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Foreword

This report is the first in a new three-year program of research by the Productivity
Commission designed to provide comparable information on the financial
performance of government trading enterprises (GTES). It continues previous work
by the Commission and an earlier series of broader ‘Red Book’ reports, under the
auspices of the Steering Committee on National Performance Monitoring of
Government Trading Enterprises, between 1991 and 1997.

The Commission has given a priority to its ongoing research into the performance
of economic infrastructure industries and the impact of microeconomic reforms. It
complements other Commission work, including benchmarking studies and reviews
of price and service quality.

Our research reveals that in 2001-02, over half of the monitored GTEs earned a
return on assets that is below the risk-free return from long-term Commonwealth
bonds. An even greater number failed to earn a commercial rate of return. Further,
profitability in some sectors continued to deteriorate in 2001-02.

In the current three-year program, the Commission has commenced an examination
of the external governance arrangements for GTEs. When the work is completed, it
will provide a basis for reviewing whether governance arrangements can be
improved and to explore the appropriateness of alternative arrangements. This first
report provides contextual information on aspects of governance that affect GTE
performance.

Research for the study was undertaken in the Economic Infrastructure Branch under
the guidance of Commissioner Michael Woods. State and Territory governments
cooperated by furnishing data collected for the Australian Bureau of Statistics
Government Finance Statistics collection, and by assisting the Commission with its
chapters. The Commission is very grateful for this continuing support.

Gary Banks
Chairman

June 2003
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Key points

« Government trading enterprises (GTEs) have an important place in the Australian
economy. In 2001-02, the 84 GTEs monitored in this report controlled assets valued
at more than $162 billion and generated $55 billion in revenue, in key areas of
infrastructure — including electricity, water, urban transport, railways, ports and
forests.

« Despite the intent of governments to operate GTEs on a commercial basis, over
60 per cent of monitored GTEs earned less than the long-term bond rate in
2001-02. An even greater number of GTEs failed to earn a commercial rate of
return, which includes a margin for risk.

« While profitability in the electricity, rail and water sectors remained relatively
unchanged in 2001-02, that of the ports and urban transport sectors was
significantly lower than in the previous year.

« The profitability of half of the GTEs that have been monitored since 1997-98,
deteriorated in this time, particularly GTEs in the ports, urban transport and railways
sectors.

« The overall level of debt among the GTEs monitored since 1997-98, has increased
in real terms by around 35 per cent. Of these GTEs, Telstra and GTEs in the
electricity sector reporting the most significant increases in debt.

- Institutional and governance arrangements, which are outside the control of
management, can affect the financial performance of GTEs. Performance can be
affected by: the price determinations of regulators; the level of payments by
governments for the provision of non-commercial services; and the importance
governments place on achieving commercial returns, relative to the achievement of
non-commercial objectives.

« The corporatisation frameworks adopted by Australian governments differ in the
degree in which they emulate the private sector and in the autonomy they give to
boards. The accountability of GTE boards is diminished when objectives are not
well defined and performance targets are not readily quantified.




1 Introduction

Financial performance monitoring of government trading enterprises (GTES) forms
part of the Productivity Commission’s research into the performance of Australian
industries and the progress of microeconomic reform. Performance monitoring
increases transparency and hence, accountability. It also facilitates ‘yardstick’
competition — based on a comparable set of performance indicators — which is
particularly important in industries where businesses do not face vigorous
competition.

The information presented in this report is suitable for making a general assessment
of financial performance within and across sectors. It does not provide information
suitable for adetailed analysis of the performance of individua GTEs — athorough
examination of their financial statementsisrequired for that purpose.

The information can also be used to gauge the effectiveness of reforms aimed at
giving the boards and management of GTEs clear financial objectives, emulating
financial market disciplines and ensuring competitive neutrality.

1.1 Background

In 2002 the Productivity Commission completed a 3-year program of research that
monitored the financial performance of GTES. The program was a continuation of
work undertaken by the Commission’s predecessor — the Industry Commission —
for the Council of Australian Governments.

The recently completed program reported on the financial performance of around
60 GTEs for the period 1994-95 to 2000-01.1 The Commission also examined
issues affecting the comparability of performance measures and GTE reforms
including:
the disclosure of ‘abnormal’ and ‘significant’ items and their association with
restructuring;

the nature of dividend policies,

1 Three reports were published under the program — covering the periods 1994-95 to 1998-99;
1995-96 to 1999-00; and 1996-97 to 2000-01.
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asset valuation and its effect on performance indicators;
debt management and guarantee fee policies; and
community service obligation policies and practices.

The Commission reviewed its ongoing involvement in this area in late 2002 and
surveyed State and Territory Treasury officials on the usefulness of the research.

A subsequent proposal by the Commission to the Treasuries to continue
performance monitoring was generally supported, as was a new 3-year program of
work on external governance arrangements (see section 1.3). This report is the first
in the new series.

1.2 Scope

GTEs are government-owned or government-controlled entities that are mainly
engaged in the production of goods and services, with the requirement to
substantially or fully cover their costs. They are commonly referred to as:

GBESs (government business enterprises);

GOCs (government-owned corporations);

PTEs (public trading enterprises);

Public Corporations;

SOCs (State-owned corporations);

SOEs (State-owned enterprises); or

TOCs (Territory-owned corporations).
These terms are often used interchangeably. However, in some cases, the terms
have specific local relevance. For example, the term GBE, when used in Tasmania,

refers to specific entities in schedule 1 of the Government Business Enterprises
Act 1995 (Tas), including Forestry Tasmania and the Hydro-Electric Corporation.2

This report contains a consistent set of financial performance indicators for 84 such
entities— referred to generically as GTEs — for the period 1997-98 to 2001-02. By
the end of 2001-02, the GTEs monitored in this report (listed in appendix A),
generated almost $55 billion in revenue and controlled assets valued at almost
$162 billion. In aggregate, they account for around 85 per cent of the revenue
generated by government-owned businesses in Australia (ABS 2002b).

2 The other monitored Tasmanian GTEs — Aurora Energy, Transend, Metro and the port GTEs
— are not directly covered by the Government Business Enterprises Act 1995 (Tas).
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The monitored GTEs undertake a range of activities across six main sectors —
electricity; water, sewerage, drainage and irrigation (hereafter referred to as
‘water’); urban transport; railways; ports; and forestry. Three Commonwealth GTES
that do not fit within these sectors — Australia Post, Airservices Australia and
Telstra— are grouped together.

The size of the GTEs varies substantially across and within sectors (see figures 1.1
and 1.2). In 2001-02, the smallest in terms of asset value was the Dampier Port
Aduthority ($22 million) and the largest was Telstra ($38 billion).3 Telstra accounted
for around 23 per cent of the total assets of all monitored GTEs and the largest six
GTEs accounted for around 50 per cent of total assets.

Figure 1.1  Cumulative distribution of monitored GTEs’ assets, June 2002
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Source: Productivity Commission estimates.

3 Tedrais partly privatised. The Commonwealth Government retains 50.1 per cent of issued
shares.
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Assets — monitored GTEs by sector, June 2002

Figure 1.2
Electricity
6000
A500 F--- - -
C N
S _
= 3000 F-------mm AHLHE
=
L%
1500 H H H
0 o | D |_| |_| |_|
Water
16000
12000
c —
XS]
= 8000
£
&
A000 F--- - -1 H
0 ___nnnnnEIDDDDDDDDI:II_I
Urban transport
1000
750 b mmm s m oo oo
c
)
= 500 F-—-----mmmm ]
=
L%
250
0 — "

(continued next page)

4 FINANCIAL
PERFORMANCE
MONITORING



Figure 1.2  (continued)
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The GTEs monitored represent the mgjority, but not al, of the GTEs currently
operating in their respective sectors. GTEs that are much smaller in terms of assets
and revenues, relative to the other GTES in a given sector, and GTES that ceased
operating prior to 2001-02, are not included.

GTEs that operated over part of the reporting period (but not in 2001-02) have not
been included despite being monitored in the previous year’'s publication (see
PC 2002a). These GTEs have generally been privatised or had their assets and
operations transferred to other GTES or new entities.4

State and Territory Treasuries were given the opportunity to nominate additional
GTEs for incluson. An additional 26 GTEs in the electricity (1), water (9),
railways (2), ports (8) and forestry (6) sectors have been included for the first time
in this report, with their financial performance reported for 2001-02 only. At the end
of 2001-02, the combined assets of these additional GTEs were valued at about
$15 hillion. The new GTESs in the electricity, water and ports sectors provide a
wider geographic coverage for each sector.

The inclusion of forestry GTEs expands the coverage of the report to include a
sector of the economy that contributes around 0.5 per cent of Australia’'s gross
domestic product (CCNCO 2001). In 2001-02, the six monitored forestry GTEs had
a combined asset value of more than $5.5 billion. Forestry GTES have undergone
significant restructuring that generally aimed to increase their commercial focus. In
some jurisdictions, forestry GTES operate under the same framework as applies to
GTEsin other sectors.

1.3 External governance

Over the next three years the Commission will also be examining issues relating to
external governance — the authority and systems utilised by ministers and
government agencies that have responsibility for the control and supervision of
public organisations (OECD 2002). Thisis distinct from internal governance, which
covers the systems of direction and control within an organisation, which are the
responsibility of the governing body and senior management of the organisation.

4 Recently privatised GTEs include the National Rail Corporation (2002), Freight Rail
Corporation (2002) and the Ports Corporation of South Australia (2002). In 2001-02,
restructuring in the NSW electricity sector resulted in the merger of three GTEs —
NorthPower, Advance Energy and Great Southern Energy — to form Country Energy.
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External governance issues were identified in a previous report as a possible factor
affecting the dow progress in achieving governmental reform objectives
(PC 20023).

The primary focus in this first year is on describing GTE external governance
arrangements as outlined in legidation and addressed in practice. Specificaly,
objectives and goal setting, and governing body responsibilities to responsible
ministers and the authority devolved to them, have been examined.

The second year’s report will focus on accountability and include external auditing
and monitoring of financial performance; reporting; and performance measurement.
In the third year, the Commission will examine the implications of external
governance arrangements for competitive neutrality and the implications of price
regulation for governance.

The Commission will hold a workshop in late 2003 on external governance
arrangements applying to GTEs. It will provide an opportunity to discuss the
lessons from governance reforms and the appropriateness of alternative governance
arrangements. The workshop will aso assist the Commission in focusing its
ongoing governance research.

1.4 Report structure

Following this chapter is a sector-level overview of the financial performance of
GTEs over time. A summary of the data and financial performance indicators used
in the report is presented in chapter 3. The remainder of the report is then divided
into two parts.

Part A sets out the nature of corporatisation reforms and a summary of external
governance arrangements for GTEs. The development of objectives and
performance targets by GTESs for approval by responsible ministers and the role and
authority of GTE boards are then described in more detail.

In part B, GTE performance reports are presented on a sector basis, with
commentary on the influence of structural reforms and the market environment on
performance. The Commonwealth Government GTEs that do not have peers in
other jurisdictions are reported separately. State and Territory Treasuries were given
the opportunity to review the GTE performance reports.
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2 Financial performance overview

The financial performance of 84 government trading enterprises (GTEs) for
1997-98 to 2001-02 is reported in part B of this report. Their financial performance
was examined using a consistent set of financial indicators and ratios which cover
the GTES operating performance, financial management and transactions with
government.

In this chapter, an overview of GTE performance is presented at an industry sector
level. Information on the data and measures used in assessing performance — both
at asector level and for individual GTEs — is presented in chapter 3.

2.1 Profitability

Profitability reflects a company’s capacity to generate earnings (profits) from the
capital invested in its activities. Increases in the retained profits (or surpluses) add
value to shareholders’ equity in that company. If equity holders (the community) are
to obtain a full financial return on their investment in GTES, profits have to be
sufficient to generate areturn similar to that available from alternative investments,
having regard for differencesin the level of risk.

In this report, the profitability measures include; the level of operating profit; the
return on assets (and equity); and the cost recovery ratio. For more information on
these and other performance indicators used throughout the report, see chapter 3.

A full financia return would be the risk-free return on capital plus an amount
reflecting the non-diversifiable market risk inherent in the investment. The 10-year
Commonweath Government bond rate is widely used as the risk-free return
benchmark.

The average rate of return on 10year Commonwealth Government bonds in
2001-02 was 5.9 per cent (RBA 2003).1 In 2001-02, only 36 per cent of monitored
GTEs were earning nominal pre-tax returns above this level. In comparison, around

1 Based on the average daily rate over the 12 months to June 2002. The rate is usually based on
the average bond rate over a specified period rather than an ‘on the day’ rate in order to
minimise short-term volatility.
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56 per cent of GTEs monitored in 1997-98 achieved a return equal to the long-term
bond rate in that year (5.6 per cent).

Given the non-diversifiable risk inherent in any business activity, it is reasonable to
expect that ailmost all GTEs should be generating returns above this rate, assuming
they are efficient and can fully recover their costs, including the cost of capital .2

In 2001-02, although the overall financial performance of the electricity, rail and
water sectors was relatively stable, the results for the ports and urban transport
sectors were significantly lower overall than the previous year (see table 2.1).

Profitability among GTEs varied considerably within each sector, especially in the
ports sector (seetable2.1 and figure2.1). The significant variation around the
averages in these two sectorsis likely to be due in part to the inclusion of a number
of additional GTEsin thisyear’ sanalysis.

Table 2.1 Selected profitability measures — by sector, 2001-02

Sector Cost recovery Return on assets Return on equity

per cent per cent per cent
Electricity 121.4 (23.5) 6.4 (5.9) 56 (17.0)
Water 159.1 (42.5) 47  (4.6) 30 (5.1)
Urban transport 947 (3.5) 00 (1.9 23 (8.0)
Railways 96.4 (29.7) 36 (3.7 2.8 (16.3)
Ports 131.0 (36.0) 47 (12.6) 2.3 (43.3)
Forestry 147.3 (53.3) 47  (3.6) 45 (3.9)

Note Indicators are the sector-wide weighted means. Standard deviations are shown in brackets. The large
standard deviations recorded for indicators in some sectors may reflect the influence of GTE restructuring or
other factors, such as asset revaluations.

Source: Productivity Commission estimates.

2 Typical values estimated by regulators as an approximate overall rate of return (including an
allowance for non-diversifiable risk) are significantly higher than the risk-free rate. For
example, regulators accepted a nominal post-tax return of between 10.5 per cent and
13.5 per cent for eectricity distributors in NSW over the period February 2000 to June 2004
(IPART 1999a) and nominal pre-tax returns of between 8.2 per cent and 10.8 per cent for the
NSW rail access regime (IPART 1999D).
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Figure 2.1  Selected profitability measures — by sector, 2001-02
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The financial performance of GTEs — relative to their performance in previous
periods and relative to the performance of other GTESs operating in different parts of
the economy — will be affected by cyclical variations in market conditions. Such
changes in conditions can include variations in the demand for a GTE’s goods and
services and changes to its costs of production.

Differences in the emphasis that governments place on non-commercia objectives
should be considered when comparing the performance of GTEs across sectors and
over time. The existence of non-financial objectives will affect the financial
performance of a GTE if governments do not adequately fund non-commercial
activities they direct the GTE to undertake through community service obligation
(CSO) payments. In such cases financial performance will suffer — especially in
sectors where CSO payments contribute a significant proportion of total revenue.

The GTEs monitored in this report generally operate in regulated industries, where
prices are largely determined by independent price regulators or require ministerial
approval. The influence of regulators decisions on revenues means that their
decisions can affect the profitability of GTES. For example, a poor operating result
may reflect regulated prices being set too low, rather than indicate poor
management on the part of the GTE.

The valuation of GTE assets affects financia performance in severa different ways.
If a regulator, when determining the prices a GTE can charge for their services,
assigns a different value to their assets than the value carried on the GTE’s balance
sheet, financial performance will be affected. The Commission has aso found, in
some cases, differences between the asset valuation implicit in the regulators final
price determination and the regulator’ s stated asset valuation (PC 2002a).

The periodic revaluation of assets can have a significant impact on the operating
results of GTESs. For example, forestry GTEs are affected annually by revaluations
of growing timber assets, the effect of which is written directly in to the statement
of financial performance.

Changes in GTE performance 1997-98 to 2001-02

In 2001-02, the set of monitored GTES changed significantly, with the addition of
several GTES, mainly in the ports, water and forestry sectors (see chapter 1). These
changes make it difficult to compare the performance of current GTEs as a whole
with the performances of those that were monitored in previous years.
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Changes in the performance of 52 GTEs that were monitored over the entire
five-year period since 1997-98 were examined. Profitability improved in the water
sector, remained stable in the electricity sector, and declined in the urban transport,
railways and ports sectors.

Although the overall performance of the electricity sector has not improved during
the reporting period, it had the strongest returns of all the monitored GTE sectors.
The weighted average return on assets in 2001-02 for the entire set of electricity
GTEs was 6.4 per cent (see table2.1), and for the sub-set of electricity GTEs
monitored over the entire reporting period, it was 6.6 per cent, a fal of around
one percentage point on 1997-98.

Many of the GTEs that are not producing a commercia rate of return showed no
signs of improvement, in this respect, over the reporting period. Of the 52 GTES
monitored since 1997-98, only 14 have exceeded the risk-free rate of return in each
year.

Almost half (24) of the GTES monitored over the entire five-year period reported
levels of cost recovery, returns on assets and returns on equity that were al lower in
2001-02 than in 1997-98.

The results do not necessarily infer that GTES are performing worse than private-
sector companies operating in similar areas. A recent survey by the ABS suggests
that on average, monitored GTES in the electricity and water sectors out performed
their private sector counterparts over the monitoring period (ABS 2002a).3

Some GTEs are not meeting their recurrent costs and are consequently earning
negative returns on assets and equity — notably in the urban transport and rail
sectors (see chapters 9 and 10). In 2001-02, 17 per cent of the monitored GTEs
reported a pre-tax operating loss, a slightly higher proportion than that observed in
previous years.

2.2 Financial management

In this report, the financial management indicators reported include the absolute
debt levels, the ratio of debt to assets (and debt to equity) as well as the current ratio

3 The ABS Business Operations and Industry Performance survey covers the period 1995-96 to
2000-01. GTE performance was compared, over the period 1997-98 to 2000-01, to the average
return on assets and return on equity in the ‘electricity, gas and water supply sector’. However,
significant differences in the valuation of assets and other accounting items limits the value that
can be placed on such comparisons.
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and level of interest cover. For more information on these and other performance
indicators used throughout the report, see chapter 3.

The average debt level of the GTEs monitored since 1997-98, increased by
35percent in rea terms over this five-year period. However, despite debt
increasing overal half (26) of the GTEs monitored since 1997-98 decreased their
real levels of debt over this period.

The overall decline in debt levels since 1997-98 is attributable to a number of
factors, including debt reduction programs, debt for equity swaps with shareholder
governments, reduced capital expenditure and the privatisation of parts of GTES
businesses.

In 2001-02, 13 GTEs — mainly in the ports, water and forestry sectors — operated
debt free.

In 2001-02, 39 per cent of the monitored GTEs had an interest cover of less than
two times, compared to 33 per cent in 2000-01. Around 20 per cent of monitored
GTEs had an interest cover of less than zero, indicating that funds other than current
operating earnings are required to meet financial commitments.

Table 2.2 Selected financial management performance measures — by
sector, 2001-02

Sector Debt to equity Current ratio Interest cover

per cent per cent Times per cent
Electricity 90.1 (60.5) 77.8  (43.2) 25 (8.3)
Water 19.7 (27.2) 67.3 (231.6) 4.4 (287.5)
Urban transport 37.2 (46.0) 46.7 (43.3) 0.0 (1.6)
Railways 61.0 (206.3) 88.0 (48.3) 1.9 (2.3)
Ports 29.9 (49.2) 136.8 (223.0) 2.7 (5.3)
Forestry 6.4 (12.4) 152.2 (111.3) 16.7  (13.0)

Note Indicators are the sector-wide weighted means. Standard deviations are shown in brackets. The large
standard deviations recorded for indicators in some sectors may reflect the influence of abnormal items or
other factors, such as asset revaluations.

