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1. INTRODUCTION

The purpose of this paper is to: 

· list a number of issues that the ACCC has identified as relevant to its role in assessing the Access Arrangements and Access Arrangement Information for the Principal and Western Pipeline Systems submitted by the Energy Projects Division (EPD) of the Victorian Department of Treasury and Finance (this list is not meant to be exclusive); 

· list the issues relevant to the related application for authorisation under Part VII of the Trade Practices Act (1974) of the Service Performance Contracts and also the expected application for authorisation of the Victorian Gas Industry Market and Systems Operation Rules; and 

· invite interested parties to make submissions on these and other relevant issues that parties consider the ACCC should consider in its assessment of the Access Arrangements and authorisation applications. 

Under the Victorian Third Party Access Code for Natural Gas Pipeline Systems, the ACCC is required to:

· inform interested parties that it has received the Access Arrangements from Transmission Pipelines Australia Pty Ltd, Transmission Pipelines Australia (Assets) Pty Ltd and Victorian Energy Networks Corporation; and

· publish a notice in a national daily paper which at least describes the Covered Pipelines to which the Access Arrangements relate; states how copies of the documents may be obtained; and request submissions by a date specified in the notice.

After considering submissions received, the ACCC is required to issue a draft decision which either proposes to approve the Access Arrangements or not to approve the Access Arrangements and states the amendments (or nature of the amendments) which have to be made to the Access Arrangements in order for the ACCC to approve it. Submissions will be sought again following release of the Commission’s draft decision. After considering any additional submissions, the ACCC will issue a final decision.

2. THE Victorian GAS ACCESS REGULATORY FRAMEWORK

2.1 General Description of Victorian Access Regulatory Framework




Structure of Victoria’s Gas Industry

The proposed structure of Victoria's gas industry is described in detail in the EPD paper, The Gas Market For The Future (available from the ACCC).  Briefly, it is to comprise: 

· a single monopoly producer of gas (Esso/BHP) who supplies the market under an agreement negotiated by the Victorian Government
;

· a gas transmission business comprising Transmission Pipelines Australia Pty Ltd (service provider) and Transmission Pipelines Australia (Assets) Pty Ltd (asset owner) which together own and maintain the transmission assets and provide gas transmission services;

· a gas transmission system operator, Victorian Energy Networks Corporation (VENCorp), which is responsible for system and market operating functions; 

· three gas distribution companies (Westar, Stratus and Multinet) with associated asset owning companies; and

· three gas retailers (Kinetik, Energy 21, and Ikon).  

Under the proposed structure, the natural monopoly components (the transmission and distribution system pipelines) are separated from the contestable components (retail supply).  VENCorp brings the several components together by, amongst other things, managing the wholesale market by ensuring there is balance between demand and supply of gas at all points in the system.

The ACCC is responsible for assessing the access arrangements under the Code relating to Victorian transmission services.  Its role under the Trade Practices Act is not confined to the transmission sector.

2.2 Victorian Gas Legislation and Other Relevant Documents

The main legislation and relevant documents regulating the Victorian gas transmission industry are: 

· the Gas Industry Act 1994 (as amended by the Gas Industry (Further Amendment) Act 1997);

· the Victorian Third Party Access Code for Natural Gas Pipelines Systems (the Code);

· Orders in Council made pursuant to those Acts, including the Tariff Order, made under the Gas Industry (Further Amendment) Act 1994;

· licences issued by the ORG pursuant to the Gas Industry (Further Amendment) Act 1994; and  

· various rules which the legislation and licences require the licensees to observe. 

2.2.1 The Victorian Gas Code

The Victorian Government has introduced the Victorian Third Party Access Code for Natural Gas Pipelines Systems in advance of the introduction of the National Third Party Access Code for Natural Gas Pipelines Systems in order to expedite the restructuring of the Victorian natural gas systems at the transmission, distribution and retail levels.  The Victorian Code largely mirrors the National Code and is expected to be superseded by it.

Under the Victorian Gas Code, transmission Service Providers are required to submit access arrangements to the ACCC for approval.  These access arrangements are discussed in section 2.4 below.

2.2.2 Victorian Gas Industry Tariff Order

The Victorian Gas Industry Tariff Order regulates the pricing of tariffed services and excluded services provided by certain persons within the Victorian gas industry. The Tariff Order: 

· specifies the initial tariffs until 31 December 2002;

· specifies the initial prices for scheduled excluded services;

· specifies the principles, procedures and formulas which apply during the initial regulatory period for altering, closing and introducing new tariffs and prices for scheduled excluded services; and

· provides guidance to the Regulator for the making of a price determination to regulate tariffs for tariffed transmission services and tariffed transmission services in the subsequent regulatory period.

Tariffs or a price for a scheduled excluded service set under the Tariff Order cannot be altered or closed except under the Tariff Order.

The tariff will continue to apply until the earliest of: 

· the date the tariff is altered or closed under the Tariff Order; and

· for retail tariffs, 31 August 2001 and for all other tariffs 31 December 2002.

For further information regarding the Tariff Order, see the EPD document Victorian Gas Industry Tariff Order Outline (available from the ACCC).

2.2.3 Victorian Gas Industry Market and System Operations Rules

The Victorian Government describes the function of the MSO Rules to be to:

· create a market for the conveyance of gas through the Transmission System;

· create a market for the balancing of gas flows in or through the Transmission System; and

· regulate the operation of the Transmission System by VENCorp, including the regulation of system security by VENCorp and resolution of disputes between Participants or between VENCorp and Participants regarding the application or interpretation of, or failure to comply with, the MSO Rules.

2.3 Victorian Gas Industry Arrangements Submitted for Approval

2.3.1 Transmission Access Arrangements

EPD has lodged three different Victorian Gas Transmission Access Arrangements with the ACCC for approval: 

i)
by Transmission Pipelines Australia (TPA) and Transmission Pipelines Australia (Assets) (TPAA) for the Principal Transmission System;

ii)
by TPA and TPAA for the Western Transmission System, and

iii)
by VENCorp for the Principal Transmission System.

Separate access arrangements have been submitted for the gas transmission services provided by the Principal and Western systems as these are currently physically separate systems, and so require individual access arrangements.

