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v Information and Consultation Agreement with The Hong Kong and
China Gas Company Limited
(LC Paper No. CB(1)1116/05-06(03) - Information paper provided by the

Administration)

5. At the invitation of the Chairman, the Deputy Secretary for Economic
Development and L abour (Economic Development) 2 (DS/ED 2) briefed members on
the Administration’s plan to extend the Information and Consultation Agreement (ICA)
between the Government and The Hong Kong and China Gas Company Limited
(HKCG) and the improvements to be made upon the extension. In gist, he said that
the Government and HKCG first entered into an ICA relating to the Company’s core
gas business and gas-related activities in Hong Kong in April 1997. The ICA was a
voluntary agreement with terms and conditions mutually agreed between both parties.
The ICA had been extended twice in March 2000 and April 2003 respectively. Its
objective was to increase transparency in the HKCG's tariff setting mechanism, and
provide justification thereof, in the event of tariff adjustments. Pursuant to the ICA,
HKCG had consulted the Government and briefed the Energy Advisory Committee as
well as the Pand in late 1997 on the adjustment to their tariff and fixed monthly
service charge for the year 1998. Since then, HKCG had not made any adjustment to
both. HKCG had indicated that with the introduction of natural gas as a feedstock
later this year, the net gas charge would be lowered. DS/ED 2 said that as the current
ICA would expire on 2 April 2006, the Administration and HKCG had agreed to
extend the |CA for a period of 3 years commencing 3 April 2006.

6. With the aid of PowerPoint presentation, Mr_ Alfred CHAN, Managing
Director of HKCG and Mr James KWAN, Executive Director and Chief Operating
Officer of HKCG briefed members on their plan to introduce natural gas as an
alternate feedstock to naphtha for production of town gasin 2006. They said that in
2002, HKCG had entered into a 25-year term contract for natural gas supply.
Emission would be substantially reduced following the planned use of natural gas as
part of the feedstock for the production of town gas by end of this year. Upon full
implementation, the emissions of carbon dioxide, nitrogen oxides and sulphur dioxide
were expected to be reduced by about 26%, 42% and 40% respectively.
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7. Mr James KWAN further highlighted that under the ICA, HKCG had
enhanced its transparency and scope of consultation whilst ensuring a safe and reliable
supply of town gas. To enhance network safety, HKCG had accelerated the
replacement of all cast iron pipes and increased the number of active site inspections to
reduce third-party damage to its facilities. As regards home safety, HKCG had
carried out safety inspection and provided gas appliance maintenance services to
customers at regular intervals. On environmental front, HKCG had, inter dlia,
installed de-nitrogen oxides system to units 1 & 2 of Tal Po phase | plant in 2005 and
recycled over 800 tonnes of discarded gas appliances in each of 2004 and 2005. In
addition, HKCG had been actively involved in charity work to provide free services
and programmes for the needy, and launched tariff concession schemes for the elderly
and people with disabilities.

Discussion
8. Dr David LI declared interest as a director of HKCG.
Use of natural gas and impact on net gas charge

9. Ir Dr Raymond HO commended the initiatives and performance of HKCG in
the past years, in particular the introduction of natural gas as a feedstock to generate
town gas as this would help establish a reliable long-term supply of energy for Hong
Kong and reduce gas production cost so as to bring fuel savings to customers. He
sought clarification on the amount of fuel savings brought to customers and its
relationship with the crude oil price.  Given the economic and environmental benefits
for using natura gas as feedstock, he enquired whether HKCG had a plan to use
natural gas solely as feedstock to generate town gas.

10. Mr Alfred CHAN, Managing Director of HKCG explained that the cost of
natural gas was significantly cheaper than naphtha as crude oil price continued to stay
at ahighlevel. Introduction of natural gasto replace portions of naphtha as feedstock
to generate town gas would enable the company to pass fuel savings to its customers.
HKCG planned to use natural gas as a feedstock alternate to naphtha on a 60:40
proportion in respect of total gas production. There would be around 5% savings in
net gas charge if crude oil price was at about US$ 35 per barrel.  The savings would
likely approach 10% if the crude oil price was similar to the current level, i.e. US$ 60
per barrel. Mr CHAN further remarked that since HKCG had entered into a 25-year
term contract for natural gas in 2002 when the crude oil price was at about US$ 15 -
USS$ 25 per barrel, prices for natural gas should be more stable and, in the long run,
cheaper than naphtha, especially when crude oil price stayed high. Mr CHAN aso
highlighted the clean production process of HKCG and that the use of natural gasasan
alternate feedstock could help reduce emissions by as much as 40%.

