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Terms of Reference

I, ROD KEMP, Assistant Treasurer, pursuant to Parts 2 & 3 of the Productivity
Commission Act 1998, hereby refer Clause 6 of the Competition Principles Agreement
(CPA) and Part I11A of the Trade Practices Act 1974 (TPA) to the Commission for inquiry
and report within twelve months of receipt of this reference. The Commission is to focus
on those parts of the legislation that restrict competition, or that impose costs or confer
benefits on business. The Commission is to hold hearings for the purpose of the inquiry.

Background

2. In April 1995 the Commonwealth, States and Territories signed three Inter-
governmental Agreements, including the CPA, which established the framework for
competition policy reforms. The CPA requires that its own terms and operation be
reviewed after five years of operation. Terms of Reference for that review specify that the
review of Clause 6 of the CPA be incorporated into the competition policy review of Part
[11A of the TPA.

3. Clause 6 requires the Commonwealth to establish an access regime with certain
characteristics, explains the circumstances in which this regime will be utilised, and details
the principles to which an effective State/Territory access regime must conform. Part 111A
of the TPA discharges the Commonwealth’s obligation under Clause 6. There is no
intention that the review lead to reconsideration of existing or pending certifications,
declarations or undertakings agreed or accepted under Part I11A.

Scope of Inquiry

4. The Commission is to report on current arrangements established by Clause 6 and Part
[1IA for regulation of access to significant infrastructure facilities, and ways of improving
them, taking into account the following:

@ legislation or regulation that restricts competition or that may be costly to business
should be retained only if the benefits to the community as a whole outweigh the
costs, and if the objectives of the legislation or regulation can be achieved only by
restricting competition or by imposing costs on business;

(b)  where relevant, the effects of Clause 6 and Part I11A on the environment, welfare
and equity, occupational health and safety, economic and regional development,
consumer interests, the competitiveness of business (including small business),
investment and efficient resource allocation;

(c) the need to promote consistency between regulatory regimes and efficient
regulatory administration through improved coordination to eliminate unnecessary
duplication; and

(d)  mechanisms that may improve Clause 6 and/or Part I11A processes for achieving
third party access to essential infrastructure, or that may engender greater certainty,
transparency and accountability in the decision making process in Clause 6 and Part
[HA.
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5. In making assessments in relation to the matters in 4, the Commission is to have regard
to the analytical requirements for regulation assessment by the Commonwealth, including
those set out in the CPA. The report of the Commission should:

(@

(b)
(©

(d)

(€)

(f)

(9)
(h)

(i)
1)

(k)

identify the nature and magnitude of the problem(s) that Clause 6 and Part I11A seek
to address;

clarify the objectives of Clause 6 and Part I11A;

identify whether, and to what extent, Clause 6 and Part I11A restrict competition or
impose costs on businesses;

consider any aternative means of achieving the objectives of Clause 6 and Part
[11A, including non-legislative approaches;

analyse and, as far as reasonably practical, quantify the benefits, costs and overall
effects of Clause 6 and Part 111A and alternatives identified in (d), including the
impact of Clause 6 and Part I11A on investment in infrastructure;

identify the different groups likely to be affected by Clause 6 and Part 111A and each
of the alternativesin (d) above;

list the individuals and groups consulted during the review and outline their views;

determine a preferred option for regulation, if any, in the light of the objectives set
out in (b);

examine measures to engender greater certainty, transparency and accountability in
the decision making processesin Clause 6 and Part 111A;

examine mechanisms for improving Clause 6 and Part 111A processes for achieving
third party access to significant infrastructure facilities, including measures to
improve flexibility, reduce complexity, costs and time for all participants and,
where the mechanisms differ, determine a preferred mechanism; and

examine the roles of the National Competition Council, the Australian Competition
and Consumer Commission and the Australian Competition Tribunal in the
administration of the access provisions of Clause 6 and Part IlIA, and the
relationship between the institutions.

6. The Commission is to take into account any recent relevant studies undertaken.

7. In undertaking the review, the Commission is to advertise nationally, consult with key
interest groups and affected parties, and produce areport.

8. The Government will consider the Commission’s recommendations and consult as
appropriate, and the Government’s response to matters affecting Part 11lA, and the
response of parties to the CPA to matters affecting Clause 6 of the CPA, will be announced
as soon as possible after the receipt of the Commission’ s report.

ROD KEMP
[Reference received 11 October 2000]

TERMSOF \
REFERENCE



Contents

Termsof reference
Contents

Key messages
Overview

Recommendations and findings

1 INTRODUCTION
1.1 Theinquiry
1.2 The Commission’s approach
1.3 Inquiry processes
1.4  Structure of the report

2 CURRENT ACCESSARRANGEMENTS

2.1 Introduction

2.2 Part 1A of the Trade Practices Act 1974

2.3 Industry-specific regimes

24 Useof PartIllA

2.5 Part IlIA links with the rest of the Trade Practices Act
2.6  Overseas approaches

3 THERATIONALE FOR ACCESSREGULATION
3.1 Some regulatory assessment principles
3.2 What isthe problem?
3.3  Significance of the problem
3.4 Summing up

v
VII
X1l

X111

XXXI

0 o Wk

11

11
12
25
28
33

35

36
38
50
58

CONTENTS

Vi



4 THE COSTSOF ACCESSREGULATION 59

4.1 Compliance and administrative costs 60
4.2 Constraints on efficient pricing and service delivery 64
4.3 Disincentivesfor investment 66
4.4  Incentivesfor strategic behaviour 89
45 Regulatory failure 90
4.6  Setting the costs against the benefits 93

5 ACCESSREGULATIONIN THE BROADER POLICY

CONTEXT 95
5.1 Comparing policy instruments 96
5.2  Structural separation 98
5.3 Price control 103
5.4 Reliance on general competitive conduct rules 110
5.5 Isthereany need for achange in the policy balance? 115
5.6  Generic or industry-specific access regul ation? 116
6 OBJECTIVESAND COVERAGE OF PART IIIA 123
6.1 Specifying the objectives of access 124
6.2 Theobjectivesof Part II1A 126
6.3 Anobjectsclausefor Part I11A 129
6.4 Theneed for pricing principlesin Part [11A 137
6.5 Integrated and non-integrated bottleneck facilities 144
6.6 Natural monopolies or market power? 148
6.7 Other coverage matters 151
7 DECLARATION 159
7.1 The Commission’s approach 159
7.2 Participants' initial views on the declaration criteria 162
7.3 The Position Paper proposals 170
7.4 Participants views on the Position Paper proposals 173
7.5 Assessment and recommendations 190
7.6  Price monitoring as an alternative to declaration 193

VIl NATIONAL ACCESS
REGIME



8

10

11

12

13

NEGOTIATION AND ARBITRATION

8.1 Encouraging negotiated outcomes
8.2 Improving the arbitration provisions
8.3 Multilateral access negotiations

CERTIFICATION

9.1 Effectiveregimes

9.2 Criteriafor certification

9.3 Moadificationsto the Clause 6 principles
9.4 Interim and conditional certifications

UNDERTAKINGS

10.1 Post-declaration undertakings

10.2 The assessment criteria for undertakings
10.3 Non-owner undertakings

10.4 Dua coverage and ‘forum shopping’

FACILITATING EFFICIENT INVESTMENT

11.1 The need for new measures

11.2 The Position Paper approach

11.3 Participants responses

11.4 How do the various approaches measure up?
11.5 Theway ahead

PRICING PRINCIPLESFOR PART IIIA

12.1 What should pricing principles seek to achieve?
12.2 Responses to the Position Paper’ s pricing principles
12.3 The Commission’s recommended pricing principles
12.4 From principlesto practice

CAPITAL COST ISSUES

13.1 Therate of return
13.2 Asset valuation

199

199
217
227

231

231
239
242
255

259

259
264
267
270

279

279
282
284
287
313

321

323
327
338
339

353

353
356

CONTENTS



14 INSTITUTIONAL ARRANGEMENTS

141

Therole of Ministers

14.2 Who should administer Part I11A?

15 PROCEDURAL AND ADMINISTRATIVE MATERS

15.1 Apped arrangements
15.2 Timelimitson Part [11A decision making
15.3 Transparency issues

154

Other matters

16 IMPLEMENTATION ISSUES

16.1
16.2
16.3

Implications for Clause 6
Implications for industry-specific access regimes
Some generic implementation issues

APPENDIXES

A

B
C
D

Public consultation

Industry-specific access regimes
International approaches and experiences
Significant access cases

References

X NATIONAL ACCESS

REGIME

369

370
377

387

387
397
405
413

425

425
429
431

437

439
449
469
485

499



OVERVIEW



Key messages

Access regulation provides a means for businesses to use the services of ‘essential’
infrastructure, such as gas pipelines, that is uneconomic to duplicate. Without such
regulation, service providers might deny access to their facilities or charge
monopoly prices for their services. This could be costly for the community.

Given these potential costs, the limited experience in Australia with access regimes
and ongoing structural change in a number of infrastructure sectors, it would be
inappropriate to abandon access regulation at this stage.

The present national access regime, operating in tandem with industry access
regimes, has important advantages. But it also has significant deficiencies.

The paramount concern is the potential for access regulation to deter investment in
essential infrastructure. To lessen this risk, the Commission has proposed that new
measures be incorporated into the national access regime to facilitate efficient
investment.

In addition, the Commission has proposed a range of modifications to the
architecture of Part IlIA to ensure that access regulation is better targeted and more
workable. These include:

— inserting an objects clause and pricing principles to guide regulators and industry
and to discourage unwarranted divergence across industry-specific regimes;

— strengthening the coverage criteria to ensure that mandated access would only
occur where it would promote a substantial increase in competition. This would
guard against the inappropriate declaration of essential facilities;

— streamlining the coverage criteria applying across the regime’s different access
routes to reduce the scope for inconsistent determinations;

— enhancing the prospects for negotiated outcomes and ultimately effective
arbitrations, through modifications to the negotiate-arbitrate framework; and

— improving administrative efficiency and transparency to address the currently
cumbersome and protracted arrangements.

Given the importance of essential infrastructure services and the scale of
investment involved, the benefits from improving the effectiveness of Part IlIA and
reducing the potential for its inappropriate application are likely to be substantial.
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Overview

In 1995, the Commonweadth and State and Territory Governments agreed to
implement a National Competition Policy package. The package contained a range
of measures to increase competition across the economy and thereby to enhance
economic performance.

This inquiry has examined the operation of one of those measures — the national
access regime for ‘essential’ infrastructure services. Under the regime, businesses
can seek access to these services on ‘reasonable’ terms and conditions in cases
where replicating the infrastructure concerned would not be economically feasible.
Among other things, the terms of reference for the inquiry ask the Commission to:

clarify the objectives of the regime;

analyse its benefits and costs and ways to improveit;

consider other ways of achieving the regime’ s objectives; and

examine the roles of the various bodies involved in administering the regime.

The Commission has concluded that retention of a national access regime is
warranted.

However, some significant changes to the current arrangements are required. In
particular, the regime needs to give greater emphasis to ensuring that there are
appropriate incentives to invest in essential infrastructure.

How does the national access regime operate?

The focus of the national access regime is on infrastructure facilities such as gas
pipelines that occupy a strategic position in the service delivery chain (see box 1).
These are often referred to as ‘essential’ or ‘bottleneck’ facilities.

OVERVIEW pll



Box 1 Key features of Australia’s infrastructure access arrangements

The arrangements for firms to gain access to essential infrastructure services are
complex. They involve the generic national regime — commonly referred to as Part IlI1A
— and a host of industry regimes. Many of these industry regimes are governed by
State and Territory legislation. There are also Commonwealth regimes applying in
sectors such as telecommunications and airports, as well as an access code for the
national electricity market. Some of the industry regimes operate under the Part IIIA
umbrella, while others are outside it.

The focus of the national access regime is on infrastructure services that are essential
inputs to services provided in other (upstream or downstream) markets and which
involve a ‘natural monopoly’ technology. The latter characteristic means that it is
unlikely to be profitable or efficient for more than one firm to provide the service.

The national regime provides three access routes:

« Having a service declared: To be declared, a service must satisfy a number of
criteria, including that: access would promote competition in another market; it
would be uneconomic to develop another facility to provide the service; the facility is
nationally significant; and the service is not already covered by an effective access
regime. Declaration gives the access seeker the right to negotiate with the service
provider, with provision for arbitration if those negotiations are unsuccessful;

« Seeking access through an effective access regime: Part IlIA provides for the
‘certification’ of existing regimes as effective. Clause 6 of the Competition Principles
Agreement sets out principles for an effective State or Territory access regime. A
service covered by a certified regime cannot be declared; and

« Seeking access under the provisions of an undertaking from the service provider
which has been accepted and registered by the Australian Competition and
Consumer Commission (ACCC). Undertakings can apply either to an individual
service, or provide the basis for an industry access code. Services covered by
undertakings cannot be declared.

There are several decision makers:

« The National Competition Council (NCC) is responsible for assessing declaration
and certification applications.

« Final responsibility for declaring services resides with the State Premier/Chief
Minister, or the Commonwealth Treasurer — depending on the ownership of the
infrastructure. The Commonwealth Treasurer is also responsible for certifying
existing access regimes as effective.

« As well as assessing proposed undertakings, the ACCC is involved in arbitrating
disputes for declared services.

« Part llIA provides appeal rights for most steps in the process, mainly involving the
Australian Competition Tribunal.

« Various State and Territory regulators and the ACCC are responsible for
administering industry access regimes operating under the Part [lIA umbrella.

XIV  NATIONAL ACCESS
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The regime is not intended to replace commercial negotiations between facility
owners and access seekers. Rather, it seeks to enhance the incentives for negotiation
and provide a means of access on reasonable terms and conditions if negotiations
fail.

Under the regime, there are three regulatory ways for a business to gain access to an
essential service:

having the service declared: this gives an access seeker the right to negotiate
with the service provider, and to use arbitration if those negotiations are
unsuccessful;

seeking access through an industry-specific regime applying to the service
which has been deemed to be effective; and

seeking access under the terms and conditions specified in a registered
undertaking from the service provider.

The legidative and institutional arrangements giving effect to the national access
regime are complex:

A range of legislative instruments are involved, including: Part I11A of the Trade
Practices Act (which sets out the regime's architecture); Clause 6 of the
Competition Principles Agreement (CPA) which sets out principles for testing
the effectiveness of State and Territory access regimes; and various pieces of
regulation governing industry access regimes that operate under the Part II1A
umbrella.

Responsibility for administering the arrangements is divided among the NCC,
the ACCC, the Australian Competition Tribunal and various State regulators.

Why this review?

Since its introduction in 1995, the national access regime has proved to be an
Innovative, but often controversial, piece of economic regulation.

Although determinations under Part I11A have been relatively few in number (see
box 2), the regime influences the framework for the provision of access in most of
Australia's essential infrastructure sectors. The value of infrastructure assets
affected by the regime is well over $50 billion, and the services they provide are
important inputs for most Australian businesses. Those services are also vital to the
quality of life enjoyed by Australians generally.
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Box 2 Use and impact of the national access regime to date

To date, there have been few access arrangements arising directly from the Part IlIA
declaration and undertaking provisions:

« There have been only two declarations — covering certain cargo handling services
at Sydney and Melbourne airports. Moreover, the latter was only an interim
measure, while the former has yet to lead to a specific access agreement. (There
have, however, been a number of recommendations by the NCC for declaration of
particular rail services that were rejected by State Ministers.)

« The only undertaking so far accepted by the ACCC has been for the code covering
the National Electricity Market.

Use of the certification mechanism has been somewhat more widespread. So far, 9
regimes have been certified as effective. While most of these have been gas regimes
developed under the Gas Code, two rail regimes and a regime covering Victorian
shipping channels have also been certified.

One declaration application and three certification applications are currently under
consideration by the NCC.

However, the influence of the national access regime cannot be judged simply by
reference to the number of determinations made:

« The threat of declaration under Part IlIA has helped to shape State and Territory
access regimes, even where certification has not been sought.

« Access agreements have been negotiated for a number of rail services which were
the subject of unsuccessful declaration applications.

Not surprisingly, therefore, the inquiry generated considerable interest. While there
was widespread support for a national access regime, there were also substantial
concerns about aspects of the current arrangements (see box 3).

What is the rationale for access regulation?

In most circumstances, competition between suppliers of goods and services will
result in lower prices, awider range of products and better service for consumers.

However, the transmission and distribution networks involved in the delivery of
some infrastructure services use ‘natural monopoly’ technologies. This means that
one firm can meet total demand for this type of service more cheaply than two or
more firms. In an unregulated situation, and in the absence of competition from
substitute services, an incumbent provider might thus enjoy substantial and
enduring market power.

XVl NATIONAL ACCESS
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Box 3 Participants’ views on the national access regime

Most participants agreed that there is a case for access regulation and merit in having
a national access regime.

Many, however, raised concerns about the current arrangements in general and Part
IlIA in particular. For example, the Western Australian Government argued:

Western Australia recognises the importance of access regulation in promoting economic
activity and increasing efficiency of production. Accepting the merits of both the generic Part
IIIA access framework and the various industry-specific regimes, Western Australia suggests
that there is some scope to improve the framework so as to provide greater certainty in its
application and ensure that incentives to invest in key infrastructure industries are not
distorted. (sub. 38, p. 1)

More forcefully, the Australian Council for Infrastructure Development contended that:

. the current industry specific and generic access regimes are highly prescriptive and
intrusive and are not consistent with incentive regulation or productivity improvements in
infrastructure development. The current regime provides an excessive focus on short term
consumer cost savings without proper regard to the adequacy of investment and the costs
that will have in the long term. (sub. DR80, p. 3)

The Network Economics Consulting Group emphasised the important framework role
of Part IlIA, but argued that the current regime is deficient in this regard:
NECG and the parties that have endorsed this submission have significant concerns about
the adequacy of Part IlIA, as currently drafted, to fulfil its role as the framework for access
regulation in Australia. (sub. 39, p. 3)

In contrast, users of essential infrastructure services and access regulators viewed the
current arrangements more favourably. Thus, BHP Billiton stated:

The National Access Regime has delivered considerable benefits to the Australian Economy
and our international competitiveness. Competition has been fostered, new markets are
developing and prices for users of natural monopoly energy infrastructure have reduced as
some monopoly rents have been removed. (sub. 48, p. 5)

And, looking to the future, the NCC remarked:
Despite their significant achievements, the provisions that embody the national access
regime are relatively new. It is not apparent that there are serious deficiencies that, at this
stage, would make a compelling case for altering the major features of the regime. Rather, it
appears that progress has been made in clarifying the nature and implications of the regime.
(sub. 43, p. 17)

However, user interests such as the National Farmers’ Federation saw a need for
greater efforts to reduce monopoly pricing of essential infrastructure services.

The incumbent provider could exercise such market power in two main ways:

it could charge access prices that were significantly above costs; or
it could deny access to the essential service.
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Denial of access could be a particular problem where the access provider was also
involved in supplying services in the final market. In effect, denial of access to the
essential input would be a way of preventing competition in the downstream
market. Indeed, this was the situation that the architects of the national access
regime mainly had in mind.

Whichever way market power was manifested, output of the final service would, in
most cases, be lower than desirable, resulting in an economic loss for the
community. Over the longer term, excessive prices for essential infrastructure
services could impede investment in downstream (and upstream) markets. In
addition, there might occasionally be wasteful investment to bypass an essential
facility that was overpricing its services.

The potential to earn monopoly profits could also adversely affect the timing of
investment in essentia infrastructure. For instance, an incumbent provider might
seek to delay expenditure to upgrade a congested facility beyond the time at which
consumers’ willingness to pay for an expanded facility exceeded the cost.

Access regimes aim to curb the market power attaching to some essential facilities.
While their precise configuration varies, in broad terms they are designed to:

give businesses operating in downstream (or upstream) markets a mechanism for
securing access to the essential services concerned; and

provide regulators with the power to vary the terms and conditions of access that
service providers would offer voluntarily to access seekers. Under the national
access regime, this power is exercised via the arbitration of disputes. However,
in some industry regimes, regulators set access prices directly.

Apart from lower prices and increased use of services, the provision of access can
be an important stimulus to innovation and other so-called ‘dynamic efficiency’
gains. The explosion of product offerings in the telecommunications market in
recent years highlights the role that new entrants can play in this regard.

What are its potential costs?
Access regulation can intrude significantly on property rights and give rise to a
range of costs that must be set against its benefits. These include:

administrative costs for government and compliance costs for business;

constraints on the scope for access providers to deliver and price their services
efficiently;
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reduced incentives to invest in facilities to provide new essential services or to
maintain existing facilities;
inefficient investment in downstream markets; and

wasteful strategic behaviour by both service providers and access seekers.

The potential ‘chilling’ effect of access regulation on investment in essential
infrastructure services is the main concern. Investment may be deterred for two
reasons.

Potential exposure to access regulation is likely to increase the general level of
risk attaching to investment in essential facilities. The inevitable regulatory
discretion involved in the implementation of such regulation, and perceptions
that regulatory decisions are likely to be biased in favour of service users, are
among the factors that contribute to regulatory risk. These sorts of risks attach to
investment in any regulated activity. However, the scale of investment in
essential infrastructure, and the fact that, once in place, the assets are ‘ sunk’ with
few alternative uses, mean that regulatory risk can be a more critical factor in the
Investment decision and may sometimes deter projects.