The VENCorp access arrangement mainly relates to VENCorp’s role as operator of the Principal Transmission System where it is responsible for the Transmission Control, Market Management and LNG System Security functions under a market carriage model.  It also relates to the Western System which currently operates on a contract carriage basis, where VENCorp’s role is confined to Transmission Control.  Once the Western System is interconnected with the Principal System, the market carriage model will apply to the whole transmission system and the access arrangements will be amended accordingly.  

Chapter 3 of the Code specifies that the Service Provider is required to establish an Access Arrangement and submit it to the Regulator for approval.  The Service Provider is defined as “a person who owns (whether legally or equitably) or operates the whole or any part of a Pipeline”.  TPAA owns both the Principal and Western transmission pipelines.  TPA offers the services of both transmission pipelines.  This means that TPA and TPAA jointly are the Service Provider.  VENCorp operates the Principal Transmission System.  TPA operates the Western Transmission System, for which VENCorp provides certain operational services.  Table 1 summarises the roles of each entity in relation to the two pipeline systems. 

Table 1:
Transmission system structures

	Transmission pipeline system
	Principal
	Western

	Owner
	TPAA
	TPAA

	Service Provider
	TPA and TPAA
	TPA and TPAA

	Operator
	VENCorp
	TPA

	Provider of certain operational services
	na
	VENCorp


3. CRITERIA FOR ASSESSING ACCESS arrangements

The ACCC may approve a proposed Access Arrangement only if it is satisfied the proposed Access Arrangement contains the elements and satisfies the principles set out in sections 3.1 to 3.22 of the Code which are summarised below.  An Arrangement can not be opposed on the basis that it does not address a matter that Section 3 of the Code does not require it to address.  Subject to this, the Commission has a broad discretion in accepting or opposing an Access Arrangement.  

An Access Arrangement must include a policy regarding the Services to be offered.  The policy must include a description of the Services to be offered and allow (where possible) Prospective Users to obtain the portions of the Service that they require.  The Policy must also allow for such separate elements to be tariffed separately.  

An Arrangement must also contain one or more Reference Tariffs.  A Reference Tariff operates as a benchmark tariff for a particular Service.  It provides Users with a right of access to the specific Service at the specific Tariff while providing the Service Provider the right to levy the Reference Tariff for that Service.  Tariffs must be determined according to the Reference Tariff Principles in Section 8 of the Code.  

An Access Arrangement must also include the following elements:

· terms and conditions on which the Service Provider offers a Reference Service;

· whether a market carriage or contract carriage model is applicable;

· a trading policy allowing users to transfer capacity (if a contract carriage model is applicable to the particular pipeline); 

· a queuing policy to determine users' priorities to negotiate access to a pipeline; 

· an extensions/expansion policy to determine the treatment of an extension or expansion of a pipeline under the Code; 

· date by which revisions to the Arrangement must be submitted; and 

· a date by which the review process for the Arrangement is to commence.  

In considering whether an Access Arrangement complies with the Code, the ACCC must (under Section 2 of the Code) take into account:  

· the legitimate business interests of the Service Provider;

· firm and binding contractual obligations of the Service Provider or other persons (or both) already using the Covered Pipeline;

· the operational and technical requirements necessary for the safe and reliable operation of the Covered Pipeline;

· the economically efficient operation of the Covered Pipeline;

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

· the interests of Users and Prospective Users; and

· any other matters that the ACCC thinks are relevant.  

The ACCC will also be guided by the objectives of the Trade Practices Act and the Gas Industry (Further Amendment) Act 1997.  

The principles of the Code together with the objectives of the Trade Practices Act and the ACCC are broadly directed to promoting competition and economic efficiency.

The ACCC’s regulatory role is important in underpinning the implementation of reform in the natural gas industry.  The ACCC will consider the access arrangements and the associated authorisations within the context of government policies aimed at developing effective competition in industry sectors where competition is feasible and to support that developing competition with effective regulation of the natural monopoly elements.

4. Authorisation under the Trade Practices Act

GASCOR and Gas Services Business (GSB), lodged an application in November 1997 with the ACCC for authorisation under Part VII of the Trade Practices Act of the generic gas Service Performance Contracts.  The Commission has also received a draft application from VENCorp in respect to authorisation of the Victorian Gas Industry Market and Systems Operation Rules. While the ACCC has separate statutory roles in assessing Access Arrangements and applications for authorisation, in this instance there are a number of common and overlapping issues.  The ACCC intends to conduct both processes in tandem.

The following paragraphs briefly describe the authorisation process and then the proposed arrangements, identifying a number of issues which the ACCC is likely to take into account in its consideration of the applications for authorisation.

The ACCC’s authorisation of the Victorian Service Performance Contracts and Market System and Operation Rules is being sought because the Contracts and Rules contain provisions that may be in breach of certain provisions of Part IV of the Trade Practices Act.

The statutory test which the ACCC applies in considering whether or not to grant an authorisation to proposed arrangements is set out in s. 90 of the Trade Practices Act.  Section 90(6) provides that, in considering an application for authorisation in relation to a proposed arrangement, the ACCC shall not grant authorisation unless it is satisfied, in all the circumstances, that the proposed arrangement would result, or be likely to result, in a benefit to the public and that benefit would outweigh the detriment to the public constituted by any lessening of competition that would result, or be likely to result, if the proposed arrangement were made or given effect to.

In considering whether to grant authorisation the ACCC must:

· examine the anti-competitive detriment of the arrangements and the benefit to the public arising from these arrangements; and

· weigh the anti-competitive detriment against the benefit to the public to determine which is the greater.

4.1 The Authorisation Process

The consideration of applications for authorisation is a transparent and public process.  However, upon receipt of an application the ACCC will consider any request for confidentiality of the material associated with the application.

The onus is on the applicant to satisfy the ACCC that the claimed public benefits outweigh any anti-competitive detriment.  Further details of the authorisation process are set out in the booklet Guide to authorisations and notifications, available from all ACCC offices.

Following public inquiries, the ACCC issues a draft determination which includes discussion of the key competition issues and the weight to be given to public benefits and any anti-competitive detriment flowing from implementing the arrangements.

