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FOREWORD

Thisreport isthe last in a seriesinitiated by the Steering Committee on National
Performance Monitoring of Government Trading Enterprises.

Heads of Governments agreed that the Steering Committee, having achieved its
objective of acting as a catalyst for reform, be disbanded and that the
Productivity Commission assume responsibility for future performance
monitoring.

In this volume, the Commission has marked the completion of the work of the
Steering Committee by analysing the outcomes of GTE reform over the period
1991-92 to 199697, for the main stakeholders — consumers, shareholder
governments, employees and the community generally.

What seems clear, on the basis of the data collected by the Steering Committee,
Is that outcomes have generally improved significantly over the period.
Nevertheless, performance has varied among jurisdictions, industry sectors and
GTEs. There are a number of areas where performance could be improved
further.

The data and the indicators used in this report, constitute a valuable resource for
policy makers and administrators. The Commission plans to continue data
collection and monitoring as one stream within its research program.
Accordingly, we welcome feedback on this report, including our preliminary
views on future directions for performance reporting and related research.

| would like to thank those officials who participated so effectively as Steering
Committee members over the life of the project. | would particularly like to
acknowledge the contribution of al those in the participating GTESs, without
whose help and co-operation this and the preceding reports would not have been
possible.

Gary Banks
Chairman
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OVERVIEW

The process of reforming
GTEsis now well
established.

Gover nments have
imposed commercial
disciplines ...

... introduced changes to
organisational structures
and responsibilities ...

... and exposed GTEs to
competitive pressures.

When national performance  monitoring
commenced in 1992, many government trading
enterprises (GTEs) were till under direct
Ministerial control and some operated as
government departments. Their objectives —
commercial, sociad and regulatory — were
frequently in conflict, making it difficult to assess
performance.

The first step in the reform process was for
governments to give their GTES unambiguous
commercial objectives (see Chapter 1).

Since then, governments have increasingly
adopted the perspective of a shareholder to impose
disciplines on financial management and
investment decisions. They have encouraged their
GTEs to earn a market rate of return on debt and
equity capital. In many cases they have aso
required their GTEs to make dividend payments.

Most GTEs have been corporatised. Their policy
functions have been removed to separate the
policy-making function from their core service
delivery function. Responsibility for performance
in the service delivery function has been devolved
to independent Boards, which have been charged
with managing the enterprises at arm’s length from
their owner governments.

At the same time, other reforms — the removal of
statutory monopolies and the introduction of
access arrangements — have increased the
competitive pressures faced by GTEs.
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Restructuring is
continuing under the
National Competition
Policy reforms.

Some gover nments have
or arein the process of
privatising their GTEs.

This report

GTEs have been extensively restructured. Some
have been divided into separate businesses,
according to their activities, or along regional lines
— to increase the scope for competition.

To ensure competitive neutrality between GTES
and competing private sector businesses, owner
governments have required their GTEs to make
income tax-equivalent and  debt-guarantee
payments.

In general, National Competition Policy reforms
are continuing in accordance with the timetable
outined by the Council of Australian
Governments (COAG). The reforms are being
monitored and assessed by the Nationa
Competition Council (NCC) to determine
eligibility for competition payments under the
Agreement to implement the National Competition
Policy.

Substantial privatisation has occurred within the
Victorian electricity and ports sectors. The
Commonwealth Government has also partially
privatised Telstra, Australia’ s largest GTE.

This report marks the completion of the work of
the COAG Steering Committee on National
Performance Monitoring of Government Trading
Enterprises. The Steering Committee has
produced a series of reports since 1993, aimed at
promoting competition by making comparisons of
GTE performance more transparent.
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OVERVIEW

Performance outcomes
areexamined ...

... along with reform
progress.

Thisreport isthe sole
responsibility of the

Productivity Commission.

Consumer outcomes

Real prices have fallen.

In general, price
reductions have been
achieved without |oss of
service quality ...

... although there have
been exceptions.

Performance outcomes and their distribution
between stakeholder groups are examined.
Outcomes are measured for consumers, the
government as shareholder, the community more
generally, and employees.

Differences in the extent and nature of reforms are
highlighted.

Unlike previous reports, the Productivity
Commission is responsible for the content,
although it obtained assistance and comment from
State and Territory officials.

Average real prices over the period 1991-92 to
199697 have fallen for all GTE services except
residential gas supplies (see Figure 1).

Reductions in real prices have been largest for gas
(business users), electricity, port services,
communications (Telstra) and air traffic control
(Airservices).

In general, the measured service quality outcomes
do not appear to have been adversely affected by
the reform process. Improved financial
performance has been largely achieved without
compromising service levels.

That said, there is evidence of some deterioration
in service quality within urban transport (with
some rise in delays and in the number of services
cancelled) and port services (with a rise in
turnaround times in bulk ports).
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Figure 1 Average real price indices, 1991-92 to 1996-97
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OVERVIEW

Outcomes for the community as shareholders

Generally, pre-tax profits
have increased.

Increased profits have
been underpinned by cost
reductions...

... and revenue growth.

Price caps also appear to
have been successful.

Return on equity has been
mixed ...

... ROE remains below
commercial benchmarks
for many GTEs.

Generally, pre-tax profits improved for GTEs (see
Figure 2). However, this was not the case for the
urban transport industry (and the gas industry in
Victoria, when an abnormal expense of
$279 million in 199697 isincluded).

Increased profits have been driven by cost
reductions through improved labour productivity,
the shedding of non-core activities and by
contracting out.

However, revenue growth — achieved through
business expansion rather than price increases —
also contributed.

Setting price caps appears to provide a powerful
incentive for performance improvement. Some of
the largest price reductions have occurred in New
South Wales, where the Independent Pricing and
Regulatory Tribuna (IPART) has overseen major
reductions in water and electricity prices,
particularly for business users.

Overall, both the level and the trends in return on
equity (ROE), have been mixed (see Figure 3).
Marked increases were recorded by the two main
Commonwealth GTES, Telstraand Australia Post.

For many GTEs, returns to equity capital have
been below rates obtainable from other
investments. This either suggests that financia
performance was inadequate, or that the value of
assets has not been written down sufficiently to
reflect their true economic value.
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1991-92 to 1996-97
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OVERVIEW

Inconsistent asset
valuation procedures
complicates assessment.

Liabilities have increased
to fund new investment.

In other cases, liabilities
have been reduced by
debt repayment ...

... and debt assumption.

It isunclear how well
GTE assets are being
managed and maintai ned.

Some GTEs (particularly railways) still value their
assets on a historical cost basis, whereas others use
current valuation methods, thereby making
comparisons difficult.

Some GTEs are borrowing for capital expansion
— notably within the electricity generation
industry.

Some GTEs have repaid debt from their own
resources. This has been achieved at the discretion
of governments, because a GTE's ability to repay
debt is affected by the prevailing dividend policy.

