expects the industry to fund, cooperate, support and
contribute voluntarily to the Gas Industry Company’s work program. Accordingly,
the Gas Industry Company has no powers to direct the industry or gain information.

The success of Gas Industry Company will largely depend on the insight and
expertise it brings to bear on its challenges and the willingness of its board and
membership to support the new initiatives necessary to bring about the outcomes
the Government expects. If Gas Industry Company fails to do this, the Government
will create the Energy Commission (incorporating the Electricity Commission) that
will substantially reduce the industry’s ability to lead and bring forward market and
regulatory solutions.

For this reason, we believe that an appropriate performance indicator for the
industry is the extent to industry participants in each sector are supporting the Gas
Industry Company to bring forward the industry-led solutions expected in the 2004
GPS (see Section 7.2).

The emerging energy policy

The 2004 GPS sets out a very challenging range of areas with which the industry
body must deal in terms of making the industry more market orientated and
efficient. The explicit outcomes being sought in the 2004 GPS are reasonably
consistent with one another and the operation of a well functioning infrastructure
industry. They are also consistent with driving market outcomes that seek to make
the best use of a valuable resource and thereby promote sustainable outcomes.

In particular, the 2004 GPS is precise about how the Government expects the gas
industry to achieve a number of specific outcomes — for example, it expect that the
gas industry:

o facilitates and promotes the on-going supply of gas to meet New Zealand’s
energy needs by providing access to essential infrastructure and competition
market arrangements; and

e contributes to achieving the Government’s climate change objectives by
minimising gas losses and promoting demand-side management and energy

efficiency.”

* Sections 5 (a) and (j) of the 2004 GPS.
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However, the related policy documents embedded in the 2004 GPS could create a
number of additional objectives, which could go beyond the development of market
and regulatory solutions outlined in the GPS. The Government has signalled its
intent to publish a draft New Zealand Energy Strategy very soon. As we mentioned
earlier, while preparing the draft, the Government has been considering how New
Zealand’s energy system might respond to a range of ‘hypothetical changes to the
business environment’, several of which include substantial reductions in the
direct and indirect consumption of natural gas.

For this reason, when the draft NZES is released later this year, the Government
needs to give careful consideration to the wording of its government policy
statement on gas governance to ensure that it seeks outcomes from the industry that
are reasonably consistent with one another and consistent with the NZES, and that it
also continues to be clear about how these outcomes are to be achieved within the
commercial environment in which the industry operates.

24
Ministry of Economic Development 2006, New Zealand’s energy outlook to 2030, 18 August, p. Vii.
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Chapter 3
Production and processing

Gas production and processing represent the supply base for the gas industry in
New Zealand. Efforts to encourage exploration for, and the production and
processing of, gas need to be aligned with economy-wide objectives of delivering a
reliable supply of quality gas to the New Zealand users at the lowest price possible.

3.1 Sector definition

Gas production and processing, as examined here, takes in the activities that
precede the transmission of wholesale gas. It includes:

e exploration efforts focused on discovering and proving new supplies of
commercially exploitable natural gas (often jointly associated with oil
exploration activities);

e  extraction of gas from underground deposits;

e processing of gas to remove impurities (for example, water vapour, carbon
dioxide, etc) and make it ‘market ready’; and

e consideration of opportunities to obtain bulk natural gas from other markets
(for example, LNG or CNG supplies from overseas), as an alternative source
of gas supply.

This definition straddles a range of activities, strategic issues, businesses and
challenges. As a basis for examining these issues and interrelationships it is useful
to quickly overview the key resource and its ownership within the industry. The
interplay of resource availability, market structure and regulatory requirements and
incentives is a key driver of action, and efficiency outcomes, within a sector. In the
same way that we can better understand the operation of downstream gas markets
by understanding the production and processing sector, to fully understand
production and processing, we also need examine what is happening within the
exploration sector. For this reason, this Chapter 3 touches on key issues in
exploration where relevant.

3.2 Market structure

Production

At present, New Zealand’s gas supplies are dominated by reserves in the Taranaki
region, with the Maui field having been by far the largest. Maui production is
supplemented by a range of smaller fields including Kapuni, McKee, TAWN and
Mangahewa. The relative size and ownership of these fields is shown in Table 4.1.
In all, 12 gas fields are currently supplying New Zealand’s natural gas needs.
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In recent weeks, gas has started to flow from the Pohokura field development in
off-shore Taranaki.” Pohokura is the largest petroleum discovery in New Zealand
since Maui.