Source: Productivity Commission estimates.
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Figure 2.2  Selected financial management indicators — by sector, 2001-02
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Note The dot represents the weighted mean value and the ‘whiskers’ represent the range of values, in
2001-02, for a given performance indicator by sector. For example, the minimum debt to equity ratio achieved
in the electricity sector was 2.7 per cent, while the maximum value was 199.5 per cent. The mean was
90.1 per cent. @ The maximum debt to equity ratio for the rail sector was 481.7 per cent. b The maximum
current ratio for the water sector was 1021 per cent. © The maximum current ratio for the ports sector was
784.5 per cent. d The minimum interest cover for the water sector was 1214 times.

Source: Productivity Commission estimates.
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2.3 Government transactions

In 1995, the Council of Australian Governments endorsed the corporatisation of
GTEs, as part of a range of broader reforms under the Competition Principles
Agreement. As part of the Agreement, governments introduced tax-equivalent
payments and debt guarantee fees — for all significant government trading
enterprises where the benefits outweighed the costs.

In this report, the Commission has examined the tax-equivalent payments, dividend
payments and CSO payments of GTES. For more information, see chapter 3.

Tax equivalent payments

Under a tax-equivalent payment regime, GTEs are required to pay tax on their
operating profit at the same company tax rate as private businesses. If a GTE is not
subject to a tax-equivalent regime, it potentially possesses a significant advantage
over its competitors. All other things being equal, a GTE can earn the same after-tax
commercial rate of return as its competitors at lower pricesif it does not pay tax.

The income tax expense incurred is reported. However, the adoption of tax-effect
accounting may result in the income tax expense for any year differing from the
actual amount paid to the owner-government for that year because of timing
differences.4

From June 2001, 74 of the 84 GTEs monitored became subject to the National Tax
Equivalent Regime (NTER). The NTER unifies the tax equivalent arrangements of
government-owned entities that were previously subject to the tax-equivalent
regimes of their respective owner governments.

The primary objective of the NTER is to promote competitive neutrality, through a

uniform application of income tax laws, between the NTER entities and their privately
held counterparts (ATO 2001).

Several GTEs reported significant changes to their tax-equivalent payments in
2001-02 after adopting the NTER. For example, the Hydro Electric Corporation

4 Tax-effect accounting in accordance with AASB 1020 Accounting for Income Tax leads to
differences in how tax applies to income and the timing of tax payments. Permanent differences
between taxable income and accounting income arise when disparities between tax law and
accounting standards occur. For example, depreciation on buildings is charged as an expense
under accounting profit but may not be allowable as a tax deduction in the caculation of
taxable income. Timing differences may arise, for example, because of different depreciation
schedules adopted by the GTE and the tax office.
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reported a $57.7 million increase in future tax benefits relating to the entity’s
Superannuation provisions.

In 2001-02, the 84 monitored GTEs paid over $3.2hillion in tax-equivalent
payments to governments, of which Telstra contributed 55 per cent. The remaining
GTEs each paid an average of around $16.9million. Total and average
tax-equivalent payments were lower than the previous year. In part, this outcome
reflects the inclusion of several GTEs that are not required to, or did not, make
tax-equivaent payments in 2001-02.

Debt guarantee fees

Debt guarantee fees are payments to government to ensure competitive neutrality by
requiring GTEs to face the same cost of capital as private businesses. They
represent the margin between the cost of capital to governments and the market
costs faced by equivalent commercial entities. The payments impose financia
management disciplines as managers are made aware of the real risk premium of the
capital used in their activities.

In 2001-02, the debt guarantee fees paid by 39 monitored GTEs (for which
information was available) added an average of 62 basis points to their effective
interest rate.

Dividend payment policies

Dividend payment policies represent a return on the funds invested in GTES. The
policies are designed to bring GTEs into line with private sector businesses that
typically distribute a proportion of their profits to shareholders.

In 2001-02, 58 GTEs made dividend payments to their owner governments. The
level of dividends paid or provided for was $5.5 billion, a rise of $843 million
compared to 2000-01. Telstra contributed $2.8 billion or 51 per cent of tota
dividendsin 2001-02.

Excluding Telstra, an average of $47 million was paid, or provided for, by the GTEs
that made dividend payments. The average dividend of GTEs other than Telstrawas
$54 million in 200-01.

The average dividend to equity ratio (among those GTEs that paid dividends) was
5 percent in 2001-02, down from 7 per cent in 2000-01. The average dividend
payout ratio (among those GTEs that paid dividends) decreased from 87 per cent in
2000-01 to 77 per cent in 2001-02.
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Several GTEs reported dividend payout ratios of over 100 per cent. This indicates
that dividends paid or provided for exceeded operating profit in that year.

Some GTEs made dividend payments after reporting operating losses, resulting in
negative dividend payout ratios. This may be due to GTESs being required by their
owner governments to make pre-determined specia dividends of a given amount
regardless of after tax operating profits.

Dividend payments have increased overall since 1997-98, although this has been
primarily driven by an increase in Telstra's dividend payments since the beginning
of the reporting period. The proportion of GTES not paying, or providing for, a
dividend has risen from around one in four in 1997-98, to amost one in three in
2001-02.

Community service obligations

GTEs often provide economic and socia benefits to the community over and above
the direct benefits of their goods and services paid for by consumers. For example,
urban public transport GTESs provide explicit community benefits such as greater
mobility and access for disadvantaged groups, as well as other positive externalities
such as reduced motor vehicle pollution and urban road congestion.

Historically, governments have recognised these benefits through the funding of
operating deficits of the relevant GTEs. However, current government policy is to
make on-budget payments directly to the GTEs for the provision of certain CSOs,
such as pensioner concession fares. This is consistent with National Competition
Policy.

In 2001-02, governments paid monitored GTEs around $2.6 billion in CSO
payments.® Rail GTESs received around 58 per cent of CSO funding, with GTEs in
the water sector receiving 16 per cent and the electricity sector 15 per cent.

As a percentage of the sector’s total revenue, urban transport received the largest
amount of CSO funding at 37 per cent.

5 Thisincludes all CSO payments disclosed by GTEs. In some instances, GTEs did not disclose
CSO funding. There also appear to instances where GTEs provide CSOs without
reimbursement.
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3 Interpretation of performance
measures

The assessment of the financial performance of government trading enterprises
(GTEs) monitored in this report is based on performance indicators derived from a
data set that is broadly consistent over time and across jurisdictions. The data
sources, the construction of the performance indicators and particular issues
relevant to the interpretation of the results are discussed in this chapter.

3.1 Data

The data used in calculating the financial performance indicators for 1997-98 to
2001-02 were taken from two sources. the Government Finance Statistics (GFS)
collection — data collected by State and Territory Treasuries for the Australian
Bureau of Statistics (ABS); and the General Purpose Financial Report (GPFR) data
extracted from audited GTE financial statements.

The GFS framework uses concepts and classifications developed by the ABSin the
preparation of public finance reports. The framework is based on international
standards developed by the International Monetary Fund and the United Nations.

The GFS framework is generally adopted for budget reporting by Australian
governments and is used by the Australian Loan Council. The concepts used are
consistent with those underlying the national accounts.

Governments also report financial information under the GPFR framework, based
on accounting standards. Australian Accounting Standards are developed by the
Australian Accounting Standards Board (AASB) and are based on generdly
accepted accounting principles. The primary purpose of the GPFR framework is
financial analysis.

Differences between GFS and GPFR

Financial reports under the GFS and GPFR frameworks are similar in appearance,
with minor measurement, labelling and presentation differences. However, thereis a
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number of differences in the treatment of transactions that GTES undertake on a
regular basis (see table 3.1). Other less common differences arise from the treatment
of gains and losses on foreign exchange; swaps and derivatives, and superannuation
eXpenses.

As a result of these differences, care is required when comparing the financial
indicators in this publication with those obtained from GTE financia statements.

Table 3.1 Differences between GFS and GPFR — selected items

ltems GFS GPFR
Gains and losses Treated as revaluations and as such  Can be treated as revenue and
on assets are excluded from the net operating  expenses and may therefore be
balance. included in the net operating balance.
Distributions to Distributions to owners in the form of Distributions are disclosed after
owners dividends are treated as operating operating results and therefore do not
expenses. form part of the operating statement.
Prior-period Operating results reflect only items Operating results may include
adjustments that represent revenue and expense  prior-period adjustments.
transactions relevant to the current
period.

Source: SA Treasury (2001).

Gains and losses

The differing treatment of gains and losses on assets may generate inconsistencies
in areas such as the profit (or loss) on the sale of assets, and revenues (or expenses)
from asset revaluations. These differences can affect the reported operating profit.
For example, under the GFS framework, revaluations are recorded directly in equity
and have no influence on operating profit. In contrast, under the GPFR framework,
changes in asset valuations may be recorded in the statement of financial
performance.l

Differences in the approach to the timing of asset valuation also have the potential
to generate inconsistencies. Revaluation of non-current assets prior to disposal is
not required under the GPFR framework, whereas under the GFS framework it is.
Consequently, the GPFR operating statements may contain gains or losses incurred
in the disposal of the asset that are not recorded under the GFS framework.

1 Under accounting standards, any increase in the value of assets must be recorded in an asset
revaluation reserve. The exception is any increase that reverses a downward revaluation
previoudy recognised as an expense in the statement of financial performance, which must be
recognised as revenue. A downward revaluation must be recognised as an expense. The
exception is any decrement that reverses a previous revaluation increment, which must be
recorded in an asset revaluation reserve.
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These discrepancies between the GFS and the GPFR treatment of asset revaluations
at disposal are not expected to affect indicators substantively. The majority of GTES
value their non-current assets using current valuation methodologies, ensuring
minimal gains or losses on disposal.

Distributions to owners

Distributions to owners in the form of dividends and income tax-equivalent
payments are regarded as operating expenses under the GFS framework. These
amounts can be separately identified and excluded from expenses.

Prior-period adjustments

Under the GFS framework, operating results reflect only items that represent
revenue and expense transactions relevant to the current period, whereas operating
results in the GPFR may include prior-period adjustments.2 The AASB has outlined
when such differences are most likely to occur (see box 3.1).

Box 3.1 GFS differences resulting from prior-period adjustments

Revision of estimates — Unlike GPFR, estimates of GFS data may be adjusted in the
future. With GFS, adjustments may be made to prior-period operating results as a
consequence of a revision to estimates.

Correction of errors — In GPFR, any error made in a prior-period is corrected in the
period in which the error is discovered. With GFS, prior-periods are revised to take
account of errors made in the relevant period.

Voluntary changes in accounting policy — In GPFR, the effects of any voluntary
change in accounting policy are calculated on the basis that the new policy has always
been in place. Any effects are recognised as revenues or expenses in the reporting
period in which the change is made. With GFS, prior-period operating results are
revised to take account of the effect of changes in the relevant period.

Change in accounting policy due to the adoption of an accounting standard — In
GPFR, the adoption of accounting standards requires that a retrospective adjustment
be made at the beginning of the reporting period in which the standard is first applied.
With GFS, the effects of adopting a new accounting policy result in revisions to
prior-period operating results.

Source: Material provided by the AASB.

2 Under the GFS framework, prior-period items arising in the current period are alocated to the
relevant prior-period. Under Australian accounting standards, prior-period items arising in the
current period are all ocated to the current period.
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Effect of differences between GFS and GPFR

In amost all cases, the operating results obtained using the GFS framework match,
or are almost identical to, the GPFR framework, once adjustments were made to the

GFSfor tax-equivalent and dividend payments.

In a small number of cases there may be significant differences caused by the
treatment of a gain or loss made on asset sales (see table 3.2). For example, in
2001-02, TransAdelaide reported an operating loss of about $12 million under the
GPFR framework. Under the GFS framework, there was an operating profit of

about $3.4 million.

Table 3.2 GFS and GPFR reconciliation — TransAdelaide and SA Water,

2001-02
TransAdelaide SA Water
Units GFS GPFR GFS GPFR
GFS and GPFR comparison
Revenue ($'000) 103742 103742 628 955 639 848
Expenses ($'000) 100378 115785 611 923 416 508
Operating result ($'000) 3364 -12043 17032 223 340
Adjustment to GFS expense:
Deduct tax-equivalent expense ($'000) -3711 61 161
Deduct dividend payments ($'000) 353 137 175
Adjusted GFS expense ($'000) 103 736 413 587
Adjusted operating result (pre-tax) ($'000) 6 215 368
Return on assets (per cent)2 (per cent) 1.1 -0.7 4.9 5.0
GFS and GPFR reconciliation
Add net gain on disposal of assets to ($'000) 8 169
revenue
Add loss on asset sales to expenses ($'000) 12 095 -
Add provision for doubtful debts to ($'000) -45 24
expenses
Add amortisation of licenses to ($'000) - 173
expenses
Adjusted operating result (pre-tax) ($'000) -12 044 223 340

& Return on assets is the ratio of earnings before interest and tax (EBIT) to average total assets. EBIT is
calculated by subtracting total expenses from total revenue and adding back gross interest expense. Average
total assets is the average of the values of assets at the beginning and end of each financial year.

Sources: TransAdelaide (2002); SA Water (2002); SA Treasury, pers. comm., Adelaide, March 2003.
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Adjusting nominal values

Data presented in this report is based on nomina values — amounts denominated in
terms of values at a particular point in time using ‘dollars of the day’. Where
changesin ‘rea’ values are reported, nominal values were adjusted to their values
in 2001-02 using price changes relating to capital investment by government
businesses.3 However, there are aternative measures of price change that can be
used which may result in different ‘real’ values (see table 3.3).

Table 3.3 Selected deflators, 1997-98 to 2001-02

Implicit price deflator Consumer price index
Gross fixed capital Final consumption Gross All groups All groups
formation (public expenditure (other domestic (Sydney) (Australia)

corporations) government)  product
1997-98 0.992 0.913 0.912 0.878 0.885
1998-99 1.015 0.940 0.915 0.893 0.896
1999-00 1.032 0.946 0.934 0.914 0.917
2000-01 1.001 0.979 0.978 0.971 0.972
2001-02 1.000 1.000 1.000 1.000 1.000

Source: ABS (2003a; 2003b).

Real values were obtained by dividing nominal values for each year by the relevant
deflator. For example, the nominal revenue in 1997-98 for the Hunter Water
Corporation’s revenue of $147.6 million is divided by 0.992 (Gross fixed capital
formation — public corporations) to obtain a rea value of $148.8 million. The real
value using the Consumer Price Index-All Groups (Australia) deflator would be
$166.8 million.

3.2 Performance indicators

The performance of GTEs is reported using a consistent set of financia
performance indicators. These indicators are presented under three broad headings
— profitability, financial management and transactions with government.

The indicators provide an overall picture of how a GTE is performing over time and
relative to other GTEs. Generally, it is appropriate to make comparisons across
GTEs in the same sector in Australia.

3 The deflator used was the implicit price deflator for gross fixed capital formation — public
corporations (ABS 2003c).
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In some cases, intra-sectoral comparisons need to take into account the broad range
of activities undertaken within a sector. For example, in the electricity sector,
Western Power (WA) and the Power and Water Authority (NT) are verticaly
integrated — undertaking generation, transmission, distribution and retail activities.
In contrast, other GTESs in the electricity sector generally specialise in one or two of
these activities.

Comparisons with privately-owned businesses operating in similar sectors in
Australia and overseas may also provide useful information to evauate the
performance of GTEs. However, care is required because of differences in
accounting standards, including those relating to asset valuation.

Profitability

Profitability indicators provide a concise and consistent way of presenting financial
information. In the absence of stock market valuations, they are an important guide
to the performance of a GTE.# Profitability indicators provide governments and the
community with a means of evaluating the efficiency with which GTEs are using
the assets vested in them.

Profitability can be affected by factors largely outside the control of GTEs. For
example, the weather impacts on the revenue of many GTEs in the water sector.
This can significantly affect profitability from year-to-year, particularly given that
many GTEs have relatively high fixed costs.

Listed below are the five profitability indicators used in this report. Also included is
an explanation of what they represent and how they are interpreted. For derivations
of these indicators, see attachment A.

Operating profit before tax — is an indicator of the operational performance of an
entity, before income tax is paid. It measures the difference between total revenue
and total expenses (excluding income tax).

Operating sales margin —is an indicator of the surplus (not including interest and
income tax) earned on sales revenue. It measures trends in operating revenues and
expenses that are independent of changes in capital structure and tax regimes.

4 Ifa company is listed on the stock exchange, the market assessment of the value of its equity
will generally be expressed through the price of its shares. Hence, expected returns are
capitalised into the value of the company through movements in its share price, consistent with
the cost of capita. At any particular time, the price of a company’s shares encapsulates
investors' views of its current and prospective financia performance.
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Cost recovery — is an indicator of the ability of an entity to generate adequate
revenue to meet operating expenses. Investment income, receipts from government
to cover operating deficits, and gross interest expense are excluded. A cost recovery
ratio of 100 per cent indicates that a GTE is able to meet its operating expenses
from its operating revenue, excluding the cost of servicing debt.>

Return on assets — is an indicator of the rate of return earned from all assets. The
ratio provides a measure of the efficiency with which an entity uses the assets
vested in it to produce operating profit before tax and interest. It is a useful indicator
for comparing the profitability of GTES and businesses in similar industries against
a benchmark rate of return equa to the risk-adjusted weighted average cost of

capital.

The return on assets is affected by changes in asset values arising from asset
revaluations, transfers or sales. Some GTEs use different asset valuation
methodologies, depending on the type of assets. Reported asset values may vary
significantly for a given GTE over time, which reduces comparability. If assets are
overvalued, GTEs will not appear to earn sufficient returns. Further, inappropriate
asset valuations have implications for the efficiency of prices O because it is
unlikely that they will reflect the actual cost of capital and depreciation.

Return on equity — is an indicator of the rate of return that an entity is providing to
shareholders. The ratio alows the rate of return achieved by a GTE to be contrasted
with that expected from alternative investments with asimilar level of risk.

Financial management

Debt is a magor source of funds from which GTEs finance their activities. At the
end of 2001-02, the accumulated borrowings of monitored GTES were around
$47 hillion. The capital structure of a GTE is partly determined by the financial risk
associated with the use of debt finance. This risk stems from the commitment to pay
interest and repay principal, irrespective of earnings. For example, a decline in
operating revenue or an increase in the cost of servicing debt can result in liquidity
problemsif a GTE’ s debt is not well managed.

S From 1997-98 to 1999-00, ‘abnormal’ revenues and expenses were also excluded from the cost
recovery ratio. In 2000-01, the concept of ‘abnormal items under accounting standards was
replaced by the narrower concept ‘significant items'. Significant items were not excluded from
the cost recovery ratio in 2000-01 because it was apparent that GTES treated ‘abnormal’ and
‘significant’ items differently (see PC 2002a).
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Financial management indicators provide information on the extent debt is used to
finance a GTE's assets, and the GTE’s ability to meet periodical interest payments
and short-term liabilities. There are various factors — including the impact of
government directives, changes in asset values and financia restructuring — that
have to be taken into account when assessing financial management performance,
particularly over time.

Listed below are the five financial management indicators used in this report. Also
included is an explanation of what they represent and how they are interpreted. For
derivations of the indicators, see attachment A.

Debt to total assets ratio — is an indicator of the proportion of assets that are
financed with borrowed capital. It gives an indication of the level of
creditor-interest in the GTE.

Debt to equity ratio — is an indicator of the risk of the entity’s capital structure in
terms of the amount of capital sourced from borrowing and the amount from
shareholders (governments in the case of GTES). The greater the debt to equity
ratio, the more geared the GTE.

Total liabilities to equity ratio — is an indicator of the exposure to claims over the
assets of the GTE by creditors, in the event that the business ceases operations. An
acceptable level for these debt ratios is likely to vary over time and between
industries.

Current ratio — isan indicator of an entity’s ability to meet short-term liabilities by
realising short-term assets. A current ratio greater than 100 per cent indicates that
current assets exceed current liabilities and, if realised, their disposal would meet
short-term obligations. An acceptable level for the current ratio will be related to the
stability of cash flows.

Interest cover — is an indicator of an entity’s ability to meet periodic interest
payments from current profit (before interest expense). The level of interest cover
gives an indication of how much room there is for interest payments to be
maintained in the face of interest rate increases or reduced profitability.