In some cases, governments have assumed
responsibility for the debt of selected GTES. This
has reduced the drain of interest payments on the
financial performance of these GTEs.

A concern is sometimes voiced that GTE reforms
have focused on short-term outcomes and that a
long-term run down in the GTE asset base may be
occurring.

There was no evidence to support this view in the
period reviewed. In particular, the service quality
measures contained in the report do not reveal any
widespread decline in service quality. However,
GTE assets generally have long lives and if under-
maintained, problems need not become apparent
for many years.
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Figure 3 Average return on equity for monitored GTEs,
1991-92 to 1996-97°
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OVERVIEW

... but scrutiny of asset
condition and asset
renewal policiesis
warranted.

From a longer-term strategic  perspective,
governments should nevertheless monitor asset
management and renewal to protect against a run
down of the asset base. Some have made a start.
For example, the Victorian Government is trying
to develop better indicators of asset condition for
itswater GTEs.

Other community outcomes

COs are now more
explicitly identified.

The level of CSOs
appearsto have been
maintained.

However, more could be
done to ensure explicit
and comprehensive CSO
payments.

Pricing reforms have
brought community
benefits.

Community service obligations (CSOs) have
increasingly been identified and explicit payments
have been made to compensate GTEs for
undertaking CSOs at the request of governments.

In the rail and urban transport sectors, the
aggregate level of identified CSO funding (which
in this case includes both explicit CSO payments
and budget payments to offset operating losses),
has remained relatively unchanged.

There has been variation in the extent to which
jurisdictions have defined and explicitly funded
CSOs. Fallure to do so can undermine
accountability and confound the measurement of
GTE performance.

Pricing reforms have been implemented so that
charges more accurately reflect the volume of GTE
services consumed. In the case of water, charges
now reflect the volume of water used, rather than
property values, and this has had the effect of
reducing water consumption. Such reforms have
delayed the need to build additional storage

capacity.
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Environmental outcomes
have improved.

Occupational health and
safety has improved.

Employee outcomes

The benefits of reform
must be weighed against
the cost of job loss..

Pricing reforms have also encouraged some
authorities to recycle waste water, which reduces
its impact on the environment.

Australiarelies primarily on fossil fuels— amajor
source of greenhouse gases — for electricity
generation. However, the level of carbon dioxide
emissions for example, has either declined or its
growth has been stabilised in all jurisdictions.

This illustrates that improved financia
performance can complement environmental
objectives.

There has been a general improvement in the
occupational health and safety record of GTEs,
yielding benefits for the whole community. The
community bears a range of costs resulting from
workplace injuries and diseases.

Many employees have lost their jobs through
restructuring and efficiencies brought about by
reform. However, the gross number of jobs lost
can be misleading, because some employees have
found aternative employment, often as a result of
contracting out initiatives by GTEs.

The relationship between microeconomic reform
and job loss is complex, because it involves more
than just the first round employment effects in the
GTEs concerned.
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OVERVIEW

Governments have
facilitated downsizing.

Employment practices
have changed ...

Second round effects include increased consumer
incomes because of lower prices for GTE services
and resulting job creation in the economy
generaly, through for example a lowering of
business input costs as a result of GTE reform.

The workforce-related costs of downsizing have
been shared by the owner governments and by the
GTEs. These costs include redundancy payments,
leave and unfunded superannuation entitlements.

Enterprise bargaining agreements have facilitated
restructuring, some of which necessitated
redundancy — mostly voluntary.  Enterprise
bargaining agreements are being used to link wage
increases to productivity improvements. They
have also replaced a multiplicity of awards and
reduced the potential for demarcation disputes.

The distribution of benefits from improved outcomes

Consumers and the
community have shared
the benefits.

In some cases, consumers have benefited most
from reform through consumer price reductions.
In other cases, governments have placed greater
emphasis on returns to the community as a whole,
and retained a larger share of the benefits of
reform through increased dividend payments and
thus alower tax burden.

For example, port authority charges have declined
significantly (by 23 per cent in real terms) for the
monitored port authorities, whereas dividend
payments have declined (by 17 per cent in red
terms).
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Business consumer s have
benefited most.

Future monitoring

Monitoring should
continue ...

In contrast, real water prices have declined by a
smaller amount (9 percent), but dividend
payments have increased substantially (by
93 per cent inrea terms).

Benefits have appeared more rapidly where
governments have implemented reform at a faster
pace.

In electricity and water, business consumers have
generally benefited even more than household
consumers through the restructuring of tariffs.

Independent price regulators and governments
have sought to redress previously existing cross-
subsidies by reducing prices for business at a faster
rate than those for household consumers.

However, al consumers ultimately benefit when
the reduced costs to business are passed on in
competitive markets, through lower prices for
goods and services.

Individual GTEs, their industry associations and
regulators should continue to monitor performance
and make the results publicly available.

Transparency is particularly important for GTES,
because members of the community, unlike private
investors, cannot individually withdraw their
capital.

Performance monitoring is enhanced where
indicators are nationally comparable.
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OVERVIEW

A national system of performance indicators was
established under the auspices of the Steering
Committee for National Performance Monitoring
of GTEs. However, standardised financial
reporting methodologies — in relation to asset
valuation for example — would further improve
comparability.

The Productivity Commission intends to maintain
a national database to support its future research
activities in this area and to provide a continuing
source of comparable information for Australian
Governments.
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1 INTRODUCTION

This report is the last in a series initiated by the now disbanded
Seering Committee on National Performance Monitoring of
Government Trading Enterprises. Unlike earlier Seering Committee
reports, the Productivity Commission has had sole responsibility for
this report.

Performance monitoring of GTEs will continue as part of the
Commission’ s research program. An indicative program of research
Is outlined to facilitate consultation and comment.

Performance monitoring of government trading enterprises (GTES) commenced
after Australian Governments agreed that a national system of performance
monitoring should be established. The prime objective of the monitoring was to
assist governments in their efforts to achieve and sustain performance
Improvements.

The rationale was that performance monitoring would promote performance
improvement through ‘yardstick’ competition.l  Objective measures were
developed to compare performance consistently across jurisdictions so as to
encourage GTEs to minimise production costs, produce the ‘right’ mix of goods
and services, respond to consumers preferences and generate an appropriate
rate of return on public assets.

A Steering Committee was established to oversee the monitoring process,
chared and serviced by the Industry Commission, a predecessor of the
Productivity Commission. The Steering Committee first reported nationally
consistent performance indicatorsin 1993.

With the achievement of substantial GTE reform progress, the Steering
Committee recommended in 1997, that it should be disbanded. Governments
accepted this and a further recommendation that ongoing monitoring should be
conducted by the Productivity Commission as part of its general research
program.