Interested parties may request a pre-decision conference to discuss the draft determination, following which a final determination will be released setting out the ACCC’s decision and the reasons for it.

4.2 Service Performance Contracts

GASCOR and GSB are applying for authorisation of a generic gas service performance contract between GSB and the other about-to-be-formed gas companies in Victoria.  The applicant argues that the disaggregation of GASCOR and GTC into separate companies requires these new gas entities to enter into various forms of the Contract as a means by which current operational, technical and other matters can be coordinated and implemented to ensure that participants in each of the transmission, distribution and retail sectors do their part in allowing gas to flow from producers to end users.

GSB will provide technical gas services to all the retailers, distributors and transmission companies, including: corrosion protection; transmission and distribution projects; gas technology; pipeline support; metering centre; information technology; call centre; asset protection; engineering consultancy; technical analysis; and engineering services.

It is anticipated that some 176 individual contracts (involving approximately 210 separate services) all based on the generic gas service performance contract will be entered into between GSB and the other Victorian gas companies.  It is for these contracts that authorisation is sought.

The applicant submits that the authorisation be for the period from the anticipated date for the legal disaggregation of the gas companies (at which time the Contract loses the protection under s47(12) of the Trade Practices Act afforded to related bodies corporate) until the expiry of each Contract on the earlier of:

· 12 months after privatisation of the relevant customer gas company; or

· 31 March 2000.

Clause 3.3 of the Contract requires the Principal to acknowledge that the Contractor is the exclusive provider of the Services.  The applicant argues that this clause is an essential element of the disaggregation process in Victoria, as it is the means by which newly unbundled participants in the restructured industry can:

· co-ordinate their interrelated and interdependent business activities to ensure gas flows through the transmission and distribution pipelines to customers; 

· appropriately allocate both the benefits and rewards of contractual provisions and the risk and liabilities of contractual obligations; and 

· retain existing skills and capabilities within the industry in the midst of the disaggregation process.  Such skills and capabilities, if lost, could undermine the provision of a safe and reliable supply of gas to the Victorian public.  In the absence of the Contract, service providers would lack a basis for retaining such skills and be unable to provide such services at a later time.

Rather than reproduce many of the services which are required to maintain three separate gas distributors and retailers within each new gas distributor or gas retailer, a specialist gas services company, GSB, has been created to ensure: 

· a smooth transition for each gas distributor and retailer during the restructure period; 

· flexibility for new entities and owners (after privatisation) in determining whether to outsource certain functions; and 

· the creation of an entity that will be commercially viable as a stand alone business which could potentially be sold at a later date. 

It is alleged that many of the services provided by the applicant require lengthy lead times to be established in a competitive environment.  Equally, some of the applicant’s technical skill areas would require lengthy establishment timetables to ensure a service vendor had the capability and competence to provide the service.  Therefore, many of the services provided by the applicant have no viable competitors at this time.  The applicant claims that the exclusive nature of the Service Performance Contract should be seen as a necessary transitional measure from monopoly to contestable provision of these services.

Comments are sought on the benefits and detriments of the proposed exclusive contracts.

4.3 Authorisation of MSO Rules

The Commission has received a draft application from VENCorp for authorisation for the making and implementation of the MSO Rules.  It is the Victorian Government’s intention that VENCorp will make a formal application as soon as possible after it is legally formed - expected to be in mid-December 1997.

The MSO Rules raise a number of competition issues under sections 45 and 47 of the Trade Practices Act relating to exclusionary provisions, exclusive dealing and third line forcing.  The applicant will have to satisfy the ACCC that there is a public benefit from the Rules which outweighs their potentially anti-competitive effects.  

In addition, market power issues may arise in regard to the potential for strategic behaviour in the spot market.  While market power issues cannot be resolved through the authorisation process, the ACCC may impose conditions which seek to limit the potential misuse of market power.

The Rules may, for example, constitute an anticompetitive arrangement between VENCorp and industry participants (as defined in the Arrangements) and as between Participants themselves, within s 45 of the Trade Practices Act.  There is also likely to be an issue concerning the possible price fixing nature of certain aspects of the Rules.  There may be circumstances which allow VENCorp to ‘fix” the price of gas, such as where a particular market Participant has an imbalance between its injections and withdrawals.

It is argued by the EPD that the MSO Rules are “a critical component of the program of reform” being undertaken in the Victorian gas industry.  The draft submission seeks authorisation for a period of ten years, arguing that this will create the right balance between certainty for industry participants and recognition that the Rules need to allow for the changing face of the gas market.

Further discussion of these and other issues will be found in the formal submission which, as noted, will be available for public consideration following its receipt by the ACCC with copies being placed on the public register and the ACCC’s web site.

5. ISSUES FOR CONSIDERATION

SUMMARY OF KEY ISSUES

1)  Does the asset valuation process used result in appropriate asset values (and hence revenues and prices)?  If not, what are the appropriate values?

2)  What is an appropriate rate of return on capital in the gas transmission (and distribution) businesses given their associated risks?

3) Are the proposed target revenues for TPA fair and reasonable?

4)  To what extent do the various components of the CAPM methodology (for example, beta, risk free rate, cost of debt and gearing ratio) accurately reflect market rates? Should these components vary between transmission and distribution businesses?  

5)  What are the key performance indicators in measuring the efficiencies of the transmission (and distribution) businesses?  What scope exists for efficiency gains in the transmission sector?  

6)  To what extent is the proposed capital expenditure program developed on a needs basis?  Are forecasts of demand realistic and hence supportive of future anticipated investment?  To what extent should the regulators (ACCC and ORG) review and approve the applicant’s future expenditure program?

7)  Are proposed reference tariff structures cost reflective?  Comments are invited on the appropriateness of the proposed services and the proposed reference tariffs and how they compare with current rates?  Are the proposed tariffs likely to provide rational incentives to industry participants with respect to resource allocation and managerial and technical efficiency? 

8)  Does proscribing the X factor without revision for the entire subsequent regulatory period unnecessarily restrict the Regulator in seeking to achieve the objectives of the Code?

9)  What will be the impact of a market carriage model in Victoria on the development of an integrated South East Australian gas market, interstate trade and retail competition in Victoria?