Investments in essential infrastructure will also be deterred if regulated terms
and conditions are not expected to provide a sufficient return. A particular
problem here is that the possibility of earning higher than normal profits if a
project proves to be very successful may be required to balance the possibility
that the project will fail. However, once a facility is operating, it will generaly
be impossible for regulators to delineate any upside returns from genuine
monopoly rent — that is, returns in excess of those necessary to justify the
investment. Regulatory pricing arrangements that (inadvertently) appropriate
upside returns (so called ‘regulatory truncation’) can be a significant source of
inefficiency arising from access regulation.

Third party access and the resulting benefits to service users are only possible over
the longer term if there is continuing investment in the essential infrastructure
services themselves. On the other hand, while denial or monopoly pricing of access
Imposes costs on the community, such behaviour cannot threaten the continued
availability of the services concerned. This asymmetry in potential outcomes
highlights the priority that access regulation must give to ensuring that there are
appropriate incentives for efficient investment.

Retention of a modified national access regime is warranted

Quantifying the benefits of well applied access regulation, or the costs of
unwarranted or inappropriate intervention, is extremely difficult. In part, this
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reflects the difficulty of establishing the investment levels and conditions of access
that would otherwise have prevailed. Separating the effects of access regulation
from the myriad of market and other government influences on the infrastructure
sectors is an additional complication.

The fact that the national access regime is till in its infancy further constrains
assessments of its efficacy. As well as the limited case history, a number of the
regime’s key concepts and processes have yet to be fully bedded down. Also, many
of Austraia’s infrastructure sectors are till undergoing significant structural
change. At thisjuncture, it is difficult to judge what implications such changes will
have for access regulation in general and Part 11 A in particular.

Nonetheless, the Commission’s assessment — supported by virtualy all
participants — is that abandoning access regulation at this stage would be
inappropriate. In its view, the natural monopoly characteristics of a number of
essential infrastructure services mean that an explicit mechanism for facilitating
efficient third party access is likely to be desirable. Moreover, the efficacy of the
policy alternatives in this area is questionable. In particular, the Commission
concurs with the widespread view that reliance on the competitive conduct
provisions in Part IV of the Trade Practices Act would not be a viable stand-alone
mechanism for facilitating access to essential facilities.

The Commission further considers that the current approach of the Part I11A regime
operating in tandem with industry access regimes has significant advantages.
Industry regimes provide the flexibility to tailor access arrangements to the
characteristics of particular infrastructure sectors. Equally, however, it is important
that the requirements of industry regimes do not diverge unnecessarily. This is
where a well-functioning national regime comes into play. Thus, the threat of
declaration under Part I11A has helped to shape State and Territory access regimes,
even where certification has not been sought. Indeed, the framework provided by
Part I111A in conjunction with Clause 6 of the CPA is amost certainly more
important than itsrole asa ‘residual’ access route.

However, thisis not an endorsement of the status quo. The present national access
regimeisdeficient in anumber of important respects:

It contains no overarching objective or pricing principles to guide negotiations
between access providers and seekers and to underpin regulatory determinations.
This has increased uncertainty for service providers and access seekers alike, as
well as raising the spectre of inappropriate determinations.

The criteria applying to the different access routes vary unnecessarily. For
example, the coverage tests embodied in the Part II1A declaration criteria are
somewhat different from the corresponding tests in the CPA for determining
whether an existing State or Territory regime is effective. Similarly, the factors
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that the ACCC must take into account when arbitrating a dispute for a service
declared under Part I11A are more tightly prescribed than the factors it has to
consider when assessing a proposed undertaking. Such divergences give rise to
the possibility of inconsistent determinations.

The arrangements have not been particularly successful in preventing
unwarranted differences in the requirements of industry access regimes. This
was of concern to service providers and access seekers alike.

The institutional arrangements are cumbersome and the administrative processes
very time consuming. Indeed, some determinations have been several years in
the making.

But most importantly, the national access regime does not do enough to guard
against the possibility that investment in essentia infrastructure will be deterred.
So-called ‘regulatory risk’ under the regime is greater than it need be. There is a
danger that the regime could be applied to projects that should not be regulated at
al. Asoutlined above, there isa significant risk that arbitrated determinations under
the regime could go beyond appropriating genuine monopoly rent. Furthermore, the
fact that coverage and other determinations are generally made after a facility isin
place gives rise to the possibility of regulatory ‘moral hazard’. That is, decision
makers operate in the knowledge that the availability of the services concerned is
unlikely to be threatened by determinations which are unduly favourable to access
seekers.

Thus, significant modifications to the regime are required.

What changes are required?

In framing its recommendations to improve the national access regime, the
Commission has had particular regard to the significant information problems
confronting access regulators, and the imperfect regulatory instruments at their
disposal. There are significant constraints on what even the best resourced and well
intentioned regulator can achieve.

A number of other considerations have also been influential in the Commission’s
thinking:

The recent decision by the Australian Competition Tribunal that the Eastern Gas
Pipeline should not be covered under the Gas Code has clarified some aspects of
the Part I1IA declaration criteria — those criteria are almost identical to the
coverage criteria under the Code. The Tribunal’s decision has eased some,
though by no means all, of the concerns that were evident during the early stages
of the inquiry.
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Changes to the wording of legidlation will inevitably invite legal debate about
what was intended by those changes. Thus, efforts to fine tune legisative
provisions to give better intent to objectives is not without risk. The implication
isthat changes to current provisionsin Part [11A should focus on those aspects of
the regime that are manifestly deficient.

Clause 6 of the CPA is an integral part of the national access framework.
Changes to Part I11A which had the effect of downgrading the role of Clause 6
and, by implication, the role of certified industry regimes, could weaken the
‘access compact’ between the various Australian governments. This would be an
undesirable outcome given that the compact is a vehicle for progressing a
number of necessary reforms to the national access framework.

Against this backdrop, and in the light of the problems with the current
arrangements identified above, the Commission has made a range of
recommendations to improve Part I1IA. Some of these would involve relatively
minor changes to the current arrangements. Others are intended to change the
emphasis of the regime significantly.

A full list of the Commission’s recommendations and findings follows this
overview. Some of the more important recommendations are discussed below, with
amore detailed explanation provided in the relevant sections of the report.

Inclusion of an objects clause and pricing principles in Part IlIA

Clear specification of objectives is fundamental to all regulation. Currently, Part
I11A contains no specific objects clause. While the Trade Practices Act contains an
objects clause referring to enhancing welfare by the ‘ promotion of competition and
fair trading and provision for consumer welfare', thisis very genera. Also, it gives
no signals about the need to provide appropriate incentives for investment.

Inclusion of an objects clause in Part 111A would be highly desirable to:

provide greater certainty to service providers and access seekers about the
circumstances in which intervention may be warranted,;

emphasise, as a threshold issue, the need for the application of the regime to
give proper regard to investment issues,

promote consistency in the application of the regime by the various decision
makers; and

help to ensure that decision makers are accountable for their actions.
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Also, in keeping with the broader framework role of Part II1A, an objects clause
would help to condition the objectives and application of industry access regimes.

The Commission is therefore recommending that an objects clause be included in
Part I11A referring to the need to promote the efficient use of, and investment in,
essential infrastructure facilities and to recognise the regime’s role in discouraging
unwarranted divergence in industry regimes. Part 1I1IA decison makers would be
required to have regard to this objects clause in al of their coverage decisions and
determinations.

The Commission is also proposing that pricing principles be embodied in the
regime. Amongst other things, these principles would:

condition negotiations between service providers and access seekers and thereby
increase the likelihood of negotiated outcomes;

indicate how the broad objectives of Part I11A should be reflected in regulatory
determinations under the regime; and

assist the development of pricing frameworks in industry regimes.

A key requirement in the Commission’s suggested principles is that pricing
determinations under Part I11A provide a sufficient return to service providers to
justify continuing investment in the infrastructure concerned. The principles also
endorse the use of multi-part pricing arrangements and the provision of incentives
within pricing determinations for service providers to improve the efficiency of
their operations.

Strengthening the declaration criteria

For some, the recent Eastern Gas Pipeline decision has largely addressed concerns
that application of the Part I11A declaration criteria could lead to the regulation of
essential facilities that do not have substantial market power.

However, the Commission still has some concerns in this regard. In its view, the
interpretation of natural monopoly and market power issues is not fully settled.
More case history will be required before a definitive judgement can be made about
the adequacy of the current criteria.

To provide some immediate assurance against the still present possibility of
inappropriate declarations, the Commission is recommending that the first of the
declaration criteria be strengthened. Specifically, declaration would have to promote
a substantial increase in competition in another market, rather than simply
promoting competition in that other market. This should help to guard against the
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possibility of declarations where there would be little prospect of a gan in
efficiency, given the likely costs of intervention.

The Commission is aso proposing that subsequent declaration decisions be
examined in the next review of Part Il1IA, with a view to determining whether
further strengthening of the criteria is required. Were there to be inappropriate
declarations, an overhaul of the criteria to focus more explicitly on market power
and efficiency issues would be warranted. To this end, the Commission has set out
in the report features that an alternative set of declaration criteria should embody.

Modifications to the negotiate-arbitrate framework

There is general acceptance that the Part II1A negotiate-arbitrate framework is
broadly appropriate.

However, the Commission sees the opportunity to facilitate more effective
negotiations on access to declared services through the introduction of mandatory
information disclosure requirements. These should be two-sided, placing an onus on
the access seeker as well as the service provider to furnish information to the other

party.

Further, while the regime’ s arbitration provisions have yet to be tested, there is also
a case for some pre-emptive changes to improve their effectiveness and limit the
possibility of inappropriate intervention. Amongst other things, the Commission is
recommending that:

when arbitrating a dispute for a declared service, the ACCC generaly limit its
involvement to matters in dispute between the parties;

the scope for the ACCC to require a service provider to alow interconnection to
the facility in question be made explicit; and

there be provision for the ACCC to conduct multilateral arbitrations in some
circumstances.

Improving the certification and undertaking framework

As noted, while the dual approach of Part IIIA operating in tandem with industry
access regimes has important advantages, it has not prevented unnecessary
divergences in the requirements of individual access regimes. To help address these
divergences, the Commission is recommending a two-pronged strategy, namely:

that the Commonwealth, States and Territories negotiate changes to Clause 6 of
the CPA with a view to aligning (as far as practicable) the principles for
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assessing the effectiveness of State and Territory access regimes with the
modified Part I11A; and

that immunity for Commonwealth industry regimes from Part 111A be removed
and that any new Commonwealth regimes be vetted by the NCC against the
effectiveness principlesin Clause 6.

To promote consistency across the various access routes, the Commission is also
recommending that the criteria for assessing proposed undertakings be aligned more
closely with the arbitration criteria and the Clause 6 effectiveness principles. Its
other recommendations on undertakings entail:

provision for facility owners to lodge undertakings after a service has been
declared; and

changes to rule out ‘forum shopping’ via the lodgement of undertakings for
services subject to a certified industry regime.

Introduction of new measures to facilitate efficient investment

A number of these recommendations would help to facilitate investment in essential
infrastructure services. Indeed, the emphasis in the proposed objects clause and
pricing principles is very much on preserving incentives for investment, while the
strengthening of the declaration criteria is intended to reduce the prospect of
unwarranted coverage of services.

By themselves, however, these measures are not enough.

As noted, for firms contemplating an investment in a new facility, scope to earn
higher than normal profits if the facility proves to be quite successful will often be
needed to offset the possibility that the investment will fail. In such situations, the
prospect of regulatory ‘truncation’ of upside returns if a favourable scenario
eventuates may be sufficient to deter investment.

It is very difficult to address this problem by modifications to the sort of coverage
tests used in Part [11A and some industry access regimes. This is because these tests
do not determine exposure on the basis of the expected profitability of a facility at
the time of construction. Rather, they address whether an incumbent service
provider might have the scope to exercise market power, even if the facility
concerned was constructed with the expectation of providing only a normal risk-
adjusted return.

For this reason, support for specific measures to facilitate new investment within
access regimes generally, and Part I11A in particular, has grown during thisinquiry.
In the Commission’s view, the case for such measures is compelling. Thus, the
focus for policy makers should not be on whether, but how to facilitate investment.
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The Commission is recommending that two new mechanisms be introduced to Part
[11A as soon as possible:

Provision for binding rulings: Thiswould allow investorsin a proposed essential
facility that is unlikely to enjoy substantial market power to seek a ruling from
the Minister (on the recommendation of the NCC) that the Part 111A declaration
criteriaare not met. Bringing forward a (negative) coverage determination would
greatly reduce regulatory risk and obviate the need for investors to adopt more
expensive risk reduction strategies. For some marginal projects, this reduction in
cost could be the deciding factor in allowing worthwhile investment to proceed.

Exemptions for government-sponsored infrastructure projects awarded by
competitive tender: Where the right to construct and operate an essential facility
is determined on the basis of the most favourable access terms and conditions
offered in a competitive tender, the intent of access regulation will have been
achieved. It is therefore unnecessary to expose such projects to the Part 1I1A
regime.

However, these two mechanisms would only be relevant in a limited range of
circumstances. Thus, a more general mechanism (or mechanisms) will be required
to facilitate efficient investment in other situations.

In its Position Paper, the Commission floated the idea of an ‘access holiday’ — that
is, a time-limited exemption from exposure to Part I11A for eligible investments.
While this approach, or the intent underlying it, was widely supported, some
participants suggested different approaches, including:

framework undertakings or access compacts, whereby a project proponent and
the regulator would agree prior to investment on the cost of capital and other key
parameters that would govern regulated access arrangements for the life of the
proj ect;

exemption for new facilities from Part [11A until such time as they returned their
cost of capital — or became ‘net present value (NPV) positive’ — after which
profit sharing arrangements would apply; and

provision for a ‘truncation’ premium which would be added to the ‘weighted
average cost of capital’ agreed for a proposed facility by the regulator and the
project proponent. In essence, inclusion of such a premium would allow
investorsto retain higher than normal profitsif afacility proved to be successful.

As outlined in box 4, each of these approaches has advantages and disadvantages.
Importantly, there is likely to be a trade-off between precision on the one hand and
administrative simplicity and avoiding disputation on the other.
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Box 4 Some generally applicable approaches for facilitating efficient
investment in regulated essential infrastructure

A number of approaches could be employed to address regulatory truncation of returns
accruing to successful essential facilities and to lessen regulatory risk attaching to
investments in these facilities more generally. Significantly, all involve specifying key
aspects of the regulatory environment prior to investment.

Submissions from industry groups saw an important role for ex ante agreements
between project proponents and the access regulator setting out the basis for any
future regulated access determinations. Such ‘framework undertakings’ or ‘access
compacts’ would clearly increase certainty for investors. But they would not, by
themselves, address the truncation problem. This would require some other instrument
within the framework undertaking.

One such instrument would be a case-specific truncation premium that would be added
to the regulated cost of capital determined for a proposed project. A somewhat simpler
variant would be to specify a standard truncation premium, rather than determining it
on a case-by-case basis. Yet a further refinement would be to differentiate the
standard premium across sectors to reflect their differing investment characteristics. All
of these permutations could operate within the current Part IlIA architecture.

Alternatively, some form of access holiday arrangement could be used. Most
participants favoured an approach which would exempt a new project from exposure to
an access regime until it had returned the cost of capital agreed in advance with the
regulator. Once a project had become ‘NPV positive’, any additional profits would be
shared by the facility owner and the regulator (on behalf of service users).

The approach, which has parallels with a resource rent tax, would have important
advantages. For example, it would provide certainty to investors and avoid the need to
define the period of the holiday, or eligibility for it. That is, any new project could
qualify.

However, both this approach and a truncation premium arrangement would be
information intensive and prone to disputation. Given the imperfect information
available to the regulator, they could also be open to ‘gaming’. In effect, both
approaches would give rise to similar problems as the current arrangements for
regulating access prices once facilities are in place.

Alternatively, the access holiday could be for a fixed term of sufficient duration to
provide scope for investors in a successful project to recoup some upside returns. Like
a standard truncation premium, the term of the fixed holiday could vary across sectors
to reflect the differences in typical pay back periods for investments. This approach,
which the Commission advocated in the Paosition Paper, would be much less complex.
However, it would provide less certainty to participants than the tailored access holiday
approach and would not address regulatory arrangements after expiry of the holiday.
Moreover, eligibility criteria would have to be specified, again giving rise to the
possibility of gaming.
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Nonetheless, adoption of any of the approaches outlined above in Part [11A (and in
industry regimes) would, in the Commission’s view, constitute an improvement on
the current situation.

On balance, the Commission has some leaning towards making provision for a
standard *truncation premium’ to be added to the regulated cost of capital agreed on
prior to investment for a proposed essential facility. The total alowable rate of
return could then be specified as part of a framework undertaking agreed with the
ACCC.

Significantly, this sort of arrangement could operate within the current Part 1A
architecture rather than requiring the implementation of a new approach. Indeed, in
some respects, it would be an extension of the direction in which access regulators
profess to be moving. Moreover, in contrast to a fixed-term access holiday, it would
provide greater certainty about regulated access terms and conditions over the life
of afacility.

However, the Commission is not recommending that a particular approach be
adopted in Part I11A at this stage. In its view, further analysis and consultations are
required before specific measures could be introduced.

The Commission has therefore recommended that the Commonwealth, through the
Council of Australian Governments, initiate a process directed at further refining
mechanisms to help ensure that new infrastructure investments are not deterred by
exposure to access regulation. Given the imperative for such mechanisms, the
process should be undertaken with a view to incorporating generally applicable
mechanisms within the Part I11A regime no later than 2003.

Institutional and administrative arrangements

The Commission is not proposing any changes to Part 111A’s broad institutional
arrangements. Given the significant property right issues involved, it is appropriate
that Ministers continue to be responsible for making decisions on applications for
declaration of services and the certification of industry regimes as effective.
Similarly, there are sound public policy arguments for retaining the current
separation of responsibility for assessments of whether the regime should apply (the
NCC), from responsibility for the regulation of services that are covered (the
ACCC). Under a single regulator model, conflicts of interest might emerge, since
the body with the power to shape an activity would also have the power to
determine whether it should be placed in the position to do so.

The Commission is, however, proposing a range of changes to streamline the
administrative arrangements and enhance their transparency, including:
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the introduction of merit review for decisions on proposed undertakings;
indicative time limits for the various steps in the Part 111 A process;

a requirement for all Part [11A decision makers to publish reasons for their
recommendations and determinations; and

provisions to expedite extensions of certifications and undertakings.

Review of the revised arrangements

Given the complexity of the access problem and the imperfect nature of the
solutions to it, ongoing monitoring and periodic review of the national access
regime is essential. The Commission is recommending that the NCC be charged
with reporting annually on the operation and effects of the revised arrangements and
that there be a further independent review of the regime five years after the first
group of changes emerging from thisinquiry is put in place.

How would these changes benefit the community?

Adoption of the Commission’s recommendations would deliver:

more efficient outcomes, particularly in relation to new investment in essential
infrastructure;

greater certainty for market players about the situations in which access
regulation might apply and the likely outcomes;

more timely and less costly regulatory procedures; and
greater regulatory accountability.

Realisation of these benefits would, of course, require an effective implementation
process. Cooperation between the Commonwealth and States and Territories would
be paramount in this regard. This is particularly the case as many of the potential
benefits would come from parallel changes to industry-specific regimes.

Just asit is very difficult to quantify the impacts of the current arrangements, so too
Is it difficult to estimate the magnitude of the benefits likely to result from the
proposed changes to the regime. Nonetheless, given the importance of essential
infrastructure services to the economy and wider community, and the scale of
investment involved, the benefits from improving the effectiveness of Part I11A and
reducing the potential for its inappropriate application are likely to be substantial.
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Recommendations and findings

The future role of the national access arrangements

FINDING 4.1

Given thein principle case for some curbs on the exercise of monopoly power in the
provision of essential infrastructure services, the limited experience in Australia
with access regimes, and ongoing structural change in a number of infrastructure
sectors, abandoning access regulation at this stage would be inappropriate.

Access regulation in the broader policy context

FINDING 5.1

Thereisno reason for a significant change in the balance between the use of access
regulation and other policy instruments available for promoting efficient access to
essential infrastructure. Any such change would increase uncertainty for market
participants without any guarantee of improved outcomes. However, the balance
should be reviewed periodically in the light of emerging evidence of the
effectiveness of particular instruments.

FINDING 5.2

The current approach of a national access regime operating in tandem with
industry-specific regimes has significant advantages. In effect, it draws on the
strengths of both the generic and specific approaches, while avoiding some of the
pitfalls of a one-dimensional solution.

Some changes to both Part I11A and Clause 6 of the Competition Principles
Agreement are nonetheless required to strengthen the access framework and to
discourage unwarranted divergence across industry-specific regimes.
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Objectives and coverage of Part IlIA

RECOMMENDATION 6.1

The following objects clause should be incorporated in Part I11A of the Trade
Practices Act 1974:

‘The object of this Part isto:

(@) promote economically efficient use of, and investment in, essential
infrastructure services, and

(b) provide a framework and guiding principles to discourage unwarranted
divergencein industry-specific access regimes.’

FINDING 6.1

The national access regime is not an appropriate vehicle for pursuing distributional
outcomes.

RECOMMENDATION 6.2

For all coverage decisions and determinations under Part I11A, the relevant
decision maker should be required to have regard to the objects clause.

RECOMMENDATION 6.3

Pricing principles should be included in Part I11A with specific application to
arbitrations for declared services, assessments of undertakings and evaluations of
whether existing access regimes are effective (see recommendation 9.2).

FINDING 6.2

Part 111A should continue to cover eligible services provided by both vertically
integrated and non-integrated facilities.