1 ‘Yardstick’ competition is a device to encourage productive efficiency and responsiveness
to customer needs, by providing a basis for performance comparisons. Sometimes used by
regulators, industry participants are required to provide information for publication on
service levels in industries, such as telecommunications, where overall service is not
observable by individual consumers.
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The original objective of the Steering Committee was for monitoring to act as a
catalyst for reform by encouraging ‘yardstick’ competition, in which
performance comparisons could be made using nationally comparable data. The
intention was that publication of a national system of indicators would increase
accountability for performance through greater transparency.

Now that substantial reform has already occurred, the interests of some
governments have shifted somewhat, from transparency and reform, to the
perspective of a shareholder representative. For these jurisdictions, the
structural and governance reforms that have occurred over the last decade, are
now having a greater effect on competitive pressures than national performance
monitoring. However, other jurisdictions still rely on monitoring to review the
relative progress of reform within their jurisdictions.

It is against this background, that the Productivity Commission has chosen to
report the performance improvements which have occurred over the life of the
Steering Committee to mark the conclusion to its work.

1.1  This study

The aim was to report change over the period 1991-92 to 1996-97. Thiswasto
include documenting the reforms introduced and the changes in outcomes for
those affected by the reform process.

This information is presented on an industry basis — electricity, gas, water,
sewerage, drainage and irrigation, urban transport, railways and ports — for
those GTEs that have a counterpart in most jurisdictions (Chapters2 to7
respectively). The GTES unigque to the Commonwealth — Telstra Corporation,
Australia Post, Federal Airports Corporation, Airservices Australia and
Australian National Line — are reported separately in order of revenue
(Chapter 8).

Approach

A genera overview of the reform environment during the life of the Steering
Committee is presented in the following section.

The reforms specific to each industry (and each entity in the case of unique
Commonwealth GTES) are documented and described in the following chapters.
This discussion includes structural, administrative and financial changes that
have taken place.

28



1 INTRODUCTION

The report looks at a range of outcome measures because there is no single
indicator by which to judge GTE performance.

Outcomes

In this report, the Commission has chosen to focus on outcome measures which
are important to the main stakeholders — consumers, shareholders, the
community generally and employees.

These outcomes are of a generally positive nature — they can be attributed to
the reform measures described in the report and to other efficiency-enhancing
changes by the monitored GTEs.

One complicating aspect of the reforms, is that structural change and reform
inevitably create discontinuities in performance data.  Therefore, strict
comparability is not always possible. However, the impact of any ambiguities
among individual performance measures is minimised, when stakeholder
outcomes are viewed from an overall perspective.

Observed changes in performance from the shareholder government
perspective, are mainly captured by financial measures contained in the Balance
Sheet and the Profit and Loss Statement. These financial measures include
Income tax-equivalent expense and dividend payments, along with changes in
the value of assets and liabilities.2

The Commission has based its performance assessment on achieved return on
equity (ROE) and the ability to return a dividend, rather than changes in GTE
business value.

In private capital markets, if the ROE of an enterprise does not reach a
satisfactory level, this will be reflected in afall in the business or stockmarket
value of the organisation until the ROE reaches an equilibrium level that is
comparable with similar investments. GTEs are not valued through the
stockmarket. However, governments are now giving greater scrutiny to the
commercial value of their businesses.

Prices and services are examined to report on consumer outcomes. Composite
prices, indexed to reflect real movements are reported. Composite price series
are weighted according to revenue shares where there is more than one service
provider. Community service obligations (CSOs) are discussed, mainly in

2 The tax figures used in this report are those for income tax expense or income tax-
equivalent expense. Income tax expense is different from the amount of tax actually paid
in any year because under tax effect accounting (AAS3), timing differences can arise, for
example, because of different depreciation rates used by the business compared with the
depreciation rates used for tax purposes.
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sectors such as railways, urban transport, post and telecommunications, where
they are an important feature of GTE operation.

The consumer and shareholder outcome sections contained in the report, draw
heavily on the extensive database of financia indicators accumulated by the
Steering Committee. In contrast, the sections on community and employee
outcomes draw mainly on a limited amount of qualitative information.
Therefore, these sections are less comprehensive and involve a selective
discussion of particular aspects of community and employee outcomes.

The wider community outcomes are in addition to those obtained by
governments on behalf of the community in their role as representative
shareholders. The particular aspects reported on are drawn from the following:

environmental effects;
health and safety effects;

some community service obligations (CSOs) (those not covered under the
consumer perspective because they seek to redress community-wide
externalities);

the efficient allocation of resources (such as efficient pricing); and
security of supply.

The employee outcomes reported include information on enterprise bargaining
agreements (EBAS), restructuring processes, occupational heath and safety
(OH&S) outcomes, management approaches to workforce training and
employee participation in enterprise improvement programs.

In some cases, wage outcomes under EBAs are reported. However, the trade-
offs under agreements are often complex, making it difficult to evaluate
employee outcomes. More generally, the widespread introduction of EBAS has
made it amost impossible to evaluate employee outcomes on an aggregate or
sector basis.

Labour productivity is also discussed in some sections of the report. However,
the trend toward contracting out prevents measurement and hence comparison
of the overall labour input and labour productivity performance.

Financial analysis

The financial analysis in the report is based almost entirely on data contained in
two published reports by the Steering Committee on National Performance
Monitoring of Government Trading Enterprises (SCNPMGTE 1998, 1997b).
This data was collected from monitored GTEs within the various jurisdictions
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1 INTRODUCTION

and supplied to the former Industry Commission, acting as Secretariat to the
Steering Committee.

The data were extracted from the financia reporting systems used by the
monitored GTEs. Wherever doubts concerning the accuracy of data arose, they
were checked with the supplying organisations.

The definitions of financial performance indicators used in this report are
contained in Attachment B. These definitions were developed by the Steering
Committee to overcome jurisdictional differencesin accounting treatment.

The tax figures used in this report are those for income tax expense or income
tax-equivalent expense. Income tax expense is different from the amount of tax
actually paid in any year because under tax effect accounting (AAS3), timing
differences can arise for example, because of different depreciation rates used
by the business compared with the rates used for tax purposes.

Return on equity

The return on equity (ROE) figures provided in this report can provide a useful
measure of financial performance, aslong asthey are interpreted carefully.

The ROE is defined in the report as after-tax profit before the payment of a
dividend, expressed as a percentage of the calculated equity figure. However,
after-tax profit can be affected by abnormal items as discussed in the report, and
the calculated equity figure can be affected by differing approaches to asset
valuation. Either or both of these effects can operate to influence the calculated
ROE figure.

Asset valuation and funding

The choice of asset valuation procedures — historical cost versus current
valuation methods — can result in different calculated values for ROE. A
change in asset valuation methodology from one period to the next can aso
confound interpretation of financial outcomes.