10)  Comments are invited on the efficiency and complexity of the proposed market arrangements and the materiality of any likely effects on competition and business activity.

5.1 The Integrity of the Overall Reform Package

The restructuring of the Victorian gas industry involves much more than the introduction of access arrangements for the gas transmission and distribution systems.  The changed marketing arrangements introduce a market carriage transport system, a spot market and structurally separate transmission, distribution and retailing activities. The enabling legislation and ACCC authorisations need to be considered as a whole to make sure there is internal consistency and that one part of the arrangements does not inadvertantly undermine the intended functionality of another.

5.1.1 The Content of the Access Arrangements

In broad terms the required contents of an access arrangement were listed earlier in Chapter 3.   There is an issue as to whether the three access arrangements (both individually and in combination) meet the content requirements as spelt out in sections 3.1 to 3.22 of the Code.  This is not merely a checklist exercise.  It will be important to ensure that the access arrangements are complete in the sense that no significant segment of market participants or potentially significant types of service have been overlooked.  Comments from market participants will be very helpful in identifying any such significant omissions - if there are any.

5.1.2 Information Disclosure

The Code places obligations on the Service Provider to disclose market information relevant to obtaining access to services provided.  The Code requires that Service Providers make available an Information Package containing general information on the terms and conditions of access and explaining how potential Users may request access. 

Whilst ensuring that proper information is available for prospective Users, the ACCC must also ensure that any information disclosed does not, in the ACCC’s opinion, unduly harm the interest of the Service Provider, Users or Prospective Users.  

Issues for Consideration

Are the information disclosure requirements for Access Arrangements sufficient to enable a Prospective User to comprehend fully the terms and conditions of access and to make a specific access request?

Is there sufficient information disclosed in the Information Package and are the items listed in Attachment A adequately addressed?  If not, what additional information (including any relevant information in addition to Attachment A) should be provided and in what form?

5.1.3 Ring Fencing

Ring fencing is a term used to describe the segregation of one activity from another within a business.  For regulatory purposes, this results in the regulated activities being separated from any non-regulated activities within the one business.  In the context of the Victorian Gas Code, regulated activities refer to those activities undertaken by the Service Provider that are the subject of an Access Arrangement.  

Regulators require adequate ring fencing to ensure that Service Providers do not indulge in anti-competitive cross subsidisation between different regulated activities or between regulated and non-regulated activities.  Ring fencing is also an attempt to ensure that unwarranted disclosure of commercially sensitive information obtained from Users and Prospective Users by the Service Provider does not occur.  

The Code imposes minimum ring fencing obligations on Service Providers.  It also provides for the ACCC to impose additional requirements or waive minimum requirements through a public consultation process.  

Issues for Consideration

Are the minimum ring fencing requirements sufficient in this instance to meet the objectives of the Code? 

5.1.4 Review Period

The ACCC is interested in views as to the appropriate time period between reviews of the arrangements.  There is a need to balance the rapidly changing nature of the natural gas industry and the uncertainty which naturally arises in such an environment (which suggests a short time period) against the need for business certainty (which is typically helped by longer periods). The proposed period between reviews is 5 years - although there are some measures in the Tariff Order which it is proposed to carry forward into the following regulatory period. 

5.2 Pricing Principles and Related Issues

The pricing of transport services is a major element, if not the most important element, of access arrangements.  Accordingly Section 8 of the Code suggests pricing principles for setting the prices of transport services.  These provide for considerable flexibility but are nevertheless designed to achieve key objectives listed in Section 8.1 of the Code.

In broad terms these objectives require the tariffs to generate sufficient revenue to enable the service provider to make a commercial return on its investment in pipeline assets so that it has an appropriate incentive to expand the system in a timely manner. At the same time the return needs to be moderated so that revenues do not reflect the exercise of market power often available to an unregulated natural monopoly operation.  In addition the tariff structure needs to be cost reflective to promote economic efficiency in the use of the system.  Finally, the Code recognises the dulling effect revenue constraints can place on efficient pipeline operations and suggests the inclusion of pricing mechanisms to provide incentives for the service provider to strive for efficiency improvements.

EPD have sought to address all of these issues in the proposed price control formula for the various reference services.  It remains for the Commission to rule on whether the proposed pricing methodology will actually lead to the outcomes sought by the Code.  In this context it is significant that the Victorian Government is planning to sell the pipeline assets in question to the private sector.  In order to reduce uncertainty for bidders for the assets, EPD has sought to limit the scope for review of tariffs by the Regulator through the Tariff Order - which prescribes the adjustments to the price control formula over the first ten years of the access undertaking. Therefore, it will be important to make a determination which accepts only appropriate parameters governing the pricing of access over this period.  

Although, EPD argue that it has not been an issue in the design of the marketing arrangements, it must be recognised that there is a certain tension between the benefits to users of the system from the arrangements and the sale price of the assets.  The ACCC considers that neither the nature of the present owner nor the fact of privatisation should be an issue in the assessment of the access arrangements and the determination will be made as if the asset were already privately owned.

The methodology proposed for the setting of reference tariffs is contained in the various access arrangement documents and in the Tariff Order.  The methodology sets initial tariffs based on a of rate of return approach and prices structured to be cost reflective on a zonal basis. The mechanism for adjustment of tariffs over time has been designed to provide incentives for the service provider to improve efficiency and stimulate market growth.  These mechanisms include an average revenue cap adjusted for inflation with anticipated productivity gains used to provide for year to year movements in prices.  At the 5 year review event, a “glide path” approach is adopted to the setting of target revenues so that the service provider continues to benefit in the subsequent period from excess returns made possible by productivity gains in the previous period.  These gains are shared with its customers.  

A capital asset pricing model approach has been used to develop a “real” rate of return which is applied to an initial asset base established using the ODRC approach.  There are significant issues to be considered with respect to both the establishment of the rate base and the rate of return proposed.

Other issues to be considered focus on whether the incentive mechanisms are appropriate and whether there may be significant scope for “gaming” the system by the service providers.

These issues are considered in more detail in the following sections.