The consortium of Shell, Todd and OMV continue to dominate the production
sector, especially the three biggest fields (Pohokura, Maui and Kapuni), with a high
level of diversity in the ownership of the smaller fields by independent oil
companies26 from the United States, New Zealand and Australia and, increasingly,
by electricity generator Genesis Power.

25
Oilvoice 2006, Shell announces first gas from Pohokura, New Zealand, 16 August.

26
Independent oil companies are those not associated with the six major oil companies: Shell, ExxonMobil,
Chevron, Total, Eni and ConocoPhillips.
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Table 3.1

CURRENT NEW ZEALAND GAS PRODUCERS - FIELD OWNERSHIP, PRODUCTION SHARES, AND THEIR RESERVES
AS AT 1 JANUARY 2006

Ownership Operator Production Onshore/ Ultimate Remaining
(directly or year Offshore recoverable Reserves
through ending Sep reserves PJ)
subsidiaries) 2005 (GN))
Pohokura Shell 48% Shell Todd Oil 0.0% Offshore 753 753
OMV 26% Services
Todd Energy 26%
Maui Shell 83.75% Shell Todd Oil 64.5% Offshore 3,965 519
OMV 10.00% Services
Todd 6.25%
Kapuni Shell 50% Shell Todd Qil 16.5% Onshore 1,548 402
Todd 50% Services
Turangi Greymouth Petroleum Greymouth 0.0% Onshore 147 147
100% Petroleum
McKee Todd 100% Todd 5.7% Onshore 196 63
Mangahewa Todd 100% Todd 4.4% Onshore 78 40"
Kauri Swift Energy 100% Swift Energy 0.0% Onshore 45 36
TAWN (Tariki, Swift Energy 100% Swift Energy 4.5% Onshore 155 31
Ahuroa,
Waihapa and
Ngaere)

Rimu Swift Energy 100% Swift Energy 4.3% Onshore 24 21
Kaimiro/ Greymouth Petroleum Greymouth 0.1% Onshore 28 9
Ngatoro 100% Petroleum
Surrey Westech Energy Westech 0.0% Onshore 0.5 0.5

100% Energy
Cheal & Shallow Petroleum JV>°  Austral Pacific 0.0% Onshore 6 6
Cardiff Deep Petroleum V7
Total 100.0% 6,946 2,027

Source: Ministry of Economic Development 2006, Energy data file, January, pp. 90, 92-3; Swift Energy 2002, Press release, Swift Energy
completes acquisition of Rimu/Kauri and TAWN assets in New Zealand, 2 October; http://www.greymouthpetroleum.co.nz/about.html;
http://www.crownminerals.govt.nz/petroleum/docs/facts/producing-gas-reserves.xls; and http://www.companies.govt.nz/; and GANZ 2006, New
Zealand gas matters, October. p. 3.

Note: Reserve figures are based on the assumption that 1 billion cubic foot of gas equates to 1.075 PJ of energy.

The owners of a number of new gas fields have been granted mining permits for the
development of the fields listed in Table 3.2.

27
After publication of the Ministry of Economic Development’s Energy data file in January 2006, the GANZ has
indicated that a new well drilled into the Mangahewa field could produce a further 250 PJ.

28
Shallow Petroleum Joint Venturers: Austral Pacific (36.5%), Arrowhead Energy Limited (33%), and TAG Oil
Limited (30.5%). Austral Pacific Energy Ltd has signed a heads of agreement to acquire all the shares of
Arrowhead Energy.

29
Deep Petroleum Joint Venturers: Genesis Power (40%), Austral Pacific (25.1%), International Resource
Management Corporation Limited (19.8%), and TAG Oil (15.1%)..
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Table 3.2

GAS RESERVES, NON-PRODUCING FIELDS AS AT 1 JANUARY 2006

Ownership Operator Onshore/Offs Expected first Estimated
(directly or through subsidiaries) hore production recoverable reserves
(GR))
Kupe Origin Energy Resources 50% Origin Energy Offshore 4th quarter 310
Genesis Power 31% Resources 2008

Mitsui & Co. 4%
New Zealand Oil & Gas 15%

Radnor Bridge Petroleum 33% TAG Ol Onshore 4th quarter 19
TAG Oil 33% 2006
Westech Energy NZ 33%
Windsor Westech Energy 100% Westech Onshore Unknown 1
Energy
Total 330

Source: http://www.crownminerals.govt.nz/petroleum/docs/facts/non-producing-gas-reserves.xls;
http://www.crownminerals.govt.nz/petroleum/permits/current.asp?resultStart=81; and http://www.companies.govt.nz/.