Apart from the effect of changes in the value of assets, financial management ratios
are also affected by changes in liabilities. The debt to equity ratio is affected, as
equity is aresidual measure obtained by deducting total liabilities from total assets.
Any change in the level of liabilities affects the level of equity. For example, an
adjustment to provisions for employee entitlements would, if it leads to an increase
in total liabilities, decrease equity (and vice versa), other things being equal.

26 FINANCIAL
PERFORMANCE
MONITORING



The debt to equity and debt to total assets ratios are also affected by financia
restructuring. Debt for equity swaps, debt transfers to governments, retirement of
debt and debt revaluations will influence these ratios either directly through their
impact on debt levels or indirectly through their impact on the value of equity.

Transactions with government

Transactions with government cover tax-equivalent and dividend payments made by
GTEs to governments, and payments from governments to GTES for community
service obligations (CSOs).

Listed below are the five indicators used in this report to measure transactions with
government. Also included is an explanation of what they represent and how they
are interpreted. For derivations of the indicators, see attachment A.

Dividends — are the value of funds transferred from the present and past after-tax
profits of an entity to its owners. Dividends are reported when an adjustment is
made to retained earnings (equity) in the statement of financial position (previously
the balance sheet).

In some cases, governments have made changes to the capital structure of a GTE by
requiring the payment of ‘special’ dividends.

Dividend payout ratio — is an indicator of the relative size of an entity’s dividend
payments to its profitability. It gives an indication of the share of after-tax profits
that are returned to shareholders. The greater the dividend payout ratio, the higher
the share of after-tax profit that is returned to shareholders. A ratio greater than
100 per cent indicates that an entity has paid a dividend that exceeds its current
after-tax profits.

Dividend to equity ratio — is an indicator of the relative size an entity’s dividend
payments to shareholders equity. A low dividend to equity ratio may indicate that
profits are being retained by the entity to fund capital expenditure.

In some cases, comparisons of dividend ratios have to be interpreted with caution.
The timing of dividend payments, declarations of dividends by boards, and
ministerial approval or directions to pay dividends (see chapter 6) can result in
instances where dividends reported for afinancial year relate to operating resultsin
previous years. Severa different approaches are typically used by GTEs:

Dividends for a financial year are provided for and paid before the end of the
financial year (for example, SA Water);
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Dividends for a financial year are paid as an interim dividend and a fina
dividend. The final dividend is provided for in the accounts and paid in the
subsequent year (for example, City West Water);6

Dividends for a financia year are paid in a subsequent year, despite not being
provided or underprovided for in the previous year (for example, Cairns Port
Authority in 2001-02);

Dividends are provided for but not paid in the subsequent year (for example, the
Bunbury Port Authority provided for adividend of $951 000 in 1999-00 but paid
only $634 000, due to the early application of a dividend policy. The difference,
$317 000, was deducted from the dividend provided for in 2000-01); and

Dividends for a financial year are recommended by the board, but not provided
for in financial statements (for example, Burnie Port Corporation in 2001-02).

Across al jurisdictions, dividends for a financia year were not adjusted or
re-allocated to previous years to take account of changes in practices or policies.
However, a note is included that provides guidance as to how an adjustment can be
made and its effect on dividend ratios.

Changes in policies and practices by GTEs and governments over the reporting
period can sometimes make comparisons difficult. For example, Victorian GTEs
typically paid an interim and final dividend relating to each financial year. The
interim dividend was paid during the year and the final dividend was recorded as a
provision (liability) at the end of the year.

In 2000-01, following a change in accounting policy, Victorian GTEs did not
provide for the final dividend because they had not yet been approved by the
Treasurer. Therefore, only the interim dividend was included by these GTEs in
2000-01. In 2001-02, the reported dividends for Victorian GTEs included the final
dividend that was approved by the Treasurer relating to 2000-01 and the interim
dividend for 2001-02.

Income tax expense — is the value of tax-equivalent payments made to government
by a GTE. Trends in the value of tax-equivalent payments do not always follow
trends in pre-tax operating profit because of past tax losses, changes in tax rates,
and timing and other differences between accounting and taxable income.

CSO funding — is the value of payments by government to GTESs for the specific
non-commercial activities that they are directed by governments to undertake. CSO
payments are reported only when separately disclosed in financial statements.

6 Creating a provision for a specific final dividend does not necessarily imply that the amount
will eventualy be paid.
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Attachment 3A — Definitions of financial performance

indicators
Table 3A.1 Published financial performance indicators
Code Ratio Definition
B.01 Operating sales margin EBIT - investment income

B.02

B.03

B.04

B.05

B.06

B.07

B.08

B.09

B.10

B.11

B.12

B.17/(B.14 - B.33)

Cost recovery ratio
B.24/B.36

Return on assets
B.16/B.19

Return on equity
(B.15-B.31)/B.34

Debt to equity
B.27/B.26

Debt to total assets
B.27 /B.19

Total liabilities to equity
B.22/B.26

Interest cover
B.16 / B.28

Current ratio
B.21/B.23

Leverage ratio
B.13/B.26

Dividend to equity ratio
B.18/B.34

Dividend payout ratio
B.18/(B.15- B.31)

Total revenue - investment income

Revenue from operations
Expenses from operations

Earnings before interest & tax and after abnormals (EBIT)

Average total assets

Operating profit after income tax
Average total equity

Debt
Total equity

Debt
Average total assets

Total liabilities
Total equity

EBIT
Gross interest expense

Current assets
Current liabilities

Total assets
Total equity

Dividends paid or provided for
Average total equity

Dividends paid or provided for
Operating profit after tax
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Table 3A.2 Non-published financial performance indicators ($'000)

Code Ratio GFS code Definition

B.13  Total Assets ETF 81 The service potential or future economic benefits,
controlled by the entity as a result of past transactions
or other events (measured at the end of the reporting
period).

B.14  Total Revenue ETF 11 Includes revenue from sales and levies, revenue from
asset sales, investment income, receipts from
governments for specific agreed services (eg
community service obligations), other revenue from
operations, receipts from governments to cover deficits
on operations and abnormal revenue. Excludes equity
contributions from governments.

GFS has a separate group for abnormals and
extraordinary items, ETF 19. Adjustments are made to
include abnormal revenues.

B.15 Operating profit Total revenue less total expenses. Includes abnormal

before income items.
tax
B.14 - B.25
B.16  Earnings before Operating profit before income tax plus gross interest
interest and tax expense.
(EBIT)
B.15 + B.28
B.17 EBIT from Operating profit before income tax plus gross interest
operations expense less investment income.
B.16 - B.33
B.18 Dividends paid The amount included in the profit and loss statement
or provided for for dividends. Includes normal and special dividends
and statutory levies on profits and revenues. Excludes
returns of capital.

B.19  Average total Average of the value of assets at the beginning and

assets end of the reporting period.

B.21  Current assets Not Cash and other assets that would, in the ordinary

classified? course of operations, be available for conversion into
cash within 12 months after the end of the reporting
period.

B.22 Total liabilities ETF 82 The future sacrifice of service potential or future
economic benefits that the entity is obliged to make to
other entities as a result of past transactions or other
events (measured as at the end of the reporting
period). Includes provisions for employee entitlements,
creditors, deferred revenue, all repayable borrowings
and interest bearing non- repayable borrowings.

B.23  Current liabilities  Not Liabilities that would, in the ordinary course of

classified? operations, be due and payable within 12 months after

the end of the reporting period.

& The Economic Type Framework (ETF) does not differentiate between current and non-current assets.
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Table 3A.2 (continued)

Code Ratio GFS code Definition

B.24  Revenue from Total revenue less abnormal revenue, investment
operations income and receipts from governments to cover
B.14 - B.29 - deficits on operations.

B.33-B.35

B.25 Total Expenses ETF 12 Includes salaries and wages, purchases, interest, bad
and doubtful debts, material losses from the sale of
non-current assets, charges for depreciation,
amortisation or diminution in the value of assets and
abnormal expenses.
GFS has a separate group for abnormals and
extraordinary items, ETF 19. Adjustments are made to
include abnormal revenues.

B.26  Total equity Total assets less total liabilities.

B13 - B.22
B.27 Debt Includes all repayable borrowings (both interest
bearing and non-interest bearing), interest bearing
non-repayable borrowings, and finance leases.
Excludes creditors and provisions (but not offsetting
assets such as contributions to sinking funds).

B.28  Gross interest ETF 1262 Amount charged to the profit and loss account.
expense Includes finance charges on finance leases and all

debt related financial expenses.

B.29 Abnormal Revenues included in operating profit (or loss) after
revenue income tax, which are considered abnormal by reason

of their size and effect on the operating result.
Abnormal revenue differs from extraordinary revenue
in that extraordinary revenue is attributable to events
or transactions of a type that are outside the ordinary
operations of the entity and are not of a recurring
nature.

B.30  Abnormal Same as description for B.29, except for expenses.
expenses

B.31 Income tax ETF 1264 Income tax expense, or income tax-equivalent

expense, on operating profit before tax (including
abnormal items) calculated using tax effect accounting
(AAS3).

B.33 Investment ETF 1131, Income received and receivable on financial assets.
income ETF 1132

B.34  Average total Average of total equity at the beginning and end of the
equity reporting period.

B.35 Receipts from Receipts from Government to cover deficits on
Government to operations, but excludes receipts from governments
cover deficits on for specific agreed services (for example, community
operation service obligations).

B.36  Expenses from Total expenses less abnormal expenses and gross
operations interest expense.

B.25-B.30-B.28
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4  Corporatisation framework

Existing externa governance arrangements of government trading enterprises
(GTEs) arelargely the result of reforms undertaken by Australian governments over
the last 15years. These reforms, which led to the commercialisation and
corporatisation of GTES, were aimed at improving performance and increasing their
exposure to competition.

The corporatisation models adopted by governments differ across jurisdictions. The
differences relate primarily to the extent that external governance arrangements
emul ate the private sector and the degree of autonomy given to governing boards.

4.1 GTE reforms

In Australia, particularly in recent years, governments have created and owned
GTEs for the delivery of many basic goods and services. These GTES have aso
been required to deliver a range of economic and social objectives, including
regional development, employment, government procurement and income
redistribution. More recently, market failures by the private sector in the provision
of goods and services with a significant ‘public good’ element have been cited by
some as justification for government ownership.

In the early 1970s, a number of economic infrastructure services were provided
through administrative departments or statutory authorities. For example, the
Queensland Department of Harbours and Marine was responsible for port facilities
at the Port of Brisbane and other Queensland ports until 1976.1

Managers of administrative departments and statutory authorities had limited
autonomy in decision making. Ministers were involved in key operational decisions
such as conditions of employment, investment, pricing and the purchase of material
Inputs. Moreover, controls were imposed by governments on capital expenditure to

1 The Brisbane Port Authority was established under the Port of Brisbane Authority Act 1976
(Qld). In May 1994, the board voted to change the name of the Authority to the ‘Port of
Brisbane Corporation’, to reflect its incorporation under the Government Owned Corporations
Act 1993 (QId).
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facilitate the achievement of broader fiscal objectives such as the level of
borrowings (IAC 1989).

Ministerial involvement affected governance because managers faced numerous,
poorly defined and often conflicting objectives. For example, in relation to rail
services, the NSW Commission of Audit (1998) found:

In many instances, Ministerial direction or intervention has not only weakened
management responsibility and accountability, but has directly impaired the [ralil
GTE’ 9] ahility to operate on acommercial and cost effective basis, with the result being
poor financial and operational performance.

In the late 1980s, the parlous performance of administrative departments and
statutory authorities providing infrastructure services was regarded as a major
impediment to economic growth. There were concerns about the quality of goods
and services, the impact of high prices on the competitiveness of Australian
businesses, and the high indebtedness of governments (Morton 1998).

Australian governments responded to these concerns by commercialising and
corporatising many infrastructure service providers. These entities were collectively
described as GTEs.

Commercialisation involved emulating private sector principles and practices.
Services were rationalised by shedding non-core activities (including regulatory
functions) and increased emphasis was placed on cost recovery. The main elements
of the commercialisation process included:

untying clients;

pricing at efficient market rates,

setting performance targets in terms of acceptable rates of return;

dividends and tax-equivalent payments;

recognising Government Servicing Obligations; and

giving management more autonomy and at the same time making them more
accountable for performance (Queensland Treasury 1994).2

Commercialisation did not necessarily involve making a change to an organisation’s
corporate structure or status.

In some cases, commercialisation was seen as a preliminary step to subsequent
corporatisation. For example, Sunwater was corporatised in 2000, after previously

2 ‘Untying clients' included removing any requirements for a GTE to give priority to purchasing
goods and services by virtue of its previous association with customers, and the market testing
and competitive tendering of in-house services.
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operating as State Water Projects — a commercialised business unit established in
July 1997 within the Queensland Department of Natural Resources.

Several monitored GTEs still have characteristics of a commercialised entity. They
remain clearly under ministerial control and explicitly operate in accordance within
the whole-of-government policy framework. For example, ACT Forests is not a
separate corporate entity, but a branch of the Operations Group of the ACT
Department of Urban Services. Its board has an advisory rather governing role.

4.2 Corporatisation

For most GTEs, governments have used corporatisation as a means of improving
the governance arrangements of GTEs whilst retaining public ownership.
Corporatisation involved transforming the structure and organisation of government
departments and statutory authorities to resemble those of private sector companies.

In the process of corporatisation, GTEs were established as separate corporate
entities and made subject to laws that emulated those applying to private sector
businesses.

It is difficult to determine the boundary between commercialisation and
corporatisation. For example, State Forests is incorporated under the Forestry Act
1916 (NSW) and has a board. However, the board’s main role is to ‘advise the
Minister on State Forest’s strategic direction and to assist the Chief Executive
through support and guidance’ (State Forests 2002).

In some cases, corporatisation was used as a transition path to facilitate privatisation
(see box 4.1). For example, the sales of electricity assets in Victoria and SA were
preceded by corporatisation reforms. However, the vast majority of corporatised
GTEs have remained in public ownership.
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Box 4.1 Privatising GTEs

Privatisation is the sale and transfer of public assets to the private sector.
Governments in many countries have progressively sold GTEs and their assets to the
private sector across a range of industries including banking, mining, transport and
communications.

GTEs monitored by the Commission that were subsequently privatised included:
«  New South Wales — Freight Rail Corporation (2001-02);

« Victoria — Powercor (1995-96), Yallourn Energy (1995-96), Transmission Pipelines
Australia (1998-99), Port of Geelong (1995-96);

+ Queensland — Gladstone power station (1993-94);

« South Australia — Sagasco (1992-93), ETSA Power and Power Utilities (1999-00),
SA Ports Corporation (2001-02);

« Western Australia — Dampier—Bunbury natural gas pipeline (1997-98), AlintaGas
(1999-00); and

« Commonwealth — Moomba-Sydney Gas Pipeline (1993-94), various airports
(1997-98 to 2001-02), National Rail Corporation (2001-02).

The net benefits of privatisation are difficult to quantify. Walker and Walker (2000) have
argued that the privatisation of some assets has resulted in an inadequate sale price,
no improvement in productivity, or an ineffective transfer of risk.

The perceived benefits to governments and to the public from some privatisations
included the retirement of debt, productivity gains from the introduction of private sector
management and disciplines, and a reduction in risks (Marsden 1988).

Corporatisation reforms

New South Wales was the first Australian jurisdiction to implement a
corporatisation framework in 1989, following on from similar reforms undertaken
in New Zealand in the mid-1980s. Introducing the legidlation, the then NSW
Premier stated that:

The main purpose of this bill is to establish a framework for the corporatisation of
selected government business enterprises. Corporatisation is a strategy aimed at
improving the level of efficiency and accountability in government business enterprises
for the benefit of consumers and taxpayers ... (Greiner 1989).
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Almost universally, policy and regulatory functions were transferred from GTEs to
other government agencies to reduce potential conflicts between these functions and
commercial objectives. For example, the policy, regulatory and service delivery
activities of the Water Authority of Western Australia were split into three new
organisations in 1996 — the Water and Rivers Commission, the Office of Water
Regulation and Water Corporation.

Corporatisation was endorsed as part of a range of broader reforms carried out by
Australian governments in 1995 with the signing of the Competition Principles
Agreement. Under the Agreement, governments would adopt a corporatisation
framework — including tax-equivalent payments and debt guarantee fees — for
significant government business enterprises where the benefits outweighed the costs
(NCC 1998).

Characteristics of corporatised GTEs

The adoption of a range of legislative models and approaches to corporatise GTEs
has resulted in differences in the extent to which the governance arrangements of
the private sector are emulated.

The use of different corporatisation models has also resulted in different ‘shades’ of
corporatisation. The spectrum of corporatisation models range from excluding the
application of most private sector arrangements and operating with limited
autonomy, to more closely emulating private sector arrangements and operating
with a higher degree of autonomy.

In some cases, corporatised GTES have moved within the corporatisation spectrum.
For example, Metro Tasmania operated under the Government Business Enterprises
Act 1995 (Tas) prior to being registered under the general corporations law in 1998.
In contrast, the Sydney Water Corporation and Hunter Water Corporation were
subject to genera corporations law until amendments to the State Owned
Corporations Act 1989 (NSW) in 1995 reduced the application of general
corporations law and the autonomy of their boards.

Private sector arrangements are emulated closely by establishing GTEs as
companies and registering them under the Corporations Act 2001 (Cth). This
method — sometimes referred to as the ‘company’ approach — was used for
around 15 per cent of the monitored GTEs.
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Alternatively, GTEs are established as corporations under a jurisdiction-specific
corporatisation Act.3 This approach is sometimes referred to as the ‘statutory’
approach. Around 80 per cent of monitored GTES were corporatised in this way.
There are some important differences between the legislative models adopted in
each jurisdiction — including the extent to which they are modelled on, or include
provisions of, the Corporations Act 2001 (Cth).

There are some key areas in which governance arrangements for corporatised GTEs
do not emulate private sector arrangements, including government ownership and
the non-tradeable nature of the public’'s equity in a GTE. The inability to withdraw
equity from a corporatised GTE dilutes an important discipline on managersto run a
company efficiently — the threat of takeover.

Another key area of difference is the additional governance layer of responsible
minister(s) representing the interests of the community. Ministers are responsible
for setting the strategic direction of corporatised GTEs and the oversight of boards
in meeting performance targets. Ministers bring to this task their understanding of
the broader community interest, a whole-of-government perspective and the policy
platform of their own political party (see chapter 6).

Where the ‘company’ approach to corporatisation is adopted, GTE board members
and senior executives are subject in all respects to the common law concepts of
fiduciary relationships and tortious liability (negligence) as codified in the
Corporations Act 2001 (Cth).4 These impose a number of duties including a duty on
board members to act in the interests of the enterprise and a duty to exercise
reasonable care and skill.

Although most corporatisation Acts usually incorporate these common law
concepts, differences arise because specific aspects of common law or the
Corporations Act 2001 (Cth) are included or excluded.® For example, board
members of Western Power and the Water Corporation are subject to the fiduciary

3 Theterm ‘corporatisation Act’ generaly refers to jurisdiction-specific legidation that outlines
the governance framework for corporatised GTES. In some cases, it also refers to legislation
that establishes a GTE as a corporation or statutory authority, where this legidation includes
parts of the corporatisation framework. For example, electricity GTES in NSW are established
as corporations under the Energy Services Corporations Act 1995 (NSW). However, most of
the external governance framework is included in the State Owned Corporations Act 1989
(NSW).

4 Board members have a fiduciary relationship to the company since they are appointed to act for
the benefit, or in the interests of, the company in circumstances where their appointment carries
powersthat can be exercised to affect the interests of the company (Doyle and Méller 1999).

5 These common law concepts still apply to GTE board members, except to the extent that they
are codified or overridden by corporatisation Acts.
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duties under the Corporations Act 2001 (Cth). However, these duties can only be
enforced by the responsible Minister (Water Corporation Act 1995 (WA),
Division 2, Schedule2; Electricity Corporation Act 1994 (WA), Division 2,
Schedule 2).

Despite differences between corporatisation models and methods, there are some
key characteristics that are shared by most corporatised GTES (see box 4.2).

Box 4.2 Characteristics of a corporatised GTE
The key characteristics of a corporatised GTE are:

« The GTE is not part of a government department but is established as a separate
legal entity.