5.2.1 Asset Valuation

In establishing the Initial Capital base, the Code requires the Regulator to consider the depreciated historical cost (DHC), the optimised depreciated replacement cost (ODRC) and any other well recognised asset valuation methodology.  In practice, DHC may be considered to set the lower boundary of valuations and ODRC the higher.  The Victorian Access Arrangements use the ODRC methodology, which involves three steps:

· determine the optimal sizing and configuration for pipeline assets;

· establish the replacement cost of each asset; and

· depreciate the asset.

Determination of the initial capital base underpins the revenue flow accruing to the regulated utility.  The estimate, therefore, is crucial to ensuring an adequate return to the pipeline owners while providing users with prices which replicate those likely to have arisen in a competitive environment marked by past rational investment decisions.

Table 2:
Total Asset Values (ODRC) ($M): Gas Transmission systems 

	Principal Transmission System
	331.7

	Western Transmission System
	15.3

	Total Transmission systems
	347.0 


Source: Access Arrangement Information, p. 12.  

Note:
The above figures are as at 1 July 1997.  Table 2.2(d)(4) in the Access Arrangement Information, p. 14 states aggregate asset balances as at 1 January 1998 to be $364.2m.

Issues for Consideration

Are the initial asset values for the Principal and Western transmission systems fair and reasonable?  Do they represent values based on a rational, optimal configuration?

What, in your opinion, would be a fair and reasonable value for the Victorian gas transmission systems?  What is the basis of your estimate? 

Is the valuation likely to result in inefficient consumption or investment decisions?

Are the assumptions underlying the economic lives of the Principal and Western transmission systems appropriate? 

Who should carry the risks of stranded assets?  How and when should this be determined?  

5.2.2 Cost of Capital

The rate of return is calculated using a weighted average cost of capital (WACC) approach.  This calculates a weighted average of the cost of debt and the cost of equity, based on a commercially reasonable level of gearing for TPA.  The WACC is based on the capital asset pricing model (CAPM) adjusted for the effects of dividend imputation. 

Table 3: 
Proposed Rates of Return

	WACC Specification
	Per Cent (%)

	Post- Tax Nominal
	
8.34

	Post- Tax Real
	
5.18

	Pre-Tax Nominal
	
13.02

	Pre-Tax Real
	
9.73


Source: Access Arrangement Information, p. 18.

The cost of capital that TPA should be allowed to earn on its regulatory value is a key variable in the determination of required revenue.  In considering whether the cost of capital is towards the upper or lower range, it is important to take into account factors such as the natural monopoly nature of TPA’s core business and the associated lower business risk as well as the regulatory mechanisms (for example, glide path and price cap) to be put in place.

Issues for Consideration 

Table 4:
Components of CAPM and WACC Inputs

	Risk free rate
	8.0%

	Market risk premium:
	6.5%

	Equity beta
	0.95

	Long term proportion of equity funding
	40%

	Long term proportion of debt funding
	60%

	Post-tax nominal return on equity, pre-imputation
	14.19%

	Nominal pre-tax cost of debt
	8.75%

	Corporate tax rate
	36%

	Proportion of franking credits that are attributed value by shareholders
	25%

	Inflation
	3%


Source: Access Arrangement Information, pp. 16 and 17.

Is the formula employed to calculate the WACC consistent with methods used in the marketplace?  Is the resulting rate of return appropriate?  If not, what alternative would more likely represent the risk profile of the Victorian transmission assets?

Do the various components of WACC accurately reflect market rates?  Is the use of a long run estimate of the risk free rate appropriate for this application?  How should the risk free rate be estimated?

Are the equity and asset betas and their ratios appropriate?

5.2.3 Target Revenue

Target revenue is intended to be set at a level which allows TPA to earn a reasonable rate of return on assets employed in providing tariffed transmission services.  The key parameters in establishing target revenue are:

· regulatory asset values;

· cost of capital;

· operational costs; and 

· net working capital.  

The methodology adopted for target revenue includes a return on the net working capital employed in the regulated business.  The method used to calculate the return on assets is based on current cost accounting (CCA) method and a real pre-tax WACC.  Target revenue is established using the following formula: TR=AV*WACC+D+OC+NWC*WACC

Table 5:
TPA’s Target Revenues ($M): 1998 - 2002

	
	1998
	1999
	2000
	2001
	2002

	Target Revenue
	70.2
	72.2
	74.8
	77.1
	77.3


Source: Access Arrangement Information, p. 21.

Issues for Consideration

Is the level of target revenue proposed for each year of the regulatory period for TPA fair and reasonable?  What, in your opinion, should the target revenues be?  What is the basis of your assessment?  

Is the methodology used to calculate the return on assets based on current cost accounting and a real pre tax WACC appropriate?  What are the alternatives and their relative merits?  

To what extent does the target revenue for TPA reflect a fair assessment of the efficient costs of operation?  

Do the target revenues provide sufficient incentive to reward high performance and encourage efficient market growth? 

5.2.4 Operating Costs

Operational costs for the five years to 31 December 2002 include anticipated operating efficiency savings which may be achieved by TPA.  

Table 6:
TPA’s Operating Costs ($M): 1998 - 2002 

	
	1998
	1999
	2000
	2001
	2002

	Operating Costs
	19.5
	19.6
	19.4
	19.1
	19.2


Source: Access Arrangement Information, p. 20.

Issues for Consideration 

Is the proposed level of operational costs for TPA appropriate?  Do these costs compare with industry best practice in Australia and overseas, taking account of company size and industry structure?

Are the operating expenditure forecasts reasonable?

Do the proposed access arrangements provide sufficient incentives for efficiency gains, including reduced operating costs?

5.2.5 Cost Allocation

The costs of operating and maintaining the transmission assets should be allocated to users according to their use of those assets, where attributable.  Costs that cannot be directly attributed should be allocated to various users in an efficient and equitable manner.

Issues for Consideration

Are attributable costs properly determined and allocated both between users and between current and future users?  Are there any classes of customer or services that bear an inefficient or unfair proportion of total costs?

5.2.6 Capital Expenditure

Valuation of new assets is based on the forecast level of capital expenditure required to allow TPA to meet forecast growth in demand for tariffed transmission services.  The Code requires that new expenditure be prudent and within the bounds of good industry practice.  Augmentation of existing services will effectively be rolled in to the tariff.

