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Dear Timothy

INQUIRY INTO DOMESTIC GAS PRICES

Verve Energy is pleased to present its submission to the Economics and Industry
Standing Committee's Inquiry into Domestic Gas Prices.

Please note that sections of Verve Energy's submission, where indicated by the use of
italics, are strictly confidential and, to this end, Verve Energy requests that these
sections remain "in camera".

Should you require any further information in regards to matters raised in the attached
submission please do not hesitate to contact me directly.

Yours sincerely

~ASON WATERS
GENERAL MANAGER
TRADING AND FUEL
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Economic and Industry Standing Committee
Inquiry into Domestic Gas Prices

Verve Energy Submission

Verve Energy is the leading electricity producer in Western Australia, currently
supplying approximately 65% of electricity consumed within the South West
Interconnected System. Verve Energy owns andlor controls approximately 3,150 MW of
generating plant of which approximately 1970 MW is gas fired as the primary fuel but
1076 MW of which can burn alternative fuels such as distillate.

Verve Energy operates four major power stations located at Kwinana, Cockburn, Pinjar
and Muja, while a fifth at Collie is operated by a private company. Verve Energy's
smaller power stations are situated at Mungarra, West Kalgoorlie, Geraldton and
Kwinana (Tiwest Cogeneration Plant).

In addition to its existing fleet of plant, Verve Energy is currently in the process of
developing two new high efficiency gas turbines to be installed at Kwinana Power
Station and operating from October 2011.

Verve Energy is an established long term gas market participant and, along with Alcoa
Alumina of Australia and Alinta, is among the largest consumers of gas and gas
transport in Western Australia.

Verve Energy is a corporatised entity operating with an independent board and is wholly
owned by the Government of Western Australia.

GAS SUPPLY AND PRICING
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Current Market Prices

Based on a range of published and unpublished sources, recent domestic gas supply
prices have been within the range of $7.50/GJ - $8/GJ with one contract (between
Santos and Moly Mines) at $US11.50/GJ. Verve Energy was also offered gas supply
under a long term contract in 2008 at $9.25/GJ but declined.

The majority of recently established gas contracts have been from the Apache/Santos
owned Reindeer field that, due to factors including the high capital costs relative to the
size of the field, required prices unforeseen in the Western Australian domestic gas
market.
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Verve Energy is of the view that the high prices based on the unique Reindeer
circumstances were utilised by NWSG to achieve an arbitrated outcome over Alinta at
similar prices, utilising gas from its mature NWSG operations.

Verve Energy acknowledges the fact that for the current suite of proposed large gas
fields (Gorgon, Pluto, Browse etc) there are factors in play that will result in price
increases above those achieved under existing legacy contracts. These factors include;
the gas being in deeper water, more distant from shore, dirtier with contaminants
requiring increased processing and with lower levels of condensate to provide additional
revenue streams.

Verve Energy does not believe, however, that these factors solely account for the high
contract prices being sought by the domestic sellers in the current market and is of the
view that several additional matters are material in this regard including:

• Focus of sellers away from domestic supply - the lack of commitment by
NWSG to extend domestic gas supply beyond its current contracts and the lack of
marketing of domestic gas by Woodside from its Pluto development, despite LNG
supply being due to commence in 2011, is indicative of a direction taken by the
sellers to supply LNG preferentially to domestic gas buyers.

• Lack of competition among sellers - the existing duopoly market in which two
supplier groups control the bulk of gas supplies limits competition. In comparison
the downstream domestic market has undergone significant reform over the last 20
years that has resulted in increased granularity and substantially reduced buying
power.

• Enactment of domestic gas reservation policy through State Agreements 
this has resulted in inconsistency of application of the Policy as a result of project
by project negotiation on terms and conditions. Examples of this include delays in
domestic gas delivery from Gorgon and Pluto and domestic supply from both being
subject to unclear commercial viability tests. To be effective the domestic gas
reservation policy needs to be applied consistently and without scope for variation
on conditions.

• Retention Leases - As currently applied the Retention Lease System enables the
long-term hoarding of reserves, some of which may otherwise be developed for
domestic gas supply, easing the current supply/demand imbalance.
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Each of the above issues has contributed to the current situation where there is an
increasing shortage of domestic gas supply to meet future demand resulting in
unsustainable gas prices and intolerable downstream market uncertainty.

Confidential section start
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Domestic Gas Reservation Policy

Verve Energy is of the view that this policy is absolutely critical to Western Australia's
future gas supplies and that without this policy it is unlikely that gas would be marketed
domestically from the current major LNG based developments.
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The current policy however needs to be amended and its application through the State
Agreements reviewed. Opportunities for improvement of the current arrangement
include:

• the application of clear and consistent obligations in regards to the timing of
domestic gas delivery - ideally in parallel with LNG supply;

• clear and transparent application of commerciality tests;

• requirements for reasonableness in terms and conditions of gas sale; and

• domestic supply obligations should increase with additional or expanded reserves

NWS State Agreement

Verve Energy encourages the State Government to ensure priority of domestic gas
supply over LNG whenever NWSG enters, renews or extends LNG export contracts, or
undertakes new LNG developments.
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Broader Gas Specification

Verve Energy has supported the introduction of a broader gas specification from 2012,
which has enabled the development of the Macedon field, and will provide BHP Billiton
with additional gas supplies for its Western Australian operations.