« Ownership is non-contestable — the government retains ownership (or part
ownership) of the GTE on behalf of the public. Members of the public cannot
transfer or sell their ownership interest in the GTE.

- The GTE is expected to pay the same taxes and meet the same regulatory
obligations as would a similar private sector entity.

« The corporatised GTE has no regulatory functions — these are transferred to a
separate agency or government department. Most policy functions are similarly
moved, so that the GTE can remain commercially focused.

« A board is established, with the intention that members are appointed because of
their expertise and ability to contribute to the GTE’s overall corporate goals, rather
than being representatives of particular constituent interest groups.

« The board is given commercial objectives in its establishing legislation, with the
intention of removing ambiguities associated with the pursuit of multiple and
sometimes conflicting objectives.

« Government specifies the community service obligations (CSOs) it expects the GTE
to meet and ideally, for the purposes of transparency, provides the GTE with
separate budget funding to satisfy the specified CSOs.

« The board normally prepares corporate plans for approval by the responsible
minister(s) — these specify financial and non-financial targets by which the
performance of the board’s management of the GTE can be judged.

« The responsible minister(s) exercises broad strategic control over the GTE, but the
board is presumed to be autonomous and accountable for its day-to-day operations.

+ The board is accountable to Parliament through its responsible minister(s).

« The establishing legislation may provide for directions by responsible minister(s) to
a GTE's board to be in writing and tabled in Parliament.

Source: PC (1998).
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One key similarity of corporatisation Acts is the establishment of processes
covering corporate planning, monitoring and reporting. A planning and
accountability document often required to be produced by corporatised GTES is the
statement of corporate intent (SCI) (see box 4.3).

Box 4.3 Statement of corporate intent

A GTE's board is generally required to prepare a draft statement of corporate intent
(SCI) that is submitted to the responsible minister(s) for approval prior to the
commencement of the period to which it relates. The responsible minister(s) negotiate
with the board over the SCI's contents — although in most cases the responsible
minister(s) have powers to direct the board to modify the draft SCI.

A statement of corporate intent may otherwise be known as a ‘performance statement’,
‘statement of financial framework’ or ‘statement of intent’.

The SCI is generally required to contain specific information, including objectives.
Guidance for these objectives is typically based on overarching principles set out in
corporatisation Acts (see chapter 6). The SCI also normally contains information on a
GTE’s main undertakings, nature and scope of activities, accounting policies to be
followed, the type of information to be supplied to the responsible minister(s) during the
course of a year and other matters agreed on with the responsible minister(s).

Although the SCI is partly an outcome of the corporate planning process and often has
links to broader strategic or corporate plans, it is also a key accountability document.
Corporatisation Acts typically require boards to operate in accordance with the SCI.
The SCI also typically includes performance targets — in the form of indicators — that
may be used by the responsible minister(s) and the public to assess the board’'s
performance.

Corporatisation Acts usually establish the board' s relationship with the responsible
minister(s).6 In this report, the term ‘responsible minister’ is generally used to refer
broadly to any minister who has responsibilities for the operations or activities of a
GTE. The responsible minister(s) are those with powers to direct a GTE's board to
cary out activities or functions, and those that have responsibility for the
administration of corporate planning processes or reporting.

In some jurisdictions, GTEs have up to three responsible ministers. They are
sometimes referred to as ‘shareholding ministers or ‘voting shareholders —
reflecting that they generally have aformal role as the holder of shares issued by the
GTE on behalf of the public. In some jurisdictions, the term ‘portfolio minister’ is
also used.

6  Five monitored GTEs do not have a board. For these GTEs, the CEO normally has the
responsibility for the GTE's activities. The CEO is aso accountable to the responsible
minister(s) for the GTE’ s performance.
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There are differences in the roles of the responsible minister(s) between the
corporatisation Acts applying to individual GTEs (see table4.1). In some cases,
roles are shared between responsible ministers.

Table 4.1 Role of responsible ministers — selected corporatised GTEs

GTE and responsible minister(s) Approval Directions Pricing Appointment Tabling of
of to board of board annual

corporate members  reportin

plans parliament

Sydney Water Corporation (NSW)&

Treasurer O 0 b 0 0
Special Minister of State 0 0 b 0 0
Portfolio minister 0 0 nb 0 \

State Transit Authority (NSW)

Treasurer 0 0 b O 0

Portfolio minister 0 0 b i O
State Forests (NSW)

Treasurer ] O O | d

Portfolio minister O O O O O

Victorian Channels Authority (Vic)
Treasurer 0 0 e d )
Portfolio minister 0 0 e d O
Coliban Water (Vic)
Treasurer O O O O O
Portfolio minister O 0 0 0 0O
Hydro-Electric Corporation (Tas)
Treasurer O O 0e \ O
Portfolio minister O 0 € O O
Darwin Port Corporation (NT)

Treasurer ] ] | 0

Portfolio minister O 0 O O 0

Note A responsible minister is any minister that has powers to direct a GTE’s board to carry out activities or
functions, and those who have responsibility administering the corporate planning processes or reporting.
@ For the Sydney Water Corporation, there are three responsible ministers. Under the Sydney Water Act 1994
(NSW), the portfolio minister cannot be a ‘voting shareholder’ and his or her role is restricted to giving
directions. P Water and urban transport charges are set by an independent regulator — the NSW Independent
Pricing and Regulatory Tribunal. ¢ Charges are set by an independent regulator — the Essential Services
Commission. 9 Board members are appointed by the Governor-in-Council. € Charges are set by an
independent regulator — the Office of the Tasmanian Energy Regulator.

Sources: Selected corporatisation Acts.
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It is arequirement of some corporatisation Acts that a governing board is comprised
of members with a range of specialist business and other skills rather than being
drawn from sections of the community that have a specific interest in the GTE's
activities or operations. For example, under the Government Owned Corporations
Act 1993 (QId), board appointments must ‘have regard to the person’s ability to
make a contribution to the [GTE’'s| commercia performance and, if the [GTE] has a
statement of corporate intent, the implementation of the statement’ (s. 96).

Some corporatisation Acts require that a board member is appointed representing a
specific interest. For example, under the Ports Corporatisation and Waterways
Management Act 1995 (NSW), one board member is to elected by staff members
(s. 18).

Corporatisation Acts typically define the roles and responsibilities of the GTE's
board and CEO. However, a difference of detail is that for around 50 per cent of
monitored GTEs, the CEO is aboard member, or is eligible to be a board member.

Under most corporatisation Acts, accountability for the CEO’s performance rests
with the board. The board, in turn, is accountable to the responsible minister(s) for
its performance. For example, under the Government Owned Corporations Act
(NT), the board is ‘accountable to the [responsible minister] for the financial
performance of the corporation’ (s. 15).

4.3 Corporatisation frameworks

Corporatisation Acts are part of the framework that establishes the externa
governance arrangements for corporatised GTES — covering the authority and
systems utilised by ministers and government agencies that have responsibility for
the control and supervision of public organisations (see chapter 1).

The history of GTE corporatisation in each of the jurisdictions is presented in this
section. Also included is information on how the legidative framework of
corporatisation Acts interacts with other policies and processes applying to GTEs.

Some of the key external governance differences within each jurisdiction are
identified. Key differences between the corporatisation Acts across jurisdictions in
relation to the responsibility and authority of governing boards, and the setting of
objectives, are examined in chapters 5 and 6.

In general, terms that are common across jurisdictions are used. Terms that are
specific to aparticular jurisdiction are highlighted by inverted commas.
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A summary of the external governance provisions of corporatisation Acts in each
jurisdiction is presented in appendix B.

New South Wales

New South Wales was the first jurisdiction to introduce umbrella corporatisation
legidlation in Australia, with the State Owned Corporations Act 1989 (SOC Act).
By 1995, only two of the monitored GTEs — the Hunter Water Corporation (HWC)
and the Sydney Water Corporation (SWC) (then the Sydney Water Board) — had
been established as SOCs (Smith 2000).7

The establishment of State Owned Corporations (SOCs) under the SOC Act was
delayed due to implementation difficulties. These included identifying community
service obligations, ensuring effective price controls over monopoly activities and
determining tax-equivalent payments (Painter 1995).

Amendments to the SOC Act in 1995 provided for two classes of SOCs — with
provisions for the establishment of ‘statutory’ SOCs as an alternative model of
corporatisation.8

GTEs subject to the SOC Act — all NSW GTEs covered in this report except the
State Rail Authority (SRA), State Transit Authority (STA), Sydney Catchment
Authority (SCA) and State Forests — have two ‘voting shareholders’, each of
whom has an equal number of shares and rights in the GTE. The ‘voting
shareholders' are the Treasurer and another minister nominated by the Premier
(SOC Act, s. 20H).

GTEs subject to the SOC Act are also responsible to a ‘portfolio’ minister.
However, for the SWC, the Premier may not nominate as the ‘portfolio’ minister the
minister responsible for the area in which the SWC operates, nor a minister
administering the Environmental Planning and Assessment Act 1979, the Water
Management Act 2000, the Protection of the Environment Administration Act 1991
or the Public Health Act 1991 (Sydney Water Act 1994, s.6). Similarly, the
‘portfolio’ minister may not be a ‘voting shareholder’ for the Rail Infrastructure
Corporation (Transport Administration Act 1988, s. 19P).

7 Other government businesses established as SOCs included the Government Insurance Office,
State Bank, Graincorp and the Department of Water Resources irrigation schemes.

8 Theexisti ng class of SOCs were established as ‘ company’ SOCs.
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Port and electricity GTEs were established as ‘statutory’ SOCs following the
passage of the Ports Corporatisation and Waterways Management Act 1995 and the
Energy Services Corporations Act 1995 respectively.

There are some subtle differences between ports and electricity GTES relating to
board and CEO appointments. For example, the board members of electricity GTES
are appointed by the ‘voting shareholders — except for one member who is
appointed by the ‘voting shareholders on the recommendation of a selection
committee comprising of two members nominated by the ‘portfolio’ minister and
two members nominated by the Labor Council of NSW. The recommended board
member is one of three potential candidates nominated to the selection committee
by Labor Council of NSW (Energy Services Corporations Act 1995, Schedule 2,
cl. 1). Board members of the port GTEs are appointed by the Governor on the
recommendation of the ‘shareholding ministers — except for one member who is
elected by staff (Ports Corporatisation and Waterways Management Act 1995,
s. 18).

In the case of CEO appointments for electricity and port GTEs, the boards of
electricity GTEs appoint the CEO after consultation with the ‘voting shareholders'.
The CEOs of the SWC, HWC and port GTESs are appointed by the Governor on the
recommendation of the ‘portfolio’ minister.

The SWC and HWC changed status from ‘company’ to ‘statutory’ SOCs following
the passage of the Water Legislation Amendment (Drinking Water and Corporate
Structure) Act 1998. The change was made in response to the findings of an inquiry
into drinking water contamination in Sydney. One of the main differences between
‘company’ and ‘statutory’ SOCs is that only ‘company’ SOCs are registered under
the Corporations Act 2001 (Cth). Other differences include broader powers for the
Minister to give directions to, and access information from, ‘ statutory’ SOCs.

GTEs operating under the SOC Act generdly place a greater emphasis on
commercial objectives compared to other NSW GTEs. In principle, they are aso
subject to less day-to-day involvement by the responsible minister(s).

The SCA — established under the Sydney Water Catchment Management Act 1998
— was aso part of reforms arising from the drinking water contamination inquiry.

The corporatisation framework for the SRA, the Rail Infrastructure Corporation
(RIC) and the STA was established by the Transport Administration Act 1988.9

9 The Transport Administration Act 1988 also established the RIC. However, the RIC is also
subject to the provisions of the SOC Act.
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The SRA and the RIC are subject to the control and direction of the Co-ordinator
General of Rail. One of the mgor functions of the Co-ordinator General is to
manage and co-ordinate the exercise of the functions of the RIC and the SRA.
Directions by the Co-ordinator General may be subject to the approval of the
Treasurer where compliance may cause a significant variation in the approved
financial outcomes of the GTE (Transport Administration Act 1988, s. 86).

State Forests is subject to the Forestry Act 1916. Although State Forests has a
‘Board of Directors appointed by the Minister for Forests, the board has limited
responsibility or authority under the Act. Its main role is to ‘advise the Minister on
State Forest’s strategic direction and to assist the Chief Executive through support
and guidance’ (State Forests 2002).

The requirements of corporatisation Acts in NSW are part of a number of broader
policies and arrangements covering their external governance. Other important
policies and arrangements include:

For all GTEs — NSW Treasury’'s ‘ Commercial Policy Framework’, covering a
range of policies including capital structure, dividends and treasury
management. Guidelines issued under the framework include conducting
financial appraisals, risk management and assessing projects of state
significance.

For all GTEs — Treasurer’s Directions issued by NSW Treasury under the
Public Finance and Audit Act 1983, covering accounting and related financial
principles, practices and procedures.

For water GTEs — conditions set out in operating licences, such as water
quality standards and monitoring processes.

For the SCA — provisions of ‘Memorandums of Understanding made in
accordance with its operating licence.

Victoria

The Sate Owned Enterprises Act 1992 (SOE Act) establishes the corporatisation
framework for metropolitan water retaill GTEs. The SOE Act was part of a broad
range of reforms. When introducing the legislation, the Treasurer stated that:

The object of the State Owned Enterprises Act is to provide an umbrella framework for
the reorganisation of specified businesses conducted by the State in accordance with a
modern corporation model, while still retaining strong accountability to the
government. The State Owned Enterprises Act can be applied to existing or new
entities. In some cases the framework will allow corporate restructuring as a step to
partial or full privatisation (Stockdale 1992).

CORPORATISATION a7
FRAMEWORK



Electricity and gas GTES were corporatised as part of a restructuring of the
operations of the vertically integrated State Electricity Commission, and Gas and
Fuel Corporation, in 1993 and 1994 respectively. The corporatised GTES were
subsequently privatised between 1995 and 1999.

Reforms were made to the metropolitan water sector in 1994 with the creation of
three metropolitan retail water GTES under the SOE Act and the establishment of
operating licences under the Water Industry Act 1994. The Melbourne Water
Corporation retained bulk water supply and wastewater services whereas retail
services were transferred to the new metropolitan retail water GTESs. The parks and
waterways activities of the Melbourne Water Corporation were aso transferred to a
separate government agency.

Reforms to the non-metropolitan water sector were introduced in several stages. In
1994, amendments to the Water Act 1989 transferred the assets of the Rural Water
Corporation to the existing five regional management boards. Further amendments
in 1997 included provisions requiring the preparation of corporate plans and
statements of corporate intent.

The Ports Services Act 1995 was part of a broader range of reforms to the port
sector in Victoria These reforms included the disaggregation of the Port of
Melbourne Authority to form the Melbourne Port Corporation and the Victorian
Channels Authority, and for the economic regulation of their services by the Office
of the Regulator-General (now the Essentia Services Commission). Two
commercial ports, Hastings and Geelong, were also privatised.

Under the corporatisation Acts, all monitored Victorian GTEs — except the
non-metropolitan water GTES — have two responsible ministers. These are the
Treasurer and relevant portfolio minister. For the non-metropolitan water GTEs,
only the portfolio minister is responsible for planning and reporting.

For both metropolitan and non-metropolitan water GTES, portfolio minister is the
Minister for Water and for port GTEs the portfolio Minister is the Minister for
Ports.

One key difference under the Victorian corporatisation Actsis that the Corporations
Act 2001 (Cth) (and its codified duties relating to board members) applies only to
the metropolitan retail water GTES. Other differences relate to the absence of
commercial objectives for regional water GTES, and additional limits on ministerial
involvement in day-to-day operations for ports and metropolitan retail water GTEs.
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The legidative requirements of the corporatisation Acts form part of the external
governance arrangements in Victoria. Other important policies and arrangements
include:

For most non-metropolitan water GTEs — an agreement (termed ‘Water
Services Agreement’) between the Minister for Environment and Conservation
(now Minister for Water) and the board of each water GTE. The agreement
formalises arrangements relating to the board’s obligations and accountability,
including the provision of quarterly reports to the Minister. It also includes a
range of performance standards and targets that boards are to meet.

For all GTEs — directions from the Minister for Finance under the Finance
Management Act 1994, which cover the content of annual reports, including the
format and content of the ‘report of operations'.

For all GTEs — accounting policies issued by the Department of Treasury and
Finance, such as a policy on the Revaluation of Non-Current Physical Assets
(DTF 2002).

Queensland

Corporatisation reforms in Queensland commenced with the Government Owned
Corporations Act 1993 (GOC Act). All monitored Queensland GTES — except
DPI Forestry — operate under the GOC Act.10

The GOC Act was also part of broader public service reforms:

Corporatisation is a major component of the [Government’s| program to improve the
efficiency of the public sector in the delivery of its commercial and non-commercial
objectives. Under the Government’s corporatisation model, public ownership of
[GTEs] will remain, but the strategic focus, structure and operating practices of these
entities will be aligned with the best commercia practice to provide an operating
environment for improved commercial performance and increased efficiency in the
delivery of community service obligations ... undertaken by [GTEs] (De Lacy 1993).

The GOC Act established two types of GOCs — ‘company’ GOCs and ‘ statutory’
GOCs. All monitored electricity GTES (except Enertrade) were established as
‘company’ GOCs. Monitored GTES established as ‘ statutory’ GOCs were the port
GTEs, Sunwater and Enertrade.11

10 ppy Forestry has severa characteristics of a commercialised GTE. It is not a separate legal
entity and does not have a governing board, but operates as a ‘commercia business group’ of
the Department of Primary Industries.

11 Two GOCs not included in this report are the Golden Casket Lottery Corporation Ltd and the
Queendand Investment Corporation. Two entities established as GOCs — TAB QIld and the
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The key difference between ‘statutory’ GOCs and ‘company’ GOCs is that only
‘company’ GOCs are subject to the Corporations Act 2001 (Cth). However, the
application of the duties of directors under the Corporations Act 2001 (Cth) to
‘company’ GOCs must have regard for matters required or permitted under the
GOC Act, including community service obligations and directions given by ‘voting
shareholders' (GOC Act, s. 145).

Other differences relate to a GOC'’s responsible ministers. * Statutory’ GOCs have
two ‘voting shareholders — the Treasurer and the ‘portfolioc’ minister. The
‘portfolioc’ minister for port GTEs and Queensland Rail is the Minister for
Transport. The ‘portfolio’ minister for Sunwater is the Minister for Natural
Resources and Mines.

‘Company’ GOCs have five shareholders. However, only two are ‘voting
shareholders — the responsible ministers — the Treasurer and the relevant
‘portfolio’ minister. The ‘portfolio’ minister for electricity GTES is the Minister for
Innovation and Information Economy. Three ‘non-voting shareholders are
nominated by the Premier.

For both ‘statutory’ and ‘company’ GOCs, the ‘voting shareholders’ each have an
equal number of shares and voting rights.

Port GTEs were the first Queendand GTEs established under the GOC Act.
Gladstone Port Authority and the Ports Corporation of Queensland were established
as GOCs in July 1994 with the remaining port GTEs and Queensland Rail
established as GOCs in July 1995.

Most electricity GTEs were established as GOCs in July 1997. Their establishment
as GOCs was part of arange of reforms to the electricity sector, which included the
horizontal separation of AUSTA Electric into three competing generators —
CSEnergy, Stanwell Corporation and Tarong Energy. At the same time, the
Queendand Transmission and Supply Corporation’'s eight subsidiaries — seven
regional distributors and the Queensland Electricity Transmission Corporation,
trading as Powerlink — were established as GOCs.12

Sunwater was established as a GOC in October 2000. It had previously operated as
a ‘commercialised business unit’ within the Department of Natural Resources and
Mines.

Brisbane Market Corporation — were privatised in November 1999 and September 2002
respectively.

12 Energex was formed from the distribution and retail assets of one of the Queensland
Transmission and Supply Corporation’s seven regiona distributors in 1997. The other six
regional distributors merged to form Ergon Energy between 1997 and 1999.
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DPI Forestry became a ‘commercia business group’ of the Department of Primary
Industries (DPI) in July 1995. It is headed by the Executive Director, who is a
member of the DPI’s senior executive. The DPI is accountable to the Minister for
Primary Industries and Rural Communities through its Director-General .