Table 7:
TPA’s Capital Expenditure ($M): 1998 - 2002 

	
	1998
	1999
	2000
	2001
	2002

	Capital Expenditure
	19.7
	4.6
	33.1
	2.5
	0.8


Source: Access Arrangement Information, p. 15. 

Note:
Includes Murray Valley Project, excludes Interconnet, South West Pipeline and Underground Storage Projects.

Issues for Consideration

Are the capital expenditure forecasts for TPA fair and reasonable? 

To what extent are the capital spending plans developed on a needs basis?  Are the projections for capacity constraints reasonable?  Is the proposed investment program justifiable on this basis?

Will the incentives created by the CPI-X structure encourage investment decisions congruent with a competitive market outcome?

Should augmentation of existing services be rolled-in to the tariff, so that existing and prospective users pay a common tariff based on the overall cost of existing and new assets?  

To what extent should the ACCC review and approve the future capital expenditure program?

5.2.7 Volume of Gas Delivered

Forecast average daily and peak demand at “city gates” and total annual delivered volume from 1998 to 2002 are set in Table 8 below.  

Table 8:
Transmission volume data, 1998-2002 

	Demand and Volume
	1998
	1999
	2000
	2001
	2002

	Ave Demand (TJ/d)
	
559
	
585
	
597
	
616
	
627

	Peak Demand (TJ/d)(a)
	
1056
	
1079
	
1096
	
1113
	
1130

	Annual Volume (PJ)(b)
	
204
	
213
	
218
	
225
	
229


Source: Access Arrangement Information, p. 39.

(a) Estimates only- not used in tariff setting.

(b) Includes transmission pipeline connection loads and UAFG.

Issues for Consideration

Volume assumptions are key elements in the determination of tariff levels.  It is therefore necessary to determine if the volume forecasts of gas are reasonable.  If not, what would be more realistic forecasts?

5.2.8 Tariff Order

Tariffs for “tariffed transmission services” provided by TPA (as defined in the Tariff Order) are set using a three stage approach:

· set target revenue;

· set year 1 tariffs; and

· set formulae for tariff and revenue adjustment from year to year.  

The Tariff Order applies to both the Principal and Western Transmission Systems.  The transmission delivery tariff consists of a volume charge for gas (transmission volume tariff component based on gas consumed during the year) and a capacity charge for gas transmitted from the hub to where it is withdrawn from the system.  The initial transmission tariffs are shown in Table 9 below.  For further information on the Tariff Order, EPD have released a paper titled Victorian Gas Industry Tariff Order Outline.

Table 9:
 Initial Transmission Delivery Tariffs

	
	
	Tariff D & V
	Tariff D
	Tariff V
	

	Tariff no.
	Transmission zone
	Transmission volume tariff component - ($/GJ)
	Transmission demand tariff component ($/GJ, for 5 day withdrawal MDQ)
	Transmission volume tariff component - peak period ($/GJ)
	Matched withdrawal factor

	1

3

4

5

6

7

8

9
	LaTrobe

Lurgi

Metro

Calder

South Hume

Echuca

North Hume

Western
	0.057

0.139

0.085

0.256

0.099

0.243

0.201

0.329
	1.793

5.365

4.827

25.625

9.030

25.201

26.502

13.026
	0.127

0.348

0.282

1.496

0.410

1.454

1.618

0.728
	0.5


Source: Access Arrangement Information, Schedule 1, p. 38.

Issues for Consideration

Do the reference tariffs replicate the outcome of a competitive market to the extent possible and within the limitations of the proposed industry structure?

How do the reference tariffs compare to existing tariffs?

Will the reference tariffs ensure the safe and reliable operation of the facility?

Do the proposed level and structure of tariffs promote efficiency in pricing?  Are the pricing principles economically sound, in terms of providing price signals for maximising the efficient utilisation of the system?  Are the zones proposed for transmission pricing appropriate?

Does the pricing structure, such as peak and off peak period pricing, promote an opportunity for efficient demand response?  To what extent does the tariff level provide an incentive for upstream and downstream pipeline investment decisions?

Are the formulae for tariff and revenue adjustment from year to year appropriate (see also 5.2.9 below)?

5.2.9 Regulatory Mechanisms

Under the regulatory framework, the Tariff Order provides guidance to the Regulator on the making of the determination to regulate tariffs in the subsequent regulatory period.  This guidance includes use of CPI-X-K price paths; setting the CPI-X controls for a period of five years; inclusion of rebalancing constraints on tariff components and ensuring a fair sharing of any efficiency gains between a Service Provider and its customers.  The price control approach proposed is as follows:

· revenue yield;

· five year review periods;

· CPI-X (where X=3.4%);

· K factor; and

· Glide Path.

Issues for Consideration

Is the proposed value for X appropriate?  

What are the benefits of adopting a glide path approach?  How should efficiency gains be distributed between regulated companies and consumers?  Submissions may address the appropriateness of profits and the distribution of efficiency gains. 

What is the likely effect on incentives due to the use of a K factor?  Is a K factor an appropriate element of a price control formula? 

Does the mechanism provide sufficient incentive to reduce costs?  Are there adequate safeguards on service quality to ensure cost reductions are not achieved at the cost of quality? 

5.2.10 Benchmarking/Performance Indicators

The ACCC and the ORG are working closely to identify and develop appropriate efficiency and productivity indicators to provide regulators with an informed basis for developing appropriate measures to use as benchmarks for the regulated utilities.  The measures should be both financial and non-financial and look to internal and external comparators.

5.3 The Victorian Gas Industry Market and System Operations Rules

5.3.1 Wholesale Market for Gas

An integral part of Victoria’s gas reform proposals is the creation of a wholesale market for gas in Victoria, with the market design based on a net pool model.
  Thus, a wholesale spot market will exist alongside the traditional contract market.  It is anticipated that these market arrangements will commence on 1 September 1998.  EPD points to extensive consultation with industry and other interested parties prior to lodging its access arrangements submission with the regulators (ACCC and ORG).  

The ACCC invites comments on issues already raised by these parties and on EPD’s responses to date.  

Comments are invited on the efficiency and complexity of the proposed market arrangements and the materiality of any likely effects on competition and business activity.  