11. Mr Jeffrey LAM appreciated that HKCG had made a timely decision by
entering into a 25-year agreement in 2002 with the natural gas supplier when the crude
oil pricewas at low level. He enquired whether HKCG would continue to source for
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new natural gas supply and conclude new agreements with suppliers at good prices.
Noting the benefits for using natural gas as feedstock, Mr LAM also called for the
early implementation of the proposal. Regarding the proposal to use natura gas as
the sole feedstock to generate town gas, he was concerned about the impacts on
existing production plants as well as the reliability of natural gas supply.

12. Mr_ Alfred CHAN of HKCG said that HKCG had entered a 25-year term
contract for natural gas supply in line with established international practice in 2002
when the crude oil price was relatively low. He said that the price of natural gas had
gone up since then and it might not be that cost-effective for HKCG to enter into new
agreements for natural gas supply at this stage. Regarding the commencement date
of using natural gas as feedstock to generate town gas, Mr CHAN said that whilst the
relevant infrastructural works in the gas production plants in Hong Kong were mostly
completed, the liquefied natural gas receiving terminal in Shenzhen had yet to be
completed. He assured members that if practicable, HKCG would strive to use
natural gas for the production of town gas as early as possible. In reply to Mr Jeffrey
LAM’s further enquiry, Mr CHAN confirmed that the savings in net gas charge quoted
earlier had aready taken into account freight charges for liquefied natural gas which
were specified in the 25-year contract.

13. On using natural gas as the sole feedstock to generate town gas, Mr Alfred
CHAN said that the issue should be considered in the context of the overall
cost-effectiveness in gas production. In order to introduce natura gas to replace
portions of naphtha as feedstock to generate town gas, HKCG had aready put in place
adequate financial resources to upgrade the new supply infrastructure and make
necessary modifications to gas production plants. If natural gas were to be deployed
as the sole feedstock, this would require substantial capital investment to meet the
operational reguirements which might not be cost-effective. Moreover, HKCG might
run at risk when the natural gas supply was interrupted due to unexpected gas incidents
such as breakdown of the plant facilities, freight problem, blockage of submarine pipes
or accidents in recelving terminag/stations. On the other hand, the present
arrangement would enable the company to switch back the production units from a
dual feedstock mode to naphtha alone within a reasonable time to cater for any
emergencies.

14. The Chairman enquired about the likelihood of the occurrence of the natural
gas incidents as mentioned earlier. Mr Alfred CHAN recalled that a few years ago,
due to the occurrence of afire at areceiving station in Australia, the gas supply there
had been suspended for two weeks, resulting in huge financial loss. In reply to the
Chairman’s further enquiry, Mr CHAN said that HKCG had kept a constant stock of
naphthathat could ensure the production of town gas for 30 days.

15. Mr Ronny TONG was concerned about the timing when customers could pay
lower gas charge as aresult of using natural gas as a feedstock in gas production. He
also enquired whether there was any plan to replace the gas infrastructure to enable the
full use of natural gasfor town gas generation.
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16. Mr LAU Chin-shek supported the improvements made to the ICA and
welcomed the reduction in net gas charge. He also enquired about the timing when
the reduction would be reflected in the gas bill and the extent of reduction.

17. Mr_Alfred CHAN reiterated that if the use of natura gas as part of the
feedstock for the production of town gas could commence as planned by end of this
year, the resultant savings would be immediately reflected in the gas hill for the
following month. The savings would approach 10% if the crude oil price upon the
importation of natural gas in Quarter 4 this year was similar to the current level of
US$60 per barrel. In other words, customers could pay HK$20 less for a monthly
gas bill of HK$200. On the use of fuel by HKCG, Mr CHAN said that the Company
had used coal as feedstock for gas production for the first hundred years. Some thirty
years ago, HKCG had changed to use naphtha which yielded a cleaner gas because the
extremely low sulphur content of naphtha reduced the emission of sulphur dioxide
during gas production. In resorting to use natural gas later this year, it might take the
Australian supplier about three years to gradually ramp up its supply of natural gas by
phases to reach the ultimate proportion of 60% in total gas production. On using
natural gas as the sole feedstock for gas production, Mr CHAN further recapped that
the plant facilities in Tai Po had been modified to a dual feedstock mode to use both
natural gas and naphtha to minimize risk due to suspension in the supply of natural
gas.