The legidative requirements of corporatisation Acts form part of the externa
governance arrangements in Queensdand. Other important policies and
arrangements include:

For al Queensland GTEs except DPI Forestry — policies and guidelines
established by the Office of Government Owned Corporations, including a Code
of Practice for the Building and Construction Industry (OGOC 2001b) and Audit
and Reporting Requirements for Government Owned Corporation Controlled
Entities and Investments (OGOC 20014).

For all Queensland GTEs — Guidelines for the preparation of annua reports
under the Financial Administration and Audit Act 1977 established by the
Department of Premier and Cabinet.

For Queensland Rail, Energex and Ergon Energy — guidelines relating to a
framework for community service obligations issued by the Queensland
Treasury (OGOC 1999).

South Australia

The monitored SA GTEs — SA Water, TransAdelaide and ForestrySA — are
established under GTE-specific legislation. They are also subject to the provisions
of the Public Corporations Act 1993 (PC Act). The PC Act has remained largely
unchanged since its proclamation in May 1993.

A major factor leading to the establishment of the PC Act was the collapse of the
State Bank of South Australiain the early 1990s. The collapse represented a failure
of corporate governance and accountability arrangements to ensure that risks were
properly managed (Muncey 2001). The mechanisms contained in the PC Act are
based on the following principles:

the establishment of clear and non-conflicting objectives and targets for public
corporations;

an appropriate balance of Ministerial control and management responsibility and
authority combined with a clear line of accountability from the corporation to the
Minister and thence to Parliament;

ongoing monitoring of the performance of each corporation; and
an effective system of rewards and sanctions (SA Parliament 1993).
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South Australia’s electricity GTEs operated under the PC Act prior to their
long-term lease to the private sector in 1999 and 2000.

SA Water was established on 1 July 1995 under the South Australian Water
Corporation Act 1994. Amendments to the South Australian Water Corporation Bill
were made at the committee stage to include a restriction on the capacity of the
board to contract out water and wastewater operations or facilities to the private
sector (Olsen 1994). The board of SA Water is not able to contract out these
operations without:

... first giving full consideration (having regard to the powers, functions and duties of

the board under this Act, the Public Corporations Act 1993 and any other Act) of

whether the Corporation could provide or operate the same services or facilities
competitively (South Australian Water Corporation Act 1994, s. 9).

TransAdelaide was made subject to the PC Act in January 1999 following the
enactment of the TransAdelaide (Corporate Sructure) Act 1998. The change to the
corporate structure of TransAdelaide was designed to:

ensure [it] is seen as an independent operator in a competitive market;

reinforce the separation between the policy development and contracting role of the
Public Transport Board and the service delivery role of TransAdelaide; and

assist in developing a more commercially focussed, robust performance culture
within TransAdelaide (Brown 1998).

ForestrySA was corporatised under the South Australian Forestry Corporation Act
2000. On 1 January 2001, it took over functions previously undertaken by a
business unit within the Department of Administrative and Information Services.

The legidative requirements of these corporatisation Acts form part of the externa
governance arrangements in SA. Other important policies and arrangements for all
SA GTEsinclude:

Treasurer’s Instructions issued under the Public Finance and Audit Act 1987
relating to various matters including income tax-equivalent payments and
financia reporting guidelines.

Accounting Policy Statements issues by the Treasurer as part of Treasurer's
Instructions. The policy statements include guidelines on asset valuation and the
determination of discount rates.

Western Australia

The monitored GTEs in WA are corporatised under their own establishing
legislation. However, the external governance arrangements for electricity, water
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and port GTEs are broadly similar. Each GTE has one responsible minister —
described in the WA corporatisation Acts as the ‘shareholding’ minister . For
Western Power, the Forest Products Commission and port GTEs the portfolio
minister is designated as the ‘ shareholding’ minister.13 For the Water Corporation,
the shareholding minister isthe Minister for Government Enterprises.

The responsible minister for the Western Australian Government Railways
Commission (WAGRC) isthe Minister for Infrastructure and Planning.

Western Power was the first GTE to be corporatised in WA under the Electricity
Corporation Act 1994. The corporatisation of Western Power was part of broader
reforms of the WA energy sector, which included a dissagregation of the State
Energy Commission of Western Australia into separate corporatised gas and
electricity businesses.14

The Electricity Reform Task Force (WA) has recently recommended the vertical
dissaggregation of Western Power within the South—West Interconnected System
(ERTF 2002). The task force recommended that Western Power be separated into
generation; transmission and distribution; and retail entities.

The corporatisation of Water Corporation was completed in January 1996 under the
Water Corporation Act 1995. As part of reforms to the water sector, the activities of
the former Water Authority of Western Australia were split into three new
organisations:
Water Corporation — responsible for the provision of water, wastewater,
drainage and irrigation services,

the Water and Rivers Commission — responsible for the management and care
of water resources and waterways,; and

the Office of Water Regulation — responsible for the setting and enforcement of
water service provision standards, the regulation of water quality and advice to
the Minister on pricing.

Port Authorities were corporatised under the Port Authorities Act 1999. The
objective of the Act wasto:

... improve the efficiency and effectiveness of ports which will benefit port users and
the Western Australian community (Omedei 1998).

13 These are the Minister for Energy, Minister for Agriculture, Forestry and Fisheries, and the
Minister for Infrastructure and Planning respectively.

14 The corporatised gas business, AlintaGas, was privatised in October 2000.
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The Port Authorities Act 1999 established a single framework for port authorities.
Port authorities previously operated under individual establishing Acts that differed
intheir detailing of duties, functions and powers.

The Forest Products Commission was corporatised under the Forest Products Act
2000. Prior to corporatisation, the operations of the Forest Products Commission
were part of the Department of Conservation and Land Management.

The Forest Products Act 2000 shares most of the external governance provisions
applying to the electricity, water and port GTES. However, its commercial
objectives must also balance environmental objectives:

... the [Forest Products Commission] must try to ensure that a profit is made from the
use of forest resources consistent with its operational and performance targets. A very
strong caveat on such operationa objectives will be that the [Forest Products
Commission], in endeavouring to make a profit, cannot operate in a manner that
jeopardises the long-term viability of the forest resources industry or the ecologically
sustainable management of indigenous forest resources located on public land
(Edwardes 1999).

The WAGRC operates under the Government Railways Act 1904. The Act
establishes an external governance framework that differs from the other WA
GTEs. It does not have a governing board, with the chief executive officer (CEO)
— appointed by the Governor — being responsible for the WAGRC' s operations.
The responsible minister al'so has broader powers to give directions to the CEO and
the WAGRC does not have specific commercia objectives outlined in legislation
compared to other WA GTEs.

The requirements of the corporatisation Acts form part of governance arrangements
in WA. Other important policies and arrangements include:

For al WA GTEs — Treasurer’s Instructions under the Financial
Administration and Audit Act 1977 relating to the preparation of financia
statements.

For Water Corporation — conditions imposed under its Operating Licence with
the Office of Water Regulation.

For Western Power, Water Corporation and the WAGRC — policy guidelines
established by the WA Department of Treasury and Finance covering the
identification, costing and funding of community service obligations
(WA Treasury 2000).

54 FINANCIAL
PERFORMANCE
MONITORING



Tasmania

The Tasmanian Government’s GTEs have been corporatised through GTE-wide,
industry-specific or GTE-specific corporatisation Acts. The monitored Tasmanian
water GTEs, which are local government Joint Authorities, have been established
through amendments to broader local government legislation.15

The primary corporatisation Act in Tasmania is the Government Business
Enterprises Act 1995 (GBE Act). The key elements of the GBE Act are improved
strategic oversight, greater operational independence, a focus on commercial
performance, and strict accountability (DTF(Tas) 1998a). The GBE Act was
amended in 2002, to enhance corporate governance arrangements, improve the
aibility of boards of Government Business Enterprises to achieve objectives and
make individual board members more accountable.

The GTEs monitored in this report that are covered by the GBE Act are the
Hydro-Electric Corporation (HEC) and Forestry Tasmania.16 They were established
as Government Business Enterprises (GBES) by the Hydro-Electric Corporation Act
1995 and through amendments in 1996 to the Forestry Act 1920 respectively.

A second class of GTEs — State-owned Companies (SOCs) — have been
established under either industry- or GTE-specific legidlation.

As part of the reform of the State's electricity industry, Aurora Energy and
Transend Networks were established as SOCs under the Electricity Companies Act
1997. The monitored port GTEs — Burnie Port Corporation, Port of Devonport
Corporation, Hobart Ports Corporation and Port of Launceston Corporation — were
established as SOCs under the Ports Companies Act 1997. Metro Tasmania was
similarly corporatised under the Metro Tasmania Act 1997.17

The monitored water authorities — Cradle Coast Water, Esk Water and Hobart
Water — were established under the Local Government Act 1993 (LG Act).18 Joint
Authorities established under the LG Act are body corporates and have powers and
functions specified in their rules.

15 Thewater GTEs arejointly owned and operated by participating local government councils.

16 Other GTEs established as government business enterprises include the Egg Marketing Board,
the Rivers and Waters Supply Commission, the Tasmanian Grain Elevators Board and the
Motor Accidents Insurance Board.

17 Other GTEs established as SOCs include TOTE Tasmania Pty Ltd and TT-Line Company Pty
Ltd.

18 The provisions in Division 4 were established in their current form following amendments in
1999.
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The GBEs and the local government Joint Authorities are established as body
corporates under s. 6 of the GBE Act and s. 34 of the LG Act respectively. All
SOC's have been established as companies, limited by shares and incorporated
under the Corporations Act 2001 (Cth).

Under the GBE Act, each GTE is expected to operate in a manner consistent with
sound commercia practice and achieve a sustainable commercial rate of return that
maximise value for the State in accordance with its corporate plan and the economic
and social objectives of the State (s. 7). On the request of the ‘Portfolio Minister’,
the Treasurer may exempt a GBE from the requirement to maximise its sustainable
commercial rate of return.

Each monitored SOC has two principal objectives in their respective corporatisation
Act. Each is expected to operate in a manner consistent with sound commercial
practice. In addition, Aurora Energy and Transend Networks are expected maximise
their sustainable return to their shareholders. In contrast, the port GTEs and Metro
Tasmania are not explicitly expected to maximise shareholder return. Port GTES are
expected to facilitate trade for the benefit of Tasmania. Metro Tasmaniais expected
to provide road passenger transport servicesin Tasmania.

The principle objectives for the water GTEs are not explicitly stated in the LG Act.
However, they are expected to operate commercialy. The rules of the local
government Joint Authorities are required to be:

. consistent with the requirements of the corporatisation model for government
business enterprises referred to in the Competition Principles Agreement made between
the Commonwealth, the States and the Territories.

The HEC and Forestry Tasmania are responsible to the Minister for Economic
Development, Energy and Resources.

Each of the SOCs covered in this report has two responsible ministers — referred to
as ‘voting shareholders'. For port GTES, these are the portfolio minister and the
minister responsible for the administration of the GBE Act. Electricity SOCs and
Metro Tasmania are each responsible to their portfolio minister and the Treasurer.19
Thereis provision for another minister to be nominated as a ‘voting shareholder’ if
one minister has the dual roles of portfolio minister and Treasurer.20

19 Since the introduction of the GBE Act, the Treasurer has responsibility for the administration
of the Act.

20 sees, 8(b) of the Electricity Companies Act 1997; s. 9(2) of the Ports Companies Act 1997,
and s. 6(2) of the Metro Tasmania Act 1997.
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For the water GTES, representatives of member councils and the board of directors
congtitute the Joint Authority. The Corporatisation Principles for Local
Government Business Activities recommend that the board should be made up of no
fewer than five members and that local government councillors should not be
appointed to the board (DTF(Tas) 1998b).

The portfolio ministers, directors and executive officers of the GBEs and SOCs
monitored in this report can be called before Parliamentary Committees. Since
1997, Select Committees have routinely sought information from each of the
monitored GTEs on their financial and operating arrangements.

The legidlative requirements of corporatisation Acts in Tasmania are part of a
number of broader policies and arrangements covering their external governance.
Other important policies and arrangements include:

For GBEs and SOCs — Treasurer’ s Instructions and Guidelines for Government
Businesses issued by the Department of Treasury and Finance.

For local government Joint Authorities — Corporatisation Principles for Local
Government Business Activities, prepared by the Department of Treasury and
Finance to assist local governments in the establishment of corporatised entities.

For all Tasmanian GTEs — Treasurer’ s Instructions issued by the Department of
Treasury and Finance relating to the implementation of the National Tax
Equivalent Regime and dividend policies.

Australian Capital Territory

The ACT was the second Australian jurisdiction to enact umbrella corporatisation
legislation, with the introduction of the Territory Owned Corporations Act 1990
(TOC Act).

ACTEW Corporation was corporatised under the TOC Act in 1995.21 Part of the
benefit of ACTEW’Ss corporatisation was perceived to be improved financial
performance:

By corporatising ACTEW, the Government is looking to ACTEW to hold down its
costs and pay a fair dividend to the Government, reflecting the capital tied up in the
distribution of electricity, water and sewerage services in the ACT. Corporatisation will
assist in reining in costs and thereby minimising any price increases
(De Domenico 1995).

The ACTION Authority was corporatised under the ACTION Authority Act 2000.

21 Thereare currently two other established ACT TOCs— Totalcare Industries Ltd and ACTTAB.
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ACT Forests is a business unit within the Department of Urban Services. For
budgeting purposes it is treated as a government department and subject to the
Financial Management Act 1996. Under the Act, the Chief Executive of ACT
Forests is responsible for the achievement of financial results. Key results are
published in the ACT Budget papers and the Chief Executive is required to explain
‘material variances from the budget results (s. 31).

The governance arrangements for the ACTEW Corporation and the ACTION
Authority differ in several respects. The primary difference is that only the ACTEW
Corporation is incorporated under the Corporations Act 2001 (Cth). Other
differences include the ministers to whom each GTE is responsible and the nature of
their stated objectives.

The ACTEW Corporation has two responsible ministers — ‘voting shareholders —
the ACT’s Chief Minister and Deputy Chief Minister. The TOC Act stipulates that
the Chief Minister may authorise any minister to be a‘voting shareholder’ (s. 4(a)).

The ACTION Authority and ACT Forests each have one responsible minister — the
Minister for Planning, and the Minister for Urban Services, Arts and Heritage
respectively.

The ACTEW Corporation has several principal objectives, each of equa
importance. It is expected to operate as efficiently as any comparable business,
maximise its return to the government and achieve the performance targets
contained in its latest statement of corporate intent. In addition, the ACTEW
Corporation is required to exhibit a sense of social responsibility — having regard
to the community in which it operates — and, where its operations affect the
environment, to comply with the principles of ecologically sustainable
development.22

The ACTION Authority Act 2000 does not disclose specific principal objectives.
However, it outlines eight principal functions of the authority. These include the
provision of an affordable and effective public transport network on a sound
commercial basis and maximising the sustainable return to the Territory on its
investment.

Other differences between the corporatisation frameworks in the ACT relate to
planning and accountability, the appointment of board members and the chief
executive officer, ministerial directions, and finance and investment provisions.

22 The TOC Act explicitly defines ecologicaly sustainable development as abiding by the
precautionary principle, the inter-generational equity principle, ensuring the conservation of
biological diversity and ecologica integrity and through improved valuation and pricing of
environmental resources (s. 2).
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The legidative requirements of corporatisation Acts in the ACT are part of a
number of broader policies and arrangements covering external governance. Other
important policies and arrangements include:

For the ACTION Authority and ACT Forests — the Accounting Policy Manual,
issued by the Department of Treasury.

For ACTEW Corporation — conditions imposed under licences established
under the Utilities Act 2000.

Northern Territory

The NT was the last Australian jurisdiction to establish a corporatisation
framework, with the passage of the Government Owned Corporations Act (GOC
Act) in December 2001. Commercial focusis afeature of the legislation:

The central objective of the Government Owned Corporations Bill is to provide a basis
for improved performance by government-owned businesses under continuing public
ownership and for greater sustainable financial returns to the Territory on its
investment in those businesses. Consistent with this, the objectives of
government-owned corporations will be to perform at least as efficiently as any
comparable businesses and to maximise the sustainable return to the Territory on its
investment (Martin 2001).

The Power and Water Corporation, formerly the Power and Water Authority, was
established as a Government Owned Corporation (GOC) in July 2002 under the
Power and Water Authority Amendment Act 2001. It isthe only NT GTE operating
under the GOC Act.

The Darwin Port Corporation was established under the Darwin Port Corporation
Act by amendments to the Darwin Port Authority Act in 1998. The amendments
included provisions requiring greater commercial focus and the establishment of a
governing board. In addition to these changes, the amendments included a change in
name. |n advocating the name change, the Minister stated that:

To reinforce the greater commercial focus of the port organisation, its name will

change from an authority, with its public service overtones, to the Darwin Port
Corporation. Thiswill be avisible sign of greater business focus (Coulter 1998).

The governance arrangements for the Power and Water Corporation and the Darwin
Port Corporation differ in several key areas. The Power and Water Corporation, as a
GOC, has two responsible ministers — a ‘shareholding’ minister and a ‘portfolio’
minister.23 The Darwin Port Corporation, as a Government Business Division under

23 The ‘shareholding’ minister is the Treasurer and the ‘portfolio’ minister is the Minister for
Essential Services.
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the Financial Management Act, has one responsible minister — the Minister for
Transport and Infrastructure.

Other key differences relate to the formal performance and accountability
framework and the powers available to the responsible ministers relating to board
appointments and directions to the board.

The requirements of the GOC Act and the Darwin Port Corporation Act form part
of the governance framework in the NT. Other important policies and arrangements
include:

For the Darwin Port Corporation — procurement processes established by the
Procurement Act 1995.

For the Darwin Port Corporation — Treasurer’s Directions issued under the
Financial Management Act, which cover a range of issues including financial
reporting, tax-equivalent payments and asset reval uations.

For the Darwin Port Corporation — the ‘Commercial Charter’ and ‘Mission
Statement’ adopted and approved by the Minister in November 1999.

For the Power and Water Corporation — procurement processes established by
the Corporation and approved by the ‘portfolio’ minister. However, until such
processes are established, the Procurement Act 1995 applies.

For the Power and Water Corporation — licence conditions relating to the
supply of electricity under the Electricity Reform Act, including reporting and
auditing arrangements. Water and sewerage charges are set by the ‘portfolio’
minister under the Water Supply and Sewerage Services Act.

Commonwealth

The principal corporatisation Act for the monitored Commonwealth GTEs is the
Commonwealth Authorities and Companies Act 1997 (CAC Act). The Act was
introduced as part of reforms to the Audit Act 1901. At the time of its introduction,
Commonwealth GTEs operated under a variety of governance arrangements.

The primary purpose of the CAC Act was:

... to replace al of these diverse accountability requirements with a single set of core
requirements. The approach proposed will enable the accountability requirements of
Commonwealth controlled bodies to be viewed as a whole and should significantly
streamline the focus of the government’s and the parliament’s interest in this area.
Many of the bill’ s requirements relating to Commonwealth authorities are modelled on
comparable areas of the Corporations Law as well as best practice currently applying to
individual authorities (Fahey 1996).
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The CAC Act, in concert with the Corporations Act 2001, includes guidance on all
aspects of governance for Commonwealth GTEs including objectives, reporting, the
appointment and responsibilities of boards, and financial governance.

The CAC Act covers most of the monitored Commonwealth GTES — termed
Government Business Enterprises (GBEs) — including the Australian Postal
Corporation, Australian Rail Track Corporation, Snowy Mountains Hydro-Electric
Authority and Telstra Corporation.24 Airservices Australiais not a prescribed GBE
under the CAC Act, but is treated as such for governance purposes.

The governance arrangements applying to Telstra — a company partly owned by
private investors — were not examined for this report. Broadly speaking, the
governance arrangements stipulated in the CAC Act are applicable to Telstra to the
extent specified in the Telstra Corporation Act 1991.

The thrust of the Commonwealth Government’s governance arrangements are
distinctly corporate — drawing extensively from the terms, definitions and concepts
in the Corporations Act 2001. For example, ministers to whom Commonwealth
GBEs are responsible to are referred to as ‘shareholder ministers. Further, a
principal objective of the GBEsisto add to ‘shareholder value' (DFA 1997).