Is there a likelihood of strategic bidding behaviour by Market Participants to anticompetitively influence spot market prices, given the limited number of participants? 

Is there potential for the supply side to unduly influence the market?  Are the Victorian proposals sufficient to overcome any potential concerns?

Are there ways to further enhance the effectiveness of demand side bidding in the market design? 

5.3.2 Market Carriage 

It is proposed to introduce a 'market carriage' transportation model for access to the existing transmission and distribution pipeline systems in Victoria.  EPD has proposed this arrangement as it is felt that a market carriage model is consistent with the proposed spot market while allowing for the possibility of multiple sources of gas.

A number of issues may arise in regard to the proposed establishment of a market carriage model.  The ACCC believes any such issues should be addressed prior to approving the Access Arrangements.  These include: 

· the cost of introducing a market carriage model in comparison to the benefits;

· the impact of a market carriage model on interstate trade and the development of an integrated gas market in South East Australia; 

· the impact of a market carriage model on the development of a secondary gas market;

· the effect the market carriage approach has on the ability of industry participants to write firm transportation contracts within Victoria. 

The proposed market carriage model is discussed in detail in the EPD document The Framework for Market Carriage and Market Evolution  (available from the ACCC).

5.3.3 Market Rules

The Market and System Operations Rules (the Rules) govern the conduct of VENCorp and all market participants in the operation of the Victorian gas market.  

As noted elsewhere in this Issues Paper, there are a number of competition issues under Part IV of the Trade Practices Act which relate to the implementation and operation of the Rules.  In considering both the Authorisation and Access Arrangements, the ACCC would be interested in comments as to the impact of the Rules on competition, or potential competition.  

What public benefits, including the development of an efficient, competitive wholesale market for gas, are generated by the Victorian gas market rules and what restrictions on competition are involved?  Do the benefits outweigh the detriments? 

Are there any alternative market designs for the Victorian gas market which may impose lesser restrictions on the competitive conduct of market participants while achieving the same or greater public benefits?

5.3.4 VENCorp

VENCorp is required to operate the transmission system and operate and administer the market.  This includes responsibilities such as maintaining a register of market participants and maintaining system security.  

Is the supervision by VENCorp of all the market functions likely to cause any adverse effects on competition or competitors in the wholesale market?

Is the role of VENCorp too discretionary or excessive? 

Could competition or market efficiency be increased in the Victorian gas market if some of the services were not carried out or supervised by VENCorp?

Are there areas not currently proposed to be supervised by VENCorp that should be?

5.3.5 Limited Liability of VENCorp 

VENCorp is not liable for any loss or damage that it may have caused although it is required to act in good faith and in a reasonable manner.  Liability for actions is limited to specific circumstances and that the level of any compensation may be limited or unavailable.  This may discourage market entry or affect market efficiency.  

Are the costs associated with requiring VENCorp to insure itself for its actions (a cost that will be borne collectively by all market participants and ultimately customers) greater than the costs of market participants individually having to bear that risk?  

Is it likely that the limited liability of VENCorp would affect market participants behaviour in a way that makes the market less efficient? 

5.3.6 Fees and Charges by VENCorp

Chapters 2 and 3 of the Rules refer to fees to be levied or payments to be made for various services provided by VENCorp at cost reflective prices.  VENCorp must determine the fees with reference to its expected costs and revenues from its respective trading and market management activities, including TPA's expected target revenue for the forthcoming financial year. 

Are the fees and charges of VENCorp cost reflective?

Are such fees structured in a way that may restrict participation in the market or entry by potential participants or reduce competition in some other way?

5.3.7 VENCorp’s Information Requirements

Chapter 5 specifies extensive information requirements to be supplied by market participants and also to be published by VENCorp.  The necessary systems and technology to access and submit much of the information are also specified.  Such information requirements may contribute to improving the transparency and efficiency of the competitive process and the regulation of the market but they can also increase the cost of market participation and make it more difficult for new participants to enter the market.  

Are the information requirements necessary and sufficient for the efficient operation and regulation of the wholesale gas market? 

Are there any risks or implications in respect to the development of a competitive industry from the release of such information?  

Is there a cost/benefit tradeoff in adopting the information proposals?  Can you suggest more appropriate information requirements?  

As the information published by VENCorp is said to be necessary for participants to operate effectively in the Victorian gas market, are the measures for making that information accessible adequate?

Is participation or competition in the market inhibited by the level of aggregation or detail of the information to be published by VENCorp?

Given the small numbers of players at each level of the production and distribution chain, is there scope for strategic behaviour and gaming in the market arising from the information requirements of the Rules?  

5.3.8 Registration

Organisations wishing to participate in the Victorian gas market are required to register with VENCorp.  Chapter 2 of the Rules states that in order to be registered, a participant must pay registration and market fees and fulfil the prudential requirements in accordance with the relevant clause.  

Do these requirements constitute significant barriers to entry?  

5.3.9 System Constraints

VENCorp will manage system constraints by using customer’s inc/dec offers, as well as interruptible contracts, to inject and withdraw gas at various prices.  The Rules establish the processes for inc/dec offers to be made by market participants and used by VENCorp.  EPD have released a paper titled Victorian Gas Market Clearing Logic (available from the ACCC), which describes these processes in greater detail.

How efficient is a single zone, daily price model appropriate for the management of constraints?  How desirable is some form of location pricing in the future?  

Are interruptible contracts likely to provide economic incentives and price signals in the market?

How significant will gas from the proposed gas storage facility be in reducing supply constraints in the long run?

5.3.10 Enforcement and Disputes

The Commission needs to consider the costs of the enforcement process, whether it is fair, timely and efficient and whether it will effectively deter Code contraventions.  

The dispute resolution provisions may provide a public benefit by mitigating the costs of resolving disputes and by ensuring that disputes are resolved in a timely and efficient manner.  In order to achieve these benefits, the Commission is concerned that the processes are timely, inexpensive, follow the rules of natural justice, do not unnecessarily disrupt the market and discourage anti-competitive agreements.  

Will the enforcement and dispute resolution mechanisms of the Rules be effective? 

5.3.11 Value of Lost Load 

Under Chapter 3 of the Rules, spot prices will be determined through the market bidding process and will be set daily.  