Note: Reserve figures are based on the assumption that 1 billion cubic foot of gas equates to 1.075 PJ of energy.

Processing

These fields supply gas to a range of processing facilities, often as part of a
vertically integrated operation — ownership of gas fields and processing facilities
tends to be closely aligned. Recent advice to the Gas Industry Company from local
gas producers points to 13 current and committed facilities of various sizes, with a
handful of these dominating current capacities. These align with, and are situated
near, the fields that they service. There are five main plants in operation (see Table
3.3):

e  Oaonui (owned by Shell, Todd and OMV);

e  Pohokura (owned by Shell, Todd and OMV).
e  Kapuni (owned by Vector);

e  Waihapa (owned by Swift);

e  Rimu (owned by Swift); and
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Table 3.3

CURRENT AND COMMITTED PROCESSING FACILITIES

Facility Owner(s) Estimated Estimated
capacity (PJ pa) utilisation
Oaonui (Maui) Shell/Todd/OMV 175 25% average
55% peak
Pohokura Shell/Todd/OMV 80 100%
Kapuni (upstream) Shell/Todd 70 40%
Kapuni-KGTP (no CO3 Vector 52 0%
removal)
Kapuni-KGTP (CO; Vector 26 90%
removal)
Kupe Origin/Genesis/NZOG/Mitsui 20-25 80-100%
Waihapa (TAWN) Swift 17 30%
Mangahewa Todd 12 100%
Rimu/Kauri Swift 10 50%
McKee Todd 8 100%
Radnor Bridge/Westech 4 0%-100%
Kahili Separation Vector 1.73 0%
Kaimiro Greymouth Petroleum 1.2 100%
Total 477-482

Source: Gas Industry Company 2006, Access to Gas Processing Facilities, Discussion paper, August. p. 23.

Depletion of the Maui gas field

Maui has traditionally supplied around two-thirds of New Zealand’s natural gas. In
2003 a review of Maui reserves indicated they are depleting fast and likely to be
exhausted by 2010 — or soon after. Unless significant reserves are discovered there
is likely to be a scarcity of gas in New Zealand.

This development is a key driver of new exploration activity and the search for
alternative sources of gas supply (including options for importing gas). Figure 3.1
indicates the declining output of the Maui field and others. Past experience also
indicates that development and commercialisation of a new field can have a lead
time of several years, leading us to the conclusion that discovery and development
of additional new fields is reasonably urgent.

The effectiveness of the supply-response in mitigating a looming gas shortage, and
potential economic disruptions associated with that, is a key litmus test for the
efficiency of the New Zealand gas market and the policy and regulatory regime that
attenuates it.
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Figure 3.1

GAS PRODUCTION FROM NZ FIELDS — 2000 TO 2030 (PROJECTIONS)
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Source: Ministry of Economic Development 2006, New Zealand’s Energy Outlook to 2030, August, p. 7-

1.

3.3

Industry-led market developments in the production and
processing sectors

Exploration and new production

In the absence of gas imports, exploration sustains the production and processing
sectors and the rest of the gas industry.

Oil

and gas exploration is an expensive and high risk exercise. Past experience in

New Zealand (since discovery of the Maui field) indicates a ‘strike’ rate of about 1
in 85 wells — and commercial deposits are even rarer. Typical costs are
highlighted in the Cabinet Paper put forward by the Minister for Energy dealing
with gas exploration incentives:

mobilisation for off-shore drilling costs in the range $3-5 million, (assuming
local deployment from the North West Shelf area of Australia);

mobilisation for onshore drilling averaging around $200,000;
mobilisation of a seismic survey ship from Australia costs around $2 million;

drilling costs for offshore wells of around $10 million for one well, $6 million
for a second, and $5 million for a third.”

30
Hon Pete Hodgson, Minister of Energy 2004, Gas Exploration Incentives: Cabinet Paper, 15 June, paras 21-23.
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Nevertheless, the fiscal incentive package offered, combined with market-based
incentives to address a looming shortage situation, appear to have stimulated a
significant upswing in exploration activity (see Figure 3.2). Crown Minerals data
indicates that the momentum established since 2004 has continued in more recent
times. This exhibited in both the number of new drill sites and the depth of holes
sunk.