FINDING 6.3

Part 111A should continue to focus on addressing market power arising from natural
monopoly that leads to the denial or monopoly pricing of access to essential
infrastructure services. In sectors such as telecommunications, however, it may be
appropriate for industry regimes to address additional sources of market power
impinging on the provision of access to the essential services concerned.
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RECOMMENDATION 6.4

While the current exclusions from the coverage of Part [11A should be retained,
developments in relation to the ‘production facility’ exemption should be
monitored by the National Competition Council. Should judicial interpretation of
that exemption lead to outcomes that detract from efficiency, it may be necessary
to remove the provision or clarify itsintent.

FINDING 6.4

The current emphasis of Part I[IIA on the services provided by essential
infrastructure facilities is broadly appropriate.

Part IlIA declaration criteria

RECOMMENDATION 7.1

Clause 44G(2)(a) of the Trade Practices Act should be amended such that access
(or increased access) to the service would promote a substantial increase in
competition in at least one market (whether or not in Australia), other than the
market for the service.

If it is considered that the inclusion of the word ‘substantial’ carries a
concomitant requirement for greater certainty of the outcome, an explicit concept
of likelihood may need to be embodied in the revised criterion.

RECOMMENDATION 7.2

The next scheduled review of Part I11A (see recommendation 16.2) should
examine the interpretation of the declaration (coverage) criteria, modified in
accordance with recommendation 7.1, to assess whether further strengthening of
particular criteria or recasting of the criteria to focus explicitly on market power
and efficiency considerationsisrequired.

Negotiation and arbitration

RECOMMENDATION 8.1

The arbitration provisions of Part I11A should be amended to provide for ‘two-
sided’ information disclosure requirements involving both the access provider
and the access seeker. The access seeker should be required to provide sufficient
information, including technical and commercial requirements, to enable the
access provider to respond to the request for access. The provider of the declared
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service should be required to provide sufficient information to an access seeker to
facilitate effective negotiation on the terms and conditions of access. This should
include:

information on the availability of the service, including any reasons why the
serviceisnot available on the conditions sought by the access seeker;

an offer of the terms and conditions of access to the service; and

sufficient information (such asthe costs of operating the facility and providing
the service) to enable the access seeker to make a reasonable judgement of the
basis on which the terms and conditions of access were determined.

This information should be provided within 28 days of the access seeker
submitting its request for accessto the service provider.

RECOMMENDATION 8.2

The Australian Competition and Consumer Commission, in arbitrating terms and
conditions for declared services, should generally limit its involvement to matters
in dispute between the parties. Where matters agreed between the parties are
subjected to re-assessment, the Commission should be required to explain its
reasons for doing so in the post-arbitration report (see recommendation 15.6).

RECOMMENDATION 8.3

Where the Australian Competition and Consumer Commission introduces
considerations other than efficiency when arbitrating disputes for declared
services or assessing proposed undertakings, it should be required to make this
explicit and explain its reasons for doing so.

RECOMMENDATION 8.4

Section 44V of the Trade Practices Act should make explicit that when arbitrating
a dispute for a declared service, the Australian Competition and Consumer
Commission can require a service provider to permit interconnection to its facility
by an access seeker.

RECOMMENDATION 85

The Part 1A arbitration provisions should be amended to provide the Australian
Competition and Consumer Commission with the discretion to conduct
multilateral arbitrations following consultation with the parties to the dispute. If
the Commission rejects the wishes of the parties as to whether or not to engage in
multilateral negotiations, it should explain its reasons for doing so.
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Certification

RECOMMENDATION 9.1

To discourage unwarranted divergence from the national access framework:

Immunity from Part 111 A afforded to Commonwealth access regimes should
be removed and such immunity should not be conferred on new
Commonwealth regimes,

Clause 6 of the Competition Principles Agreement should make provision for
the Commonwealth Government to seek certification of its access regimes,; and

prior to enactment, any new Commonwealth access regimes should be
submitted to the National Competition Council for comment on their
consistency with Part I11A.

FINDING 9.1

Principles for assessing the effectiveness of industry access regimes should continue
to be located within the Competition Principles Agreement.

FINDING 9.2

Ideally an *effective’ access regime should include the following:

an objects clause (specifying that the objective of the regime is to promote the
efficient use of, and investment in, the essential infrastructure facilities
concerned);

coverage arrangements that focus mainly on services for which it would be
uneconomic to devel op another facility to provide the service;

clearly specified dispute resolution arrangements and provisions to establish the
terms and conditions of access;

clearly specified criteria and pricing principles applying to regulated terms and
conditions;

effective appeal and enforcement provisions;
revocation and review requirements for all determinations;

where relevant, provisions to facilitate consistency across multiple Sate and
Territory access regimes applying to a particular service; and

where relevant, provision for measures to facilitate efficient new investment.
The degree of reliance on negotiation, relative to arbitration and regulation, to set

terms and conditions of access should be a matter for individual regimes and not be
a part of the effectiveness test.
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RECOMMENDATION 9.2

The parties to the Competition Principles Agreement should negotiate changes to
Clause 6 with a view to aligning it, as far as practicable, with the modified Part
[I1A. In doing so, the parties should have regard to the effectiveness criteria spelt
out in finding 9.2.

RECOMMENDATION 9.3

The parties to the Competition Principles Agreement and the National
Competition Council should investigate how best to provide for ‘interim’ and
‘conditional’ certifications, including whether such provisions would need to be
reflected formally in Clause 6 of the Agreement.

Undertakings

RECOMMENDATION 10.1

There should be provision in Part [I1A for an access provider to lodge an
undertaking after a service has been declared.

RECOMMENDATION 10.2

Criteria for assessing proposed undertakings under Part I11A should be aligned,
as closely as practicable, with those applying to arbitrations for declared services
and the Clause 6 principles for certification. Specifically, the criteria should
incor porate the recommended pricing principles.

FINDING 10.1

The inability of those who do not own infrastructure facilities to submit
undertakings is not a sufficiently general problem to warrant changing the current
provisions in Part I11A. The difficulties encountered in relation to the development
of an undertaking to cover the entire interstate network should be resolved,
preferably through cooperative means, at the State and Territory government level.
If this is not possible, the Commonwealth Government should pursue the
foreshadowed alternative institutional arrangements for rail.

RECOMMENDATION 10.3

The Gas Code should be amended to provide that, where a pipeline owner
potentially covered by the Code lodges a Part I11A undertaking, this should
trigger an assessment by the National Competition Council to determine whether
the pipeline meets the requirements for coverage under the Code. The Australian
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Competition and Consumer Commission’s assessment of the Part IIIA
undertaking should be held over pending the outcome of the Council’ sinquiry.

RECOMMENDATION 10.4

Part 111 A should be amended to make it explicit that the Australian Competition
and Consumer Commission cannot accept an undertaking if the service
concerned is subject to a certified access regime.

Facilitating efficient investment

RECOMMENDATION 11.1

Part 111 A should make provision for the proponent of a proposed investment in
an essential infrastructure facility to seek a binding ruling on whether the
services provided by that facility would meet the declaration criteria. Where the
Minister, after receiving advice from the National Competition Council,
determines that they would not, the services concerned would be exempt from
declaration.

A binding ruling should apply in perpetuity, unless revoked by the Minister on
advice from the Council on the grounds of a material change in circumstances.
Such a revocation should be appellable to the Australian Competition Tribunal.

RECOMMENDATION 11.2

Where the licence to construct and operate a government sponsored essential
infrastructure facility is to be awarded by an appropriately constituted competitive
tendering process, there should be provision in Part |11 A to provide the services
concerned with immunity from declaration.

Specifically, the Australian Competition and Consumer Commission should be
able to issue an immunity for the term of the tender where the government
concerned can demonstrate that:

the licence to construct and operate the facility is to be awarded through a
competitive process; and

favourable terms and conditions of access will be a key consideration in
selecting the preferred tenderer.

Provision should also be made to revoke the exemption if it transpires that the
conduct of the tender does not conform with the arrangements on which the
Commission’s decision was based. Such a revocation should be appellable to the
Australian Competition Tribunal. The Commission’s initial decision should not,
however, be appellable.
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RECOMMENDATION 11.3

The Commonwealth Government should, through the Council of Australian
Governments, initiate a process to refine mechanisms (additional to those
provided for in recommendations 11.1 and 11.2) to facilitate efficient investment
within the Part 111A regime in particular and access regimes generally. The
mechanisms to be considered should include:

fixed-term access holidays available to any proposed investment in essential
infrastructure which is determined to be contestable; and

provision for a ‘truncation’ premium to be added to the cost of capital that has
been agreed between a project proponent and the regulator prior to
investment.

This process should be completed in sufficient time to enable legislative
implementation within Part I11A no later than 2003.

Access pricing principles
RECOMMENDATION 12.1

The Australian Competition and Consumer Commission, in seeking to reduce
access prices that are inefficiently high, must also have regard to the following
principles:
(a) that regulated access prices should:
() be set so as to generate expected revenue across a facility’s regulated

services that is at least sufficient to meet the efficient long-run costs of
providing access to these services,

(if)include a return on investment commensurate with the regulatory and
commercial risksinvolved;

(iii)generate revenue from each service that at least covers the directly
attributable or incremental costs of providing the service.

(b) that the access price structures should:
(i) allow multi-part pricing and price discrimination when it aids
efficiency;

(ii)not allow a vertically integrated access provider to set terms and
conditions that discriminate in favour of its downstream operations,
except to the extent that the cost of providing access to other operators
ishigher.

XXXVIII NATIONAL ACCESS
REGIME



(c) that access pricing regimes should provide incentives to reduce costs or
otherwise improve productivity.

RECOMMENDATION 12.2

The Commonwealth, States and Territories, through the Council of Australian
Governments, should initiate a process to develop further the productivity
measurement and benchmarking techniques necessary for regulators to make
greater use of productivity-based approachesto setting access prices.

The measurement of capital costs

RECOMMENDATION 13.1

When arbitrating a dispute for a service declared under Part |11 A, the Australian
Competition and Consumer Commission should outline the reasons for its choice
of asset valuation methodology in the post-arbitration report (see
recommendations 15.6).

Institutional arrangements

FINDING 14.1

Ministers should continue to be responsible for making decisions on applications
under Part I11A to have services declared or existing access regimes certified as
effective.

FINDING 14.2

The current divison of administrative responsibility in Part 111A between the
National Competition Council and the Australian Competition and Consumer
Commission is appropriate.

Procedural and administrative matters

RECOMMENDATION 15.1

Part |11 A should include provision for merit review by the Australian Competition
Tribunal of decisions by the Australian Competition and Consumer Commission
on proposed undertakings.
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FINDING 15.1

The current rights of appeal attaching to Part I11A declaration decisions should be
retained.

FINDING 15.2

The 60 day limit on Ministerial decisions on declaration recommendations from the
National Competition Council should be retained.

RECOMMENDATION 15.2

A 60 day limit should be introduced for decisions by the Commonwealth Minister
on certification recommendations from the National Competition Council.

RECOMMENDATION 15.3

In addition to a 60 day limit for Ministerial decisons on declaration and
certification applications (see recommendation 15.2), target time limits should
apply to the other stepsin the Part 111 A process:

For assessments by the National Competition Council of declaration
applications, the target time limit should be four months.

For assessments by the Council of certification applications and by the
Australian Competition and Consumer Commission of undertaking
applications, the target time limit should be six months.

For arbitrations for declared services by the Commission, the target time limit
should be six months.

For the processing of appeals on any of these matters by the Australian
Competition Tribunal, the target time limit should be four months.

These targets should be specified legidatively, along with a provision that if the
Council, the Commission or the Tribunal wishes to extend a target limit in a
particular case, they be required to publish notification to that effect in a national
newspaper. The annual reports of the Council and the Commission should
contain information on the actual time taken to deal with matters subject to these
time limits.

RECOMMENDATION 15.4

Part 111 A should make legislative provision for public input on declaration and
certification applications, and proposed access undertakings, where it is
‘reasonable and practical’ to do so.
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RECOMMENDATION 15.5

Ministers, the National Competition Council and the Australian Competition and
Consumer Commission should be required to publish reasons for their decisions
or recommendations relating to applications for declarations and certifications
and proposed undertakings.

If Ministers fail to make a decision on a declaration or certification
recommendation within the 60 day time limit, this should be deemed as
acceptance of the National Competition Council’s recommendation.

RECOMMENDATION 15.6

The Australian Competition and Consumer Commission should be required to
publish reports on completed arbitrations for services declared under Part [11A.
Subject to the proviso that any information disclosed does not unduly harm the
legitimate business interests of parties to the dispute, these reports should
generally include the following:

an outline of the decison making framework and methodologies
underpinning the arbitrated outcome, including the reasons for the choice of
asset valuation methodol ogy (see recommendation 13.1);

any non-confidential information provided by the parties to the dispute which
hasimplications for the framework and methodol ogies adopted; and

discussion of any implications of the determination for parties seeking access
to the service, or a similar service, in the future.
The reports should also include justification for any of the following actions
taken by the Commission as part of the arbitration process:

reassessment of matters agreed between the parties to the dispute
(recommendation 8.2);

theintroduction of non-efficiency considerations (recommendation 8.3); and

decisions on whether or not to engage in multilateral arbitrations which are
against the wishes of the parties to the dispute (recommendation 8.5).

RECOMMENDATION 15.7
Part 111 A should include explicit provision to expedite extensions of certifications
and undertakings as follows:

Six months prior to the expiry of a certification or undertaking, the National
Competition Council or the Australian Competition and Consumer
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Commission would be required to seek public comment on the need for any
change to the existing arrangements.

On the basis of that input and other relevant information, the Council or the
Commission would have the option of making a case for change.

If the Council or Commission did not do so, and the service provider did not
wish to make changes, extension of the arrangement in question would be
automatic.

For certifications, the duration of the extension would be determined by the
Minister on advice from the Council. For undertakings, the duration would be
determined by the Australian Competition and Consumer Commission.
Standard appeal rights would apply to these determinations.

FINDING 15.3

The materiality of any problems arising from the current overlap between Parts
[11A and 1V of the Trade Practices Act is not clear. The issue might usefully be the
subject of further investigation and discussions between the National Competition
Council, the Australian Competition and Consumer Commission and the legal
profession. Those investigations and discussions should also help to clarify what is
the most appropriate way of addressing the overlap, if a consensus emerges that
action isrequired.

Monitoring and review

RECOMMENDATION 16.1

The National Competition Council should be required to report annually on the
operation and effects of the national access regime. Reporting by the Council
should contain information and commentary on:

statutory and judicial interpretation of the (strengthened) declaration criteria;

any factors that have impeded the regime’'s capacity to deliver efficient access
outcomes,

evidence of benefits arising from access determinations under the regime;

evidence of associated costs, including any evidence of disincentives created
for investment in essential infrastructure; and

implicationsfor the national access framework in the future.
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RECOMMENDATION 16.2

There should be a further independent review of the national access regime five
years after the first group of changes to Part I11A resulting from this inquiry is
put in place.
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1 Introduction

In April 1995, the Commonwealth and State and Territory governments agreed to
implement the National Competition Policy (NCP) package. The package comprises
three inter-governmental agreements that seek to facilitate effective competition in
the delivery of goods and services so as to improve economic performance. One of
these agreements — the Competition Principles Agreement (CPA) — provides for a
national access regime for ‘nationally significant’ infrastructure.

Under this regime, introduced later in 1995, businesses can seek access to certain
publicly and privately owned infrastructure services on ‘reasonable’ terms and
conditions and ‘fair’ prices. The regime sits alongside industry-specific access
regimes (State, Territory and Commonwealth) applying to a range of infrastructure
services. It is in keeping with, though does not exactly mirror, proposals in the
Hilmer Committee report (1993).

1.1 Theinquiry

As part of the NCP, the Commonwealth and State and Territories agreed to review
the national access arrangements after five years of operation. This inquiry gives
effect to that commitment in respect of:

Clause 6 of the CPA, which requires the Commonwealth to establish a national
access regime, explains the relationship between that regime and State and
Territory access regimes, and details the principles with which an effective State
or Territory regime must comply.

Part 1IIA of the Trade Practices Act 1974 (TPA), which discharges the
Commonwealth’s obligation under Clause 6. The national access regime is
therefore commonly referred to as the Part 111 A regime — see box 1.1.

Amongst other things, the reference asks the Commission to:
clarify the objectives of Clause 6 and Part I11A;
analyse their benefits and costs and ways to improve them;
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Box 1.1 Some key terms used in the report

Access undertaking: An undertaking to the Australian Competition and Consumer
Commission from an infrastructure provider setting out terms and conditions for third
party access.

Certified access regime: A legislated access regime that is determined to be effective
for the purposes of Part IlIA. For State and Territory regimes, principles for establishing
effectiveness are set out in Clause 6 of the CPA.

Declared service: Infrastructure service for which third parties have legislative rights to
negotiate access under Part IlIA, with provision for arbitration if negotiation is
unsuccessful.

Essential or bottleneck infrastructure: Infrastructure which is the source of intermediate
services essential to upstream or downstream service provision. Such infrastructure
almost invariably relies on a ‘natural monopoly technology’. Examples include
transmission and distribution networks for gas and electricity and certain railway lines.

Market foreclosure: Denial of access by a provider of essential infrastructure services
to some or all third parties.

Monopoly rent: Returns to a service provider in excess of those necessary to have
justified the investment in the facility providing the services in question.

Natural monopoly technology: A production technology which means that one provider
can meet total demand for a particular good or service more cheaply than two or more
providers. (Chapter 3 discusses this concept in some detail.)

Negotiate-arbitrate: Process underpinning many access regimes which seeks to
encourage commercially negotiated agreements between a service provider and an
access seeker, with provision for arbitration only when such negotiation is unsuccessful
— see chapter 8.

Non-integrated or vertically separate provider: Provider of an essential infrastructure
service which is not involved in providing services in upstream or downstream markets.

Part IlIA: The section of the Trade Practices Act which provides the legislative
underpinning for the national access regime. It is commonly used as a descriptor for
the regime, including in this report.

Reference tariff: An ‘indicative’, regulated price for access to a particular infrastructure
service. Often a reference tariff is established as an upper bound price, with the service
provider and access seeker free to negotiate a lower price.

Vertically integrated provider: Provider of an essential infrastructure service which also
provides services in upstream or downstream markets — for example, an electricity
authority responsible for generation, transmission, and distribution. Such providers are
often regarded as the primary targets of access regulation (see chapter 3).
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consider other ways of achieving underlying objectives;

examine measures to engender greater certainty, transparency and accountability
in Part I11A decision making, and increase flexibility and reduce complexity and
costs for participants; and

examine the roles of the Nationa Competition Council (NCC), the Australian
Competition and Consumer Commission (ACCC) and the Austraian
Competition Tribunal (the Tribunal) in administering the arrangements, and the
rel ationshi ps between them.

The reference also specifies that there is no intention for the inquiry to lead to
reconsideration of existing or pending access arrangements under Part [11A. The full
text of the reference is reproduced at the front of this report.

The inquiry sparked considerable interest. While the broad rationale for a
mechanism facilitating third party access to the services of so-called ‘essential’ or
‘bottleneck’ infrastructure was generally acknowledged, the merits of the current
arrangements were widely debated (see box 1.2). Amongst service providers,
concerns about the intrusiveness and complexity of the arrangements, and their
potentially adverse impacts on investment, loomed large. Users of essential
infrastructure services gquestioned whether the regime is doing enough to prevent
service providers from misusing their market power. The differences in the
requirements of industry access regimes operating under the Part 111A umbrella and
the lack of timeliness in Part I11A decision making were other areas of concern.
Moreover, there was still some debate about whether Part 111A is necessary at all,
given the more general remedies to address anti-competitive conduct elsewhere in
the Trade Practices Act.

1.2 The Commission’s approach

In examining the national access regime and developing a number of proposals for
change, the Commission has taken an economy wide view. That is, it has looked
beyond the concerns of access providers and seekers, important though these are,
and asked what is best for the community as a whole. This approach is in keeping
with requirements in both the Commission’s enabling legislation and the reference.

Further, the Commission has not presumed that a national access regime is
necessary. Rather, it has looked at the underlying goals of the regime and assessed
which of these continue to be relevant given the many changes in the infrastructure
sector since Part [11A was enacted. It then has examined how relevant goals might
be best pursued. Again, this approach is in keeping with the requirement in the

INTRODUCTION 3



reference for the Commission to consider aternative instruments, including non-
legidlative approaches.

Box 1.2 Some general views on the national access regime

While most participants acknowledged a case for access regulation and saw merit in

having a national access regime, many raised concerns about the current

arrangements. For example, the Western Australian Government argued:
Western Australia recognises the importance of access regulation in promoting economic
activity and increasing efficiency of production. Accepting the merits of both the generic Part
[IIA access framework and the various industry-specific regimes, Western Australia suggests
that there is some scope to improve the framework so as to provide greater certainty in its
application and ensure that incentives to invest in key infrastructure industries are not
distorted. (sub. 38, p. 1)

The Australian Council for Infrastructure Development raised concerns that:
... the current industry specific and generic access regimes are highly prescriptive and
intrusive and are not consistent with incentive regulation or productivity improvements in
infrastructure development. The current regime provides an excessive focus on short term
consumer cost savings without proper regard to the adequacy of investment and the costs
that will have in the long term. (sub. DR80, p. 3)

Mr 1. A. Tonking said that:

It is important that Part llIA should operate in a way which addresses serious bottlenecks in
the economy without at the same time tying up scarce resources in pointless disputes which
may interfere with the productive use of infrastructure without being conducive to any
appreciable improvement in efficiency. (sub. 5, p. 2)

Even more forcefully, the Law Council of Australia contended:

Third party access regulation is a very intrusive form of regulation. It may have a serious

impact on the dynamic efficiency of an industry, because it lessens the incentive to innovate

and invest, and permits free riding on existing infrastructure. Regulation is also costly in

itself. Because of this:

— compulsory access to infrastructure should be granted sparingly, and only in cases where
there is acknowledged to be a serious problem;

— there should be no unnecessary delay in the process by which access is granted;

— there should be some guidance as early as possible in the process as to the likely terms
and conditions of access (including pricing).