In the private sector, asset refurbishment and new investment must be funded
from internally generated funds or from borrowings. For GTES however,
governments sometimes make capital grants available for asset refurbishment or
new investment. These capital grants are generally treated as revenue in the
Profit and Loss Statement in the year in which they are received. This addition
to revenue raises the apparent ROE of GTEs vis a vis private sector entities.3

3 Although capital grants also increase the capital stock, and hence the asset and equity base,
they have the effect of increasing the rate of return on equity, because the percentage
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Thus, in certain circumstances, comparisons of ROE between the private and
public sectors may be invalid.

Maintaining the asset base

An ongoing program of asset refurbishment and replacement is normally
required to preserve the size and service potential of a GTE's asset base and to
ensure its ongoing financial sustainability.

Net annual investment in fixed assets is defined as new fixed investment minus
depreciation and asset sales. However, only rarely are these three items all
reported separately in Annual Reports.  Further, they are discretionary
calculations in any event, with depreciation for example depending on assumed
asset life and numerous other assumptions concerning asset maintenance versus
enhancement.  Accordingly, no attempt has been made in the report to
systematically address the issue of long-term sustainability of asset condition.

As GTEs are given greater autonomy, governments are beginning to institute
asset audit procedures to ensure that asset condition is not being run down.
However, these procedures are still in their infancy.

What is an acceptable ROE?

To determine if a particular GTE is delivering a satisfactory ROE, it is
necessary to develop a benchmark or target.

Benchmark ROE figures are frequently set in relation to the ROE obtainable
from alternative investments and are usually determined using the analytical
framework of the Capital Asset Pricing Model (CAPM). The CAPM formalises
the relationship between risk and return by calculating the required ROE as the
sum of the risk-free interest rate, plus an additional percentage return that is
sufficient to compensate the owners of equity capital for the non-diversifiable
risk factorsinvolved.4

increase in profit, resulting from their treatment as revenue, is normally greater than the
percentage increase in equity reflected in the Balance Sheet.

4 The CAPM distinguishes between diversifiable and non-diversifiable risk. Diversifiable
risk is that which is unique to the investment and can be reduced or eliminated by having a
diversified investment portfolio or by measures such asinsurance. It istherefore arisk for
which investors cannot expect to be compensated. Non-diversifiable or so-called market
risk on the other hand cannot be avoided, because it reflects the variance in returns which
results from the behaviour of the investment market as a whole. It is this risk which
investors expect to be compensated for over and above the risk-free rate, with the risk-free
rate usually set in the CAPM model by the rate of return on government bonds.
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Any benchmark ROE that is chosen is somewhat subjective, because the trade-
off between the preparedness to accept risk and the desired rate of return to
compensate for such risk, varies between individuals. In a draft determination,
the Office of the Regulator-Genera (ORG) in Victoria and the Australian
Competition and Consumer Commission (ACCC) recently argued in favour of a
real pre-tax weighted average cost of capital (WACC) for pricing purposes of
7 per cent for private investment in gas transmission assets. The ORG and the
ACCC assumed a 60:40 debt to equity capital ratio in this WACC calculation.>
According to the ORG and the ACCC, a rea pre-tax WACC of 7 per cent
eguates to a nominal after-tax return on the equity component of capital equal to
about 11 per cent in the gas example.

Many of the monitored authorities generated a nominal after-tax rate of return
on equity of 2 per cent or less — well below the 11 per cent proposed by the
ORG and the ACCC. These low ROE values reported in the chapters have
implications for the size of dividend payments.

The after-tax profit is the amount potentially available for distribution as a
dividend, after all expenses, including interest charges on debt capital, have
been paid. Although dividend payments have been made by many GTEs, where
once there was no requirement, their size tends to be smal when it is
constrained by low after-tax profits.

Dividend payments represent a return on the equity provided, where
government-sourced equity capital has an opportunity cost — the rate of return
that could be achieved in alternative uses. The requirement to pay dividends
Imposes a discipline to practice sound financial management. It also imposes a
test on whether new investments are capable of generating sufficient financia
return to pay adividend.

GTEs have on occasion distributed as a dividend, an amount in excess of the
ROE or after-tax profit.6 However, the more common practice is for the
dividend to be less than 100 per cent of the after-tax profit, with the remainder
comprising retained earnings.

The predominance of low ROE vaues suggests that notwithstanding the
reforms to date, the reform program needs to continue to further improve the
financial performance of most GTES.

5 Equity capital is more expensive than debt capital, so the assumed debt to equity ratio has
abearing on the calculated weighted average cost of capital (WACC).

6 If the amount of dividend distributed is greater than the after-tax profit, GTES may have to
increase borrowings to fund their dividend distribution — such borrowings will reduce the
equity level of these GTEs.
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1.2 Overview of the reform environment

Attention was focused on GTE performance in the late 1980s. With tariff
reductions and greater exposure of the traded goods sector of the Australian
economy to international competition, there was a growing realisation that poor
productivity and performance in the GTE sector imposed a ‘tax’ on the traded
goods sector of the economy.

Also, poor financia performance by GTEs was an unnecessary drain on public
sector finances. It deprived governments of a return on the funds they had
invested in GTEs and it imposed an opportunity cost on governments by
preventing them from directing financial resources to more productive uses
elsewhere.

The reforms which have been applied to GTEs during the 1990s, have been both
generic and specific to particular industries. This section is confined to generic
aspects of the reforms.

Three distinct, if overlapping, phases can be distinguished in the historical
evolution of GTE reform in Australia— commercialisation, corporatisation and
implementation of the National Competition Policy (NCP).

Commercialisation

For both State and Commonwealth GTES, commercialisation involved among
other things, clarifying objectives by directing GTEs to operate on a more
commercia basis. Emphasis was placed on rationalising services by shedding
non-core activities and achieving greater cost recovery.

Attempts were made to identify CSOs and devise mechanisms to explicitly deal
with the problem faced by many GTEs of a conflict between commercia and
non-commercial objectives. It was felt that such conflicts diminish
accountability for performance. By clarifying objectives and giving managers
autonomy to pursue commercia goals, it was hoped that GTE outcomes would
be more transparent and managers could be held accountable, with rewards and
sanctions based on their management performance.

Around the same time, certain financial targets were imposed upon GTEs in the
form of tax-equivalent and dividend regimes and the introduction of debt-
guarantee fees. These measures were designed to force GTEs to act in a more
commercial manner and as a result, payments to government started to increase.
The Chief Economist at the New South Wales Treasury reported to a GTE
Reform Conference held in 1991, that payments to the State had for example
increased over the preceding five years from $100 million per annum to over
$900 million per annum.
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Performance monitoring has been promoted during the 1990s through the work
of the Steering Committee on National Performance Monitoring of Government
Trading Enterprises (SCNPMGTE). Underlying national performance
monitoring, was the concept of ‘yardstick’ competition as an efficiency-
promoting device. The concept of ‘yardstick’ competition is still referred to —
for example, by the Victorian Government, when disaggregating the Melbourne
Water Corporation’s retail business into three separate retail businesses whose
performance can be compared.