18. Mr Tommy CHEUNG remarked that the catering industry players who were
HKCG’s mgjor customers would certainly welcome the forthcoming savings in net gas
charge. He however said that there was a need to enhance the transparency of the
Fuel Cost Variation Charge (FCVC) by disclosing the basis and formula for
adjustment, and the actual savings arising from the use of natural gas as feedstock.
He enquired whether the relevant information would be reflected in gas bills.

19. The Permanent Secretary for Economic Development and L abour (Economic
Development) (PS/ED) said that to enhance the information for the monitoring by the
Government, HKCG would provide the Government on or before 15" day of each
month with the total cost and total quantity of each feedstock used in the preceding
month and the corresponding forecast for the current month in relation to the FCVC,
including the percentage savings in gas charge resulting from the use of natural gas as
feedstock in respect of the preceding month. DS/ED2 assured members that in
assessing the FCVC set by HKCG, the Government would make reference to
international crude oil price and the imported price to ensure that the reduction in
FCVC as a result of using natura gas would be passed onto consumers. He
understood that HK CG was prepared to disclose the savings in the gas bill.

20. Mr Alfred CHAN said that HKCG would reflect the savings clearly in the gas
bill by comparing the original gas charge if naphtha would continue to be used as the
sole feedstock with the new charge.
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Information and Consultation Agreement (ICA)

21. Noting that the ICA was a voluntary agreement, Ir Dr Raymond HO was
concerned whether it meant that HKCG could refuse to enter into such an agreement.
DS/ED2 confirmed that the ICA was a voluntary agreement with terms and conditions
mutually agreed between HKCG and the Government, including the need for HKCG
to consult the Government in the event of tariff adjustments and maor system
additions; and to disclose certain corporate information to the public on an annua
basis.

22. Echoing with Ir Dr Raymond HO on the concern that ICA was only a
voluntary agreement, Mr Fred LI considered that the Administration should take the
opportunity to review the role of HKCG in the overall energy sector of Hong Kong.
Referring to the development of post-2008 e ectricity market in Hong Kong, he urged
the Administration to consider whether HKCG should also be subject to similar
regulation by the Government. Noting that ICA had stipulated certain procedures for
HKCG to consult the Government in the event of tariff adjustments and major system
additions, Mr Fred LI was concerned how the Administration could ensure that the
information it had obtained from HKCG contained all relevant details. He also
enquired about the definition of major system additions.

23. DS/ED2 highlighted the difference between the two energy markets and
pointed out that electricity was an alternative to town gas but town gas could not
replace electricity in many cases. Notwithstanding that HKCG was the sole gas
supplier, it had not taken advantage of its unique position to manipulate the market and
bring about adverse impact on consumers. DS/ED2 assured members that the
Government would monitor the performance of HKCG closely. On maor system
additions, DS'ED2 explained that to enhance the information for the monitoring by the
Government, HKCG would provide the Government annually with a breakdown of
their planned and actual capital expenditure by major asset categories, with highlights
of major new projects. The Government would have the overal picture and could
follow up with HKCG on further information regarding major system additions if
considered necessary. DS/ED2 recapped that in assessing information provided by
HKCG in relation to FCVC, the Government would also make reference to
information from other sources such as international crude oil price, and average
import prices of naphtha obtainable from the Census and Statistics Department.

24. Mr Fred LI was unconvinced of the Administration’s reply. He sought
information on the market share of HKCG in the energy market and the
Administration’s action, if any, in case HKCG abused its market position. In
response, PS'ED and DS/ED2 advised that HKCG’s share in domestic water heating
and cooking fuel market had remained relatively stable since 1994 with mild growth to
above 60%. The Administration would conduct investigation if any business entity
had abused its market position. Nevertheless, they did not see a need to regulate
since HKCG had not abused its market position.
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25. Mr CHAN Kam-lam welcomed the extension of ICA which helped increase
the operational and financia transparency of HKCG. He aso appreciated the good
performance of HKCG in bringing about a stable gas tariff to benefit consumers. Mr
CHAN was concerned whether the Government would also consider entering into
similar agreements with suppliers of domestic liquefied petroleum gas (LPG) with a
view to increasing transparency in their price setting process. Given the operational
efficiency of HKCG, Mr CHAN urged the Government to enhance market competition
by making available both town gas and LPG for the choice of general household
customers.