The existing Part IlIA does not achieve these aims. (sub. 37, pp. 1-2)

The Network Economics Consulting Group emphasised the important framework role
of Part IlIA, but argued that the current regime is deficient in this regard:
NECG and the parties that have endorsed this submission have significant concerns about
the adequacy of Part IlIA, as currently drafted, to fulfil its role as the framework for access
regulation in Australia. (sub. 39, p. 3)

(continued next page)
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Box 1.2 continued

In contrast, users of essential infrastructure services and access regulators viewed the
current arrangements more favourably. Thus, BHP Billiton stated:

The National Access Regime has delivered considerable benefits to the Australian Economy
and our international competitiveness. Competition has been fostered, new markets are
developing and prices for users of natural monopoly energy infrastructure have reduced as
some monopoly rents have been removed. (sub. 48, p. 5)

In a similar vein, the New South Wales Minerals Council said:

The impression that we have drawn from our experiences is that the use of Part IlIA by a
consumer of monopoly services is a long, difficult and costly process. ... Despite this, the
changes that have occurred in rail freight of coal in NSW through the application of Part IlIA
have been of great benefit to the NSW coal industry and the cause of economic efficiency.
Without the avenues provided by Part IlIA much of this progress would not have been
possible. (sub. 22, p. 1)

And, looking to the future, the National Competition Council remarked:

Despite their significant achievements, the provisions that embody the national access
regime are relatively new. It is not apparent that there are serious deficiencies that, at this
stage, would make a compelling case for altering the major features of the regime. Rather, it
appears that progress has been made in clarifying the nature and implications of the regime.
(sub. 43, p. 17)

That said, some user interests saw a need to push harder on the access front. Most
forcefully, the National Farmers Federation argued:

The Productivity Commission should not lend intellectual legitimacy to the imposition of
hidden taxes on Australian industry in the form of specious charges for access to essential
infrastructure. Marginal cost pricing is the rule for economic efficiency and we expect the
Commission to defend that rule against the vested interests of infrastructure owners.
(sub. 26, p. 2)

More broadly, some participants questioned the need for specific access regulation,
given other mechanisms available to facilitate access. For example, the Australian
Petroleum Production and Exploration Association stated:

APPEA believes that economic outcomes are normally best achieved through commercial
negotiations, subject to general competition laws such as the provisions of the Trade
Practices Act 1974 relating to anti-competitive practices. If there is a need for regulation,
self-regulation is preferred. Government regulation is only warranted where there has been a
demonstrated market failure and in such circumstances it should be ‘light-handed’
regulation. (sub. 35, p. 1)

While the Commission was asked to look at the principles for an effective State or
Territory access regime in Clause 6 of the CPA, this did not necessitate a detailed
examination of individual regimes. Rather, the Commission has sought to map out a
broad framework that would help guide these regimes in the future and identify the
implications that framework would have for Clause 6 and its relationship with Part
A,
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In framing its recommendations, the Commission recognises that, to some extent,
the limited practical experience with Part I11A is an argument against making major
changes to the regime at this stage. It is also conscious of concerns about any move
away from the current emphasis on promoting competition — rather than economic
efficiency — that permeates Part I11A and the TPA more generally. (As discussed
later in this report, the promotion of competition is seen by many as a well
understood and legally tested proxy for enhancing efficiency.)

Further, the Commission is cognisant of the overlaps between this inquiry and its
inquiries into:
Telecommunications competition regulation (TCR) which includes an
assessment of the industry access regime in place for those services,

the Prices Survelllance Act (PSA), which examines oversight of prices charged
by certain industries with the potential to exercise market power; and

Price regulation of airport services, which occurs viathe PSA.

Indeed, the desirability of releasing the preliminary findings and recommendations
for thisinquiry at the same time as those for the TCR and PSA inquiries, which had
commenced some months earlier, led the Commission to prepare a Position Paper
rather than a fully developed draft report. As discussed below, this had important
implications for both the nature of the Commission’s preliminary findings and
proposals and the development of the recommendations contained in this final
report.

1.3 Inquiry processes

The Commission provided the opportunity for a wide range of interested parties to
contribute to its deliberations. To this end, the Commission advertised the
commencement of the inquiry in the national press and invited public submissions.
To help those preparing submissions, it released an issues paper (PC 2000). It aso
established awebsite (at www.pc.gov.au/inquiry/access) on which it placed relevant
legidlation, inquiry material and submissions from interested parties.

Informal discussions

The Commission commenced informal discussions with interested parties soon after
it received the reference. During the inquiry, the Commission spoke to more than 60
groups and individuals representing a wide range of interests (see appendix A). It
also took the opportunity to attend a number of forums and conferences discussing
issues connected to the inquiry.
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Roundtables

Early in the inquiry, the Commission held two roundtables — one in Melbourne and
one in Sydney — to elicit views on the efficacy of the national access regime and
possible modifications to it. A number of regulators, lawyers, economists, facility
owners, access seekers and end user/consumer groups attended (see appendix A).

Position Paper

In March 2001, the Commission released a Position Paper outlining its preliminary
views, findings and proposals. As noted, this timing reflected a desire to align the
release of the paper with two other Commission draft reports bearing on closely
related issues — one on the Price Survelllance Act and the other on
telecommuni cations competition regulation.

One consequence of the release of the Position Paper relatively early in the inquiry
was that the Commission did not have the opportunity to hold an initial round of
public hearings. This meant that its capacity to test propositions and possible policy
modifications was constrained.

Accordingly, the Commission grouped its proposals in the Position Paper into two
tiers:

Tier 1 proposals which it considered would clearly be beneficial.

Tier 2 proposals which it considered would have the potential to deliver further
gains, but which would involve more substantial changes to the architecture of
the national access regime. It was therefore uncertain whether the likely gains
would be sufficient to warrant the implementation costs.

This two-tiered structure performed some of the role of an initial public hearing.
That is, while eliciting detailed comments on the ‘core’ tier 1 proposals, it also
provided the opportunity for feedback on the issues involved in moving beyond
incremental change to the national access regime. Not surprisingly, this approach
has involved a greater degree of change in the Commission’ s recommendations than
would normally be evident in the transition from a fully developed draft report to a
final report.

Public hearings

To €licit views on the Position Paper, the Commission held public hearings in
Melbourne, Sydney, Brisbane and Perth during May and June, 2001. Some 28
participants attended the hearings (see appendix A).
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Submissions

In addition to input provided through informal discussions, roundtables and public
hearings, the Commission also had the benefit of commentary on the issues via a
significant number of often comprehensive written submissions.

Prior to the release of the Position Paper, the Commission received some 54
submissions. A further 72 submissions were lodged in response to the Position
Paper. These submissions came from a wide cross-section of interests including:
State governments; private owners or operators of infrastructure facilities; access
seekers; those involved in administering access regulation; the legal profession; and
academics. A full list of those who made submissions is contained in appendix A.
Submissions received after the release of the Position Paper are denoted in this
report by the prefix ‘DR’.

The Commission wishes to thank those who made submissions, participated in
informal discussions and roundtables or attended public hearings, or in other ways
contributed to the inquiry.

1.4  Structure of the report

The remainder of thisreport isin four parts:

The first describes the current regulatory framework and use of Part I11A to date,
and briefly comments on some overseas approaches to access issues (chapter 2).
(These matters are canvassed further in appendices B, Cand D.)

The second looks at the nature of the access ‘ problem’ and possible responses to
it. Specificaly, chapter 3 examines the rationales for government regulation of
access to essential infrastructure services and the significance of the underlying
problem, while chapter 4 examines some of the costs of access regulation.
Chapter 5 looks at the merits of access regulation relative to alternative policy
approaches, and at some of the considerations in choosing between generic and
industry-specific access regulation.

The third part looks at ways to improve the national access regime:

- Chapter 6 outlines the Commission’s views on appropriate objectives for the
regime and the sorts of servicesit should cover;

- Chapter 7 canvasses modifications to the declaration process and criteriain
Part I11A;

- Chapter 8 considers modifications to the Part 111 A negotiation and arbitration
provisions that ensue from the declaration process;
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- Chapter 9 puts forward changes to improve the operation of the certification
arrangements,

- Chapter 10 addresses the scope to improve the undertaking arrangements,

- Chapter 11 examines specific measures that could be introduced to facilitate
efficient investment within the national access regime;

- Chapter 12 spells out pricing principles that should apply to assessments of
access terms and conditions under the regime;

- Chapter 13 examines capital cost issues, including the efficacy of different
methods of asset valuation;

- Chapter 14 discusses Part I11A’s institutional arrangements, focussing on the
role of Ministers in the Part I111A decision making process and whether both
the NCC and ACCC should continue to be involved in administering the
regime; and

- Chapter 15 examines various process issues, including Part II1A appedl
rights, the scope to impose time limits on Part I11A decision making and ways
to enhance the transparency of that decision making. It also looks briefly at
the relationship between Part I11A and other parts of the Trade Practices Act
and at the role of consumers in access decision making.

The final chapter of the report discusses some of the issues that would arise in
implementing the Commission’s recommendations, including the implications
for Clause 6 of the CPA and industry access regimes.
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2 Current access arrangements

2.1 Introduction

The national access regime is aregulatory framework which provides an avenue for
firms to use certain infrastructure services owned and operated by others when
commercial negotiations regarding access are unsuccessful. Its regulatory
provisions are set out in Part IIIA of the Trade Practices Act 1974 (TPA) and
Clause 6 of the Competition Principles Agreement (CPA). (The latter contains the
principles against which State or Territory access regimes are assessed to determine
whether they are ‘effective’ for the purposes of Part [11A.)

The resulting access arrangements are complex. They involve both the generic
access regime — commonly referred to as Part IIIA — and a host of industry
regimes. Most of the industry regimes are governed by State and Territory
legislation. However, there are Commonwealth regimes for telecommunications and
airports, as well as an industry code for the national electricity market. Some of the
industry regimes operate under the Part [11A umbrella, while others are outside it.
Part 1I1A aone provides three different routes to gain access. A variety of
Commonwealth and State and Territory bodies are responsible for administering the
arrangements, applying criteriawhich vary from regime to regime.

Such complexity and diversity is partly a reflection of the range of infrastructure
services which these access arrangements cover. Australia' s federal system has aso
played a role, with access regimes differing not only between different classes of
infrastructure, but often for the same class of infrastructure across jurisdictions. The
scope to rationalise or make these arrangements more consistent is an important
issue for thisreview.

This chapter details the various components of the national access regime and the
key features of the main industry-specific regimes operating under the Part 111A
umbrella. It also briefly outlines overseas approaches to access i Ssues.
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Background to the regulatory requirements of the national access
regime

In 1992, the Council of Australian Governments commissioned an independent
committee of inquiry into a national competition policy. This Committee, known as
the Hilmer Committee, conducted its inquiry in the context of an infrastructure
sector dominated by public providers, typically operating at all levels of the
production chain. Many of the transmission and distribution networks involved in
service provision displayed natural monopoly characteristics. In areas where
competition was feasible, there were often legidative restrictions creating statutory
monopolies.

The Committee gave particular emphasis to incentives for verticaly integrated
providers of essential services to deny access to competitors in related markets and
considered that this could be a serious impediment to competition in those markets,
even if legidative restrictions on competition were removed. Its preferred solution
was to vertically separate such entities. However, it recognised that structural
separation would not always be feasible or efficient. (The restructuring of public
monopoliesisdiscussed in box 2.1.)

The Hilmer Committee also considered that the provisions in Part IV of the TPA,
which regulate anti-competitive behaviour, would be inadequate to deal with access
to essential infrastructure. For example, it considered that the courts would have
difficulties in determining the terms and conditions of access (see chapter 5).
Consequently, it proposed the introduction of a national access regime to address
the denial of access by vertically integrated service providers (Hilmer Committee
1993). The current national access regime — introduced in 1995 — draws heavily
on the Committee’ s recommendations.

While the introduction of this regime represented a major new plank in Australian
competition policy, access arrangements had existed before then. For example, in
the early 1960s, the Western Australian Government and Hamersley Iron reached
an agreement (Iron Ore (Hamersley Range) Agreement Act 1963) requiring the
company to carry the freight of the Western Australian Government and third
parties on itsrail line. Moreover, some of the current industry-specific arrangements
had their genesis prior to the Hilmer Committee’ s report.

2.2 Part llIA of the Trade Practices Act 1974

Part 11IA sets out mechanisms for: permitting third party access to the services
supplied by eligible facilities or infrastructure; the arbitration of access disputes;
and the roles and responsibilities of the institutions which administer the
arrangements. Part I11A is not intended to replace commercial negotiations between
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facility owners and third parties, but rather to provide a means of access if those
negotiations fail. Unlike some other parts of the TPA, Part II1A contains no separate
statement of the objectives which it is meant to serve.

Box 2.1 Restructuring of public monopolies

At the time of the Hilmer Committee report, most infrastructure services were provided
by government owned monopolies. Many of these providers were vertically integrated,
operating in regulated State markets. They were charged with a range of commercial,
social and regulatory objectives which were frequently in conflict.

However, since then, there have been major changes to the nature of infrastructure
provision. Most of the publicly owned monopolies have been privatised or corporatised
and subjected to competition. Commercial objectives have been given primacy and
many regulatory functions have been transferred to non-trading agencies. Many of the
previously vertically integrated entities have been separated into competing
businesses either on an activity basis or on regional lines. For example:

« In electricity, the NSW Electricity Commission previously operated the State’'s
generation and transmission network. New South Wales now has three separate
generation entities and an independent transmission business, with the previous 25
distributors consolidated into six new distribution utilities. The Hydro Electric
Corporation in Tasmania has been separated into three entities responsible for
generation and system control, transmission and retail/distribution.

« Similar restructuring has occurred in rail. In Victoria, the vertically integrated Public
Transportation Corporation — which previously provided passenger and freight
services — was separated, with service provision subsequently privatised or
franchised. Access to interstate track is controlled by the Australian Rail Track
Corporation. Suburban track in Melbourne is leased to private entities with the
leases providing for access by freight and intrastate passenger services. Non-urban
track is owned by the Victorian Rail Access Corporation and leased to Freight
Australia. In South Australia, the planning and regulatory functions of the State
Transit Authority’'s passenger services have been transferred to the Passenger
Transport Board and passenger services to a corporatised TransAdelaide. Freight
services are now provided by Australian National.

«  Government owned gas utilities have been corporatised and, in some cases, sold
(eg the Victorian gas utilities) or prepared for privatisation. This has involved the
separation of vertically integrated transmission and distribution networks. Private
sector gas utilities in most jurisdictions have completed ‘ring fencing’ of their
transmission and distribution activities.

« Most port authorities have been corporatised and several ports in Victoria privatised.
In addition, the majority of port authorities have moved to a ‘landlord model’ where
the authority is only involved in the provision of core activities and the more
contestable elements such as pilotage, dredging and stevedoring are provided by
private contractors.

As result of this restructuring, many of the transmission/network services no longer

operate as part of vertically integrated entities. This has potential ramifications for the

scope of any access regulation (see chapter 3).

Sources: PC (1999a, 1999c)
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Part [11A has various links to the rest of the Act. In particular, there are links to, and
overlaps with sections which deal with anti-competitive behaviour (see section 2.5).
In a more general sense, established interpretations of like terminology in other
parts of the Act are likely to have a bearing on how Part I11A will apply if access
disputes require the involvement of the regulator or the courts.

Part II1A provides three ways for a third party to gain access to an eligible
infrastructure service:

having a service declared;
using an existing access regime which has been deemed to be ‘ effective’; and

seeking access under the terms and conditions specified in an undertaking given
by the service provider and accepted by the Australian Competition and
Consumer Commission (ACCC).

Services covered by effective access regimes or by undertakings accepted by the
ACCC cannot be declared.

(Figure 2.1 provides a summary of the different avenues for gaining access.)

As discussed below, the second route — involving access via ‘certified’ State and
Territory regimes — has been the most important to date. However, the declaration
provisions have had a significant impact on the access process. In particular, the
threat of declaration has provided an incentive for States and Territories to seek to
have their regimes certified as effective. The National Competition Council (NCC)
said:

The declaration/arbitration process is often regarded as the national access regime in

total ... This characterisation fails to recognise that all those [other] regimes fall within

the Part I11A umbrella, with the declaration process acting as a discipline on [them].
(sub. 43, p. 70)

Moreover, even where States and Territories have not sought certification of
particular regimes, a concern to avoid the potential for declaration is likely to have
hel ped shape those regimes. As the Queensland Minerals Council commented:

... we see the national access regime as performing a very important role in acting as

the potentia default regime that will apply in the event that effective State
arrangements cannot be put in place ... (transcript, p. 398)
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Figure 2.1  Alternative ways of achieving access
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AWhile a private regime could in theory be found to be effective, the NCC has questioned whether, in
practice, a non-statutory regime could be certified. "For example, Part XIC of the Trade Practices Act 1974
(governing telecommunications access). ©The provider or the applicant can appeal against the decision to the
Australian Competition Tribunal.
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In this context, some have argued that the primary role of the national access regime
is to provide a framework for, and discipline on, industry regimes, with its role as
an avenue for resolving specific access disputes being of much less importance. The
Network Economics Consulting Group (NECG) said:
The importance of Part IIIA lies less in ad hoc declaration decisions, such as the
Sydney Airport case, than in the fact that the State and Territory access regimes that
have been certified under Part I1IA or the undertakings that have been given under it

are now the primary vehicle for regulating access to assets conservatively estimated to
be well in excess of $50 billion. (sub. 39, p. 3)

The Australian Gas Association (sub. 29) said that gas infrastructure assets falling
within the scope of the national access arrangements are worth some $24 billion
(compared with the NECG estimate of $13 hillion). Similarly, Associate Professor
Phillip Laird (sub. DR 83) estimated the value of the national rail track network to
bein excess of $12 billion compared with the NECG estimate of $7 billion.

Declaration of a service

The declaration of a service does not provide an access seeker with an automatic
right to use that service. Rather, it provides for aright of negotiation and for legally
binding arbitration if negotiations fail.

Coverage

Under the declaration process, access is provided only to services produced by the
infrastructure facility and not to the facility itself. This is because some facilities
may provide arange of services, only some of which may be eligible to be declared.

The legidation defines the term *service' viaillustrations and specified exclusions:

It provides examples of services that are covered — for instance, the use of an
infrastructure facility such as a railway line or road and the handling or
transporting of goods or people.

It also states that a service does not include the supply of goods, the use of
intellectual property (eg copyrights and patents) or the use of a production
process (eg plant and equipment). However, if these are an ‘integral but
subsidiary part of the service', they may still be declared.

The declaration process

An individual or business refused access to an essentia infrastructure service, or
unable to reach agreement on the terms and conditions of access, can request the
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NCC to declare the servicee. The NCC assesses the request and makes a
recommendation to the relevant Minister who, in turn, makes a decision on whether
or not to declare the service (see figure 2.2). For infrastructure owned by a State or
Territory, the responsible Minister is the State Premier or Chief Minister. For all
other infrastructure, responsibility for declaring services lies with the
Commonwealth Treasurer.

The NCC can recommend that the service be declared and the relevant Minister can
act on that recommendation only if all of the following criteria are met:

access (or increased access) to the service would promote competition in at |least
one market (whether or not in Australia), other than the market for the service;

it would be uneconomical for anyone to develop another facility to provide the
service,

the facility is of national significance, having regard to:

- thesize of the facility; or

- theimportance of the facility to constitutional trade or commerce; or
- the importance of the facility to the national economy;

access to the service can be provided without undue risk to human health or
safety;

access to the service is not already the subject of an effective access regime; and

access (or increased access) to the service would not be contrary to the public
interest (TPA, s.44G(2)). (Chapter 7 discusses how these criteria have been
interpreted in relation to specific declaration applications.)

On receiving the NCC’s recommendation, the responsible Minister has 60 days to
make a decision on whether to declare the service. The Minister must publish the
declaration, or the decision not to declare the service, and provide a copy of the
decision and the reasons for it to the infrastructure owner and the access seeker.
However, non-declaration can occur by default — where a decision has not been
made after 60 days, the Minister is deemed not to have declared the service. This
has occurred for a number of recommendations from the NCC for declaration of
infrastructure owned by a State government (see below).
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Figure 2.2  The Part llIA declaration process

Application for declaration of a service
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NCC
assesses application
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Recommends Recommends
service be service not be
declared declared
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declared declared

Application to
review decision

v

Australian Competition Tribunal
reviews decision

v . 3

Negotiation and Application for
arbitration phase €——————— Service declared declaration rejected
commences

Source: NCC (1996a)

The applicant or the infrastructure owner/operator can appea against the Minister’'s
decision to the Australian Competition Tribunal (the Tribunal). For the purposes of
the appeal, the Tribuna has the same powers as the designated Minister and is
required to reconsider the matter entirely. Matters of law raised in Tribunal
judgements are, in turn, subject to judicial review.
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Box 2.2 provides an example of how these processes worked in relation to a
particular declaration application.

Box 2.2 Assessing an application for declaration of a service

In 1996, the NCC received an application from the Australian Union of Students (AUS)
to have the Austudy payroll deduction service, operated by the Commonwealth
Department of Education, Employment, Training and Youth Affairs, declared.