It is hoped that other gas fields, particularly reserves that are too small for LNG, may
now be developed for the domestic market.
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DBNGP Tariffs

A key element in gas based power generation costs is the cost of transporting natural
gas, and is a factor in the investment choice between gas and coal fired generation.

Concurrent with issues concerning future domestic gas supplies and pricing in Western
Australia, is the prospect of significantly higher transportation charges from 2016 for
contracted shippers on the DBNGP.

In its proposal to the ERA for a renewed Access Arrangement from 2011, DBP seeks,
amongst other matters, to replace existing full haul, part haul and back haul regulated
services with a single transportation service that would also result in full haul tariffs
increased by at least 40%.

If DBP's proposal is approved without amendment by the ERA, the new regulated tariff
would become the tariff payable under existing shipper contracts from 2016.

Verve Energy is opposed to the DBP proposal and will be making a submission to the
ERA to this effect.

IMPLICATIONS FOR ELECTRICITY

Carbon

Verve Energy expects a carbon impost of some form to be applied federally within two
to three years that will have a substantial impact on the electricity sector. Depending on
how onerously and in what form any carbon pollution reduction mechanism is applied
there are currently only two viable short term means of reducing carbon intensity from
power generation - renewable energy or gas fired generation.

Renewable energy is expensive and has operational limitations while wind farms remain
the primary source of supply. Gas fired generation however presents as the best means
of achieving a rapid carbon intensity reduction as the consumption of gas in combined
cycle power stations such as Verve Energy's Cockburn Power Station results in
electricity delivered at approximately 50% of the carbon intensity of traditional coal fired
technology.

The problem faced in the Western Australian electricity market however is that with
delivered gas prices in the range $8.50/GJ - $9.50/GJ it will require a carbon price of
circa $90/tonne to justify a move away from traditional coal fired generation on a sent-
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out cost basis. Carbon prices at this level are highly unlikely to be experienced for
some time and even if they were future gas supplies are too uncertain to justify the
investment risk.

It is Verve Energy's view therefore that coal will remain the dominant form of baseload
power generation for the foreseeable future with opportunities for additional coal plant
investment likely from about 2018 and with further plants likely beyond this time.

With commercialised carbon capture and storage technology possibly 10 - 15 years
away, Western Australia is likely to see increasing carbon intensity from power
generation over this period. This problem will not occur elsewhere in Australia where
abundant, competitively priced gas appears to be available.

It is Verve Energy's view that the electricity market participants will deliver the mix of
plant required to achieve electricity system security however the expectations of the
Western Australian consumers may not be met if the result is a significant increase in
carbon emissions.

Pricing

Worst case assumptions regarding gas availability and/or price would see a large
portion of Verve's existing gas fired plant effectively stranded or reliant on expensive
alternative fuels such as distillate. Such an outcome would likely result in an increase in
the costs of wholesale electricity that would be borne by consumers plus a requirement
to rapidly progress the construction of new coal fired generation facilities.

It is Verve Energy's view that, without a substantial change to the domestic gas supply
market in Western Australia, there will be a supply shortfall that will result in gas
progressively becoming a boutique fuel for electricity generation purposes (to deliver
system ancillary service requirements, for example).

On this assumption, whether it is based on carbon costs (that will be passed through to
consumers in the case of an increase in coal fired generation being necessary) or the
unsustainably high gas prices currently being experienced, there will need to be a
significant flow through effect on tariffs (or increased and ongoing CSO payments to the
incumbent retailer).

This will affect commercial electricity consumers directly through cost increases and
residential consumers through a combination and direct cost increases and indirectly
through general cost of living increases.
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SUMMARY

Verve Energy is of the view that a failure of the domestic gas supply market has
resulted in a supply shortfall that has driven gas prices to unsustainable levels and
introduced intolerable uncertainty in regards to forecast supply levels.

The reasons for this are many and varied and a coordinated approach across relevant
agencies, in conjunction with the upstream suppliers, needs to be taken to deal with
what is a critical issue for Western Australia.

From the perspective of the electricity market, uncertainty regarding supply levels and
pricing is going to have a material impact especially given the lengthy lead times
required to construct plant that may be necessary to deal with any gas supply imposed
security issues.

With the likely introduction of a carbon pollution reduction scheme of some form within
two to three years, the risks are amplified as the opportunity to deliver a carbon
optimised mix of generating plant and fuel is likely to be lost with traditional cycle coal
fired generation potentially becoming the dominant supply source.

The impact of a continuation of constrained gas supply and unsustainable prices will be
substantial in regards to the competitiveness and sustainability of Western Australia's
energy dependent industries and the impact on the cost of living in the State.
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