In the first half of 2006, 15 new exploration and development wells were drilled,
including the longest well yet recorded in New Zealand — a 7409 metre well
drilled from an on-shore location to access an offshore target in the Pohokura field.
Operators included Shell Todd Oil Services, Swift Energy, Austral Pacific, and
Greymouth Petroleum. An additional 19 wells are planned for 2006, including two
in the Canterbury area (one on-shore, the other off-shore).

There are five new oil fields scheduled to be developed over the next 24 to 36
months, three of which — Kupe, Turangi and Radnor — will produce gas. At least
20 wells will be drilled during the development of these fields. In addition, at least
one development well was expected to be drilled from the Maui-A platform during
the first half of 2006 to tap into additional reserves accessible from the current
Maui- infrastructure.

Figure 3.2

PETROLEUM OIL AND GAS EXPLORATION ACTIVITY, 1999 TO 2005
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Source: Ministry of Economic Development 2006, Petroleum data
(http://www.crownminerals.govt.nz/petroleum/facts/all/wells-drilled.html)

Exploration companies continue to seek oil and gas exploration permits in New
Zealand. In 2003, 2004 and 2005, the Government issued 15, 31 and 11 permits,
respectively. In 2005, the Government made four block offers:

o seven blocks covering 8,500 square kilometres were offered in offshore
Taranaki;
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e four blocks covering 43,300 square kilometres were offered offshore to the
east of the North Island;

o five blocks covering 34,700 square kilometres were offered north-west of the
North Island; and

o three blocks covering 33,700 square kilometres were offered further offshore
at Taranaki.

Permits for blocks covering over 11,000 square kilometres were awarded in
February 2006 with decisions on the other blocks pending.

The Government is now offering an additional 40 blocks covering about 9,000
square kilometres in the Great South Basin — the southern offshore region of the
South Island. Any natural gas discoveries in the Great South Basin would require a
significant investment in domestic transportation infrastructure as there is currently
no means of delivering natural gas from the South Island to users in the North
Island.

A summary of current and planned drilling activity for 2006 is shown in Appendix
D. Geographical representation of this activity is shown below in Figure 4.3.
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Figure 3.3
MINING AND EXPLORATION PERMITS, AND WELLS DRILLED SINCE 2004
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Source: J.M. (Mac) Beggs 2006, Oil and Gas Exploration Status and Outlook, 8th Annual New Zealand
Energy Summit, July 18, Figure 4.

Gas import options

As indigenous gas becomes scarcer and more costly to extract, alternative sources
of gas are being considered. Imports of liquefied and compressed natural gas (LNG
and CNG) are an option for New Zealand, and the economics of this will be a key
factor conditioning attitudes toward further exploration and development of
marginal gas deposits.
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Work by NZIER highlights the likely costs and infrastructure requirements of an
LNG gas import strategy. These have been estimated at around $550-600 million
for a receiving and regasification facility with a capacity of around 60 PJ a year.
The NZIER study also indicates potential gas prices (ex-terminal, and accounting
for commaodity price, shipping cost and exchange rate variations) in the range $6.46
to $9.45 per GJ.” In 2005, Contact Energy and Genesis Energy co-sponsored a
study on the feasibility of LNG imports, including a technical analysis of two of the
most favourable delivery sites, which had been identified as Taranaki and Marsden
Point (Whangarei). Contact is also investigating CNG options, which are more
scalable to the New Zealand market.”

Options for importing CNG are also being considered by Vector — although this
technology, which obviates the need for an expensive regasification facility, is not
yet commercially proven.”

Review of potential open access requirements for processing facilities

As current gas fields run down, access to processing facilities becomes a potential
‘barrier to entry” issue for new entrants considering development of new gas fields.
The International Energy Agency notes the growing incidence of players in the
downstream gas market engaging in gas exploration activity. Companies
highlighted include Contact Energy, Genesis Energy, Mighty River Power,
Methanex and Origin Energy.” This activity denotes an outlook of ‘contestability’
in the upstream gas market that could hinge on competitive access to on-shore
processing facilities.

The recent Gas Industry Company discussion paper on this issue highlights the need
for development of these access opportunities in the future, and transparency
around the availability of spare processing capacity.”