The NCC assessed the application against the criteria in s.44G(2) of Part IlIA and
found that:

access to the payroll deduction service would promote competition in the Student
Representation Services market;

it would not be uneconomical for anyone to develop another facility to provide the
service and other institutions did provide direct deduction services;

the facility was not of national significance;

access to the service could be provided without undue risks to health and safety
and that the service was not already covered by an effective access regime; and

access to the service would be contrary to the public interest. The NCC said that the
increased revenue for the AUS resulting from access to the payroll deduction
service would allow the union to provide better and more services to students and
would lead to greater competition for student representation. However, it judged that
these benefits would be outweighed by the costs imposed on Austudy recipients in
terms of equity and compulsion in declaring the service.

As all the criteria were not met, the Minister, acting on the NCC’s recommendation, did
not declare the service. The decision was upheld on appeal to the Tribunal.

Source: NCC (1996b)

Arbitration

The provision under the Part II1A legislation for legally binding arbitration can
involve the use of a private arbitrator or the ACCC.

Where a private arbitrator hears the dispute, the parties may subsequently enter into
a contract for access to the service. The parties can then seek to have the contract
registered by the ACCC. Registration makes the contract enforceable through the
Federal Court under Part I11A. In deciding whether to register a contract, the ACCC
Is required to take into account the public interest and the interests of those with
rights to use the service, including the service provider. A decision not to register a
contract can be subject to appeal to the Tribunal. Where registration is not sought,
normal contractual principles apply.

Alternatively, either the access provider or seeker can notify the ACCC that a
dispute exists over access to the declared service. The ACCC then arbitrates on the
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dispute and makes a determination on the terms and conditions of access taking into
account:

the legitimate interests of the provider and the provider's investment in the
facility;

the public interest, including the public interest in having competition in markets
(whether or not in Australia);

the interests of all persons who have rights to use the service;
the direct costs of providing access to the service;
the value to the provider of extensions whose cost is borne by someone elseg;

the operational and technical requirements necessary for the safe and reliable
operation of the facility;

the economically efficient operation of the facility; and
any other matters that the ACCC thinks are relevant (TPA, s.44X).

The determination by the ACCC need not be confined to matters in dispute. It may
dea with any matters relating to access by the third party to the service. For
instance, in its determination the ACCC can:

require the provider to provide access to the service to the third party;
require the third party to accept, and pay, for access to the service;
specify the terms and conditions of the third party’ s access to the service;
require the provider to extend the facility; and

specify the extent to which the determination overrides an earlier determination
relating to access to the service by the third party (TPA, s.44V).

However, a determination by the ACCC does not have to require the owner/operator
to provide access to the service. Moreover, the ACCC may not make a
determination which:

prevents an existing user from obtaining a sufficient amount of the service to be
able to meet the user’ s reasonably anticipated requirements, measured at the time
the dispute was notified;

prevents a person from obtaining, by the exercise of a pre-notification right, a
sufficient amount of the service to be able to meet the person’s actual
requirements,

deprives any person of a pre-contractual right;
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results in the third party becoming an owner (or one of the owners) of any part
of the facility or of extensions of the facility without the consent of the provider;
or

requires the provider to bear some or all of the costs of extending the facility, or
maintaining extensions of the facility (TPA, s.44W).

Either party to the ACCC arbitration can appeal against the determination to the
Tribunal. This review of the determination may uphold or vary the ACCC's
determination. On issues of law, the Tribunal’s decision can be subject to appeal to
the Federal Court.

Access under an effective regime

Effective access regimes already in existence provide a second avenue for third
party access under Part I11A.

The focus of this access route was intended to be on regimes established by State
and Territory governments for particular infrastructure services. Indeed, al of the
regimes so far certified as effective have been State or Territory regimes (see
section 2.4). The criteria for establishing the effectiveness of State and Territory
regimes are set out in Clause 6 the CPA (see box 2.3).

There are no parallel criteria for assessing the effectiveness of Commonwealth (or
private) access regimes. However, the NCC has indicated that it would apply the
same principles as for State and Territory regimes. That said, it has questioned
whether a non-statutory private regime could be certified.

State and Territory regimes

Certification of a State or Territory access regime may occur as a result of an
application by a jurisdiction to the NCC, or in response to an application for
declaration by an access seeker.
In essence, the requirements for certification of an access regime are:

appropriate coverage of services;

appropriate treatment of interstate issues;

an effective regulatory framework to facilitate access and competition, including
scope for commercial negotiation underpinned by an appropriate regulatory
design (as distinct from a mechanism to detail actual terms and conditions);

an independent and binding dispute resolution framework;
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appropriate guidance to the arbitrator and the regulator; and
terms and conditions of access that deliver competitive outcomes.

Box 2.3 Clause 6 of the CPA
In brief, Clause 6 contains the following:

Clause 6(1) is historical in that it states that the Commonwealth will establish an
access regime;

6(2) indicates the broad circumstances in which the national regime, rather than a
State or Territory regime, should apply to infrastructure services;

6(3) addresses the type of infrastructure services for which a State or Territory
regime should apply, focussing on the issues of whether:
— it would be economically feasible to duplicate the facility;

— provision of access to the service is necessary to permit effective competition in
upstream and downstream markets; and

— the provision of access would affect the safe use of the facility; and
6(4) identifies the features an access regime must exhibit to be effective, including a
negotiate-arbitrate framework, a dispute resolution mechanism and the principles

which the dispute resolution body should take into account, as well as consistency
in the treatment of cross-border issues.

The annex to chapter 9 sets out these requirements in greater detail.

While the CPA does not define ‘services, the coverage of the certification
arrangements is effectively the same as for the declaration process. This is because
the incentive to seek certification applies primarily to services which might
otherwise be declared.

Clause 6 also specifies a range of matters which the dispute resolution body must
take into account. For the most part, these are similar to the requirements imposed
on the ACCC when arbitrating terms and conditions for declared services. However,
in contrast to the Part II1A arbitration requirements, some guidance is provided on
‘appropriate’ access prices. For example, Clause 6 (4)(i)(ii) specifies that the
dispute resolution body should take into account:

The costs to the owner of providing access, including any costs of extending the facility
but not costs associated with losses arising from increased competition in upstream or
downstream markets.

On receiving the NCC's recommendation on the effectiveness of a State or
Territory regime and the period for which a certification should apply, the
Commonwealth Minister decides whether or not to certify the regime (see box 2.4
for an example). The State or Territory concerned can appeal against the Minister's
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decision to the Tribunal. A State or Territory access regime may cease to be
effective where, because of changes to the regime or to the CPA itself, it no longer
conforms with the relevant clauses of the CPA.

The certification process can apply to regimes for proposed investments in facilities
providing eligible services, as well as to existing infrastructure. For example, the
South Australian and Northern Territory Governments used the certification process
to develop an access regime for the proposed Tarcoola to Darwin rail line. As
discussed later in the report, the capacity of access regimes to address prospective
Investmentsisacrucia consideration in assessing the efficacy of those regimes.

Box 2.4 Assessment of an application for certification of a State
access regime: an example

The Western Australian Government applied for certification of its rail regime in 1999.
The regime embodies:

« a negotiate-arbitrate framework, with parties seeking access required to make a
proposal to the service provider;

« a requirement for the service provider to respond with a range of information,
including floor and ceiling prices for the route over which access is sought. (Under
the regime, the floor price is the incremental cost of making access available, while
the ceiling price is equal to stand-alone costs — calculated with regard to the
revenue received on a defined rail line section); and

« arequirement that the parties negotiate a price for access in this price range.

The regime also contains provisions to encourage a fair negotiation process with
Westrail, the vertically integrated operator. In particular, it establishes ‘ring fencing’
requirements for Westrail and provides for a regulator charged with monitoring and
enforcing compliance by Westrail with the regime’s requirements. Westrail's freight
business was sold to WestNet Rail in December 2000.

Public submissions and the discussion between the NCC and the Western Australian
Government on certification of the regime focussed on a number of issues, such as the
need for an independent rail access regulator with broad powers to enforce compliance
with the regime. After amendments were made by the Western Australian Government,
the NCC’'s draft recommendation was that the amended regime would meet the
criteria of being an effective regime under the principles set out in Clause 6 of the CPA.
However, following public submissions on the draft recommendation, the NCC raised a
number of additional concerns with the Western Australian Government. Agreement
was reached with the Government to rectify all of these issues, except for the treatment
of interstate rail operations. The NCC has indicated that it cannot recommend
certification of the regime until this issue is addressed. The Western Australian
Government has withdrawn its application to have the regime certified.

Sources: Cope (2000), NCC (1999), PC (1999c), Western Australian Government (sub. 38).
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Undertakings

Under Part I11A, owners of significant infrastructure have the option of providing an
undertaking to the ACCC setting out the terms and conditions of access for third
parties. Also, industry bodies can adopt an industry code and have the access
provisions of that code accepted as an undertaking by the ACCC. If an undertaking
is accepted, access seekers must negotiate with the service provider according to the
terms and conditions in the undertaking.

An undertaking is an aternative to declaration. If an undertaking is accepted by the
ACCC, the service in question cannot be declared. Conversely, an undertaking
cannot be accepted for a service which has been declared. Notably, the submission
of an undertaking by afacility owner covered by a certified regime is not precluded
in the legislation. However, in assessing such an undertaking, the ACCC would
need to have regard to the requirements of the certified regime (see below).

The am of the undertaking arrangements is to provide owners/operators of
infrastructure facilities — particularly those not covered by legislated industry
regimes — with an opportunity to remove any uncertainty as to the access
conditions which will apply to the services in question. Like the certification
process, it can be used to settle access arrangements prior to investment in a new
piece of infrastructure (ACCC, sub. 25).

On receiving a proposed undertaking, the ACCC first seeks public submissions on
it. It then assesses the proposed access arrangements against a number of criteria,
including:

the legitimate business interests of the provider;

the public interest, including the public interest in having competition in markets
(whether or not in Australia);

the interests of persons who might want access to the service;
whether the service is already the subject of an existing access regime;

whether the undertaking is in accordance with an access code that applies to that
service; and

any other matters the ACCC thinks are relevant (TPA, s.44ZZA).

These criteria are similar to, but not identical with, those that would apply were the
ACCC to make an arbitrated determination on the terms and conditions of access
for a declared service. Significantly, and in contrast to the declaration process, the
ACCC is not formally required to consider the application against each criterion.
The ACCC has stated, however, that its overriding objective is to ensure that the
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access arrangements provided for by the undertaking promote competition and
economic efficiency consistent with the objectives of Part [11A (ACCC, 1999).

If the ACCC accepts an undertaking, it is placed on a public register. There is no
right of appeal against the ACCC’ s decision to accept or reject an undertaking.

An undertaking may include details on dispute resolution mechanisms which may
(but need not) require the ACCC to arbitrate. Undertakings can be withdrawn or
varied with the ACCC’ s consent. Where an undertaking is withdrawn or expires, the
service in question is no longer exempt from declaration.

2.3 Industry-specific regimes

As noted, there are a host of industry-specific access regimes covering a range of
infrastructure services. Many of these are State and Territory regimes, some of
which have been certified as effective under Part I11A. Others operate under specific
Commonwealth legidlation outside Part I11A.

These regimes differ in a number of ways. A few — such as the recently expired
New South Wales rail access regime — rely primarily on negotiations to establish
access prices with regulatory involvement generally limited to the arbitration of
disputes. (Some may limit negotiations on price within broad floor and ceiling
bands.) At the other extreme are regimes where regulators are much more heavily
involved in setting terms and conditions of access. For example, regimes in the gas
sector incorporate reference tariffs approved by a regulator establishing the price of
access for specific services.

Such differences are evident not only between regimes for different types of
infrastructure, but also between jurisdictions for the same class of infrastructure.
Indeed, no two regimes are the same. The Law Council of Australia said:

The increasing number of State regimes and State regulators is a cause for concern,
where there is no specific consistency in regimes for the same industry between states
... (sub. 37, p. 26)

Box 2.5 summarises key features of the main industry regimes. A more detailed
discussion of each regimeis provided in appendix B. That appendix also discusses a
generic access regime operating in Queensland which is modelled on Part [11A. The
regime contains most of the features of Part IIIA, including an independent
arbitrator and regulator, and provision for undertakings. It also embodies
declaration criteriasimilar to those in Part [11A, but without a‘national significance
test.
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Box 2.5 Industry-specific regimes

Industry-specific access regimes apply to both vertically integrated and non-integrated
service providers (see table 2.1). The following is a brief summary of the main features
of, and differences between, the regimes applying in individual sectors. A more
detailed treatment is provided in appendix B.

Airport services: Access to the ‘core’ privatised airports is covered by the declaration
criteria in the Airports Act as part of a wide regulatory regime which also includes a
price cap on various services provided by these airports.

Under the Act, the ACCC can declare services or accept undertakings for the purpose
of Part IlIA. Importantly, the criteria for declaration potentially pick up some services
that might not meet the declaration criteria under Part IlIA. Once declared, the services
are subject to the Part IlIA provisions to determine terms and conditions of access.
Services at other airports, including Sydney airport, are subject to the Part IlIA
declaration criteria.

Channels: Access to certain Victorian shipping channels is provided for under a State
regime that has been certified as effective. The regime covers commercial shipping
channels for the ports of Melbourne, Geelong, Hastings and Portland.

A negotiate-arbitrate approach is used to determine terms and conditions of access.
Charges for the use of channels are regulated and must be posted by channel owners.
However, these effectively constitute ‘posted ceiling prices’ as lower prices can be
negotiated.

Electricity: The national electricity market covering the southern and eastern States,
the ACT and, with the construction of Basslink, Tasmania, is governed by the National
Electricity Code (NEC).

The code includes a set of arrangements for access to transmission and distribution
networks. Notably, regulators are responsible for setting terms and conditions of
access in certain areas, including determining the annual revenue requirements of the
relevant infrastructure and approving prices for the use of electricity networks by third
parties in accordance with the code.

The NEC is administered jointly by the ACCC, the NEC administrator and State
regulators.

Western Australia and the Northern Territory — which do not currently participate in the
national electricity market — have developed separate access arrangements.

Gas: The National Gas Access Code was approved by the Commonwealth and the
States and Territories in November 1997. It provides for right of access to natural gas
pipelines under terms and conditions approved by an independent regulator, and
binding arbitration to resolve disputes. It also requires that regimes include reference
tariffs approved by the regulator for access to specific services at a known price.

The code is being implemented by the States and Territories through their access
regimes. Each jurisdiction’s supporting legislation — known as Gas Pipelines Access
Law (GPAL) — incorporates key elements of the code to provide consistency across
jurisdictions.

(continued next page)
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Box 2.5 continued

The code also provides for the coverage of additional or new pipelines and for the
revocation of existing coverage decisions. Such changes are made by the relevant
Minister on receipt of a recommendation from the NCC. The ACCC is the regulator for
all transmission pipelines, except in Western Australia, and for distribution pipelines in
the Northern Territory. State regulators are responsible for remaining pipelines.

Postal services: The Australian Postal Corporation Act 1989 exempts postal services
from the Part IlIA regime and establishes specific access arrangements for a limited
number of these services.

In early 2000, the Government, tabled in Parliament the Postal Services Amendment
Bill 2000 which would create a new section in the TPA (Part XID). Under the proposed
legislation, the ACCC would have the power to declare postal services and arbitrate
the terms and conditions of access to such services if negotiations between Australia
Post and an access seeker fail. The Bill further provides that, within 6 months of
commencement, bulk mail services and post office boxes would be determined by the
Minister to be declared services. The Bill also includes provision for undertakings for
other postal services to be submitted to the ACCC. The Bill was rejected in the Senate
in late 2000.

Rail: A process is under way to develop a mechanism for rail operators to gain access
to the interstate network through the Australian Rail Track Corporation. An undertaking
for the interstate network setting out terms and conditions is to be lodged with the
ACCC. At the State level, all jurisdictions except the ACT and Tasmania have
developed, or are developing, rail access regimes — although certification may not be
sought in every case. To date, only the Tarcoola to Darwin rail line, which covers
interstate track, and the New South Wales regime have been certified as effective.
Moreover, the certification of the New South Wales regime expired at the end of 2000.

In general, rail access regimes rely on a negotiate-arbitrate approach, in most cases
conditioned by floor and ceiling prices. There is variation across the regimes in the
independence of the arbitrator, the transparency of the arbitrator's decisions and the
scope to appeal against decisions.

Telecommunications: The telecommunications access regime is set out in Part XIC
of the TPA. It is administered by the ACCC. Like Part IlIA, Part XIC involves a
declaration process and uses a negotiate-arbitrate approach to establish terms and
conditions of access. However, Part XIC provides wider grounds for access than Part
IIIA. The ACCC has declared a number of services under Part XIC.

Financial Payments Clearing System: The system allows institutions other than
banks, building societies and credit unions to apply for exchange settlement accounts
with the Reserve Bank of Australia (RBA). These arrangements allow eligible
institutions to settle their own payments (ie cheques, consumer and bulk electronic
payments) without relying on another institution that may be a competitor. These
arrangements were implemented by the RBA following a recommendation from the
Financial System Inquiry in 1997 to make RBA exchange settlement accounts more
widely available. They operate quite separately from Part IlIA.
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2.4 Use of Part llIA

The facilitation of access under Part IIIA has mainly involved the certification
mechanism. There have been only two declarations — covering certain cargo
handling services at Sydney and Melbourne airports, with the latter being only an
interim measure. The only undertaking accepted by the ACCC has been for the
National Electricity Code.

However, the influence of the declaration process has been more pervasive than the
l[imited number of declarations might indicate. As noted, even where certification
applications have been reected, or States and Territories have not sought
certification for their regimes, the Part I11A framework and threat of declaration
have helped to shape those regimes. Moreover, according to the NCC, access has
been achieved via negotiations for a number of rail services that it had
recommended be declared, but which were not ultimately declared by the relevant
State Minister.

Notably, Part I11A has been used to provide access to both vertically integrated and
vertically separate facilities (see table 2.1). As discussed later in the report, the
efficacy of extending access regulation to vertically separate entities has been the
subject of much debate.

Use of the declaration process

Since Part I11A’s inception, there have been 23 applications to have services
declared. Grouped by sector, there have been 10 applications for rail services, 10 for
airport services, one for gas services, one for electricity transmission and
distribution services and one for payroll services.

Importantly, however, a number of the applications for rail and airport services
involved an applicant seeking declaration of multiple services provided by a single
infrastructure owner/operator. For example, Specialized Container Transport (SCT)
submitted 5 applications to cover certain Western Australian Government rail
services. Thus, there have only been 13 separate declaration applications, a number
of which were withdrawn prior to the NCC making a recommendation to the
relevant Minister.
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Table 2.1 Industries covered by Part IlIA access arrangements, by vertical
structure, June 2001

Industry Type of access Jurisdiction  Vertically Vertically
arrangement integrated separate

Airports declaration@ Commonwealth v

Electricity undertaking
(industry code)

Transmission New South Wales

Victoria

Queensland

South Australia

ACT

Distribution and retailing New South Wales
Victoria

Queensland

South Australia

ACT v

AR NE RN

ASRNEN

<\

Gas certification
Transmission South Australia

Western Australia

Victoria

New South Wales

Distribution and retailing South Australia
Western Australia v

DN N NI NI N

<

Victoria
New South Wales v
ACT v
Railways NT/South AustraliaP v
Channels certification Victoria v

agervices provided by the core privatised airports are covered by the declaration provisions of the Airports Act
1996. The non-privatised airports (eg Sydney airport) are subject to the Part IllIA declaration provisions.

b Tarcoola to Darwin rail line.

Note: A certification for the New South Wales rail regime expired in December 2000.

Of the 23 services so far the subject of declaration applications, the NCC
recommended declaration of 9 and non-declaration of 6. Five applications were
withdrawn, and an application made by Robe River for access to Hamersley Iron’s
Pilbara railway was withdrawn following a Federal Court decision that it was not a
service for the purposes of Part I1I1A (see appendix D). An application has been
made for declaration of transmission and distribution services provided by Western
Power Corporation in the south west of Western Australia. However, Western
Power is seeking a ruling in the Federal Court that the service subject to the
application for declaration is not a service for the purposes of Part I11A. Also,
Freight Australia has sought declaration for a number of its own rail services
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provided as part of its role in operating the Victorian intra-state rail track network.
Freight Australia has contended that, in contrast to Part 1A, the Victorian Rall
Access Regime will not provide it with acommercial return on its investment (NCC
2001a). The application is being assessed by the NCC.

Of those services recommended for declaration by the NCC, only cargo handling
services at Sydney airport and, as an interim measure, at Melbourne airport, were
declared by the relevant Minister. While the NCC recommended the declaration of
some rail services, the relevant Ministers regjected these recommendations.
Moreover, for the services so far declared, the process has not, as yet, extended to
the arbitration phase. Box 2.6 provides further details on declaration applications
and outcomes to date.

Use of the certification process

To date, there have been 14 applications for certification of State and Territory
regimes. This has seen 9 regimes certified — the gas regimes in South Australia,
Western Australia, the ACT, Victoria, New South Wales, a previous interim gas
regime in New South Wales, the rail regime in New South Wales (since lapsed),
and the regimes covering the Tarcoola to Darwin rail line and Victorian shipping
channels.

Of the other applications, three are under consideration — the Queensland and
Northern Territory gas regimes and the Northern Territory electricity regime. The
Queendand and Western Australian Governments have withdrawn their
applicationsto have their rail regimes certified.