As part of the approach to commercialisation, greater autonomy and freedom
from Public Service operational constraints was balanced by a reciproca
obligation to report back to government on agreed targets. This was to be
facilitated by a Statement of Corporate Intent (SCI), which set out a form of
contractual performance agreement between the GTE and the responsible
Minister(s) as the community or shareholder representative(s). SCls, agreed
corporate plans or similar documents, remain a feature of the relationship
between GTEs and their responsible Minister(s).

Corporatisation

Generic reforms have also included changing the corporate structure and
governance of GTES, by establishing them as fully corporatised entities with
new legidation and responsibilities. In the early 1990s, a number of State
Governments passed omnibus corporatisation legislation containing the
umbrella provisions under which individual GTEs could be corporatised.

Some of the characteristics of a corporatised agency are summarised in Box 1.1.
A number of the characteristics identified therein overlap with the reforms
previously referred to under the term ‘commerciaisation’. However, one
distinguishing feature of ‘corporatisation’ is the emphasis not only on more
commercia practice, but on the structural and institutional nature of many of the
reforms.

Box 1.1 Characteristics of a corporatised agency

A corporatised agency is established as a separate legal entity usually with its own
legislation.

It is given clear commercial objectives in its establishing legisation, to remove
ambiguities associated with the pursuit of multiple and sometimes conflicting
commercia and non-commercial objectives.
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Government explicitly specifies the community service obligations (CSOs) it
expects the GTE to meet and ideally, for purposes of transparency, provides the

GTE with separate budget funding to satisfy the specified CSOs. _
A Board is established with Board members appointed because of their expertise

and ability to contribute to the GTE's overall corporate goals, rather than being
representatives of particular constituent interest groups.

The Board is accountable to Parliament through its responsible Minister(s).

The Board normally prepares corporate plans for approval by the Minister(s) —
these specify financial and non-financial performance targets, by which the
performance of the Board in managing the GTE can be judged.

The corporatised agency is not part of a government department as with some
GTEs prior to corporatisation — the responsible Minister(s) exercises broad
strategic control over the GTE, but it is presumed to be autonomous and
accountable for its day-to-day operations.

The establishing legidation normally provides for all government or Ministerial
directionsto the GTE to be in writing and tabled in the Parliament.

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

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

The thrust of institutional reforms has been to expose organisations and their
internal processes to competition and to initiate structural changes which
remove the possibility of conflicting objectives. For example, conflicting
objectives have been avoided by separating the roles of service delivery,
standard setting, regulation and policy-making.

Reforms directed at competition include competitive tendering and contracting
out, where internal providers are forced to compete against external providers,
or else the decision is made to eliminate in-house capability entirely and
contract out all work to external providers.

GTEs have aso been broken up into separate and competing business units,
each with their own management, resourcing and financial management and
reporting systems. This has been done in an effort to enhance efficiency by
focusing more clearly on the performance of particular activity units within a
larger corporate structure. Also, such management approaches alow more
accurate cost of service comparisons and can help to identify activities which
could be cost-effectively outsourced.
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Corporatisation has also involved changes to the governance and accountability
arrangements for GTEs. Traditionally, some GTEs have operated as part of
government departments and in these circumstances it was difficult to segment
and measure their performance. Under the corporatisation model however, they
have been established as separate entities, with clear objectives, an expert Board
and clear accountabilities.

As part of the corporatisation process, independent regulatory regimes were
sometimes established where GTES were operating within a non-contestable
market structure. In other cases, governments have retained responsibility for
price regulation. However, this creates potential tensions for governments
between revenue raising and consumer protection objectives.

National Competition Policy

The structural reforms under the corporatisation model received added impetus
in 1995, when the Council of Austraian Governments (COAG) agreed to
implement the National Competition Policy (NCP).

The NCP is the umbrella under which a range of pro-competitive economic
reforms have been implemented. It includes specific reform programs in the
areas of electricity, gas, water and road transport. The reform elements include
pricing policies, access to infrastructure networks, vertica and horizontal
disaggregation of GTEs, the review of all legislation which restricts
competition, and the introduction of competitive neutrality principles to prevent
government businesses from enjoying an unfair advantage when competing with
private businesses.

At the April 1995 meeting of COAG, Commonwesdlth, State and Territory
Governments signed three inter-governmental agreements to broaden the scope
of competition policy and extend the application of the Trade Practices
Act 1974 to previously exempt sectors of the economy (see Box 1.2).

A feature of these inter-governmental agreements, is that the Commonwealth
has undertaken to provide a series of competition payments to States and
Territories that meet specific reform commitments embodied in the Agreement
to Implement the National Competition Policy and Related Reforms.”
Competition payments are conditional upon jurisdictions being able to
demonstrate that they have implemented the agreed reforms according to a
specified timetable.

7 Related reforms refer to specific reform programs in the areas of electricity, gas, water and
road transport.
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Box 1.2 Inter-governmental agreements and the NCP
Governments' NCP commitments are contained in three inter-governmental agreements:

the Conduct Code Agreement;
the Competition Principles Agreement (CPA); and

the Agreement to Implement the NCP and Related Reforms (the Implementation
Agreement).
The Conduct Code Agreement sets out the basis for extending the coverage of the Trade
Practices Act 1974.

The CPA establishes principles for reform of public monopolies, prices oversight,
competitive neutrality between the public and private sectors. It also provides a
framework for access to infrastructure networks having essential facilities characteristics
and it establishes a program for reviewing legislation which restricts competition.

The Implementation Agreement provides for competition payments — it makes these
payments conditional upon governments meeting a program of reform commitments
agreed to by COAG, that relate specifically to the electricity, gas, water and road
transport industries.

The National Competition Council (NCC) is responsible for assessing the
reform progress of the jurisdictions and hence their eligibility to receive
competition payments.

Structural reforms

The NCP emphasised competition through the structural separation of
contestable and non-contestable elements of GTE businesses. Its provision for
access regimes for infrastructure networks was intended to facilitate competition
in businesses both upstream and downstream of the networks.

Industry-specific GTE reforms have generally been designed to take account of
the market structure prevailing within a particular industry. In electricity for
example, COAG agreed to separate monopoly elements (transmission) from
contestable elements (generation and distribution) within jurisdictions. It was
envisaged that the contestable elements would be exposed to competition and
that the network businesses would be corporatised.
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The principles underlying structural separation were that:
generators should compete for the right to supply electricity;
there should be open access to the grid for new generation; and
customers should be free to choose who supplies their electricity.

Where market structure was inherently competitive or contestable, or could be
made so by means of structural separation and disaggregation, there has been a
tendency to privatise8 In Victoria for example, parts of the previously
integrated electricity supplier were split into a number of smaller entities prior
to privatisation, to encourage competition in the contestable segments of the
market. Reforms to the corporate environment via more commercial operation
or full corporatisation also preceded privatisation.