Most of the monitored Commonweath GTEs have two responsible ministers — the
portfolio minister and the Minister for Finance and Administration. Airservices
Australia has one responsible minister — the Minister for Transport and Regional
Services.

The requirements of the CAC Act and the orders made by the Minister for Finance
and Administration under the Act form part of the corporatisation framework for
Commonwealth GTEs. Other important policies and arrangements include:

For all Commonwealth GTEs — Guidelines issued by the Department of
Finance and Administration, including Governance Arrangements for
Commonwealth Government Business Enter prises.

For the Australian Rail Track Corporation — the requirements of a licence
issued under the Environmental Protection Act 1993 to operate ‘railway
activities'.

For Airservices Australia — Directions made by the responsible minister under
the Air Services Act 1995.

24 Other Commonwealth Government businesses covered by the CAC Act include Medibank
Private Ltd, Employment National Ltd and the Defence Housing Authority.
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5 Responsibility for objectives and
board authority

The purpose of this chapter is to report on the responsibility of boards, chief
executive officers (CEOs) and responsible ministers for determining and meeting
objectives, and on key aspects of a board’s authority that might influence its ability
to meet responsibilities. The information draws on a summary of the key external
governance provisions of corporatisation Acts in each jurisdiction, as presented in
appendix B.

5.1 Responsibility for meeting objectives

The responsibilities of governing boards are broadly outlined in their
corporatisation Acts. A common responsibility is for the board to ensure that the
GTE performs its functions in an efficient and effective manner or consistent with
commercia principles.1

In practice, the governance model established for corporatised GTEs typicaly
requires a board to be responsible for managing the GTE in accordance with the
processes, objectives and performance targets set out in the statement of corporate
intent (SCI). For example, under the Government Owned Corporations Act 1993
(Qld), the responsibilities of ‘statutory’ Government Owned Corporation (GOC)
boards include:

responsibility for the GOC’s commercial policy and management;

ensuring that, as far as possible, the GOC achieves, and acts in accordance with, its
statement of corporate intent and carries out its objectives outlined in its statement
of corporate intent;

accounting to the GOC's shareholders for its performance as required by this Act
and other laws applying to the GOC; and

ensuring that the GOC otherwise performs its functions in a proper, effective and
efficient way (s. 92).

1 Five monitored GTEs do not have a governing board. For these GTES, the CEO is responsible
and accountable for the GTE' s operations and performance.
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A board’s responsibilities to implement the SCI may be influenced by the fiduciary
duties of members under common law — a responsibility to act in good faith in the
best interests of the corporation and for a proper purpose (see chapter 4). For GTE
boards, what is meant by ‘best interests may not always be clear.

Doyle and Mdller (1999) point out that directions by a minister to perform
non-commercial activities (through setting non-commercia objectives or to
undertake community service obligations without an adequate payment) may
conflict with the best commercial interests of the GTE. If the board performs these
activities, they may be in conflict with their fiduciary duty.

Typicaly, the CEO is responsible to the board for implementing the board’ s general
policies and specific directions, as well as for managing the GTE's day-to-day
operations (see chapter 4).2 For example, under the Government Businesses
Enterprises Act 1995 (Tas), a CEO ‘must perform any functions, and may exercise
any powers, delegated to the chief executive officer by the Board' (s. 19). The CEO
is also aboard member for around 50 per cent of the monitored GTES.

Ministerial responsibility for corporatised GTEs is usualy confined to setting
strategic directions and performance targets for GTEs. However, there are public
perceptions of a direct ministeria responsibility for GTE performance
(Mulgan 2002). This perception may also be shared by ministers if they see
themselves as being publicly accountable for the activities of corporatised GTEs,
especialy if something goeswrong (Hamill 2001).

5.2 Board authority

Ensuring that the board has adequate authority to meet its objectives is necessary if
the board is to be held accountable for its responsibilities (Sendt 2001).

Where limits have been placed on authority, the accountability of the board in
meeting objectives is diminished (AONSW 1997). Matters which might affect
authority include limitations on the appointment of the CEO, the setting of charges,
and the acquisition and disposal of assets (see section 5.4). Limitations on authority
and ministerial intervention might also erode incentives for high performance.

Corporatisation Acts typically confer on GTE boards wide-ranging authority to
manage the business of the GTE. For example, under the Electricity Corporation

2 Corporatisation Acts use a number of terms to describe the position of CEO, including ‘ General
Manager’ (Mebourne Water Corporation Act 1994 (Vic) and TransAdelaide (Corporate
Sructure) Act 1998 (SA)) and ‘ Chief Executive’ (Transport Administration Act 1988 (NSW)).
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Act 1994 (WA), Western Power’s board has the authority to ‘... perform the
functions, determine the policies and control the affairs of the corporation’ (s. 8).

In some cases, board authority includes broad powers, as well as a number of
specific powers. For example, under the Government Business Enterprises Act 1995
(Tas), aboard has the power to:

acquire, hold, dispose of and otherwise deal with property;

transfer any of its property, rights, liabilities and obligations (whether for valuable
consideration or otherwise) to asubsidiary;

enter into contracts,
appoint agents and attorneys;
« act asagent for another person;
form, and participate in the formation of, bodies corporate;

participate in partnerships, trusts, joint ventures and arrangements for the sharing of
profits,

enter into a contract with another person for the performance or exercise of any of
its functions or powers either jointly with that other person or by that other person;

« set charges, terms and conditions relating to work done, or services, goods or
information supplied, by it except where the Portfolio Act provides otherwise;

engage consultants and provide consultancy services,

« carry on any business which may conveniently be carried on in conjunction with the
performance of its functions;

do al other thingsit is authorised to do by or under this or any other Act; and

- do al things necessary or convenient to be done in connection with, or incidental
to, the performance and exercise of its functions and powers (s. 9).

5.3 Ministerial interventions

Responsible minister(s) are typically required to approve SCls that have been
prepared by boards.3 The objectives and goals for the board are established within
the SCI planning framework (see chapters 4 and 6).

The responsible minister(s) of all monitored GTEs have the power to give specific
directions to a GTE's board, but there may be limitations placed on ministers.4 For

3 An exception is GTES operating under the Public Corporations Act 1993 (SA), where the
responsible ministers have the responsibility for the preparation of a GTE s draft SCI (s. 12 and
s. 13) (referred to asa ‘ charter’ and ‘ performance statement’).
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example, under the State Owned Corporations Act 1989 (NSW), directions must
relate to the undertaking of non-commercial activities, the implementation of public
sector policies, or mattersthat arein the ‘ public interest’ (ss. 20N—20P).>

In some cases, there are requirements for consultation between the responsible
minister(s) and the board before ministerial directions are made. For example, under
the Government Owned Corporations Act (NT), a responsible minister may only
issue directionsif ‘he or she has consulted with the board and requested the board to
advise the [responsible minister] whether, in its opinion, complying with the
direction would not be in the best interests of the [GTE] or any of its subsidiaries
(s. 4).

For around one-quarter of monitored GTES, the responsible minister(s) has no limits
prescribed in corporatisation Acts on their powers to direct a board (or
management), or any requirement to consult with the board, prior to issuing a
direction. For example, under the Forestry Act 1916 (NSW), State Forests is subject
in all respects — except in relation to the contents of a recommendation or report
made by it to the Minister — to the control and direction of the Minister (s. 9).

Most commonly, the instances in which the responsible minister(s) can give
directions without prescribed limits occurs in the urban transport, rail, water and
forestry sectors. Ministerial directions made to GTE boards on the record have
included requirements to perform specific operations and to transfer or sell assets.

There may also be informa communications between boards and ministers through
which ministers can exert influence on a GTE's board, given their powers to
appoint and dismiss board members. For example, under the Government Business
Enterprises Act 1995 (Tas), board members are appointed by the Governor on the
recommendation of the responsible minister (s. 11).

GTE board appointments are normally for a fixed term of between three and five
years, but members can usually be dismissed during their term of office without any
limitation. For example, under the South Australian Water Corporation Act 1994
(SA), board members may be removed from office by the Governor on the advice of
the responsible minister ‘on any ground that the Minister considers sufficient’
(s. 13). Similarly, under the State Owned Corporations Act 1989 (NSW), board

4 |n some cases where a GTE has severa responsible ministers, the power to give specific
directions to the board may be confined to one minister. For example, under the Public
Corporations Act 1993 (SA), the Treasurer may give directions relating to the payment of
dividends (s. 30) whilst the Minister for Government Enterprises may give more general
directions (s. 6).

5 The ‘public interest’ is not defined in the Sate Owned Corporations Act 1989 (NSW) (see
chapter 6).
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members may be removed by the Governor on the recommendation of the
responsible ministers ‘at any time for any or no reason and without notice
(Schedule 8, s. 7).6

Dividends

In terms of paying dividends, responsible minister(s) are typically required to agree
to or amend a dividend amount that is proposed by the board according to a policy
developed by the Treasurer (see PC 2001). The proposed dividend may also be
gpecified in the SCI. In some cases, the responsible minister(s) can direct the
payment of a‘special’ dividend. For example, under the Electricity Corporation Act
1994 (WA), the responsible minister may accept the dividend recommended by the
board or, after consultation with the board, direct it to pay a specified amount
(s. 81).

In some cases, corporatisation Acts place limits on ordinary dividends. For
example, for GTEs operating under the Government Business Enterprises Act 1995
(Tas), dividends are limited to 100 per cent of the current year's after-tax profit
(s. 84).

Directions to pay a dividend may constrain a board’s management of the GTE's
capital structure — that is, achieving an optimum mix of debt and equity. When
dividends are not paid the retained funds may be used for capital expenditure as an
alternative to borrowing.

Dividends payments by private companies are usually drawn from, and limited by
the level of profits — including retained profits from previous years. However, in
some instances, courts have alowed private sector companies to make dividend
payments from unrealised profits stemming from asset revaluations (Cassidy 2003).

Transparency of ministerial directions

Around 80 per cent of monitored GTES are required to report publicly ministerial
directions. About 55 per cent of monitored GTES were required to report ministerial
directions in the government gazette. Two-thirds of these GTESs were also required
to report these directions in parliament or their annual report. For example, the
portfolio Minister responsible for GTEs covered by the State Owned Cor porations
Act 1989 (NSW) is required to publish a notice in the government gazette and table
in Parliament, directions in the public interest or those given to implement a public

6 In some cases, the termination of appointments may be constrained by the possibility of
adverse publicity and financial penaties.
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sector policy (ss. 200, 20P, 26).7 Public reporting of ministerial directions in
parliament only, or by a notice in the annual report only, was required for about
25 per cent of GTEs.

In some cases, requirements to report ministerial directions may be overridden. For
example, under the Public Corporations Act 1993 (SA), requirements to publish a
direction in the government gazette or advise Parliament may be bypassed if the
Minister is satisfied that the publication of a direction might ‘detrimentally affect
the GTE's commercial interests, constitute breach of a duty of confidence, or might
prejudice an investigation of misconduct or possible misconduct’ (s. 6).8

Of the approximately 80 per cent of monitored GTESs required to report publicly the
directions by responsible minister(s), it appears that ministers rarely use their formal
capacity to intervene in a GTE's activities by issuing a direction. For example,
ministers have only made one direction relating to non-commercia activities and
two directions relating to the public interest under the State Owned Corporations
Act 1989 (NSW) since amendments were made to the Act in 1995. Further, in
2001-02 only one direction was reported out of the 11 monitored GTES required to
report directions in their annual report.®

Directions to pay a specific dividend are required to be made publicly available for
around 50 per cent of monitored GTEs. For these GTES, rarely have the responsible
minister(s) given such directions.

5.4 Other limits on board authority

GTE boards generally face broader limitations on their authority under
corporatisation Acts or supporting legislation, where ministerial approval for a
range of activities, such as borrowing and investing is required. For example, under
the Borrowing and Investment Powers Act 1987 (Vic), the board must have the
Treasurer’ s approval to obtain a general borrowing authorisation (s. 6).

Corporatisation Acts sometimes include other limitations, which may be either
specific or general in nature, and can relate to:

7 Directions relating to non-commercial activities (s. 20N) are required to be tabled in Parliament
but are not required to be published in the government gazette.

8  Where the direction is not published, the responsible minister must present a copy of it to the
Parliament’s Economic and Finance Committee within 14 days and the GTE must identify that
adirection was given in its next annual report (s. 6).

9 The board of the Melbourne Port Corporation was given a direction relating to lease
negotiations over port land by the Treasurer (MPC 2002).
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the appointment of CEQOs;

setting the remuneration of CEOs and staff;
the acquisition, use and disposal of assets;
setting charges; and

borrowing and investing activities.

Chief executive officer appointment and conditions

In the private sector, CEOs are usually selected and appointed by the board. They
are responsible to the board for the day-to-day operation of the company, and for
the implementation of policies and directions made by the board. The board
typicaly sets the terms and conditions of its CEO, including any
performance-related remuneration.

Under most corporatisation Acts, private sector practice is modified to include some
ministerial involvement in the selection and appointment of the CEO, and the
setting of the CEO’ s terms and conditions. CEO appointments can be made:

directly by the responsible minister(s);10
by the responsible minister(s) in consultation with the board;
by the board in consultation with the responsible minister(s); or

directly by the board.

For around 55 per cent of monitored GTEs, the CEO is appointed by the responsible
minister(s). In most of these cases, the minister(s) is required under the relevant
corporatisation Act to consult with the board. In other cases, the appointment of the
CEO by the minister(s) requires the agreement of the board. For example, under the
Government Owned Corporations Act 1993 (Qld), the CEO is appointed by the
Governor-in-Council on the recommendation of the board (s. 103; schedule 2, s. 1).

The CEOs of around 35 per cent of monitored GTESs are appointed by the board.
However, in most of these cases, ministerial approval of the board’s choice of CEO
is required. For example, under the Melbourne Water Corporation Act 1994 (Vic),
the CEO is appointed by the board following approval by the Minister for Water
(s. 22).

10 where appointments are made by the Governor (or by the Administrator in the case of the NT),
it is assumed that the Governor acts on the advice of the minister.
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The appointment of the CEO by a board did not require ministerial consultation or
approval for around 15 per cent of monitored GTEs. For example, the CEOs of
Victorian regional water GTES are appointed by the board (Water Act 1989 (Vic),
S. 8).

The extent of ministerial involvement in the dismissal of CEOs and the setting of
their terms and conditions largely mirrors the procedures established for their
appointment. If a minister directly appoints a CEO, or is required to approve or
consult with a board over a CEO’s appointment, the minister is also typically
responsible for setting or approving the CEO’s terms and conditions and aso has
powers to dismiss the CEO. For example, under the Ports Services Act 1995 (Vic)
the CEO is appointed by the board with the approval of the Minister for Ports. The
Minister also sets the CEO’s terms and conditions after consultation with the board,
and may dismiss the CEO.

For some CEOQOs, performance agreements are required as part of their terms and
conditions of employment. For example, under the State Owned Corporations Act
1989 (NSW), the board ‘may require the CEO to enter into a performance
agreement’ (Schedule 9, s. 4).

Ministerial involvement in appointing or setting the terms and conditions of CEOs
may have the effect of blurring the lines of responsibility and diminishing the
board' s accountability for performance (AONSW 1997). Potentially, it also affects
a board’s ability to manage efficiently where the CEO does not share the same
vision.

Setting the terms and conditions of staff

In most cases, GTE boards (or their delegates) are given broad discretion over
setting the terms and conditions of their staff. For example, the Government Owned
Corporations Act 1993 (QId) gives boards of ‘statutory’ Government Owned
Corporations the authority to set the terms of employment for their staff (s. 166).

The staff of alimited number of GTEs remain subject to terms and conditions that
apply to general public service employees. In some cases, this is a specific
requirement of the corporatisation Act. For example, the terms and conditions of the
Power and Water Corporation’s employees are set by the CEO subject to provisions
of the Public Sector Employment and Management Act (NT).

In other cases, boards have some discretion in setting terms and conditions but are
required to use public service standards as a guide. For example, the terms and
conditions of ForestrySA’s staff are fixed by the board in consultation with the

70 FINANCIAL
PERFORMANCE
MONITORING



Commissioner for Public Employment (South Australian Forestry Corporation Act
2000 (SA), s. 15).

Constraints on a board’ s capacity to set the terms and conditions of its staff weaken
accountability for performance if the constraints are not compatible with efficient
work organisation. The constraints may also raise competitive neutrality issues if
GTEs are required to implement public sector policies or practices (Hamill 2001).

Acquisition, use and disposal of assets

In some cases, GTE boards have limitations on the acquisition and disposal of
assets. These can relate to the size of transactions or the location of activities. For
example, the boards of Western Power and Water Corporation must obtain
ministerial approval for transactions that exceed the greater of a fixed value or of a
percentage of the written-down value of their fixed assets and investments
(Electricity Corporation Act 1994 (WA), s. 34; Water Corporation Act 1995 (WA),
s. 40).11

Limits can also be placed on the capacity of the board to dispose of assets. For
example, under the Government Business Enterprises Act 1995 (Tas), the board
must not dispose of a main undertaking or allow a subsidiary to dispose of a main
undertaking without approval by the responsible ministers (s. 8). Where Ministerial
approval is granted, it does not have effect unless approved by Parliament (s. 8).

GTE boards typically have broad discretion over the use of assets once the
responsible minister(s) has approved planning documents. However, corporatisation
Acts sometimes set out specific limits on the board’ s authority to use assets:

The Rail Infrastructure Corporation is not permitted to give written undertakings
to the Australian Competition and Consumer Commission regarding access to
the NSW rail network without the approval of the Minister given with the
concurrence of the Premier (Transport Administration Act 1988 (NSW), s. 19E).

The Rail Infrastructure Corporation is also not permitted to conduct any business
outside the State that is not related to the NSW rail network without the approval
of the Premier, Minister and Treasurer (s. 5A).

Under the Government Owned Corporations Act 1993 (Qld), the boards of
Queensland port GTEs must seek approval from the Minister before granting a

11 The prescribed minimum values are $20 million for Western Power and $15 million for Water
Corporation. The prescribed percentage of the written-down value of fixed assets and
investments are 1 per cent and 0.25 per cent respectively.
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lease, easement or licence on crown land (s. 27 and s. 28). The Crown may also
withdraw any vested property from aport GTE (s. 26).

Pricing restrictions

The prices for around 30percent of monitored GTEs are determined by
independent pricing regulators. For example, the Independent Pricing and
Regulatory Tribunal regulates prices for water, urban transport, rail and retail
electricity GTEsin NSW.

Where prices are not independently regulated, boards typically set prices subject to
forma ministerial approval, or as part of planning documents such as the SCI.
Where prices are established within the planning framework, broader limits are
placed on board authority in setting prices because of requirements to meet or
balance a range of commercial and non-commercia objectives (see chapter 6).

Outside of the planning process, limitations are sometimes included in
corporatisation Acts on a board’s capacity to set the structure and level of charges.
For example, boards of port GTEs in NSW must structure charges in accordance
with the Ports Corporatisation and Waterways Management Act 1995 (NSW)
(Part 5).12

Borrowing and investing

The arrangements for borrowing and investing by GTEs are usually specified in
supporting legislation rather than corporatisation Acts. These arrangements are
typically the same as those applying to other government agencies, whereby the
Treasurer is required to approve broad borrowing and investing limits and other risk
management processes. For example, in NSW the Public Authorities (Financial
Arrangements) Act 1987 (NSW) applies to all government agencies and GTES and
establishes broad arrangements relating to the approval of borrowing and investing
activities.

An outline of borrowing and investing activities is also usually required to be
included in planning documents such as the SCI. Ministerial approval of planning
documents typically provides the board with the authority to enter into transactions
that are included in the SCI without further ministerial approval.

12 The types of charges that may be levied include those for pilotage, navigation services, cargo
access and site occupation. Most port charges must aso be approved by the minister (s. 51).
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Under some corporatisation Acts, there are limitations on board authority to borrow
and invest outside of the planning process. A limitation common to al
corporatisation Acts is a requirement to obtain ministerial approva to enter into
joint ventures or to form subsidiaries. For example, under the Sate Owned
Corporations Act 1989 (NSW), boards cannot form or participate in the operation of
subsidiaries without the approval of the Minister (s. 20W).