Use of the undertaking process

To date, only the access arrangements in the NEC — which are registered as an
industry code for the national €electricity market — have been accepted as an
undertaking by the ACCC. When a network service provider registers with the
national electricity market, it is required to give an undertaking to the ACCC to
provide access to its network in accordance with the code.
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Box 2.6 Declaration processes and outcomes

Airport services

The applications for declaration of airport services were all lodged by Australian Cargo
Terminal Operators:

Four applications were made for access to Qantas and Ansett’'s ramp and cargo
handling facilities at Sydney and Melbourne International Airports. These
applications were subsequently withdrawn.

A further 3 applications to have certain freight handling services at Sydney
International Airport declared were accepted by the NCC and the Minister. Following
an appeal to the Tribunal by the Sydney Airports Corporation, the services were
declared for 5 years from March 2000.

Another 3 applications to have certain freight handling services at Melbourne
International Airport declared were also accepted by the NCC and the Minister. The
services concerned were declared as an interim measure prior to being declared
under the Airports Act.

Rail services

Of the applications to have rail services declared:

An application by Carpenteria Transport to have certain Queensland Rail services
declared was rejected by the NCC and the Minister. Carpenteria Transport applied
for a review of the decision, but subsequently withdrew its application.

An application by SCT to have the Sydney to Broken Hill track service declared was
supported by the NCC. However, because the Minister had not made a decision
within 60 days of receiving the declaration recommendation, the service was
deemed not to be declared. An appeal was then lodged by SCT with the Tribunal.
Access to the track service was negotiated following the withdrawal of the appeal.

SCT also placed 5 applications to cover certain Western Australian rail services.
The NCC recommended declaration of the rail track service, but not the other 4
services. The Minister decided not to declare any of the services. An appeal was
then lodged by SCT with the Tribunal. Access was negotiated following the
withdrawal of the appeal.

The New South Wales Mineral Council’s application for declaration of rail track
services in the Hunter Valley was supported by the NCC. However, the service was
deemed not to be declared when the Minister failed to make a decision on the
NCC’s recommendation for declaration within the 60 day limit. The applicant then
appealed, but withdrew the appeal following the certification of the New South
Wales rail access regime (see box 14.1 for more detail).

(continued next page)
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Box 2.6 continued

« The application by Robe River for access to Hamersley Iron’s railway in the Pilbara
region of Western Australia was withdrawn following a Federal Court decision that
the service was not encompassed by Part IlIA on the grounds that it was part of a
production process. The NCC and Hope Downs — an interested third party —
appealed against the decision to the Federal Court. The original applicant, Robe
River, was not a party to the appeal and withdrew its application prior to the appeal
commencing. In dismissing the appeal, the Federal Court secured an undertaking
from Hamersley Iron that it would not use the ‘production process’ basis for the
decision as a barrier to further applications for access to its rail services and, in
particular, to any access application by Hope Downs. Since then, Rio Tinto, the
owner of Hamersley, has acquired 53 per cent of the Robe River operation and
announced that it has reached agreement with the remaining joint venture partners
in Robe River to share Hamersley's rail infrastructure (see appendix D)

+ Freight Australia, the operator of the Victorian intra-state network, has applied to
have a number of its own rail freight services declared. The application is currently
being assessed by the NCC.

Gas

An application by Futuris Corporation for access to the Western Australian gas
distribution network was withdrawn prior to a decision being reached by the NCC.

Payroll services

The Australian Union of Students applied to have the Department of Employment,
Education, Training and Youth Affairs’ payroll deduction service declared. The NCC's
recommendation against declaration of the service was supported by the Minister. An
appeal to the Tribunal from the AUS was unsuccessful (see box 2.2).

Electricity transmission and distribution

An application has been lodged by Normandy Power, NP Kalgoorlie and Normandy
Golden Grove to have the transmission and distribution services provided by Western
Power Corporation in the south west of Western Australia declared. Western Power
has taken the matter to the Federal Court to seek a ruling that the services subject to
the declaration application are not services for the purposes of Part IlIA.

There have been other, unsuccessful, applications for undertakings:

two applications for undertakings to provide access to airport services at
Melbourne and Perth airports were placed with the ACCC. Processing of these
applications was incomplete when the services concerned were declared under
the provisions of the Airports Act 1996; and

an application from Duke Energy International for the Eastern Gas Pipeline was
rejected by the ACCC.
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There were also discussions between the Northern Territory and South Australian
Governments and the ACCC in regard to the use of an undertaking to provide for
access to the proposed Tarcoola to Darwin rail line. However, as noted above,
access arrangements for the line ultimately became the subject of a certified regime.
In addition, the Australian Rail Track Corporation has provided the ACCC with a
draft discussion paper for an undertaking dealing with access to the interstate rail
network (sub. 28).

2.5 Part llIA links with the rest of the Trade Practices
Act

Part I11A links or overlaps with a number of other sections of the TPA. As discussed
in chapter 15, some have argued that this creates uncertainty for investors, service
providers and access seekers.

The main overlap is with Part IV of the TPA. In particular, Part [11A does not
protect access arrangements from action under:

Section 45 of Part IV which prohibits agreements that exclude or limit dealings
with particular customers, or which fix, control or maintain prices,

Section 46 which provides that a person with market power must not take
advantage of that market power for the purpose of:

- eliminating or substantially damaging a competitor;
- preventing the entry of a person into a market; or

- deterring or preventing a person from engaging in competitive conduct in a
market; and

Section 47 which prohibits exclusive dealings (ie restricting a party’ s freedom to
choose with whom, or in what, to deal).

The rationale for the overlap is that measures available in Part 1V may be required
to address any anti-competitive aspects of negotiated access agreements under Part
[IA.

Exposure to Part IV in turn brings into play Part VII of the TPA dealing with the
authorisation of anti-competitive arrangements. Specifically, if an access
arrangement could be considered as anti-competitive under Part 1V, the parties to
the arrangement have the option of applying for an authorisation from the ACCC to
maintain it (ACCC 1999).
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2.6 Overseas approaches

Two broad approaches are used overseas to facilitate access to essential
infrastructure services:

court-based regimes involving general competition legisation; and
regulated access regimes applying to particular industries.

These approaches are used either singly or in tandem. For example, New Zealand
has relied on using general competition laws — in particular, provisions of the
Commerce Act which are similar to Section 46 of the Australian TPA. (However,
the present Government has stated its intention to regulate certain infrastructure
sectors.) In Europe, there is an emphasis on industry-specific access regulation,
although a court-based essential facilities doctrine may also be invoked by an access
seeker. Similarly, the United States uses both a court-based system and industry-
specific regulation to facilitate access. Further details of overseas approaches and
their outcomes are provided in appendix C.

Significantly, it appears that the Australian approach of alegisated ‘ generic’ access
regime operating in tandem with legislated industry regimes has not been used
elsewhere.
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3 Therationale for access regulation

The merits of access regulation have been the subject of much debate. This is not
surprising given its potential ramifications for providers of essential infrastructure
services, users of those services and investors in infrastructure.

In Australia, access regulation is still in its infancy. This is particularly true of the
national access regime. For example, the arbitration provisions for declared services
have yet to be invoked, and there has been only limited testing of the undertaking
mechanism.

Consequently, some participants argued that it is premature to revisit the threshold
question of whether a national access regime is warranted. The Energy Users
Association of Australiacommented that:

... we believe that caution is needed in terms of any proposal for a radical departure
from the existing national access regime at thistime. (sub. DR94, pp. 38-9)

Also, BHP Billiton (sub. DR79) and the Australian Chamber of Commerce and
Industry (sub. DR67) suggested that it is important not to lose sight of the fact that
the national access regime is an element of a national competition policy package
which has been of major benefit to the Australian economy. Similarly, in a paper
prepared for BHP Billiton, Fitzgerald (2001, pp. 3-4) argued that, as part of this
wider package, the regime has driven a range of beneficial reforms in energy
markets.

However, other participants contended that, given the intrusive nature of access
regulation and its potentially significant costs, this review of the national access
regime should examine whether such regulation is warranted. For example, the
Australian Gas Association commented:

The AGA believes the current regime should not be regarded as immutable and
therefore welcomes the opportunity of the Productivity Commission inquiry as a
necessary precursor to legislative and policy adjustments. (sub. 29, p. 2)

The Institute of Public Affairs said:

The competition authorities that have been expanded or created in the wake of the
Hilmer Report have placed considerable emphasis on the promotion of rivalry as a
means of enhancing output and living standards. But they have often been less
cognisant of the importance of property secure from measures by government ... that
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constitute expropriatory ‘takings and reduce the vaue of that property. IPA welcomes
thisinquiry, which we see as an opportunity to re-seat property rights with competition
at the head of the efficiency table. (sub. 18, p. 2)

A broad ranging assessment of the current arrangements is in fact required by the
terms of reference (see chapter 1). In the Commission’s view, there are good
reasons for this. Whatever the merits of the current arrangements, a proper analysis
of them must have regard to the basic problem that intervention seeks to address
and its likely consequences — both intended and unintended. This is true even if
such analysis supports the view that major changes to the current arrangements are
not required. That is, even minor refinements to the national access regime must
have regard to underlying objectives and to any adverse consequences that this sort
of regulation can entail.

Accordingly, this and the following two chapters look at some key considerationsin
determining whether regulation to address access issues is warranted, and what
form such aregulatory response should take:

This chapter examines the rationale for, and the potential benefits of, access
regulation. Specifically, it seeks to identify the characteristics of infrastructure
markets that underpin the case for access regulation, and assess whether the
associated inefficiencies are likely to be significant enough to require a
regulatory response.

The following chapter looks at some of the potential costs of access regulation,
with particular emphasis on its likely impacts on investment in essentia
infrastructure. The likely significance of these costs relative to the benefits of
access regulation is then assessed.

Chapter 5 compares access regulation with other policy instruments for dealing
with access issues. It also discusses the pros and cons of generic and industry-
specific access regulation.

3.1 Some regulatory assessment principles

In addressing these matters (and in its subsequent discussion of the detailed
provisions of Part I11A), the Commission has drawn on a number of general
assessment principles (see box 3.1). These principles embody the requirements for
regulation assessment by the Commonwealth, including those in the Competition
Principles Agreement (CPA). They are also compatible with principles put forward
by participants. For example, the Network Economics Consulting Group (NECG)
argued:
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... in designing efficient regulatory responses to access problems, policy makers need
to (1) carefully define and assess the market failure(s) they are seeking to address and
(2) assure themselves that any regulatory intervention can be sufficiently well
calibrated so that the likely costs of intervention are not so great as to outweigh the
likely benefits of ameliorating any identified market failure. Policy that is not based
upon such careful assessment risks imposing upon society regulations the costs of
which far exceed any potential costs from the market failure at issue. (sub. 39, p. 10)

Box 3.1 Regulatory assessment: some general principles
Objectives
What problem does the regulation seek to address?

Is the problem significant enough to warrant a regulatory response, having regard to
the likely costs of intervention? In other words, are the benefits of regulation to the
community as a whole likely to exceed the costs?

General efficacy

Does the regulation target the problem effectively?

Does it have any unintended consequences and costs?

Is it consistent with related regulations?

Can it readily accommodate expected changes to the nature of the regulated activity?

Would changes to the design and implementation of the regulation improve its
effectiveness?

Would alternative regulatory approaches provide a superior outcome for the
community?

Administrative efficiency and accountability

Are administrative processes timely and transparent?

Are there appropriate and effective monitoring and review provisions?
Are regulators accountable for their decisions?

Is there appropriate separation of policy making and regulatory functions?

Could changes be made to reduce administrative and compliance costs without
undermining the regulation’s effectiveness?

Energex stressed, amongst other things, the need for practical regulations,
developed and implemented in a transparent fashion. It said that:

regulators must be held accountable for the powers they yield over the revenues,
costs and profits of companies,

regulations must be predictable and certain for industries with long investment
horizons;
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regulations must be comprehensive and emulate what happens in real world
markets;

regulators must apply the rules with fairness and balance; and

al stakeholders should have the opportunity to participate in the decision
making process. (sub. 14, p. 41)

The National Competition Council (NCC, sub. 43, pp. 59-61) emphasised the need
to give access providers and seekers flexibility to negotiate terms and conditions;
provide clear guidance to regulators about the objectives of regulation; limit
regulation to genuinely essential facilities; and avoid unnecessary overlap between
regulatory regimes.

Effective regulatory assessment and good regulatory design are particularly
important in this area. As discussed in chapter 4, inappropriate access regulation has
potentially significant costs. Also, regulators are often operating with highly
imperfect information, meaning that the spectre of regulatory failure looms large.
Further, some infrastructure sectors — notably telecommunications — are in a state
of technological flux, putting a premium on flexible and responsive policies to
address any significant market failure.

That said, assessing the benefits and costs of different regulatory approaches is far
from easy. In the first instance, this is because of the difficulties of establishing
what would have happened under different forms of regulation (or in the absence of
regulation). For this reason, much of the debate about the impacts of access
regulation necessarily occurs at the conceptual level.

3.2 Whatis the problem?

In most circumstances, competition between suppliers of goods and services will
result in lower prices, a wider range of products, or better service for consumers.
Not surprisingly, a desire to encourage competition has been a driving force behind
the economic reforms of the last two decades.

This has been especially the case for infrastructure services where, in the past,
competition was often muted or non-existent. Traditionally, government
monopolies dominated service provision — usually providing the final services as
well as operating the networks. However, as noted in chapter 2, many of these
entities have now been split up to facilitate competition in the ‘ contestable’ parts of
service delivery. Governments have also removed legidative restrictions on
competition and privatised those activities where public ownership was no longer
seen as judtified. As a result, new players have entered sectors such as
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telecommunications and energy, bringing with them new products and, often, lower
prices.

But, as the NCC noted, the reform process has recognised that competition may not
be feasible in some aspects of infrastructure service provision and that:

... the shared use of some (so-called bottleneck) infrastructure may be necessary to
facilitate competition in markets that rely on this infrastructure. (sub. 43, p. 10)

Access regulation aims to promote competition in markets that use the services of
‘bottleneck’ or ‘essential’ infrastructure facilities, without compromising incentives
to develop and maintain such facilities.

The perceived need for access regulation stems from the market power that
sometimes attaches to the transmission and distribution facilities involved in the
delivery of infrastructure services. Particularly where owners of such facilities also
operate in upstream or downstream markets, the concern is that they may deny
potential competitors in these related markets access to their facilities. Thus, the
Hilmer Committee (1993) argued that:

Where the owner of the ‘essential facility’ is vertically-integrated with potentially
competitive activities in upstream or downstream markets — as is commonly the case
with traditional public monopolies such as telecommunications, electricity and rail —
the potential to charge monopoly prices may be combined with an incentive to inhibit
competitors access to the facility. For example, a business that owned an electricity
transmission grid and was also participating in the electricity generation market could
restrict access to the grid to prevent or limit competition in the generation market. Even
the prospect of such behaviour may be sufficient to deter entry to, or limit rigorous
competition in, markets that are dependent on access to an essential facility. (p. 241)

However, concerns about monopoly pricing of access, as distinct from denial of
access, also underpin much of this regulation, as reflected in the following
comments from participants:

Access regulation seeks to address a perceived imbalance between the bargaining
position of the facility provider and third-parties seeking access. Excessive pricing is
considered to be as important to an access seeker as other exclusionary tactics.
(Western Australian Government, sub. 38, p. 10)

.. access regulation needs to deal with both the denial of access to and monopoly
pricing of essential services as effective differentiation between these issues may be
difficult. (VENCorp, sub. 24, p. 1)

The issue of denia of access and the price and non-price conditions of access are not
separable and need to be addressed in tandem. (Specialised Container Transport, sub.
DRS5, p. 7)

Part I11A mechanisms are designed to prevent anti-competitive refusals to provide
access to bottleneck facilities. High access prices can have the same practical effect asa
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refusal to provide access. In part, thisis why regulation has tended to focus on reducing
access prices. (NECG, sub. 39, p. 16)

... the problems arising from the monopoly power of airports can only be addressed
through a regulatory framework that addresses both pricing and access issues and
recognises the interlinked nature of the problems. (Board of Airline Representatives of
Australia, sub. 49, p. 4)

In effect, the presumption is that the exercise of monopoly power by owners of
essential facilities — regardless of its particular manifestation — will be to the
detriment of providersin related markets and ultimately to users of the final services
(see below).

The source of the problem

Transitory market power is a feature of virtually all markets. That is, new products
or cost-saving innovations will give firms an advantage over competitors and
temporarily allow them to earn above normal profits. However, the competitive
responses of rival firmswill typically see that market power eroded. As the Institute
of Public Affairs argued:

. most ... monopolies are short-lived since if they extract high prices this rapidly
attracts competition. (sub. 18, p. 3)

Indeed, this process of innovation and competitive response underpins the
dynamism of the market system. As recent experience in the telecommunications
sector illustrates (PC 2001c), this process may be just as influential in infrastructure
markets as in other parts of the economy.

Yet, a the same time, there is the concern that, unlike most other parts of the
economy, demand and supply conditions for essential infrastructure services are
such that providers may sometimes have enduring market power. In most analyses,
such market power is seen to stem from ‘natural monopoly’. However, defining this
widely recognised concept and translating it into workable regulation is not
straightforward.

What is natural monopoly?

The classic text book natural monopoly refers to a situation where one provider is
able to meet total market demand at a lower unit cost than could two or more
providers. This usualy (though not always) reflects the existence of unexhausted
economies of scale or scope (see box 3.2).
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Box 3.2 What is natural monopoly?

A ‘text book’ natural monopoly exists where one firm can meet total market demand at
a lower cost than can two or more firms. The phenomenon derives from the
relationship between market demand and the firm's costs. Usually, it reflects the
existence of unexhausted economies of scale and/or scope:

» (Policy-relevant) economies of scale exist where, at an output sufficient to meet total
demand, marginal costs for a single firm are less than average costs. This means
that average costs are declining at this level of output — the reason why prices
would potentially be higher if the market was split between multiple suppliers.

« Economies of scope exist where one firm can produce a combination of outputs
more cheaply than two or more firms each producing a sub-group of those outputs.
Such economies reflect complementarities in the production of often similar goods
or services — for example, national and local telephone calls.

However, natural monopoly can persist beyond the point at which economies of scale
are exhausted and average costs begin to rise. This is because, up to a point, average
costs when the market is split between two providers will still be higher than those for a
single provider, even though the average costs of the latter are increasing.

The cost-based underpinning for economies of scale and scope has led some analysts
to talk in terms of natural monopoly technologies.

Sometimes, high fixed costs which are not recoverable if a venture fails are argued to
be a source of natural monopoly. But the capacity for high sunk costs to deter entry
may extend beyond markets where there is only one provider, to both duopolies and
oligopolies. Accordingly, high sunk costs do not by themselves define a natural
monopoly. Nonetheless, as discussed in the text, high sunk costs are an important
feature of most natural monopoly facilities. Indeed, it is these high sunk costs which are
likely to deter entry and wasteful duplication of such facilities.

In practice, identifying sustainable natural monopolies can be problematic, particularly
when account is taken of ongoing changes in markets. For instance:

« Increases in demand may render a market contestable even without changes in
cost structures at the firm level. For example, the creation of the national electricity
market through the interconnection of network facilities has made competition
between State-based transmission entities feasible.

« Changes in production technologies may alter the cost-minimising number of firms
at any given level of output.

« Changes in technology may also lead to old and new natural monopoly technologies
co-existing in the market, thereby helping to offset the market power of each.

Perhaps most importantly, even where provision of a particular infrastructure service by
a single firm is likely to be enduring, the provider may have little or no market power.
As discussed in the text, this has led some analysts to argue that natural monopoly
should be defined in relation to a market rather than in terms of a technology.
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The existence of a natural monopoly technology implies that competitive supply of
that technology would be wasteful from the community’s point of view. As
Professor Parry (2000) put it:

Natural monopoly facilities are commonly thought of as those that are so expensive to
duplicate in the context of the market for their services that a more efficient use of
resources arises from third-party access to the primary infrastructure. The ‘natura
monopoly’ essential facilities that are common in many of the utilities, therefore,
require some arrangements for third-party access and, hence, some form of access
regulation. (p. 129)

Similarly, the Law Council commented:

.. iIn a natural monopoly situation, it is generally economically efficient and socially
desirable to allow one firm only to produce all the goods or services required. In these
circumstances, competition is a less efficient market structure than monopoly, and
would lead to the wasteful use of society’s resources, rather than benefit consumer
welfare. (sub. 37, p. 5)

But the question arises as to why ‘wasteful’ competitive entry would be likely in
such circumstances. Infrastructure transmission and distribution facilities typically
have high fixed costs — most of which will not be recoverable by investors if a
venture fails. As the NECG observed:

... infrastructure assets are generally very long-lived and highly specific to the uses and
places for which they have been provided — ie. not fungible. ... These characteristics
mean that infrastructure investment, once made, is largely sunk. The parties making
that investment therefore bear ahigh level of risk ... (sub. 39, p. 19)

This makes competing supply very risky, particularly as the sunk costs incurred by
the incumbent provider would provide it with considerable scope and incentive to
reduce its prices to ward off competition from a new entrant. Indeed, sunk costs are
the main source of any market power enjoyed by the incumbent.

This suggests that, in an unregulated environment, socially wasteful duplication of
essential infrastructure will not be common. In turn, this implies that, from an
access policy perspective, the key issues will relate mainly to any adverse
consequences of ongoing supply of those services by a single entity.