Costs of gas processing facilities have recently been closely scrutinised as part of
the Gas Industry Company’s discussion of the need for access arrangements for
third party gas producers. An extensive review of the economics and likely
production costs of New Zealand gas treatment facilities was undertaken by
Transfield Worley as background to that proposal.”

The technical analysis suggests that while some economies of scale are likely to
exist in gas processing (and larger plants are likely to have a cost advantage over
smaller ones in terms of per unit processing costs) this advantage is unlikely to be
S0 strong as to deter new players. Their estimate of the relationship between output
and unit costs is shown in Figure 3.4.

3:
' NZIER 2005, LNG: Everything you wanted to know but were afraid to ask ..., NZIER working paper, February,
pp. 20-22.

* Contact Energy 2005, Six Month Report to 31 March 2005, p. 4.

® Michael Cummings 2006, Gas Market Outlook, presentation to the National Power Conference, 2 March,
* International Energy Agency 2006, New Zealand 2006 Review, Energy Policies of IEA Countries, p. 118.
35Gas Industry Company 2006, Discussion paper, access to gas processing facilities, August.

36
Transfield Worley 2006, Cost Characteristics of Gas Processing Plants in New Zealand, contained in Gas
Industry Company 2006, Discussion Paper, Access to Gas Processing Facilities, Appendix I11.
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Figure 3.4

Gas Processing Costs vs Installed Capacity (10% discount rate)
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Source: Transfield Worley 2006, Cost Characteristics of Gas Processing Plants in New Zealand, in Gas
Industry Company 2006, Discussion paper, Access to Gas Processing Facilities, Appendix Ill (p.18).

Transfield Worley’s view is that actual practice indicates the preparedness of new
market entrants to compete on the basis of small scale gas processing facilities, and
the implication (backed up by their modelling) that lack of scale is not a significant
impediment to competition. This is particularly the case when compared with
pipeline construction costs — which represent a much greater impost and potential
deterrent to new entry.

The Gas Industry Company also noted the concerns of several of the existing and
potential gas producers (Bridge Petroleum, Contact Energy, Mighty River Power,
NZOG, and Todd) obtaining access to liquid storage, which they believe could be
defined as being included in gas processing facilities.” This is because liquid
storage can become a bottle-neck that affects a gas producer’s ability to get gas to
market.

Overall, the availability of low cost technologies with relatively short installation
lead times indicates a reasonable level of contestability in the industry, and it is
likely that additional spare capacity could be made available through plant
expansions. For this reason, the Gas Industry Company has suggested to the
industry that a voluntary information disclosure regime be implemented and has
sought the industry’s response. On the basis of its consideration of the industry’s
views, it intends to make a recommendation to the Minister in June 2007 and bring
into operation the recommended arrangements in November 2007.

37
Gas Industry Company 2006, Discussion Paper, Access to Gas Processing Facilities, Appendix IlI, pp. 1V-5
(Bridge Petroleum), 1V-27.
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We note the substantial amount of processing capacity already in place. While the
construction of new processing facilities might be commercially feasible for new
entrants, it is not necessarily efficient. The Gas Industry Company’s proposed
information disclosure regime will be useful in identifying when inefficient
investments in new production facilities might have to be contemplated.

3.4 Strategic challenges in the production/processing sectors

Attractiveness of New Zealand for new entry investment

New Zealand competes with many other countries for investment in exploration,
production and processing of natural gas, and world-wide there is a short-fall in
investment to meet growing gas demand.” Its remoteness, small economy and
complex geology create particular challenges.” Procurement managers in the oil
and gas sectors have experienced problems with the availability and supply of
hardware for all aspects of upstream activity.” However, its political and
commercial stability and financial concessions have placed it within the top 20
countries in terms of exploration attractiveness. Despite this, New Zealand has
been largely unsuccessful in attracting large-scale exploration — and ultimately
production and processing — investment from any of the major oil companies other
than Shell, which has a dominant role. This situation may continue for some time
given that no other major oil company has an interest in any current New Zealand
exploration permit.” Some commentators believe that large new investment by
other major oil companies in off-shore drilling is important to the reestablishment
of substantial gas reserves. It remains to be seen whether any of the major oil
companies other than Shell secure any of the exploration blocks currently on offer
in the Great South Basin and whether any of the majors enter the production
market.