Where market structure limits contestability and competition is weak or non-
existent, or where a natural monopoly is considered to exist, governments have
still sought to obtain the benefits of corporatisation, but have relied on
supervision through price regulation rather than competition, to prevent the
abuse of monopoly power.

Independent pricing and oversight authorities have been established in New
South Wales (Independent Price and Regulatory Tribunal (IPART)), Victoria
(Office of Regulator-General (ORG)), Tasmania (Government Prices Oversight
Commission (GPOC)), Queensland (Queensland Competition Authority). The
Northern Territory Government does not propose to establish an independent
prices oversight body because the number, size and scope of Territory
Government business activities is not large enough to warrant the cost of such a
body. Instead, independent prices oversight will be performed by the Treasury.

1.3  Future monitoring and research

The Productivity Commission proposes to continue monitoring the performance
of GTEs and to conduct related research.

The Commission will be consulting with governments, regulators, industry
associations and others with an interest in GTES, to help shape its research
priorities. Consultation will address the GTEs to be covered, the proposed
indicators, the reporting format and any other issues that governments or others
feel are most relevant. The Commission will also be encouraging wherever
possible, the use of nationally consistent financial reporting methods to facilitate
direct performance comparisons.

8 The extent of privatisation has varied substantially between jurisdictions.
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At this stage, the Commission is planning to develop three streams of activity:
annual reporting of financial indicators;

selective reporting of performance through international benchmarking
and other industry studies; and

research into issues relevant to the further reform of GTES.

Annual reporting of financial indicators

The aim of this stream of work is to support the need for accountability through
transparency. The changes that have taken place since the Steering Committee
commenced have not diminished the need for accountability. Indeed, with
greater autonomy and light-handed supervision, satisfying the need for
accountability and transparency is a greater chalenge than under previous
arrangements.

The Productivity Commission plans to present nationally consistent financial
information and performance indicators for monitored GTEs. The Commission
also plans to include in its monitoring the performance of former GTEs which
have subsequently been privatised. This will be done using publicly available
information and should allow some comparisons between privatised former
GTEs and those remaining in government ownership.

The information will be maintained in a database, principally in support of the
other two streams of activity. The indicators and underlying data will be
published and made available as a public good resource for stakeholders with an
interest in GTE performance and research.

The financial indicators reported are intended to be the same as those developed
by the SCNPMGTE. Continuity will be ensured by building on the existing
database.

The Productivity Commission is exploring the option of using the Government
Financial Statistics (GFS), produced for Australia' s National Accounts, as a
data source for future GTE performance monitoring. A preliminary
examination of the concordance between GFS data and the data sources used by
the Steering Committee, suggests that thisisfeasible.

The Commission has sought in-principle agreement from State and Territory
governments to access the GFS data from the agency responsible for its
collection. This proposed approach will reduce the collection burden on GTEs.
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Performance reporting

Under this stream of work, the performance of selected GTEs will be studied
and reported at intervals. The particular industries chosen will be determined by
the extent of reform and opportunities presented by the Commission’s research
program. If comparable data are available, the coverage could include
privatised former GTES and overseas businesses in international benchmarking
studies.

The emphasis will be on reporting performance outcomes. Productivity will be
analysed where it is possible to use comprehensive measures or to interpret
partial productivity indicators. Also, the effects on GTE performance of the
different endowments enjoyed by the various jurisdictions and enterprises will
be considered where possible.

The Commission would endeavour to provide a context for performance
outcomes so that they can be appropriately evaluated. This involves analysis of
the external and internal factors affecting performance that are outside the
control of management.

Research into reform issues

Finaly, the Commission plans to undertake research into issues relevant to the
further reform of GTEs. The financial performance of GTES as reported in this
report suggests that there is still considerable scope for improvement.

The aim in this stream of work would be to undertake research that would
benefit all governments in their oversight of GTE performance, as well as
managers and Boards responsible for their governance.

Once again the Commission will be consulting relevant stakeholders to help
shape its activities. Areas of possible future work include:

governance arrangements for GTEs;

valuation of long-lived and indivisible assets;

principles for efficient and equitable cost recovery;

output-based management of CSOs;

performance oversight with value-based management and related
approaches;

performance monitoring for asset management;
public interest in effective independent oversight; and
divestment strategies.
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Key outcomes

Electricity GTE reform has produced substantial benefits for electricity
users — lower real prices — and for shareholder governments — an
increase in dividend payments.
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2.1 Industry structure

Electricity GTEs undertake three main activities. generation of electricity at
power stations, transmission of power over long distances through a high
voltage grid; and distribution of power to users along local poles and wires.

The Australian electricity supply industry has undergone unprecedented
structural reform over the past six years (see Table 2.1). Historically, the
industry developed on a state-by-state basis with a government owned vertically
integrated utility dominating in each jurisdiction. There was little trade between
jurisdictions.

The industry is characterised by competition, both within and between
jurisdictions, athough the extent of reform and activities undertaken in each
jurisdiction vary widely (see Table 2.2). In the larger states, generation and
distribution activities have been separated from transmission activities,
operating as corporatised GTEs in competition with each other. Victoriais the
only jurisdiction which has privatised nearly all of its electricity assets over the
monitored period.

With the emergence of the National Electricity Market (NEM), interstate trade
IS now possible between New South Wales and Victoria (currently the main
traders), the Australian Capital Territory, South Australia and Queensland
(moving towards full participation in the NEM).

The electricity GTEs monitored in this report generated revenue of nearly
$15 billion, administered assets valued at over $42 hillion and employed the
equivalent of 28 059 full-time staff in 199697 (see Table 2A.1). They were
responsible for generating, transmitting and distributing electricity to over five
million residential customers and almost one million businesses. Although
declining in size, the GTE sector still dominates the Australian electricity supply
industry (see Box 2.1).
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Table 2.1 Monitored electricity GTEs, 1991-92 to 1996-97

1991-92 1992-93 1993-94 1994-95 1995-96 199697
New South Wales
Vertically Integrated Generation
Pacific Power Pacific Power Pacific Power — > Pacific Power
DeltaElectricity — Delta Electricity
Macquarie Generation = Macquarie
Generation
Transmission and System Operation
L > TransGrid TransGrid
Distribution
Sydney Electricity

Shortland Electricity

Illawarra Electricity

Prospect Electricity

I: EnergyAustralia—— EnergyAustralia
Orion Energy < NorthPower ——> NorthPower
> Advance Energy—— Advance Energy

21 other distributors | > Australian Inland — Australian Inland

(Not Monitored) Energy Energy
2 Great Southern — s Great Southern
Energy Energy

> Integral Energy — > Integral Energy




Table 2.1

Monitored electricity GTEsS, 1991-92 to 1996-97 (continued)

1991-92 1992-93 1993-94 1994-95 1995-96 1996-972
Victoria
Vertically Integrated Generation
State Electricity Generation Victorial Five Generation
Commission Businesses
(Not Monitored)

Transmission gnd Transmission

System Operation

National Electricity PowerNet > PowerNet

Distribution

Electricity Services
Victoria®

System Operation

Victorian Power
Exchange

—

Victorian Power
Exchange

Five Distribution
Businesses
(Not Monitored)

a No Victorian electricity GTEs were monitored for 1996-97.

b Generation Victoria (GenVic) was established in October 1993 upon the initial disaggregation of the former State Electricity Commission of Victoria (SECV). GenVic
itself was disaggregated into five separate generation companiesin February 1995.

c Electricity Services Victoriawas a successor body of the former SECV and the old municipal eectricity undertakings. It was established in October 1993 (its accounts
and reports commenced on 1 July 1993) and ceased operations in October 1994 when it was disaggregated into five separate distribution businesses.