However, this is not to argue that socially wasteful duplication resulting from
failure to secure access at ‘appropriate’ terms and conditions will never be an issue.
In this regard, a number of participants referred to the $28 million investment by
Duke Energy International to by-pass a section of the existing gas pipeline network
in Sydney. Commenting on this investment in a paper prepared for BHP Billiton,
National Economic Research Associates (2000a, p. 10) stated that:
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Duke's pipeline will traverse amost exactly the same route as the bypassed portion of
AGLGN's system, even to the point of using the same right-of-way in many places.
Hordley Park’ s is the most blatantly ‘uneconomic’ bypass we have witnessed anywhere
in the world.

Does market power automatically attach to a natural monopoly technology?

As noted in box 3.2, there can be considerable uncertainty about the extent to which
a natural monopoly is likely to be sustainable over time. For example, changes in
demand or costs may make a monopolised market contestable. Likewise,
particularly in sectors such as telecommunications where technology is evolving
rapidly, old and new natural monopoly technologies may exist side-by-side in the
market.

Further, even if a particular infrastructure service passes the sustainable natural
monopoly technology test, the provider will not necessarily have significant power
in the relevant market. For example, if there is competition in the final market from
goods or services that do not rely on the particular intermediate service, the provider
of that service may have little scope to price above costs. This led the Law Council
to conclude:

‘“Natural monopoly’ should not be defined to mean ‘natural monopoly technology’ —
for example, raill technology may be natural monopoly technology even though the
owner of the technology may have no market power because road and planes are
effective substitutes for rail. The owner of natural monopoly technology in this sense
has no incentive to deny access, even if verticaly integrated, because it has no market
power to protect. (sub. 37, pp. 5-6)

In this context, the NECG (sub. DR116, pp. 34-5) pointed to a number of examples
in Australian law where the existence of substitutes has been ‘linked’ to the concept
of natural monopoly.

Moreover, in the example above, some of those using the railway line might sell
their outputs in competitive world markets. In this case, even if there is no
competition for the rail service from road or air transport, there may still be limited
scope for the owner of the line to price as an unfettered monopolist. Were it to do
so, it would run the risk of making the internationally traded output uncompetitive
and, at the extreme, dry up demand for its service.

These examples serve to illustrate that the perceived policy significance of natural
monopoly may depend crucially on the definition of the market. The narrower the
market definition, the greater the number of services that will become targets for
intervention — even if thereis little or no market power attaching to most of them.
In thisregard, various participants raised concerns about the initial decision to cover
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the Eastern Gas Pipeline under the Gas Code — although this decision was
subsequently reversed on appeal (see chapter 2).

By the same token, too broad a market definition would define the problem away —
ultimately all goods and services are part of the global market for the consumer
dollar and therefore substitutable to some extent. As Dwyer and Lim observed:

... such semantic games cannot conceal the fact that there are natural monopolies
protected by barriersto entry ... (sub. 53, p. 6)

Another relevant consideration is the nature of the customer base for an essential
infrastructure service. As discussed in more detail later in the chapter, where thereis
a small number of large users, those users may have considerable countervailing
market power. In such circumstances, the scope for the service provider to charge
monopoly prices may again be limited.

Some other dimensions to the natural monopoly concept

Some analysts have complicated matters even further by suggesting that the concept
of natural monopoly should encapsulate demand side factors which might lead to
monopoly provision of an essentia infrastructure service. These factorsinclude:

network externalities. For services like telecommunications and post, the value
of the network to a potential customer may depend on the number of people
connected to it. Hence, the advantages enjoyed by a large incumbent provider
might deter the entry of rival providers, even if duplication of networks is
feasible on cost grounds alone; and

the costs for consumers of switching suppliers. * Switching costs' attach to many
goods and services and would not normally warrant policy attention. For some
infrastructure services, however, there are concerns that an incumbent provider
may be able to reduce competition significantly by artificial inflation of
switching costs. The Commission’s report on telecommunications competition
regulation (PC 2001c) considers thisissue in the context of that sector.

The need for common sense

Because of these sorts of complexities, it can be difficult to establish whether a
particular market accords neatly with a definition of a natural monopoly. In this
regard, the NECG argued that:

While the concept is simple to state, it is not easy to trandate into an exact yet
operationally relevant definition. Moreover, and perhaps more importantly, it is
exceptionally difficult to demonstrate empirically that a particular industry is a natural
monopoly. (sub. 54, p. 12)
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And, in reflecting on the policy implications of these difficulties, the NCC
commented that:

... much of the debate surrounding access regulation involves the notion of bottleneck
infrastructure, rather than natural monopoly, for two reasons:

firstly, identification and analysis of bottleneck infrastructure is less problematic,
both in practical terms and in terms of the evidence necessary for the conduct of
administrative processes within an access regime; and

secondly, natural monopolies which do not constitute a bottleneck to competition in
dependent markets are not a problem from the point of view of the objectives of
access regulation.

However, the concept of natural monopoly remains fundamentally important to the
identification of relevant infrastructure in the context of the design and coverage of
access regulation. (sub. 43, pp. 55-6)

The upshot is that there will be a need for pragmatism and common sense in relating
access regulation to the concept of natural monopoly (see chapter 7).

Consequences

Whatever the precise source of any market power enjoyed by the owner of an
essential facility, the denial of access to competitors in related markets — either
directly, or indirectly through ‘unreasonable’ terms and conditions — is likely to
have adverse efficiency effects. So too will monopoly pricing of services, even if
access is provided to all those seeking it. Such behaviour is also likely to affect
income distribution — although whether such impacts will be material depends on
the particular circumstances.

As the Australian Pipeline Industry Association (APIA, sub. DR70, pp. 10-1)
pointed out, various approaches can be used to analyse the efficiency costs of
market power in the delivery of essential services (and the costs of remedial
intervention — see chapter 4). While some of these approaches involve significant
abstractions from the real world, they can nonetheless provide useful insights. At
the same time, however, it is important to recognise their limitations, particularly
given the uncertainty and long investment horizons that characterise most
infrastructure markets.

The starting point for most analyses of the efficiency costs of the denial of access,
or monopoly pricing of that access, isto look at what such behaviour means for the
pricing and use of an existing essential service (see box 3.3).
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Box 3.3 Some impacts of monopoly pricing of essential infrastructure
services: a stylised ‘text book’ model

As discussed in the text, the efficiency implications of denial of access, or monopoly
pricing of access, can be considered in either a static or an inter-temporal framework.
While the latter provides an additional element of reality and richness — as well as
symmetry with the analysis of the costs of inappropriate access regulation (see chapter
4) — some useful insights can be gleaned from a simpler static treatment.

Price Figure 3.1: Monopoly pricing in the market for the final service

Pwvo

PAV
P*

Qwo Qav Q* Quantity

In the simple ‘static’ monopoly model, denial of access, or monopoly pricing of that
access, results in higher prices for, and lower use of, the final service. To illustrate,
consider the case where a vertically integrated facility owner denies access to the
essential input. This leaves the facility owner as the sole provider of the final service.

As depicted in figure 3.1, free of competition in the final market, the facility owner
(notionally) equates marginal revenue to marginal cost and supplies Quo units of the
final service at a price Pyo. This compares with output of Q* at a price P*, were the
retail price set on the basis of marginal cost to encourage efficient use.

Importantly, however, with declining average cost, the price/output combination Q*P*
would not be profitable for the facility owner. The lowest single price the facility owner
could sustain in the longer-term would be P,y. Relative to the Qav/Pay benchmark, the
monopoly outcome is accompanied by a loss of consumer surplus of PyoBEPAy. The
profits of the facility owner rise by PyoBCA, meaning that the loss in allocative
efficiency is equal to BDE plus ACDP,y. (The latter reflects the higher average cost of
delivering the service at the lower monopoly level of output.)

Notably, in this simple example, the outcome in the final market would be the same
were a non-integrated facility owner to set a monopoly price for the essential input to
downstream firms. That is, the facility owner would set a price for the input which
raised the marginal cost for those firms to Pyo. This illustrates the more general point
that outright denial of access and monopoly pricing of access are likely to have similar
effects on the price and output of the final service.

(continued next page)
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Box 3.3 continued

That said, real world outcomes are likely to be much more complex. For example,
charges for both access to essential infrastructure inputs and the final services
concerned can involve a two-part tariff comprising a connection or flagfall charge, and
a charge per unit of use. Moreover, the connection charge may also differ between
users according to the price sensitivity of their demand. Similarly, single charges can
differentiate between users according to their perceived willingness to pay — so called
‘Ramsey Prices’.

These sorts of charging regimes are likely to reduce the efficiency costs of monopoly
pricing. For instance, suppose that under a two-part tariff approach, use charges are
set at P* to encourage efficient use, with the service provider’'s fixed costs and any
above normal profits recouped through the connection charge. If disconnection or
connection to a substitute service is not an option for most users, then service use may
differ little from the efficient level. This in turn implies that the allocative efficiency costs
will be smaller than under the scenario outlined above. Indeed, the provider of an
essential service will generally have an incentive to secure any above normal profit
through charging regimes which minimise reductions in the use of the final service.

In reality, however, the information necessary to implement efficient ‘price
discrimination’ will often be unavailable. Importantly, imperfect price discrimination may
have significant and adverse impacts on service use and thereby on efficiency. (See
for example, Schmalensee 1981, Tirole 1988, Baumol and Sidak 1994 and Daley
1997.) This led the Queensland Mining Council to conclude:
... we seriously question the ability of any access provider to make the judgements about
relative demand elasticities required to give proper effect to the Ramsey pricing concept,
and of any regulator to guard against the misuse of such pricing latitude. (sub. 27. p. 14)

Also, from a policy perspective, it is crucial to distinguish between above normal profits
earned on the provision of a particular infrastructure service and a true ‘monopoly rent’.
As discussed in chapter 4, investment in essential infrastructure services carries with it
a range of risks. Thus, in an ex ante context, the expectation of above normal profits if
an infrastructure project is successful may be required to balance the possibility of
losses if the venture fails. In these circumstances, regulation which seeks to ‘tax’ such
above normal profits may deter investment. The implication is that the above normal
profit represented by the area Py oBCA in figure 3.1 should not automatically be viewed
as a genuine monopoly rent. More generally, this difference between the ex ante and
ex post perspectives illustrates the limitations of the static monopoly model when
applied to the infrastructure area.

In this ‘static’ framework, alocative efficiency costs arise from a higher price for,
and lower use of the essential service, relative to a situation in which the price was
set to encourage efficient use of the service. The higher price is aso likely to
involve an income transfer from users to the provider and its shareholders.

In practice, however, the impacts are likely to be much more complex. For example:
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More sophisticated charging regimes — particularly multi-part tariffs (see box
3.3) — can reduce the adverse impact of higher prices on service use and
thereby lessen the associated efficiency costs.

In addition to being significant household consumption items, infrastructure
services are very important business inputs (see box 3.4). Hence, higher prices
for these services will have implications for prices and outputs in a whole range
of other markets. Asthe National Farmers Federation (NFF) commented:

Any monopoly rents levied by infrastructure owners represent a form of taxation of
intermediate inputs to production or of consumers. For example, inflated electricity or
gas network charges feed into the costs of energy users (eg. irrigators and rural
processing industries) thereby reducing their competitiveness, and distort production
and consumption patterns. (sub. 26, p. 6)

In effect, the sort of welfare costs depicted in the ssmple diagram in box 3.3 as
arising in the market for the final infrastructure service may flow-on to a range
of downstream markets for goods and services.

Where access is provided, the facility owner might seek to take some monopoly
profits by reducing the quality or reliability of the service, rather than by
increasing the price. In relation to (publicly-provided) electricity transmission
services, Stanwell Corporation commented:

[Distribution Network Service Providers] have ssmply refused to accept responsibility
for the quality and availability performance of their network service and for their
emergency situation responsiveness. (sub. 3, p. 4)

Perhaps more importantly, the adverse efficiency effects of unregulated access to
essential infrastructure facilities can aso have dynamic dimensions. Indeed, these
dimensions led APIA (sub. DR70, p. 10) to question the usefulness of an analytical
framework ‘based upon instantaneous gratification, certainty and the absence of
time or place utility’.

In particular, firms responses to the possibility of earning monopoly rents might
influence the timing of new investmentsin essential infrastructure:

In some cases, an incumbent service provider with market power might have an
incentive to delay investments in new service capacity beyond the point at which
such investment is socially desirable. For example, at the public hearings, the
Energy Markets Reform Group suggested that delayed investment in
interconnections between the New South Waes and Victorian electricity
networks has been partly due to:

Preferences by some asset owners to have congestion pricing, create congestion, or

perhaps interferences by State governments that wish to preserve the value in some of
their businesses ... (transcript, p. 275)
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(However, TransGrid (sub. DR98, p. 2) rglected the suggestion that, as an asset
owner, it had an incentive to delay interconnect investments. Among other
things, it noted that most of its revenue is determined via a methodology which
does not have regard to congestion.)

Conversely, suppose that the provision of a new essential infrastructure service
IS contestable — that is, more than one firm could potentially make the
investment. In these circumstances, competition between potential providers (or
the threat of the emergence of a competitor) is likely to see investment take place
as soon as the venture is expected to return a normal level of profits. Ordinarily,
such an outcome would be both privately and socially efficient. However, in this
instance, firms are effectively competing to build a facility which may have
market power once on the ground. As discussed in section 4.3, there is an
argument that competition to acquire such ‘ex post’ rents might sometimes lead
to investment occurring prematurely from the community’ s point of view.

These sorts of investment timing impacts are of more than passing interest, given
that the potential for access regulation to deter or delay socialy worthwhile
investment is one of its major drawbacks (see chapter 4).

Further, denial of access can prevent new players from entering the downstream
market, and thereby limit innovation and the range of services available to users. In
economic parlance, this may impede ‘dynamic’ efficiency. The explosion of
product offerings in the telecommunications market in recent years highlights the
role that new entrants can play in thisregard. That said, as discussed in chapter 4, a
wider product range in downstream markets will only be desirable from a
community perspective if the terms and conditions of access provide a sufficient
return to the facility owner to preserve appropriate incentives for future investment
in the essential infrastructure services concerned.

More broadly, monopoly power might reduce the incentive for an incumbent
facility owner to use its installed capacity efficiently and to invest in product
improvement. Put another way, part of any monopoly rent attaching to extant
infrastructure facilities could be dissipated in higher production costs and other
inefficiencies.

However, in contrast to ex ante rent dissipation through competition to build (see
above), such ex post dissipation appears to be more relevant to public than to
private providers. Unregulated private monopolists will usually have stronger
incentives to operate efficiently than public providers, so as to enhance the value of
their position in the market. Asthe NECG argued:

. an unregulated monopolist need not be technically inefficient. While complex
arguments can be mounted as to why a monopolist might be less efficient in a static
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productive efficiency sense than a competitive firm, powerful counter-arguments can
be put pointing the other way. (sub. DR76, p. 35)

Indeed, some roundtable participants argued that a (transitional) rationale for access
regulation is to help create the environment for more efficient private provision of
essential infrastructure services.

Similarly, unregulated private monopolists will generaly have commercia
incentives to supply the service quality required by users (see, for example, Forsyth
2001). Thisimplies that the sort of quality degradation referred to above is unlikely
to constitute a generally applicable rationale for access regulation. That said, some
forms of access price regulation may encourage cost padding or reductions in
service quality irrespective of whether the service provider is publicly or privately
owned — see chapter 4.

3.3 Significance of the problem

In assessing the need for access (or alternative) regulation, the extent of monopoly
power in the delivery of essential infrastructure services, and the significance of the
problems this creates, are clearly threshold considerations.

Are incentives to deny access likely to be widespread?

A common starting point for assessments of the significance of the access problem
is to look at whether incentives for service providers to deny or inhibit access to
existing essential facilities are likely to be widespread. These assessments, in turn,
often draw attention to the differing incentives facing vertically integrated and
vertically separate facilities.

There is general agreement that vertically integrated essential service providers will
sometimes have incentives to inhibit access by downstream competitors to their
facilities. While, in theory, an integrated entity could appropriate any available
monopoly rents via the price charged for access, in practice, denying access may be
a more effective way of pursuing this objective. For example, as Professor King
(sub. 1) notes, the costs for an integrated provider of making access available, or
constraints on it setting charges to extract above normal profits from competing
downstream producers, may well provide incentives for denial of access.

In contrast, some argue that vertically separate providers will have little incentive to
deny access to firms in related markets. This argument, which is based on the
presumption that a vertically separate provider will maximise profits by maximising
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use of its service, underpinned the Hilmer Committee’s view that the national
access regime should only apply to integrated entities. It was also endorsed by a
number of participants in this inquiry. For example, the Australian Council for
Infrastructure Development (AusCID) stated:

Infrastructure owners which control a single asset with no vertical integration upstream
or downstream ... have every incentive to increase the number of customers they
provide services to and to maintain quality service delivery. (sub. 11, p. 11)

Similarly, APIA commented:

Access is more certain in industries that have ring fencing (eg. gas pipelines) or a
structure where owners and users of assets are separate (ie no vertical integration). In
these industriesit is not in the asset owner’ s interests to impede access. (sub. 32, p. 7)

Goldfields Gas Transmission (sub. DR104) and the Sydney Airports Corporation
(sub. DR114) were among those vertically separate providers who said that they
operate ‘open’ access arrangements. As noted in chapter 2, separation of essential
infrastructure services from other parts of the delivery chain is more widespread
than when the national access regime was promulgated.

However, in the Commission’ s view, attempts to delineate incentives to deny access
on the basis of firm structures can be misleading. For example, even if providers of
essential services operate in related markets, they may still have incentives to offer
access to competitors. In this regard, the vertically integrated rail provider Freight
Australia contended:

... iIf anew operator sought access to rail from Freight Australia in order to participate
in the freight market, providing access would then be a new business opportunity for
Freight Australia... If the new operator sought to handle some freight that [Freight
Australia] would otherwise handle itself, then it is to be expected that [Freight
Australia] would take into account the potential loss of its own business in its
negotiation with the new operator. ...[However], there would be scope for [Freight
Australia] and the new operator to successfully negotiate mutualy beneficial terms.
(sub. 19, p. 7)

Just as importantly, non-integrated providers — particularly publicly-owned entities
that have been structurally separated — may have incentives to deny access.
Commenting on thisissue in general terms, the NECG said:

It is important to note that [an access|] problem can arise whether or not the owner of

the bottleneck facility is vertically integrated, contrary to some recent suggestions.
(sub. 39, p. 10)

More specifically, the NCC argued:

... asfurther research has evolved in this area of regulation, it has become apparent that
access can be just as substantial a problem for structurally separated essential facilities,
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as for those that are vertically integrated. This is largely because an essential facility
owner will always face incentives to seek any rents available in upstream and
downstream markets, and vertical integration is not the only means by which the
facility owner may be able to capture these rents. For example, contractua
arrangements can be used to achieve the same outcomes as vertical integration. (sub.
43, p. 58)

In effect, the argument is that if vertical integration is intrinsically more efficient,
providers that have been vertically separated may seek to mimic the integrated
outcome through a contractual arrangement with a single downstream supplier. The
Queensland Mining Council saw this to be a particular problem where separated
upstream and downstream entities remain in common ownership:

There will ... be a high risk of interference in the access process where the facility
owner is a stand-alone entity, but is owned by an entity that also runs the upstream or
downstream business. This is the case with electricity in Queensland where the state
government owns generators, distributors/retailers and the transmission network
provider. (sub. 27, p. 1)

Others have suggested that operators of publicly-owned, non-integrated, facilities
till have considerable scope to pursue non-commercial objectives and might seek
to deal on a selective basis with access seekers, even if an open access policy would
maximise profits. In this regard, the Law Council said that the experience of some
of its membersisthat:

... there are non-vertically integrated natural monopolists in Australia who have denied
in the past, and continue to deny, access to their essential facilities even though it
would be profit-maximising to grant access. Reasons given for this denia include the
long-entrenched culture of former State-owned natural monopolists, and a lack of
incentives for these firms to achieve commercia returns. Examples given include
various owners of rail facilities that are not vertically integrated. (sub. 37, p. 7)

Indeed, as previously noted, some commentators see access regulation as a vehicle
for breaking down such legacies of public infrastructure provision. (The drawbacks
of relying solely on structural or accounting separation to encourage publicly-
owned providers to offer open access are considered further in chapter 5.)

More broadly, the Board of Airline Representatives (sub. 49, p. 3) provided arange
of examples of economic linkages between airports and other airport businesses to
illustrate that there can be varying degrees of integration into downstream markets.
It went on to argue that, as a consequence, a simple delineation between integrated
and non-integrated providers can be misleading.

In any event, even if operators of essentia facilities do not have reasons to deny
access, they will clearly have incentives to exploit any market power when setting
prices and conditions for that access. As noted above, the impacts of monopoly
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pricing on users of the final service may be little different from those resulting from
absolute denial of access. Indeed, in a commercial negotiating framework, the two
may be linked. Thus, Specialised Container Transport claimed that the Australian
Rail Track Corporation had:

.. unilaterally altered existing terms of access to the detriment of operators, with the
threat of denying access if those terms were not agreed upon. (sub. DR85, p. 7)

Similar considerations are likely to influence access arrangements for new essential
facilities. Sometimes, access terms and conditions for new facilities will be spelt out
in contracts with ‘foundation’ customers (see chapter 4). Nonetheless, investors will
take into account the scope to exercise market power in establishing these
foundation contracts or in dealing with other access seekers once the facility isin
place.

How big are the economic costs?

The implication of the preceding discussion is that, in the absence of regulation,
denial of access to essential infrastructure services, or monopoly pricing of access,
would be more than an isolated occurrence. As well as detracting from the efficient
use of the services concerned, such behaviour would also compromise efficient
investment in related markets. Moreover, the pursuit of monopoly rents might also
have adverse consequences for the timing of investment to provide new essential
services and to augment existing networks.