There is a provision for a price cap to be imposed on occasions when demand exceeds supply.  This cap is the Value of Lost Load (VoLL) and is currently set at $800/GJ.  

What public benefits are likely to arise from imposing a price cap on the Victorian gas market?  Are there any public detriments? 

Is $800/GJ a reasonable price for VoLL?

5.3.12 Participant Compensation Fund

Chapter 3 of the Rules states that a participant compensation fund be maintained by VENCorp for the purpose of paying compensation for scheduling errors.  

Does the existence of the fund create a significant barrier to entry?

Is the creation of this fund the best way to deal with scheduling errors?

5.3.13 Prudential Requirements

Prudential requirements may improve confidence in a marketplace which is characterised by ‘blind trading’ to the extent that they provide some assurance of the capacity of participants to settle their obligations at any time.  However, they may also have the effect of limiting competition in the wholesale market to the extent that new entry to the market is limited to those with the relatively high credit ratings specified.  

What public benefits will result from specifying prudential requirements at the level set in the Rules?  Would those public benefits be affected significantly if more flexible or different credit ratings were specified?

5.3.14 Market Intervention and Suspension

Under Chapter 6 of the Rules, VENCorp has the power to intervene in the market and suspend market trading if it believes that the integrity of the system is substantially at risk or that the spot market has substantially ceased to function.  By using these powers, VENCorp is able to maintain a secure transmission system.  

However, this may lead to significant market distortions and may mean that the market fails to develop its own solutions to some problems.  Such behaviour, in trade practices terms, could be construed as an arrangement to fix prices or substantially lessen competition.  

What public benefits result from these powers?  Could the integrity of the system be secured with lesser powers of intervention?

Do these powers impose excessive costs or risks (or confer benefits) on any market participants or classes of participants?

Do these arrangements place a burden or confer a benefit on any party, as a result of the technical requirements which must be adhered to, or have the effect of limiting competition in the Victorian gas market or access to the network infrastructure?

5.3.15 Rule Changes

Changes to the Rules are to follow the process established in Chapter 8 of the Rules.  The Rules also establish criteria that are to be considered by VENCorp and the ACCC when considering Rule change proposals.   

Are the criteria for Rule changes, for both VENCorp and the ACCC, adequate?  

Is the process for changes to be implemented by VENCorp timely and efficient?  

Are the functional responsibilities between VENCorp and the ACCC clearly defined?  Under what circumstances should the ACCC be able to reject proposed changes to the Rules?  
APPENDIX 1

GLOSSARY OF TERMS

	ACCC
	Australian Competition and Consumer Commission 

	Access arrangement
	Arrangement for access to a pipeline provided by a pipeline owner/operator that has been approved by the regulator

	BHPP
	BHP Petroleum (Bass Strait) Proprietary Limited

	the Code
	Victorian Third Party Access Code for Natural Gas Pipeline Systems

	Council of Australian Governments (COAG)
	COAG was established to provide a forum for resolving important national issues between heads of government.

	Covered Pipeline
	Pipeline to which the provisions of the Code apply

	CPI
	Consumer Price Index

	CPI-X
	This is a form of price cap which sets a price ceiling such that prices are only permitted to rise at the rate of inflation (CPI) less an X factor where X is usually set equal to the anticipated productivity gain.  A positive X factor implies a requirement on the enterprise for reduced prices in real terms over a period of time.

	dec offer
	An offer by a market participant to decrease its scheduled withdrawal of gas from the system by a nominated volume for a specified price so that gas becomes available for other users.

	DUoS
	Distribution Use of System (charges)

	EPD
	Energy Projects Division, Department of Treasury & Finance (Victoria)

	Esso
	Esso Resources Australia Limited 

	GFCV
	The Gas and Fuel Corporation of Victoria

	GJ
	gigajoule

	Glide path
	This is a form of incentive regulation whereby the target return after the 5 year review is adjusted to provide for a sharing of excess returns (from efficiency gains) between businesses and consumers.

	GSB
	Gas Services Business Pty Ltd (central provider of technical and support services to the industry) 

	inc offer
	An offer by a market participant to request, for a specified price, an amount of gas surplus to its own scheduled requirement to be injected into the system under its contract with its supplier so that the overall supply of gas to the system is increased.

	K factor
	This is used to adjust the price control formula  towards the end of the year for estimated errors in forecast volumes made at the start of the year.

	LNG
	Liquefied Natural Gas

	MDQ
	Maximum Daily Quantity

	MHQ
	Maximum Hourly Quantity

	MSP
	Moomba to Sydney Pipeline

	National Code
	National Third Party Access Code for Natural Gas Pipeline Systems

	ORG
	Office of the Regulator-General (Victoria)

	price capping
	Price regulation that ensures that weighted average price increases in a given year do not exceed the percentage increase in the CPI, less some predetermined factor (CPI‑X).

	revenue capping
	A form of price regulation where average total revenue is constrained, generally according to the formula CPI-X.

	Ring fencing
	The separation of business functions for management and accounting purposes. This can provide an improved basis for pricing transparency and a mechanism to minimise transfers of information capable of undermining the competitiveness of markets.

	the Rules
	Market and System Operations Rules - which define the rights and obligations of wholesale market participants.

	TJ
	Terajoules

	TPA
	Transmission Pipelines Australia Pty Ltd (provider of transmission services) 

	TPAA
	Transmission Pipelines Australia (Assets) Pty Ltd (transmission assets owner) 

	TUoS
	Transmission Use of System (charges)

	UAFG
	unaccounted-for-gas

	VENCorp
	Victorian Energy Networks Corporation (transmission system operator) 

	VoLL
	Value of Lost Load


�   	If the proposed interconnect between the TPA system and the EAPL system in NSW goes ahead, there is potential for the Cooper Basin Producers to also sell gas into Victoria.


� 	TR= Target Revenue; AV= Asset Value-(total value of assets employed in providing tariffed services); WACC= Weighted average cost of capital; D= Depreciation; OC= Operational costs; and NWC= Net working capital.  


�  	This is proposed to be a short term measure with the likelihood of a gross pool in the long run, following a review in 2000.
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