In the meantime, the number and size of most of the existing and new entrant
production and processing companies on New Zealand remains small, and all
reasonable efforts need to be made to remove inefficient barriers to their further
investment, if any remain, to ensure the most efficient operation of the sector.

We note the Gas Industry Company’s work to consider establishing third party
access to production facilities, which could include liquid storage. While we have
not identified any other such avenues of investigation, we encourage any
prospective new entrants to bring forward their ideas to the Gas Industry Company.

38
International Energy Agency 2006, Natural gas market review 2006, Towards a global gas market, 16 June, p.
13.

39

Haines, L. 2002, ‘New Zealand’, Oil and Gas Investor, April.
40

British Trade International 2004, The oil and gas market in New Zealand: a sector summary, January, p. 16.
41

http://www.crownminerals.govt.nz/petroleum/permits/current.asp?permitarea=all
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We also note the New Zealand Government’s consideration of low-carbon energy
supply scenarios, one of which involves the discouragement of new gas-fired
generation.” The prospect of such a policy approach could reduce the attractiveness
of New Zealand as an exploration investment destination, and neutralise the
incentives created by the Government’s fiscal concessions to encourage new
exploration and production, even that necessary to sustain the currently installed
gas-fired capacity and other customer demand in the medium to long term. This is
particularly the case given that gas-fired generation is the largest source of current
and potential future demand for gas by far. Gas businesses with large stakes in
electricity generation have a substantial challenge to secure gas over time and avoid
their assets being stranded, and the Government has a substantial challenge to find a
balance in its policy approach.

42
Ministry of Economic Development 2006, New Zealand’s Energy Outlook to 2030, 8 August, p. 11-3.
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Chapter 4
Transmission and wholesale

With the decline of the Maui gas field, New Zealand transmission and wholesale
businesses are in a phase of major transition and the whole landscape in which
transmission capacity and wholesale gas is traded is changing. This makes this
sector an area of considerable focus for our report.

4.1 Sector definitions

Transmission

The transmission sector is the sector in which businesses provide and use high-
pressure gas transportation services between production sites (injection points) and
end users or distribution networks (delivery points). Our analysis of the sector will
focus on the initial purchasing of transmission capacity and the balancing
mechanisms currently employed for maintaining the security of the pipeline system.

Wholesale trading
We have defined the wholesale sector as the sector in which there is:

e primary and secondary trading in gas between producers and other wholesale
participants (retailers, electricity generators and wholesale end-users) including
trading in imbalance gas; and

e secondary trade in transmission capacity between transmission pipeline users.

Link between transmission and wholesale

Transmission services and wholesale gas are perfect complements. They are perfect
complements because transmission services have to be purchased with wholesale
gas.

It is important to recognise that the mechanics of the pipeline system are inexorably
linked to the wholesale market. The wholesale arrangements are not only dependent
upon suitable transmission arrangements but they are designed to enhance the
efficiency and integrity of the pipeline system through the trading of gas and
capacity. For this reason we have dealt with the transmission and wholesale trading
sectors together.

4.2 Market structure
We describe the structure of the transmission and wholesale sectors in terms of:

e transmission pipeline owners;

welded parties;

transmission operators and shippers’ agents;

producers; and
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shippers.

Transmission pipeline owners

The transmission pipelines in New Zealand consist of:

the Vector Transmission (VT) pipelines;
the Maui pipeline owned by Maui Development Limited (MDL); and

smaller pipeline systems owned by gas producers.

In our review, we have concentrated on the two major transmission pipelines;
however, we list the smaller ones below for completeness.

Vector Transmission pipeline

Combined, the transmission pipelines owned by VT are the longest in New
Zealand. They transport gas, mostly from the gas fields in Taranaki, to load centres
across the North Island.

The five pipelines are”:

The Central pipeline — running from Kapuni to Huntly alongside the MDL
pipeline. It is the largest of the Vector systems in terms of capacity and the
backbone from which all the other subsystems radiate. Over recent years, it has
been well utilised;”

The North Pipeline — running from Huntly north, to Auckland and on to
Whangarei;

The Bay of Plenty pipeline — running from Pokuru to the Bay of Plenty and
Gisborne. It has been operating at around 50 per cent capacity;

The Frankley Road system — a short arterial running between the Maui
pipeline at Frankley Road and the Kapuni production station; and

The South Pipeline — running from Kapuni south, down to Wellington and
across Hawkes Bay.