Other restrictions on borrowing and investing are less common. Where they are in
place, they typically take the form of monetary limits for transactions. For example,
under the Government Owned Corporations Act (NT), the Power and Water
Corporation must not undertake capital investment above the relevant prescribed
threshold unlessit is approved by the responsible minister. It must also not acquire a
financial investment above the relevant prescribed threshold unlessit is approved by
the responsible minister (s. 37).
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6 GTE objectives

Accountability incentives are strongest if objectives are expressed in an
unambiguous, non-conflicting manner that enables a board to be held accountable
for meeting them.

Information is presented in this chapter on how objectives are set and expressed and
how the expression of objectives affects the accountability of boards and the
responsible minister(s).

The description of objective setting is based on the various GTE corporatisation
Acts as summarised in appendix B. The description of how objectives are expressed
Is based on a sample of statements of corporate intent (SCI), summarised in
appendix C.

Where possible, two GTEs from each industry sector (electricity, forestry, ports, rail
and water) were chosen from each jurisdiction for the SCI sample. If there were
more than two GTEs to select from, GTEs with different business activities,
locations or customers were chosen. For example, in most cases a rural bulk water
provider and a metropolitan provider were chosen for water GTES.

Within this chapter, three levels of objectives are referred to:

Guiding principles — objectives set out in corporatisation Acts to guide boards
on the objectives they should set in their strategic planning;

Higher level objectives — objectives in the form of goals or missions contained
in SCI. They are generally not directly measurable; and

Performance indicators and targets — objectives contained in SCI that are
generally subordinate to higher level objectives. They must be achieved if their
antecedent objective(s) are to be met. They are more specific and are more likely
to be measurable than higher level objectives.

6.1 Establishing and approving objectives

Under corporatisation Acts, the responsible minister(s) is typicaly required to
approve the objectives of the GTE set out in the strategic plan and the SCI.
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In general, corporatisation Acts provide only general guidance on the types of
objectives that a GTE must set. For example, in WA, port, water and electricity
GTEs are required to set financial objectives. The Forest Products Commission is
required to set both commercial and non-commercia objectives (Forest Products
Act 2000 (WA), s. 20).

In some cases, there is more expansive guidance. For example, the Water
Corporation (WA) must set objectives relating to the continuity of supply,
maintaining assets to ensure proper water provision and optimising customer
satisfaction (Water Corporation Act 1995 (WA), s.52).1 The Sydney Water
Corporation must adopt targets for pollution reduction (Sydney Water Act 1994
(NSW), s. 23).

Where there is only general guidance from legislation, the responsible minister(s)
has broad discretion to negotiate and approve the objectives and strategic plans
submitted by GTE boards. Ministers bring to this role a concern for the interests of
the public — the ultimate owners of GTEs (Jolly 2000).

Finn (1993) suggests that ministerial responsibility to act in the public interest is
legally established in rulings by members of the High Court. For example, Mason
CJ in Australian Capital Television Pty Ltd v Commonwealth of Australia (1992,
177 CLR 106), stated:

The very concept of representative government and representative democracy signifies
government by the people through their representatives. Translated into constitutional
terms, it denotes that the sovereign power which resides in the people is exercised on
their behalf by their representatives.

Ministerial responsibility to act in the public interest is also made clear in some
parliamentary codes of conduct. For example, in the code of conduct for the
Western Australian Legidative Assembly, ministers’ responsibilities to act in the
public interest are highlighted:

‘A minister’'s responsibility to act as a trustee of the public interest should always be
paramount in the performance of their functions' (WA Premier’s Office 2002).

If ministers are to be held accountable, the process of assessing whether objectives
are in the public interest has to be transparent. This would also establish trust by the
public that their interests will be served. However, in none of the Australian
jurisdictions are explanations published about how objectives were established and
what assessments were undertaken.

1 I1n WA, the responsible ministers may exempt GTEs from obligations to set objectives and
performance targets. The Forest Products Commission must note any exemption in their SCI.
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Ministerial and board accountability is also strengthened through the public
availability of SCI. It promotes transparency and public scrutiny by providing
information against which outcomes can be assessed.

Under the Westminster system, ministers are accountable to the public, through
parliament, for fulfilling their responsibilities (Simms 1999). Their actions are aso
subject to scrutiny by Auditors-General. Accountability, in general, is the obligation
to demonstrate continued official trustworthiness through justification of
performance in a position of responsibility (Uhr 1993).

Under amost all corporatisation Acts, SCls are publicly available once they are
tabled in parliament.2 For some GTEs — including those corporatised under the
Government Owned Corporations Act 1993 (Qld) and the Ports Services Act 1995
(Vic) — the SCI is required to be included in the annual report. Only a small
percentage of the SCI sampled are available on the Internet.

Public accountability also applies to GTE boards and management. Finn J in the
Federal Court decision on Hughes Aircraft Systems International v Airservices
Australia (1997 558 FCA), noted:

The CAA (Civil Aviation Authority), no less than the minister, operated in the

constitutional environment of responsible government. This necessarily entails that it
was accountable in some measure to the public.

Principles

A common guiding principle contained in corporatisation Acts is that GTEs are to
operate commercially.

There is generally limited explanation in corporatisation Acts as to what ‘operating
commercialy’ means. In the case of the Victorian Channels Authority, the principle
Is expressed as ‘managing channels in port waters on a commercial basis (Port
Services Act 1995 (Vic), s. 20). A more detailled explanation is given in WA. For
example, Western Power is to ‘act in accordance with prudent commercia
principles, and endeavour to make a profit, consistently with maximising its
long-term value’' (Electricity Corporation Act 1994 (WA), s. 31).

In many cases, there is the potential for commercia principles to conflict with other
principles. For example, NSW port GTES must ‘promote and facilitate trade’ as
well as operate commercialy (State Owned Corporations Act 1989 (NSW), s. 20E

2 Under the Public Corporations Act 1993 (SA), a GTE's ‘charter’ is required to be tabled in
Parliament. However, its ‘ performance statement’ — which covers a range of information that
istypicaly included in the SCI under most corporatisation Acts— is not required to be tabled.
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and the Ports Corporatisation and Waterways Management Act 1995 (NSW), s. 9).
This conflict could manifest as low prices that increase trade through the port, but
harm the GTE’s profitability.

It is difficult to assess whether actual conflicts arise, largely because of the way that
objectives are expressed in the SCI (see section 6.2).

Commercial principles are also sometimes modified by other principles. For
example, the WA Forest Products Commission must try to ‘ensure a profit is made,
while ensuring the long-term viability of the industry and ecologically sustainable
forest management for indigenous forest products logged on public land’ (Forest
Products Commission Act 2000 (WA), s. 20).

Generally, there is limited guidance in corporatisation Acts on the degree of
importance that should be given to commercial principles when they conflict with,
or are modified by, non-commercial principles. For example, under the Ports
Corporatisation and Waterways Management Act 1995, NSW port GTEs are guided
by the following — to be a successful business, to promote and facilitate trade
through port facilities and to ensure that port safety functions are carried out
properly (s. 9). However, there is no guidance in the Act on the weighting that
should be given to each of these principles.

In contrast, under the Sydney Water Act 1994 (NSW), the Sydney Water
Corporation isto give equal weight to each of its three principal objectives — to be
a successful business, to protect the environment by conducting its operations in
compliance with the principles of ecologically sustainable development and to
protect public heath by supplying safe drinking water in compliance with the
requirements of any operating licence (s. 21).

Approval of objectives

Under most corporatisation Acts, GTE boards are required to draft SCI and submit
them to the responsible minister(s) before the start of each financia year. After
considering the draft, the minister(s) may ask the board to reconsider certain

aspects.

In SA, responsibility for the preparation of the SCI is reversed. Under the Public
Corporations Act 1993 (SA), the responsible minister(s), after consultation with the
board, must prepare the SCI for the board (ss. 12 and 13).3

3 The responsible ministers are required to prepare a ‘ charter’ and a ‘ performance statement’ for
the board. Taken together, these two documents generally include information similar to that
found in a‘ statement of corporate intent’ described under most corporatisation Acts.
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Generally, ministers may direct the board to modify their objectives if the draft has
not been agreed upon one month prior to the commencement of the financial year.
Having approved the document, the responsible minister(s) may direct the board to
change the objectives.

It is difficult to determine the extent of ministerial involvement in shaping the
objectives set out in SCI. Apart from any formal process, responsible ministers and
their staff can interact informally with the board to guide the development of those
objectives. These interactions might not be open to public scrutiny.

Rigorous assessment of whether the approval of objectives is guided by the public
interest, is difficult. There is uncertainty about the size and incidence of the benefits
and costs that arise when an objective is achieved and about the weights that should
be attached to them, as costs and benefits for objectives are not distributed equally
across households. For example, the effects of commercia objectives on low
income households, who spend a greater share of income on utility services, will be
different to the effect on high income households.

Welfare outcomes and efficiency can only be assessed if information is known
about people's preferences. However, preferences are not usually revealed by the
demand for goods and services:

in many cases, GTEs are essential service monopolies or oligopolies, where
there is limited scope for the customers to switch to an aternative service
provider;

for some services, such as water, choice is restricted further because there are
l[imited substitutes; and

GTE prices are often highly regulated and do not aways reflect the market's
willingness-to-pay.

Another factor affecting the assessment of whether objectives are in the public
interest is the presence of externalities. Generaly, externalities are difficult to
measure because they are not reflected in an individua’s willingness-to-pay. For
example, it is difficult to measure the value of positive externalities associated with
the provision of public transport, such as environmental benefits and improved
access.

The degree to which responsible ministers are accountable to the public for the
objectives they approve may be limited. The public do not have a clear view of
what will maximise public welfare. As well, government accountability through the
ballot box isweak in relation to governance of GTEs because election outcomes are
usually determined by broader government policies.
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In practice, the responsible minister(s) may delegate the task of assessing the public
interest to the public service. If this is the case, then non-accountable bureaucrats
may have undue influence (Podger 2002).

Responsible ministers are also guided by the policy platform of their political party.
Hence, a preference for low consumer prices might conflict with the long-term
commercial value of the GTE (Peltzman 1976; Viscus, Vernon and
Harrington 1995).

6.2 Expression of objectives in statements of corporate
intent

The linkages between higher level objectives and performance indicators and
targets are generaly not explained in the sample SCI. Consequently, it is not clear
that meeting performance indicators will also meet higher level objectives. For
simplicity, objectives from here on are classified as either measurable or
unmeasurable objectives.

Generally, a very small number of objectives are measured directly. Instead,
performance indicators are widely used. These indirect measures depend on a
number of assumptions (metrics) about the appropriate way to measure whether a
higher level objective has been achieved. In some cases, a number of indicators and
targets are associated with the same objective.

Measurability of objectives

Measurable objectives contribute to both greater accountability and to clarity of
purpose for GTEs. Accountability is improved because the community, as
stakeholders, can assess the performance of GTEs by comparing achievements
against objectives.

Measurable objectives provide GTEs with a clear understanding of their purpose,
adlowing them to manage their resources more effectively and better meet
stakeholder expectations. Objectives are measurable where they are explicit or
unambiguous and verifiable.

Examples of relatively explicit objectives taken from the sample SCI include:
‘Maintain debt-free status';
‘Improve productivity’; and
‘Meet customers' demand for electricity’.
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Examples of objectives that are ambiguous, include:

‘to exhibit a sense of socia responsibility by having regard to the interests of the
community in which it operates’;

‘applying total quality approach to technical excellence, commercial rigour and
environmental sensitivity’; and

‘compete vigorously and with integrity to be the market leader’.

There is little scope for misinterpretation of an objective such as ‘maintaining a
debt-free status' and it is easily verifiable by stakeholders.

On the other hand, the objective ‘to compete vigorously and with integrity to be the
market leader’ is ambiguous and difficult to measure. On what basis should
stakehol ders assess whether competition has been vigorous — by increased market
share, increased sales revenue or higher output? Should reputation be considered
when assessing market leadership and integrity, and how should it be measured?

At least half of the objectives set out in each of the sample SCI are expressed in an
unmeasurable or ambiguous manner. However, most of the sample SCI also contain
anumber of unambiguous performance indicators and targets.

Objectives can either be expressed in terms of inputs, outputs or outcomes
(see box 6.1). The most effective way of making objectives measurable is to define
them in terms of quantifiable outcomes or outpults.

Objectives expressed as outcomes are more transparent as they are tangible to
stakeholders. Outputs and inputs require an explanation of the link between inputs
and outputs, and between outputs and outcomes to make outcomes clear to
stakeholders.

In the sample SCI considered, objectives are most commonly expressed as outputs.
Examples of quantifiable output objectives include:

“ensure port infrastructure and services are available for port users’;
“ensure (its) port safety functions are carried out properly’; and
‘meet customers demand for electricity’.

Objectives expressed as inputs are the second most common form of objective. For
example:

‘look for new ways to improve our performance and only do those things that ensure
our businessis a success';

“our facilities will be constructed and maintained to ensure public safety’; and

‘maximising plant performance through effective plant operation’.
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Box 6.1 Definition of input, output and outcomes

An objective is defined in the Macquarie Dictionary as ‘an end towards which efforts
are directed’. Objectives can either be expressed as inputs, outputs or outcomes. The
Macquarie Dictionary defines these as:

Input — that which is put in.
Output — quantity or amount produced, as in a given time.
Outcome — that which results from something; consequence or issue.

In the context of objective setting, inputs relate to the resources used and effort
employed by a GTE, outputs are the resulting products or services and outcomes are
the consequences of the outputs — that is, the consequences for customers and
stakeholders generally.

For example, an objective expressed as an input may be ‘increase spending on water
conservation’. Comparable objectives expressed as an output and an outcome may
be, ‘education of the public on the benefits of water consumption’ and ‘reduce water
consumption per household’, respectively.

Examples of quantifiable outcomes include:
‘achieve an accident free workplace'; and
‘be profitable and maximise long-term value'.

Performance indicators and targets

In almost all SCI, there is at least one unmeasurable objective and one performance
indicator that is not verifiable.

In most cases, objectives and performance indicators are reported in separate parts
of the SCI with little guidance as to which indicator belongs to which objective.4
Even where they are linked, it is generally unclear that the indicators and targets are
relevant to meeting an objective. When objectives are ambiguous it is impossible to
set relevant performance indicators. Also, board accountability is diminished.

The efficacy of performance indicators depends on their relevance and definition.
Indicators that are clearly defined and transparent generate trust and confidence that
governance arrangements are sound.

4 The grouping of objectives and performance indicators under categories in appendix C is based
on the Commission’s interpretation of the relationship between the objectives and performance
indicators.

82 FINANCIAL
PERFORMANCE
MONITORING



There is little comparability of performance indicators across GTES, even among
GTEs in the same jurisdiction. For example, financial indicators are markedly
different for GTEs within a jurisdiction, despite them having the same financial
reporting requirements. In NSW, for example, three GTEs with the same financial
objective, ‘maximise the net worth of the State's investment in the corporation’,
have different performance indicators (see table 6.1).

In some cases, performance indicators require contextual information in order to be
meaningful, including:

‘Customer loyalty index’; and
‘Average training standard’.
If performance indicators cannot be compared across GTEsS, or if historical levels of

the indicator are not presented, it is difficult to determine whether a performance
target is achievable or if improvements have been made over time.

Table 6.1 Examples of financial objectives and performance indicators in
New South Wales, 2001-02

Objective Performance indicator
Maximise the net worth of the State’s Operating profit before tax and capital contributions
investment in the corporation Operating profit after tax and capital contributions

Return on net operating assets
Interest cover

New borrowings

Debt to equity ratio

Income tax payable

After-tax dividend payable
Total financial distribution

Maximise the net worth of the State’s Increase shareholder value
investment in the corporation Debt level
Operating profit before income tax
Tax expense
Operating profit after income tax2
Income tax payable
Target dividend payable

To maximise the net worth of the State’s Operating profit before income tax expenseb
investment in the Corporation Operating profit after income tax expense
Contributions for capital works
Income tax payable
Income tax expense

& ncome tax expense is income tax deducted from operating profit. b There are two targets — with and
without capital works.

Source: Summaries of statements of corporate intent (Appendix C).
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/ Electricity

The financia performance of 21 electricity government trading enterprises (GTES)
isreported in this chapter. The GTEs vary significantly in their size and the range of
generation, transmission and distribution services they provide.

In 2001-02, these GTEs generated $16 billion in revenue and controlled assets
valued at $47 billion. The group aso returned just under $1.9 billion to their
respective owner—governments, through income tax-equivalent payments and
dividends.

The magjority (16) of the monitored GTEs operated in the National Electricity
Market (NEM). The five monitored GTES not currently operating in the NEM are
based in WA, Tasmania and the NT. Tasmania is due to enter the NEM in 2005,
following the completion of the Basslink interconnector.

For adiscussion of the data and the financial indicators used and some of the factors
that should be considered when assessing performance, see chapter 3.

7.1 Monitored GTES

The type of activities undertaken by electricity GTEs and their involvement in
ancillary services should be taken into account when comparing financial
performance.

There are four principal activities carried out by electricity businesses. generation of
electricity; the transmission of electricity at high voltages; the distribution of
electricity at low voltages, and the retailing of electricity to customers. Of the
21 GTEs monitored, nine generated electricity, three transmitted electricity and
seven distributed electricity and provided retail services (seetable 7.1).

Western Power (WA) and the Power and Water Authority (NT) were the only fully
integrated electricity utilities monitored — providing generation, transmission,
distribution and retail services.
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In addition to providing generation, transmission or distribution and retailing
services, many electricity GTEs are involved in engineering consulting services. In
2001-02, seven of the monitored GTEs also supplied gas and two — Australian
Inland, and the Power and Water Authority — were involved in supplying water.

The number of GTEs monitored has changed over the reporting period (see
table 7.2). In 2001-02, the number of monitored NSW distribution businesses fell
from six to four following the merger of NorthPower, Advance Energy and Great
Southern Energy to form Country Energy. Pacific Power was aso not monitored in
2001-02 as it was no longer involved in the generation of electricity. The Power and
Water Authority was monitored by the Commission for the first time.

In the ACT, ACTEW Corporation Limited (ACTEW) is a government-owned
holding company which contracts the provision of electricity to ActewAGL, a
joint-venture with AGL — a private energy services company. !

There are no electricity GTES from Victoria or SA as the electricity supply is fully
privatised in these states. In Victoria, the distribution GTES were sold to the private
sector during 1995-96. In March 1996, Yallourn Energy Limited, the generation
GTE, was aso sold. In SA, electricity GTEs were progressively restructured and
their assets sold or transferred under long-term lease to the private sector in 1999
and 2000.

Table 7.2 Changes to monitored electricity GTEs, 1997-98 to 2001-02

Period Number Monitored Included Excluded
1997-98 19
1998-99 21 Aurora Energy,
Transend
1999-00 22 Ergon
2000-01 23 Eraring Energy
2001-02 21 Power and Water Pacific Power,

Authority, Country  NorthPower, Advance
Energy@ Energy, Great Southern
Energy

& Country Energy was formed from a merger of NorthPower, Advance Energy and Great Southern Energy.

Over the reporting period, the total asset base for the monitored electricity GTES
has risen in real terms from $35.3 billion in 1997-98 to over $47 billion in 2001-02
(seefigure 7.1).

1 Most of ACTEW's assets and revenue are associated with the provision of water services. It's
financial performance is discussed in chapter 8.
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The growth in assets has not been consistent across GTES. The asset base of
distribution GTEs increased by 81 per cent, in rea terms, over the reporting period,
while generation GTES total assets rose by only 3 per cent and integrated GTES
total assets fell by 34 per cent — mainly due to the transfer of functions and assets
from integrated generators into new entities.

Figure 7.1  Assets — electricity GTEs, 1997-98 to 2001-02
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Note The value of sector assets prior to 2001-02 was converted to 2001-02 dollars using the implicit price
deflator — Gross Fixed Capital Formation of Public Corporations (see chapter 3).

Sources: Productivity Commission estimates.