Table 2.1 Monitored electricity GTEsS, 1991-92 to 1996-97 (continued)

1991-92 1992-93 1993-94 1994-95 1995-96 199697
Queensland

Vertically Integrated Generation

Queendand Electricit ) .
Commission 4 Austa Electric Austa Electricd

Transmission, System Operation and

Distribution
Queensland Transmission Queensland
and Supply Corporation® Transmission and
Supply Corporationf
Distribution
South East Queensland
Electricity Board SEQEB ENERGEX
Capricornia Electricity CAPELEC CAPELEC
Board
d On 1 July 1997, AUSTA Electric was separated into three competing Government owned generation corporations.
e The Queensland Transmission and Supply Corporation (QTSC) commenced operation on 1 January 1995 as a holding company for eight subsidiary

corporations — seven regiona distribution corporations, two of which are SEQEB and CAPELEC, and Powerlink Queensland, which manages Queensland’s
high voltage transmission system.
f On 1 July 1997, QTSC was split into seven distribution corporations, atransmission corporation and three retail corporations.



Table 2.1 Monitored electricity GTEsS, 1991-92 to 1996-97 (continued)

199192 1992-93 199495 199596 199697
Western Australia
State Electricity Western Power Western Power
Commission L

AlintaGas AlintaGas
South Australia
Electricity Trust of .
South Australia (ETSA) ETSA Corporation ‘E ETSA _

Corporation

Tasmania
Hydro-Electric

Corporation

Austrailian Captial Territory
Australian Capital

Territory Electricity
and Water (ACTEW)

Northern Territory
Power and Water

Hydro-Electric
Corporation

ACTEW Corporation

Authority

Optima Energy

Hydro-Electric
Corporation

ACTEW
Corporation

Power and Water
Authority
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Table 2.2

Activities of GTEs in the electricity industry, 1996-97

GTE

Activity
Generation Transmission Distribution® System Operation®

New South Wales

Delta Electricity v

Macquarie Generation v
v

Pacific Power

TransGrid

Advance Energy
Australian Inland Energy
EnergyAustralia

Great Southern Energy
Integral Energy

NorthPower
Queendand

ASENENENENEN

AUSTA Electric® v

Queendand Transmission & v

\
\

Supply Corporation®

ENERGEX®
CAPELEC®

AN

South Australia

ETSA Power'

ETSA Transmission' v v
Optima Energy v

Western Australia

Western Power v v v v

Tasmania

Hydro-Electric Corporation v v v v
Northern Territory

Power and Water Authority® v v v v
Australian Capital Territory

ACTEW Corporation v

Commonwealth

Snowy Mountains Hydro- v v

electric Authority

Notes:

Monitoring of Victorian electricity GTES was discontinued after 199495 (except for transmission
businesses). In 1996-97, the Victorian Government still owned Generation Victoria, Southern
Hydro, Victorian Power Exchange and PowerNet Victoria

This includes retail activities in some jurisdictions. Retail activities refer to competition in the
NEM, where electricity retailers can offer power to customers outside their distribution area, using
the network of rival distributors.

System operation refers to the day-to-day operations of the system such as the dispatch of
generators as well as system planning functions.

On 1 July 1997, AUSTA Electric was separated into three competing generation corporations.

On 1 July 1997, the Queensland Transmission and Supply Corporation (QTSC) was split into seven
distribution corporations, atransmission corporation and three retail corporations.

Subsidiary of QTSC.

Subsidiary of the ETSA Corporation.

The Power and Water Authority is also responsible for water supply.
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Source:

Box 2.1 Australian electricity supply market

Electricity accounts for around 18 per cent of Austraias final energy
consumption, dominating the commercial and residential segments of the energy
market with shares of 66 per cent and 42 per cent respectively.2

Australians consumed 149 TWh of electricity during the 199697 financial year.

Australia has the ninth highest electricity consumption per capita in the world,
increasing by an average of 3.2 per cent per year, from 1991-92 to 1996-97.

Total electricity consumption grew by an average of 3.2 per cent per year, from
199192 to 1996-97. All jurisdictions experienced growth over the period,
ranging from an average of 1.4 percent in the Australian Capital Territory to an
average of 6.2 per cent in Queensland.

Total output (electricity generation) grew by 2.7 per cent on average from
1991-92 to 1996-97.

Australia has a total installed electricity capacity of over 40 000 MW per year, of
which 80 per cent is coal-fired power and 19 per cent is hydro-power.

Over 65 per cent of total capacity is located in New South Wales, Victoria and
Queendland.

Commonwealth, State and Territory Governments own 80 per cent of total
capacity.

The industry has combined assets of around $60 billion, of which $42 billion are
government owned and $18 billion are privately owned (mostly in Victoria).

The Electricity Supply Association of Australia forecasts that some 10 000 MW of
new electricity generation capacity will be developed in Australia between 1996
and 2010. At present around 2000 MW of this capacity is under development and
another 3000 MW isin the planning stage.

At current value, capital investment in total current capacity is estimated to have
cost $27 billion and the value of the predicted expansion is estimated to be
$12 billion.

The average capacity factor (capacity utilisation) for all non-hydro electric
generatorsin Australia, was 55 per cent in 1996-97.b

The dominant sources of final energy consumption in Australia are petroleum, natural gas and
electricity.

The capacity factor is a measure of average capacity utilisation in electricity generation,
measured as total annual energy sent out divided by total installed plant capacity multiplied by
8760 hours.

ESAA 1998.
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2.2 Keyreforms

Reform of Australias electricity industry was driven initidly by
intergovernmental undertakings through the Council of Australian Governments
(COAGQG) process, and more recently by government commitments under the
National Competition Policy (NCP).