For the purpose of calculating an optimised deprival value (ODV) of its
transmission pipelines, VT assumes an asset life of 65 years. As of 2002, the
average remaining life of the transmission pipelines was 42 years.” In 2005, the VT
transmission assets had an ODV of $472.7 million.”

43
Gas Industry Company 2006, Discussion paper, Gas transmission access issues review, June, p. 124.
44
PriceWaterhouseCoopers 2004, Ministry of Economic Development, Infrastructure stocktake, Infrastructure

audit, p. 75.

45
PriceWaterhouseCoopers 2004, Ministry of Economic Development, Infrastructure stocktake, Infrastructure

audit, p. 76.

46
NGC New Zealand Limited, Information for disclosure pursuant to the Gas (information disclosure) regulations

1997, p. 5029.
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Figure 4.1
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Table 4.1

Table 4.6 shows the capacity of these pipelines.

VECTOR TRANSMISSION PIPELINES FOR YEAR ENDING 30 JUNE 2005

Maximum Load factor
monthly
quantity

(PJ/month)

Gas
conveyed

(PJ)

North & Central 827 54.05 5.17 87.44%
Bay of Plenty 612 12.46 1.23 83.48%
Frankly Road - Kapuni 83 16.41 212 63.89%
South 697 11.53 1.28 73.90%
Total 2,219

Source: Vector Transmission 2005, NGC-Gas Transmission Activities, Statement of Financial Performance, For
the year ended 30 June 2005, For the purposes of the Gas (information disclosure) regulations 1997, pp. 11 & 13.

The Maui transmission pipeline

The Maui pipeline runs from the Oaonui production station, the receiving point for
Maui gas, to Huntly in the north. Originally built to transport Maui gas under a
production contract that bundled both gas supply and transportation services, it is
owned by MDL a joint venture company formed by the original Maui production
companies that draw gas from the Maui field. These companies are:

Shell (including subsidiaries) with 83.75 per cent;

OMV New Zealand Ltd with 10 per cent; and

Todd Petroleum Mining Company Ltd with 6.25 per cent.

On 6 March 2006, for what appears to be the first time, the Maui commercial
operator provided to the Ministry of Economic Development data about the Maui
pipeline for the year ending 30 September 2005 according to reporting requirements
within the Gas (information disclosure) regulations.

Measuring 700 millimetres in diameter, the Maui pipeline is significantly larger
than any other gas transmission system in New Zealand. Capable of carrying 125 PJ
of gas per year into the Waikato area, this compares to around 10 to 11 PJ that the
Vector system can transport into the same area.

47
Commerce Commission, Gas Control Inquiry, Final Report, November 2004, p. 12.5.
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Table 4.2

MDL PIPELINE CHARATERISTICS FOR YEAR ENDING 31 DECEMBER 2005

Pipeline Segment

Oaonui — Frankly Road
Frankley Road — Huntly Offtake

New Plymouth power station lateral

Huntly power station lateral

Total

Nominal Design MAOP Gas conveyed in system
bore(mm) (barg) peak week (MJ)
43.9 850 72.4 2,287
246.7 750 72.4 1,879
9.0 500 496 0.232
8.7 400 496 0.183
308.3

Source: Maui Pipeline Early Open Access, Commercial Operator 2006, Maui pipeline capacity disclosure, Year ending December 2005, 1

March, pp. 4 & 10.

Other smaller pipelines

There are also smaller transmission pipelines” illustrated in Figure 4.2:

The LTS pipeline (VT) — used to supply non-specification, high CO, gas
fromVector’s Kapuni gas treatment plant to Methanex’s Waitara Valley
methanol plant;

Kapuni to Hawera Pipeline (Todd and Shell) — running from the Kapuni
production station to the Kiwi co-generation station at Hawera;

TAWN Pipeline (Swift Energy) — running from the Waihapa production
station through to Stratford and on to New Plymouth;

Rimu toVT’s South Pipeline (Swift Energy) — running between Rimu
production station to a tie in point on the VT system;

McKee Production Station to Faull Road (Todd) — running from the McKee
production station to the Faull Road mixing station; and

Surrey Road Pipeline (Westech Energy) — carrying non-specification gas
from the Surrey gas field to VT’s LTS pipeline, a distance of around 1.2
kilometer.