The size of the monitored electricity GTES, in terms of the value of the assets
controlled and revenue, varied substantially in 2001-02 (see figure7.2), The
smallest in terms of asset value was Australian Inland ($157 million) and the largest
was EnergyAustralia ($5.3 billion).
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Figure 7.2  Assets and revenue — electricity GTEs, 2001-02
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Source: Productivity Commission estimates.

7.2 Market Environment

Governments have introduced reforms aimed at improving the efficiency and
financial performance of electricity GTEs. Reforms have focused on the governance
of GTEs, the efficiency of the production process and the competitiveness of market
structures in which the GTEs operate. These reforms have implications for the
financial performance of GTEs and the comparison of performance over time.

The National Electricity Market

Over the reporting period, the most significant change to the market environment in
which GTEs operated was the continued development of the NEM and the
progressive introduction of choice of electricity supplier (see table 7.3). The NEM
is a wholesale market for the supply and purchase of electricity. There are
associated access regimes for the transmission and distribution networks in NSW,
Victoria, Queensland, SA and the ACT.
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The National Electricity Market Management Company (NEMMCO) manages the
NEM, in accordance with the National Electricity Code (the Code). The Code
specifies the market arrangements that govern the operation of the wholesale spot
market, such as system security requirements, rules for bids and dispatch of
generating capacity, and metering standards. The NEM officialy commenced
operating in December 1998, although trade between the NSW and Victorian
wholesale markets commenced in May 1997.

The development of the NEM has a number of implications for GTE performance.
Most electricity GTES now face greater competition than they have in the past —
through the introduction of supplier choice in retail markets. Competition among
generators and retailers has been facilitated in most jurisdictions by the adoption of
the access provisions of the Code for their distribution and transmission networks.
These provisions give retailers and businesses purchasing wholesale electricity a
right of access to these networks.

With the introduction of the NEM, electricity GTEs have had to come to terms with
operating effectively in this new environment. There have been increases to
wholesale electricity prices and significant price volatility in some parts of the
NEM. Asthe NSW Treasury commented in 2001,

From afinancia perspective Australia s national electricity market is one of the riskiest
markets in the world. The wholesale market price for electricity can rise or fal by
10 000 per cent within half an hour. No other commodity trades with such price
volatility (NSW Treasury 2001).

Although changes to market rules in 2001-02 reduced extreme price volatility, there
was still significant variation in average prices over time and between spot markets
inthe NEM (seefigure 7.3).

The price differentials in the NEM’s five market regions are due to differences in
generator cost structures, regional demand and the limits of arbitrage. Arbitrage is
the purchase of a commodity (electricity) in one market for immediate resale in
others in order to profit from unequal prices. The physical limitations of existing
interconnectors and the costs associated with transmitting electricity over large
distances (including the loss of electricity) limit arbitrage in the NEM.
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Figure 7.3  Average wholesale prices — National Electricity Market,
January 1999 to July 2002
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Data source: NEMMCO (2003).

Although WA and the NT are not party to the NEM, both have introduced choicein
electricity supplier for large users of electricity under commitments to National
Competition Policy. In addition, the Electricity Corporation Act 1994 (WA) and
Electricity Networks (Third Party Access Act (NT) provide for third-party access to
the respective electricity transmission network.

The Electricity Reform Task Force (WA) has recently recommended the vertical
dissaggregation of Western Power within the South-West Interconnected System
(SWIS) (ERTF 2002). The task force recommended that Western Power be
separated into generation; transmission and distribution; and retail entities.
Following this separation, the task force has recommended the establishment of a
‘NEM-style’ wholesale electricity market in the SWIS.

Price and environmental regulation

Most of the monitored electricity GTES operate under some form of price
regulation. In NSW, the Independent Pricing and Regulatory Tribunal (IPART)
regulates distribution and electricity prices for non-contestable customers on behalf
of the Australian Competition and Consumer Commission (ACCC). Prices to

94 FINANCIAL
PERFORMANCE
MONITORING



customers who use more than 160 MWh per year are unregulated. IPART was aso
responsible for regulating the transmission network until July 1999, when this
responsibility was transferred to the ACCC.

In January 2001, the NSW Government commenced operation of the Electricity
Tariff Equalisation Fund (ETEF) to reduce the market risk faced by retail suppliers
of electricity (NSW Treasury 2000). According to NSW Treasury, the ETEF is
designed to alow the government to offer regulatory price protection to retail
customers (who purchase less than 160 MWh per annum), whilst ensuring that
suppliers are not exposed to unacceptable financial risk. Essentialy the ETEF
operates to insulate NSW retailers and their customers from price movements in the
NEM.2

In Queensland, prices for small customers are set by the Minister for Energy. The
Treasurer was responsible for regulating the prices charged for use of the
transmission network, until the ACCC took over this responsibility in January 2002.
The Queensland Competition Authority has had responsibility for distribution
network prices since December 2000.

In June 1999, Queensland introduced the Benchmark Pricing Agreement (BPA).
The BPA is a negotiation between the Queensland Treasury and the Queensland
retail GTEs — Energex and Ergon. Under a BPA, a retailer will receive a
negotiated payment (community service obligation (CSO)) if the regulated revenue
they receive from non-contestable customers is less than the cost of their energy
purchases. If this revenue exceeds expenses, then the GTE must pay a franchise
surplus (or negative CSO) to the Queensland Treasury (COAG 2002).

In Tasmania, the Office of the Tasmanian Electricity Regulator sets maximum
charges for the generation, transmission and distribution of electricity, as well as
maximum retail tariff prices.

In the Northern Territory, retail prices for non-contestable customers are set by the
Government. The Utilities Commission sets Power the maximum allowable revenue
Power and Water Authority can earn from network access tariffs and charges.

On 8 December 2000, the Federal Parliament passed the Renewable Energy
(Electricity) Act 2000, which implemented a 2 per cent renewable energy target to

2 The ETEF operates as follows. When the market price is higher than the energy cost
component retailers may recover from regulated customers, retailers withdraw the difference
from the fund, enabling them to earn a commercial return whilst selling at the regulated tariff.
If the market price is lower, then retailers pay the difference into the fund. If the fund dlips into
deficit, then NSW government-owned generators pay into the fund, ensuring it is aways in
balance.
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increase the contribution of renewable energy sources to electricity supply in
Australia. From 1 April 2001, energy wholesalers have had to purchase increasing
amounts of electricity generated from renewable sources. Most electricity
generation GTES are pursuing investment opportunities, including wind and solar
power, to meet this target and also satisfy consumer demand for ‘green’ energy.

Structural reform

The Australian electricity supply industry developed on a state-by-state basis with
vertically integrated, government-owned utilities. The maor driver for structura
reform in the electricity industry, during the 1990s, was a series of inter-
governmental agreements, culminating in the National Competition Policy (NCP)
agreements, aimed at establishing the competitive NEM.3 The intention behind
structural change within the electricity supply industry was to introduce competition
in the generation and retail sectors by separating these competitive elements from
the natural monopoly elements of transmission and distribution.4

In NSW, Pacific Power was restructured on 1 February 1995 into a transmission
network and three generator businesses. Pacific Power’s transmission activities
were transferred to TransGrid and six of Pacific Power's power stations were
transferred to two new generators — Delta Electricity and Macquarie Generation.
On 2 August 2000, the remaining generation assets of Pacific Power were
transferred to a new generation company, Eraring Energy.

NSW'’s 25 existing electricity distributors were amalgamated, in October 1995, to
form six new distribution businesses — Integral Energy, Advance Energy, Great
Southern Energy, NorthPower, EnergyAustralia and Australian Inland Energy and
Water.®> On 1 July 2001, the NSW Government merged three distributors — Great
Southern Energy, North Power and Advance Energy — to form Country Energy.

3 In July 1991, governments agreed to work co-operatively to improve competitiveness in the
glectricity industry and the National Grid Council was established. In June 1993, six
governments (Commonwealth, NSW, Victoria, Queensland, South Australia and the ACT)
committed to undertake reforms necessary to alow a competitive electricity market to
commence from July 1995. At the April 1995 Council of Australian Governments meeting,
these reforms were extended and brought within the NCP process.

4 Anindustry is considered to be a natural monopoly if total costs of production are lower when
a single firm produces the entire industry output, than when two or more firms produce the
same output. It is generally accepted that electricity transmission and distribution networks
exhibit some natural monopoly characteristics.

5 Australian Inland Energy and Water traded as Australian Inland Energy to 15 December 2000.
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In Queensland, AUSTA Electric was horizontally separated into three generators —
CSEnergy, Stanwell Corporation and Tarong Energy — which commenced
operating on 1July 1997. At the same time, the Queensand Transmission and
Supply Corporation’'s (QTSC) eight subsidiaries — seven regional distributors and
the Queensland Electricity Transmission Corporation, trading as Powerlink — were
established as independent government-owned corporations.

Three entirely new retail corporations were established and two of these merged to
form Ergon Energy Pty Ltd.6 Ergon Energy Pty Ltd was owned by six of the
regional distribution corporations. On 30 June 1999, the six regional distributors
amalgamated to form Ergon Energy Corporation, of which Ergon Energy Pty Ltd
became a wholly-owned subsidiary.

The Queensland Power Trading Corporation (QPTC) was established to assist in the
transition to the new industry structure by finalising a range of financial and
administrative matters arising from the restructure of the QTSC. The QPTC was
aso involved in trading electricity generated by a number of private sector
generators. Although originally established as a transitional body, the QPTC
became Queensland’ s fourth generation GTE in June 1999. In July 1999, the QPTC
was renamed Enertrade.

In WA, Western Power was established in 1995 as a government-owned
corporation following the disaggregation of the State Energy Commission of WA.

In Tasmania, the Hydro-Electric Corporation (HEC) was restructured into three
businesses on 1 July 1998. The HEC retained responsibility for generation, while
the transmission network was transferred to Transend Networks and the retailing
and distribution functions were transferred to Aurora Energy.

7.3 Profitability

Profitability indicators provide information on how GTEs are using the assets
vested in them by shareholder governments to generate earnings.

Profitability is influenced by a number of factors including prices (and therefore
price regulation when applicable), business volumes and expenses. Other factors,
such as changes in asset values and capital restructuring, will also influence

6 Ergon Energy Pty Ltd was formed through a merger of the Northern Electricity Retail
Corporation (Omega Energy) and Centra Electricity Retail Corporation (Ergon Energy) in
February 1998. The third electricity retailer was Energex.
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measures of profitability through the impact of depreciation and restructuring
EXpenses.

Pre-tax operating profit varied over the reporting period, athough most of the
electricity GTEs generally made positive operating profits. A small number of
GTEs reported operating losses over part of the reporting period.

The Snowy Mountains Hydro-Electric Authority (SMHEA) made an operating loss
in each year of the reporting period. This largely reflects the way the Authority is
funded and the impact of an asset revaluation in 1991.7

Enertrade reported operating losses in 2000-01 and 2001-02 primarily due to
contracts entered into prior to commencement of the NEM. The conditions of
Enertrade' s purchase contracts (power-purchase agreements) are expected to result
in significant future losses (Enertrade 2002).

Over the reporting period, most electricity GTES recovered between
100 and 150 per cent of operating costs (see figure 7.4). Cost recovery measures the
ability of a GTE to generate adequate revenue to meet expenses. A cost recovery
ratio below 100 per cent suggests that a GTE is unable to meet its operating costs
even before the cost of servicing debt is taken into account.

In 2001-02, three of the five highest cost recovery ratios were recorded by
transmission GTES, with TransGrid and Powerlink recording cost recovery ratios of
over 150 per cent. Distribution GTEs, as a group, recorded the lowest average cost
recovery ratio of 113 per cent.

The SMHEA'’s cost recovery ratio was below 100 per cent throughout the reporting
period and below 90 per cent in 1999-00 and 2000-01. Enertrade’s cost recovery
ratio fell from 104 per cent in 1999-00, to 97 per cent in 2000-01 and 90 per cent in
2001-02.

7 The SMHEA receives funding based on its net cost of production. Under its enabling
legislation, additional depreciation charges resulting from the asset revaluation are not taken
into account when determining the net cost of production.
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Figure 7.4  Cost recovery — electricity GTEs, 1998-99 to 2001-02
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Note Each data point represents the cost recovery ratio for a government trading enterprise in that financial
year. Cost recovery is the ratio of revenue from operations to expenses from operations. Revenue from
operations is calculated by subtracting investment income and receipts from governments to cover deficits
from total revenue. Expenses from operations are calculated by subtracting gross interest expense from total
expenses. Prior to 2000-01, abnormal items were also subtracted from operating expenses and revenue.

Source: Productivity Commission estimates.
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The average return on assets for electricity GTES as a whole fell over the reporting
period. However, the return on assets for individual GTEs and different types of
electricity GTEs over the reporting period is quite diverse (seefigure7.5). The
variability reflects the influence of restructuring expenses, asset revaluations and the
continuing development of the NEM. For example, the opening up of
interconnectors and the introduction of retail contestability has affected the
operating results of different GTEs at different times during the reporting period.

The variation in profitability within the sector is also reflected in the return on
equity ratio. Most of the monitored electricity GTEs have had variable return on
equity ratios over the reporting period.

It does not appear that electricity GTES generally are achieving a sufficient return
on their assets when compared to benchmark returns recommended and applied by
regulatory agencies.

IPART suggest that a nominal pre-tax return of 8.5 per cent would be a sufficient
pre-tax return on assets for electricity GTESs, taking into account the risks faced by
entities operating in the sector (IPART 1998). Similarly, the Queensland
Competition Authority has recommended returns for its distribution GTEs of
8.1 per cent for 2001-02 (QCA 2000). In Victoria, the benchmark pre-tax return for
the regulated activities of the private distributors ranges from 6.8 per cent to
7.2 per cent.

In 2001-02, only five of the 21 monitored GTES achieved a return on assets in
excess of 8 per cent, compared to eight in 2000-01 and eleven in 1999-00. The
median rate of return has also fallen among generation and distribution GTES since
the start of the reporting period.
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Figure 7.5  Return on assets — electricity GTEs, 1997-98 to 2001-02
Generation and Integrated
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Note Return on assets is the ratio of earnings before interest and tax (EBIT) to average total assets. EBIT is
calculated by subtracting total expenses from total revenue (includes abnormals) and adding back gross
interest expense. Average total assets is the average of the value of assets at the beginning and end of each
financial year. Where an average was not available, the value of total assets at the end of the financial year
was used.

Source: Productivity Commission estimates.
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7.4  Financial management

Financial management indicators provide information about the capital structure of
GTEs and their ability to meet the cost of servicing debt and other liabilities as they
fall due.

Governments have, on occasion, imposed financial restructuring on their electricity
GTEs. This has generally involved the transfer of both assets and liabilities to State
and Territory governments, and the withdrawal of equity. Financial restructuring
addsto the difficulty of comparing financial performance over time.

Examples of capital restructuring by shareholder governments are described below:

In 2000-01, over $3.5 billion in equity was returned to the NSW Government
from the NSW distribution GTEs, Delta Electricity, Macquarie Generation and
the transmission GTE TransGrid. In 2001-02, a further $150 million was
returned. The GTEs increased their borrowings by a commensurate amount to
pay for this return. This transfer affected financial management indicators,
including the debt to equity, debt to total assets, interest cover and leverage
ratios.

In Queensland, Powerlink was required to make interest free loans (valued at
$249 million) to the State in 1997-98, as part of a capital restructure. This
resulted in a 90 per cent increase in debt as Powerlink borrowed funds to make
the payment. In 1998-99, $249 million of contributed equity was withdrawn,
which resulted in an increase in the debt to equity, debt to total assets and total
liabilities to equity ratios in that year. Similar restructuring occurred during
1999-00 and 2000-01. In 1999-00, an interest free loan of $150 million loan was
made to the Queensland Government (funded by an increase in Powerlink debt).
In 2000-01, contributed equity was reduced by the same amount, concluding the
transaction.

In 1997-98, the Queensland distributor Energex was directed to make interest
free loans (valued at $300 million) to the Queensland Government, as part of a
capital restructure. These were financed through an increase in Energex’'s
long-term debt.

A number of electricity GTES have reduced their debt levels through financial
restructuring, which has allowed them to reduce repayment periods and to negotiate
improved interest terms. For example, during 1999-00 and 2000-01, the HEC paid
out loans with a face value of $317 million and interest rate swaps of $898 million
prior to maturity — reducing their borrowing costs by 20 per cent from 1998-99
levels.
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In 2001-02, all of the electricity GTES had debt to total asset ratios within the
30 to 60 per cent range (seefigure 7.6). The median debt to total assets ratio was
just over 30 per cent for generation GTES, with transmission and distribution GTEs
both around 46 per cent.

In 2001-02, nine electricity GTES had an interest cover of over threetimes — up
from five in 2000-01. Only two GTEs had negative interest cover. Six GTEs had
interest cover multiples of less than two and there does not appear to be a large
margin to insulate these GTEs from increases in interest rates or falling revenues.
Higher interest rates or reduced revenues could see these GTEs unable to meet their
debt repayment commitments from current earnings.
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Figure 7.6 Debt to total assets — electricity GTEs, 1997-98 to 2001-02
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Note Each data point represents the debt to total assets ratio for a government trading enterprise in that
financial year. Debt is defined to include all repayable borrowings (interest bearing and non-interest bearing),
interest bearing non-repayable borrowings and finance leases. Average total assets is the average of the
value of assets at the beginning and end of each financial year. Where an average was not available, the
value of total assets at the end of the financial year was used.

Source: Productivity Commission estimates.
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7.5 Financial transactions

As part of the reform process, governments have increased the commercial focus of
GTEs and facilitated competitive neutrality by exposing them to incentives and
regulations similar to those faced by private sector businesses. For a more detailed
discussion of competitive neutrality principles, see chapter 2.

The introduction of income tax-equivalent regimes, requirements to pay dividends
and debt guarantee fees are examples of how governments have imposed the
principles of competitive neutrality on their electricity GTEs.

Over the reporting period, an increasing number of electricity GTEs have made
tax-equivalent and dividend payments. Most now make such payments. An
exception is the SMHEA, which operated on a cost recovery basis and was not
required to make dividend or tax-equivalent payments.

Prior to 1999-00, tax-equivalent payments were based on a company tax rate of
36 per cent. Under tax-effect accounting, income tax-equivalent expenses for any
year may differ from the actual amount of tax paid to the State and Territory
governments for that year because of permanent and timing differences. Changesin
the company tax rate introduced by the Commonweath Government in
December 1999 led to the restatement of deferred tax liabilities in 1999-00.8 As a
result of this adjustment, tax-equivalent payments by electricity GTEs in 1999-00
were reduced by $240 million (36 per cent).

Dividend payments represent a return on shareholder funds and their size reflects
financia performance. In 2001-02, NSW electricity GTEs paid $404 million in
dividend payments, Queendand electricity GTEs paid $664 million, whilst
Tasmanian and WA €lectricity GTEs returned $83 million and $117 million
respectively. The Power and Water Authority returned $9.2 million to the
NT Government. NSW GTESs reported the highest average dividend to equity ratio
(8.5 per cent), followed by Queensland (6.5 per cent).

There has been significant variation in the level of dividends paid or provided for by
the monitored electricity GTES as awhole over the reporting period (see figure 7.7).

As part of the reform process, governments moved to identify, cost and fund CSOs
they imposed on electricity GTEs. CSO funding is received for the provision of
rebates, concessions, the uneconomic supply of electricity to some customers and
for electrical inspections.

8 The company tax rate fell to 34 per cent for 2000-01 and then to 30 per cent from 2001-02.
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Several of the electricity GTEs received CSO funding over the reporting period.
Generally, retailers meet these obligations although there are some examples of
CSOs being paid to generation GTEs.

In 2001-02, CSO payments to electricity GTEs amounted to over $391 million.
Around 76 per cent of all CSO payments were made to distribution GTEs.®

9 This figure was the amount disclosed by the GTESs in their annual reports. Some GTEs did not
separately disclose the value of CSO payments made to them during 2001-02. These
undisclosed payments have not been included in the total.
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Figure 7.7  Dividend and income tax-equivalent payments — electricity
GTEs, 1997-98 to 2001-02
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Note The value of dividends and tax-equivalent payments prior to 2001-02 were converted to 2001-02 dollars

using the implicit price deflator — Gross Fixed Capital Formation of Public Corporations (see chapter 3).

Source: Productivity Commission estimates.
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