However, estimating the likely magnitude of these costs across the sweep of
Australia s essential infrastructure sectors would be an extraordinarily difficult and
time consuming exercise. Indeed, given the various assumptions about future
demand and supply costs, pricing behaviour and the like that would be required, the
reliability of any such estimates would be questionable.

Not surprisingly, therefore, the focus in submissions was on the benefits that users
have derived from access regulation. For example:

The Australian Wheat Board (sub. 16, p. 2) said that the open access rail regime
in New South Wales has allowed it to introduce two additional rail operators in
the south of the State leading to a freight cost saving of $4 atonne in the region.
The Board also noted that the Australian Rail Track Corporation’s access regime
has been partly responsible for a reduction in grain handling costs at the
Dimboola Grain Centre of nearly 25 per cent.

The New South Wales Minerals Council (sub. 22, p. 7) and Rio Tinto (sub. 15,
pp. 9-10) said that access regulation has led to a reduction in rail charges for
Hunter Valley coal exporters of up to 50 per cent, worth over $80 million a year.
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Specialised Container Transport (sub. DR85, p. 1) said that its entry into the rail
freight market has contributed to a 30 per cent reduction in freight rates since
1995. (As noted in chapter 2, the company has successfully negotiated access to
anumber of rail serviceswhich it had sought to have declared under Part I111A.)

The Chamber of Commerce and Industry Western Australia (sub. 12, p. 4) noted
that gas access regulation in Western Australia has led to significant price falls
for ‘contestable’ customers, with further reductions anticipated as the demand
threshold for contestability is reduced, and ultimately abolished.

The Australian Petroleum and Production Exploration Association (sub. 35, p. 6)
commented that, prior to the introduction of the gas access regime, facility
owners offered uneconomic terms and conditions, or delayed negotiations for
access to transmission pipelines and distribution systems. It went on to note that
unnecessary costs are still being incurred, citing Duke Energy’s Horsley Park
bypass referred to above.

The Northern Territory Government (sub. DR111, p. 7) said that the regime
providing access to the Power and Water Authority’s (PAWA) electricity
network has enabled a private supplier — NT Power Generation — to enter the
market in competition with PAWA. It went on to note that this has resulted in
cost savings of around 15 per cent for larger electricity customers.

The Australian Competition and Consumer Commission (ACCC, sub. 25,
pp. 58-62) provided a range of data on price reductions and new investment in
the electricity, gas and airports sectors.

However, separating the impacts of access regulation from those of other policy
changes and market features is difficult. For instance, some roundtable participants
suggested that the previously high rail charges imposed on Hunter Valley codl
producers reflected the non-commercial pricing practices of a public rail authority,
rather than the lack of access regulation as such. Similarly, the price reductions and
new investment in key infrastructure sectors reported by the ACCC presumably
reflect the combined effects of a sweep of policy reforms and general market
developments. Commenting on such influences in relation to recent fals in rall
freight costs, the Australian Rail Track Corporation acknowledged:

It is probably fair to say that the vertical separation of a large part of the east-west
interstate rail corridor, together with the presence of a highly efficient intermodal
competitor, were largely responsible for the advent of ... competition rather than access
regulation per se. (sub. 28, p. 5)

It is aso important to note that a, possibly large, component of the cost savings
attributed above to access regulation is an income transfer between the parties rather
than an efficiency gain. As is widely documented in the economic literature,
‘transfer’ calculations derived by multiplying service use by afall in price are likely
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to exceed the true efficiency gain — the increase in the sum of producer and
consumer surplus — by a considerable amount.

At a broader level, the importance of infrastructure services to the Australian
economy might suggest that there will be significant costs from ineffective access
arrangements. These services are major inputs for most Australian businesses (see
box 3.4). Effective and accessible infrastructure services are also essentia to
provide for a basic quality of life in the wider community. The Western Australian
Government summarised the role of access arrangements as follows:

Western Australia recognises the importance to the Australian and State and Territory
economies of administratively effective access regulation. With the lion's share of
Australia s oil and gas reserves, Western Australiais well positioned to realise broadly
based benefits from increased economic activity from the national gas pipelines access
regime. Moreover, given the State’s vast but isolated mineral endowments, effective
and competitive rail freight, port services and other forms of transport will be of vital
Importance to the State's international competitiveness and economic well-being.
(sub. 38, p. 5)

In relation to rural and regional Australia, the NFF said:

Access to, and the adequacy of, competitively priced infrastructure is of vital concern
to rural and regiona Australia. The NFF sees the regulation of third party access to
Infrastructure as important in ensuring competition in the provision of services, thereby
providing benefits such as lower prices, choice of service provider and more innovative
and better quality services. In turn, this will increase the competitiveness of
downstream industries from rural and regional Australia, such as dairy, rice growing,
food processing and fertiliser plants, providing employment and underpinning regional
development. (sub. 26, p. 2)

And, in relation to energy infrastructure, the Energy Users Association of Australia
commented that:

.. energy networks are among the most important determinants of the international
competitiveness of the Australian economy and Australian living standards, and
engendering competition in upstream and downstream markets means lower prices,
choice of provider, more innovation, better quality services and a more efficient
utilisation of infrastructure. (sub. DR94, p. 38)

The importance of essential infrastructure services is further reinforced by the
observation that the national access regime has been estimated to have a material
impact on well in excess of $50 billion of assets (see chapter 2).
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Box 3.4 The significance of infrastructure services

Access to, and investment in, infrastructure services are central to economic
performance and living standards. As AusCID (sub. DR80, p. 3) remarked, Australia’s
size and dispersed population mean that infrastructure ‘lies at the heart of the
Australian economy’. More specifically:

« The services from economic infrastructure account for more than 10 per cent of
Australia’s GDP.

« Infrastructure services are major inputs for Australian industries and businesses.
Power, water and sewerage, rail, pipelines and other transport and communication
services together account for more than 9 per cent of total intermediate use by
business. In turn, business use represents some 70 per cent of total demand for
these services.

+ Efficient infrastructure service provision is particularly important for Australia’s
traded goods sector. In this regard, Rio Tinto commented:
Access to efficient bulk freight rail systems is vital to maintaining the competitiveness of
much of Australia’s mining industry. In 1999-00 the five most important Australian mineral
exports by value were, in order, coal, bauxite/alumina/aluminium, crude oil, gold and iron
ore. The first, parts of the second and the fifth are bulk commodities whose cost structure is
significantly affected by the cost of transport services. Energy is a major input into the
refining of alumina and the smelting of aluminium. Burning coal frequently provides that
energy. The cost of transporting that coal from mine to power station is a significant factor in
the cost competitiveness of those industries. Taken together exports of these three groups
of commodities earned Australia over $19b in 1999-00, accounting for over 26% of the
value of Australia’s commodity exports. (sub. 15, p. 2)

« Economic infrastructure services account for some 5 per cent of consumer
spending. Moreover, in a broader sense, their significance to consumers extends
beyond this accounting measure. Put simply, services such as power, water and
communications are essential to basic quality of life.

+ More efficient provision of infrastructure services can therefore be of major benefit
to the economy and community more generally. For example, Industry Commission
modelling (IC 1995) suggested that the infrastructure reforms, including access
regulation, proposed by the Hilmer Committee could directly increase:

— real GDP by nearly 2 per cent;

— real consumption by more than 1.4 per cent; and

— export volumes by nearly 5 per cent.

Also, as the NFF (sub. 26, p. 7) noted, infrastructure investments can have
‘spillover’ benefits for productivity and growth more generally.

Source: ABS, National Income, Expenditure and Product, Catalogue no. 5206; Australian National
Accounts, Input-Output Tables, Catalogue no. 5209; IC 1995b.
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However, the efficiency costs of unregulated access are likely to be much less
significant than might be inferred from the overall importance of infrastructure
Services:

The most important consideration in this regard is the role of competition, even
in an unregulated setting, in limiting an essential service provider’'s market
power (see section 3.2).

Further, as noted, non-integrated service providers will sometimes be dealing
with a small number of large users with capacity to exercise countervailing
market power. For example, in relation to gas pipelines, APIA said that:

Transmission pipeline customers are very small in number, are very informed buyers
and often have (eg producers who are also owners and developers of pipeline assets)
more market power than the pipeline companies themselves. (sub. DR70, p. 9)

Similarly, in commenting on the ACCC'’s recent determination for the Moomba
to Adelaide Pipeline system, Epic Energy (2001, p. 1) contended that:

The market will dictate the prices which are acceptable. The customers we are dealing
with are large sophisticated buyers who have the ability to choose their source of
supply and to negotiate suitable contracts ...

And, in an airports context, Sydney Airports Corporation (sub. DR114, p. 4)
commented that scope for airlines to divert individual flights between airports
can have a significant impact on airport profitability. It further contended that
the influence of the airlines ‘politically and in the media is another source of
countervailing power.

There is a body of economic literature suggesting that, in these sorts of
circumstances (and in the absence of collusion), negotiated prices and quantities
might not diverge greatly from efficient levels. (See for example, Layard and
Walters 1978, p. 244.) The Commission’s draft report on Price Regulation of
Airport Services (2001a) contains a discussion of the extent and impacts of
countervailing power in that sector.

Also, the efficiency impacts of the denial or monopoly pricing of access will
depend on the nature of the charging regimes for the essential input and/or final
services. For example, as noted in section 3.2, multi-part pricing regimes are
likely to have lower efficiency costs than uniform single charges.

Of course, concerns about the costs of denial or monopoly pricing of access extend
beyond efficiency. In particular, given that infrastructure services such as
communications, power and water are essential for basic quality of life, there are
distributional consequences to be considered. However, as discussed in chapter 6,
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access regulation is unlikely to be an effective or appropriate instrument for
targeting distributional outcomes.

3.4 Summing up

The preceding discussion suggests that it is important not to overstate the extent of
market power in the provision of essential infrastructure services. While delivery of
a number of these services relies on natura monopoly technologies, various
competitive pressures are likely to limit the scope for providers to restrict access
and/or raise access prices unreasonably. This reinforces the need not to dismiss the
‘no regulation’ option, particularly given the likely costs of remedial intervention
discussed in the following chapter.

Yet, at the same time, it would be foolish to dismiss the concerns and economic
arguments underpinning access regulation. Clearly, there will be cases where
providers of essential infrastructure services have both the incentive and capacity to
behave in waysinimical to achieving efficient market outcomes.

Moreover, as a transitional mechanism, access (or similar) regulation may have a
role to play in helping to overcome the legacy of public ownership and operation of
many of Australia's infrastructure networks. Evidence assembled in a range of
Commission inquiries over a number of years indicates that public ownership,
combined with lack of competition, led to substantial inefficiencies in service
delivery and poor investment decisions, as well as stifling incentives to innovate.
While the ingtitutional and legislative reforms of the last decade or so are helping to
create a more competitive market environment, the infrastructure sector is still in a
transitional phase. Accordingly, the competitive forces that might be expected to
constrain the exercise of market power in the delivery of these services might not
yet be fully effective.
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4  The costs of access regulation

In assessing the case for any regulation, the costs of intervention are an important
consideration. Even if a regulation will have benefits, intervention will only be
warranted if those benefits exceed the regulatory costs. As Rio Tinto commented in
relation to Part I11A:

To achieve its objective, the [national access regime] must not ssimply deliver some
benefits but sufficient benefits to outweigh the costs of obtaining them. ... some
aspects of the [regime] are proving relatively costly to operate, making this point more
than academic. The point gains further weight when it is recognised, as the Hilmer
report did, that there may be costs to the [regime] beyond those directly measurable like
the cost of the legal process. (sub. 15, p. 4)

Access regulation can entail a significant attenuation of private property rights. This
may give rise to a range of costs, particularly if access regulation is poorly
specified, meaning that the implications for property rights are ill-defined.
Uncertainty about the property right implications of changes to access regulation
may also giverise to similar costs.

These costs can take a number of forms, including:
administrative costs for government and compliance costs for business;

constraints on the scope for infrastructure providers to deliver and price their
services efficiently;

reduced incentives to invest in infrastructure facilities;
inefficient investment in related markets; and

wasteful strategic behaviour by both service providers and access seekers.

Thelikely significance of these costs will obviously depend on the nature and use of
an access regime. If aregime is used sparingly, the costs are likely to be small in
aggregate terms. Perhaps more importantly, the costs (and the benefits) will depend
crucially on the pricing rules that underpin access regulation — either explicitly, or
implicitly via an arbitration process (see chapter 7). The significance of the costs
will also depend on the extent of any ‘regulatory failure'. Thus, as with the benefits
of access regulation, establishing the materiality of the costs is fraught with
difficulty.

THE COSTS OF 59
ACCESSREGULATION



4.1 Compliance and administrative costs

Access regimes entail administrative costs for government and compliance costs for
business.

The Commission did not attempt to estimate the costs incurred by the
Commonwealth Government in relation to Part I11A, or by the States and Territories
in administering their various industry access regimes. However, in an aggregate
sense, these costs are unlikely to be al that large:

BHP Billiton (sub. 48, pp. 72-3), while expressing concern about the
proliferation of regulatory agencies in the energy area, suggested that the costs
of funding a body like IPART are quite modest given the range of tasks it
undertakes.

The Western Australian Government (sub. DR69, p. 8) advised that the cost to
the State of assessing gas access arrangements has averaged around $260 000, or
less than 0.6 cents a GJ of regulated pipeline throughput. (These costs are in fact
largely paid for by the industry.)

Moreover, in terms of affecting market outcomes, the costs of funding regulatory
agencies are likely to be less of an issue than the compliance costs incurred by the
parties to particular access disputes, or those seeking regulatory approval for
specific access arrangements.

For both access seekers and service providers, compliance with access regulation
can be costly. Decision making processes can often be protracted, particularly
where a negotiate-arbitrate processis involved. For example:

The experience to date with the Part I11A regime suggests that an access seeker
should expect that the declaration process could take several years, particularly if
appedls to the Australian Competition Tribunal eventuate. While the arbitration
process in Part I11A has yet to be tested, it too is likely to be time consuming.
For example, the experience to date with the telecommunications access regime
isthat arbitrations can take up to two years to complete (see PC 2001c).

It took more than two years to achieve certification of the New South Wales rail
access regime under Part I11A (see box 15.1). Similarly, the Northern Territory
Government (sub. DR111, p. ii) said that its application to have the Territory’s
electricity access regime certified ‘ has taken around eighteen months and is still
to be completed’.

Setting terms and conditions within the framework of a certified regime, or
securing a Part 1A undertaking, is also likely to be time consuming. For
instance:
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- The Australian Gas Association (sub. 29, p. 27) provided data showing that
final approvals for access arrangements for gas transmission pipelines have
generally taken between 12 and 20 months to secure.

- More specifically, Epic Energy referred to its experience with the access
arrangement for the Moomba to Adelaide Pipeline, where it took the
Australian Competition and Consumer Commission (ACCC) more than two
years to make a final determination. It further noted that it had been waiting
for 18 months for a draft determination on a proposed arrangement for the
Dampier to Bunbury pipeline, resulting in a potential revenue loss of over
$20 million. (transcript, p. 425)

- Box 4.1 outlines similar delays associated with the approval of an access
arrangement for Australian Gas Light Gas Networks (AGLGN) distribution
network in New South Wales.

Duke Energy International (sub. DR95, p. 2) further noted that a need to seek prior
approval for ‘affiliate’ contracts with foundation customers (and to disclose
commercia contract information) ‘can potentially result in the loss of business
opportunities’.

The resource costs for firms of complying with the regulatory requirements can also
be considerable. The Australian Gas A ssociation commented:

These costs include demands on the in-house senior management resources and the
provision of external specialist legal/economic advice. In addition to these resources,
many gas industry network businesses employ over 5 in-house specialists in the area of
regulatory affairs. Estimates of the total costs of developing and negotiating Access
Arrangements for small extensions to gas distribution networks range from $200 000 to
$250 000. ... Costs for development of Access Arrangements for transmission
pipelines are even greater. So far, these Arrangements have been estimated to cost
$10 million, with associated annual costs of $1-2 million. (sub. 29, p. 17)

In a subsequent submission responding to the Commission’s Position Paper,
(sub. DR84, p. 13), the Association updated its estimate of the cost of developing
gas access arrangements to $13 million, noting that this figure excludes ‘ numerous
arrangements prepared by gas distribution networks. Goldfields Gas Transmission
(sub. DR104, p. ii) said that compliance with the Gas Code costs it more than
$1 million a year, ‘with approximately half of this figure representing unavoidable
fixed regulatory agency charges.” Similarly, Duke Energy International (sub. DR95,
p. 3) said that the appeal against the initial decision to cover the Eastern Gas
Pipeline under the Gas Code had cost the company in the order of $3 million.
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Box 4.1 Delays and the compliance costs of access regulation: two
participants’ experiences

The Energy Markets Reform Forum

In its submission, the Forum quoted the following material from the Independent
Pricing and Regulatory Tribunal's (IPART) foreword to the access arrangements for
AGLGN's gas distribution network in New South Wales:

The process for considering AGLGN'’s revised Access Arrangement has extended over
some 18 months. This is far too long! This has reflected a variety of factors, including the
particular requirements of the Code. ...

Following extensive further consultation and analysis since the release of its draft decision,
the Tribunal still requires, inter alia, revision of the initial capital bases proposed by AGLGN;
the rate of return underpinning the annual revenue requirement; and resultant prices
proposed in AGLGN's revised Access Arrangement. The Tribunal will also require downward
revision of AGLGN'’s non-capital cost projections and some of its expenditure items.

There has also been considerable work undertaken on cost allocations and alternative tariff
scenarios. Transportation charges represent a significant cost for customers and the
Tribunal is concerned to ensure, inter alia, that customers pay no more than is appropriate
for the use of the AGLGN distribution system. (IPART 2000, foreword).

The Energy Markets Reform Forum went on to say:

Following further delays, the Tribunal finally approved AGLGN’'s revised Access
Arrangement and Access Arrangement Information (which incorporated the amendments
specified in the Tribunal’s final decision) in September 2000 and the regime came into effect
on 1 October 2000 — 22 months after AGLGN submitted its proposed Access Arrangement
to the Tribunal in January 1999 and 14 months after the expected date for commencement
of the access regime (July 1999). (sub. 7, p. 5)

Rio Tinto

In October 1998, Rio Tinto lodged an application in the Federal Court seeking a ruling
that the Rail Track Service subject to a Part IlIA declaration application by Robe River
Associates was not a service within the meaning of the national access regime (see
appendix D). In its submission, Rio Tinto described the resources involved in pursuing
this application:

The formal process ... stretched over some nine months and involved six days of Federal
Court hearings. There were seven respondents in the case. While the case was proceeding,
there was substantial activity associated with the processes of the NCC [National
Competition Council]. Following receipt of the application the NCC issued a discussion
paper in September 1998 and invited submissions from interested parties. HI [Hamersley
Iron] and others, including Hope Downs Management Services and Wright Prospecting, both
associated with other prospective mines in the Pilbara, as well as BHP Iron Ore and the
Western Australian Government, filed submissions. The HI submission ran to some 235
pages and included four consultants’ reports. Following further discussions with the parties,
the NCC issued a further discussion paper in March 1999, and requested further
submissions from interested parties. It also convened an economists’ forum on the issues in
May 1999, but this was subsequently cancelled. Overall a substantial volume of resources
from a variety of sources was expended in resolving this matter. (sub. 15, p. 13)
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High costs were also said to arise in gas and electricity distribution and retailing,
with the Australian Council for Infrastructure Development (AusCID, sub. 11, p. 9)
pointing to imposts from access and other regulation of $30 million a year in
Victoria alone. And in the rail sector, Freight Australia (sub. DR82, p. 2) indicated
that each application for access to its network would give rise to an initial cost to
the company of at least $150 000, with ongoing ‘information maintenance
expenditure of between $50 000 and $100 000 a year.

A number of participants also referred to the additional compliance costs for firms
operating in more than one jurisdiction. The Australian Gas Association gave the
example of agas distribution business which has had to make different alterations to
a draft access arrangement submitted to two State regulators. The Association went
on to conclude that such inconsistency:

... adds significantly to the cost of regulation under the Code, as it prevents gas
network businesses taking full advantage of economies of scope and scale in
responding to multiple regulatory authorities. (sub. DR84, p. 14)

Box 4.1 provides a further illustration of the compliance costs that access regulation
can entail.

However, not all of the compliance costs referred to above can be attributed to
access regulation. In an unregulated environment, commercial negotiations on
access matters would not be costless. Also, the protracted nature of decision making
to date is partly because access regulation in Australia is still very much in the
development phase. As more decisions are made and precedents established, the
general timeliness of decision making may well improve.

Further, it is important to consider the sort of dollar imposts reported above in the
context of the overall value of the services being supplied. Thus, while emphasising
that there are significant ongoing compliance costs for firms, the Australian Pipeline
Industry Association (APIA, sub. DR70, p. 18) said that the cost of developing
access arrangements for mature pipelines, expressed in per unit terms, ‘does not
appear to be excessive'. More specificaly, BHP Billiton (sub. 48, p. 74) estimated
that the total cash cost for service providers of gas access regulation in New South
Walesis about $2.5 million ayear or less than 3 cents/GJ. The latter represents only
a very small fraction of the retail price of gas — although in a later submission
(DR88, p. 1), BHP Billiton suggested that low compliance costs partly reflect the
Imprecise nature of the asset valuation methodology employed.

Nevertheless, a number of participants said that because there is a substantial fixed
component in compliance costs, th