26. PS/ED highlighted that oil companies sold domestic cylinder LPG on a
wholesale basis to their dealers who then retailed to end-users. Domestic LPG was
aso supplied through pipes purposely built for housing estates. To promote
competition, the Government had awarded contracts for the supply of piped LPG to
public estates through open tenders. However, due to limited lands for setting up
LPG compound, LPG might not be selected for certain estates. On domestic LPG, in
order to enhance transparency in its pricing, a supplier has adopted a formulato review
the LPG wholesale prices regularly, taking into account the import prices of LPG.
On Mr CHAN Kam-lam’'s concern about the possibility for the Government to enter
into agreements similar to ICA with domestic LPG suppliers, DS/ED2 said that this
was not practicable because unlike town gas which was supplied solely by HKCG,
there were many suppliers of domestic LPG in the market.

27. Mr CHAN Kam-lam suggested introducing more market competition in the
energy market and shortening the interval for reviewing the wholesale price of
cylinder LPG. DSED2 remarked that there was competition in the domestic fuel
market. Notwithstanding the availability of pipes in delivering town gas, customers
were free to choose to use domestic cylinder LPG or electricity. On the suggestion to
shorten the review period for the LPG wholesale prices, DS/ED2 informed members
that the Administration would discuss with the supplier.

28. Noting that under the ICA, HKCG was required to disclose certain corporate
information to the public on an annual basis, Mr LAU Chin-shek was concerned
whether HKCG' s investment in the Mainland and overseas would affect Hong Kong's
gas charge and whether the related information would be published.

29. DS/ED2 pointed out that under the ICA, HKCG would disclose information
on its core gas business and gas-related activities in Hong Kong. Nevertheless, as
HKCG was a listed company, members of the public might refer to HKCG’s annual
report for information related to HKCG’ s investment performance outside Hong Kong.

30. Mr Alfred CHAN confirmed that similar to other energy companies, HKCG
had segregated the accounts of investments in Hong Kong and in Mainland/overseas
markets.
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Environmental measures

31 Noting that 40% of the total gas production would still use naphtha as
feedstock after the introduction of natural gas, Mr Jeffrey LAM was concerned about
the measures to be taken by HKCG in reducing emissions from using naphtha and
whether HKCG would pass the costs of such measures onto consumers.

32. Mr Alfred CHAN remarked that although HKCG's capital investment had not
been linked to its return, the Company had made substantial and cost-effective
investment in emission reduction facilities at the gas plants and other environmental
measures from 2003-2005. For example, HKCG had installed de-nitrogen oxides
system to units 1&2 of Tai Po phase 1 plants in 2005. Mr CHAN further said that
apart from natural gas and naphtha, HKCG planned to introduce other types of fuel
such as landfill gas (LFG), i.e. methane, which was a type of renewable energy. In
fact, HKCG was the first organization in Hong Kong to utilize LFG for commercial
use. On apilot basis in 1999, HKCG built its first LFG utilization plant in Tai Po,
laying a 2 kilometer of pipeline form Shuen Wan Landfill to the plant. HKCG
planned to build another LFG treatment plant in Tai Po to utilize LFG released from Ta
Kwu Ling Landfill through a 19 kilometer long pipeline with a view to using LFG to
produce up to 5% town gas in respect of the total production.

Customers and community services

33. Mr WONG Ting-kwong noted and appreciated that HK CG was among the few
public utilities which were not subject to critical review by Members. Recalling that
the monthly maintenance charge had attracted much controversies when it was first set,
Mr WONG was pleased to note that apart from regular safety inspection and general
maintenance on town gas installations, HKCG would aso provide free PE Link
Check-up service to the elderly customers. He asked whether HKCG would consider
offering other value-added services.

34. Mr Alfred CHAN highlighted that since 1998, HKCG had made an aggregate
investment of some two billion while maintaining its tariff and fixed monthly
maintenance charge. He said that the fixed monthly maintenance charge of $9.5
covered regular safety inspections such as appliance check-ups and internal piping
testing. Further to appointment services, to prevent problems before they occur,
HKCG had introduced the Regular Safety Inspection Programme under which a safety
inspection would be carried out for individual customer premises by qualified gas
technicians during a 18-month cycle. To further enhance the safety of gas appliances,
HKCG had installed with gas appliances a stainless steel braided flexible hose which
was more durable and lasted longer. The Towngas 24-hour Customer Service
Hotline had recently been geared up in January 2006 to facilitate communications
between HKCG and its customers. On community services, Mr CHAN said that in
addition to offering concession schemes for elderly and people with disabilities, the
‘Towngas Volunteer Service Team' conducted regular visits to senior citizens in
different districts to, inter alia, distribute bottles of hot soup/food and install safety
rails for the elderly.
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35. Summing up the discussion, the Chairman expressed the support of the Panel
to the planned extension to the ICA and the improvements to be made.
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