48
Commerce Commission 2004, Gas control inquiry Final report, November, Chapter 19, p. 19.1-.8.
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Figure 4.2
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Note: Natural Gas Corporation can now be taken to mean VT or Vector Transmission.

Characteristics of transmission network

Investments in gas transmission networks are lumpy, sunk and benefit from
economies of scale. For this reason they are normally characterised as natural
monopolies, which are unlikely to be duplicated where the network is not capacity
constrained. It is unlikely, therefore, that existing transmission businesses face any
real prospect of new competitive entry.
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As overlaps in the transmission system are rare, there is usually limited scope for
competition between suppliers of pipeline services. The Commerce Commission in
its 2004 Gas Control enquiry, however, identified two economic markets for the
purpose of its competition analysis":

o the market for provision of gas transmission services between North Taranaki
and Huntly, where the Maui Pipeline and Vector pipeline overlap, and

o the market for provision of gas transmission services for the rest of the North
Island

The Commerce Commission concluded that, following the introduction of open
access on the Maui pipeline, there was some potential for competition between the
two networks. However, it adopted the view that this competition was unlikely to
be vigorous, given the relatively small size of the VT pipeline.”

Welded parties

Welded parties have physical assets connected to the transmission pipelines and
each operates under the terms of an interconnection agreement with the relevant
transmission pipeline owner. There appears to be no definitive information as to the
identity and location of the welded parties on the VT and Maui transmission
pipelines. Table 4.3 shows a list that we have developed from the information we
can find.

49

Commerce Commission 2004, Gas Control Inquiry, Final report November, page iv.
50

Commerce Commission 2004, Gas Control Inquiry, Final report November, p. 17.27.
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Table 4.3

WELDED PARTIES

On VT pipelines

At receipt points

At delivery points

|

On the Maui pipeline

At receipt points

At delivery points

¢ Vector at Kapuni
production station)

o Swift Energy at Mokoia
mixing station and
Stratford

e Greymouth at Kaimiro
production station

Soon:

e Origin Energy Resources
at Kapuni production
station (Kupe gas)

e TAG Oil at Radnor
production station

¢ Vector Distribution

e Powerco

¢ Wanganui Gas Limited
¢ Nova Gas

e Todd at Kapuni production
station (to Kiwi cogen at
Hawera)

e Contact Energy (Otahuhu
power station & Te Rapa
cogen)

e Mighty River Power
Limited (Southdown
cogen)

e Genesis Energy (Te
Awamutu power station)

o Various major users
(Carter Holt Harvey, Blue
Scope Steel, Fonterra etc)

e Maui mining companies -
Shell/Todd/OMV at the
Oaonui production station

¢ Todd at the Faull Road
mixing station

e Pohokura JV -
Shell/Todd/OMV at the
Pohokura production
station

e Greymouth Petroleum
(Turangi gas)

o Vector Distribution (Te
Kuiti South, Te Kuiti North,
and various minor delivery
points)

e Contact (New Plymouth
power station)

o Methanex (Waitara Valley
& Motunui)

e Genesis at Huntly power
station

Source: Gas Industry Company; and Maui Development Limited 2005, Early open access information packet for prospective shippers and
welded parties, September, p. 11; Commerce Commission 2004, Gas control inquiry Final report, November, p. 19.9; GANZ 2006, New Zealand
gas matters, October. p. 3; and http://img.scoop.co.nz/media/pdfs/0606/Kupe_project_description_290606.pdf.

Note: We have been unable to clearly ascertain the location of the interconnection point on the Maui pipeline for Turangi gas.
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VT and MDL are also welded parties to one another at their gas transfer points.

Operators and agents of the transmission pipeline

To function, the transmission system relies upon parties undertaking separate
operators and agent roles.

Operators

For the VT pipeline systems, the roles are specified as in Table 4.4.
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Table 4.4

TRANSMISSION OPERATOR ROLES — VECTOR TRANSMISSION

Commercial
operator

The key responsibilities of the Commercial Operator include:

¢ owning all Transmission assets;

e managing relationships between Vector and its Shippers;

¢ negotiating new Transmission Services Agreements;

¢ negotiating and managing Interconnection Agreements;

¢ arranging and managing other commercial agreements, eg for Balancing Gas and fuel;
o formulating Transmission services;

¢ setting Transmission prices;

e preparing instructions to the System Operator on the general operating conditions of
the transmission networks;

e billing of Shippers for Transmission services;
e carrying out the