Broad policy parameters

In July 1991 COAG agreed to co-operatively improve competitiveness in the
Australian electricity supply industry. They agreed to replace separate State
markets with a competitive national electricity market and to separate monopoly
elements from contestable elements in the industry.
The principles underlying these reforms were that:

generators should compete for the right to supply electricity;

there should be open access to the grid for new generation; and

customers should be free to choose who supplies their electricity.
In April 1995, these reform agreements were maintained and extended under the

NCP — with financial payments to States and Territories depending partly on
adeguate progress in implementing the agreed reforms (see Chapter 1).

Governments commitments under the NCP have created a pathway for the
electricity industry reform into the next millennium.

Specific reforms
The following areas of reform have played a critical role in transforming the
electricity supply industry in Australia:

Industry restructuring;

competitive neutrality;

pricing reforms; and

the NEM.

Major policy initiatives affecting the Australian electricity supply industry are
summarised in Table 2.3.
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Table 2.3 Policy initiatives affecting the electricity industry,
1991-92 to 199697
Jurisdiction Date Nature of reformor policy initiative
National? July Heads of Government agree to create a competitive national electricity
1991 market and establish the National Grid Management Council (NGMC)
to manage the formation of the new market.
June- The Commonwealth, New South Wales, Victorian, Queensland, South
Aug Australian, Tasmanian and Australian Capital Territory Governments
1993 agreed to a Multiple Network Corporation (MNC) structure to be in
place by July 1 1995.
April The COAG agrees to the Competition Principles Agreement (CPA).
1995 The CPA extends the competitive disciplines of Part IV of the Trade
Practices Act 1974 to GTEs and introduces a national access regime
(Part 111A of the Trade Practices Act 1974).
June The Competition Reform Policy Act 1995 (Commonwealth legislation
1995 supporting the CPA, is passed by Parliament.
June The Australian Competition and Consumer Commission (ACCC) is
1995 formed as a nationa regulator, replacing the Trade Practices
Commission and the Prices Surveillance Commission.
Nov The Code is submitted to the ACCC for authorisation under Part IV of
1996 the Trade Practices Act 1974.
April The Code is submitted to the ACCC for acceptance as an industry Code
1997 for electricity transmission and distribution facilities in the participating
jurisdictions.
May A limited interstate competitive market. Phase 1 of the NEM
1997 commenced, alowing interstate competition between New South Wales
and Victoria, the Australian Capital Territory and South Australia.
New South Aug Electricity Commission of New South Wales was renamed Pacific
Wales’ 1991 Power and internally restructured into six commercially oriented
business units — three generating groups, a pool trading unit, a
network business and a services unit. The 25 distribution businesses
remain separate.
July Pacific Power’s network business unit established as a legally separate
1994 subsidiary, Pacific Grid.
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Table 2.3 Policy initiatives affecting the electricity industry,
1991-92 to 1996-97 (continued)

Jurisdiction Date Nature of reform or policy initiative
New South Wales Feb High voltage transmission and system control activities removed to
(continued) 1995 become the responsibility of the Electricity Transmission Authority —

trading as TransGrid. TransGrid given authority to develop and operate
the State wholesale el ectricity market.

Oct The 25 distribution businesses amalgamated to form six companies.
1995

Dec Legidation passed providing for the establishment and regulation of a
1995 State wholesale electricity market, competitive retail electricity supply,
and transmission and distribution network service provision.

March  The six new distribution companies corporatised, with retail and
1996 distribution operations ‘ ring-fenced’ .

Pacific Power restructured to create three separate generators.

May Commencement of State wholesale electricity market.

1996

June Timetable for the introduction of retail competition announced.

1996

Oct Retail competition is introduced into New South Wales to be phased in

1996 over a period of years. From 1 October, customers with sites
consuming more than 40 GWh per year can choose their own electricity
supplier. New retail suppliers are granted licenses to operate in the
New South Wales market.

April Customers consuming more than 4 GWh per year can choose their own
1997 electricity supplier.

Victoria Dec Magjority interest in Loy Yang B power station sold.
1992
Oct The vertically integrated State Electricity Commission is separated into
1993 three businesses — Generation Victoria, National Electricity

(transmission and pool) and Electricity Services Victoria (distribution).

July The Office of Regulator-General (ORG) is established. With regard to

1994 electricity, the key tasks of the ORG are to oversee franchise customer
tariffs, service standards, pool rules and operating procedures,
transmission and distribution access and pricing, and market conduct.
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Table 2.3 Policy initiatives affecting the electricity industry,
1991-92 to 1996-97 (continued)

Jurisdiction Date Nature of reform or policy initiative
Victoria Sep Government tariff policy announced: Residential customer tariffs
(continued) 1994 frozen until June 1996, followed by a 2 per cent real price fall in July
1996, and a 1 per cent real price fall each year thereafter to 2000.
Oct A framework for the electricity industry established. Eight State owned
1994 companies created:
Victorian Power Exchange (VPX) to administer the new wholesale
electricity market and to oversee system control;
PowerNet Victoria as a separate commercial corporation
responsible for the maintenance of high voltage transmission assets,
five regionally based distribution businesses formed from the
eighteen business units of the former Electricity Services Victoria
and the eleven Municipal Electricity Undertakings. Each
distribution business also comprises a ‘ring fenced’ retail arm®; and
Generation Victoria, an interim structure comprising five groups of
power stations trading as independent producers.
Jan Generation Victoria disaggregated into five corporatised, regionaly
1995 based companies.
Sep The first of the distribution businesses is sold. The remaining four
1995 distributors are sold between October 1995 and January 1996.
March  Sale of Yallourn Energy Ltd announced.
1996
July Sale of Hazelwood Power Corporation and Energy Brix.
1996
Dec The Treasurer announced that expressions of interest would be called
1996 for Victoria s largest power generator, Loy Y ang Power.
May Sale of Loy Yang A power station and sale of the State's remaining 49
1997 per cent interest in Loy Yang B power station.
Queensland” March  Gladstone Power Station sold to a consortium headed by Comal co.
1994
Jan The vertically integrated Queensland Electricity Commission was
1995 divided into two corporations — Queensland Generation (trading as

AUSTA Electric) and Queensand Transmission and Supply
Corporation (QTSC).
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Table 2.3 Policy initiatives affecting the electricity industry,
1991-92 to 1996-97 (continued)

Jurisdiction Date Nature of reformor policy initiative
Queendand Jan QTSC is aholding company for eight subsidiary corporations — seven
(continued) 1995 regional distribution corporations and the Queensland Electricity

Transmission Corporation, trading as Powerlink Queendand. QTSC
has responsibility for planning, co-ordinating and supplying electricity.

Western 1991-92  Introduction of ‘time of use’ tariffs for larger non-residential customers.
Australia®
Feb Schedule for open access to Western Power’ s high voltage transmission
1996 and distribution systems announced.

South Australial July ETSA corporatised and set up as a holding company for four separate
1995 subsidiary companies providing generation, transmission, distribution
and gas supply. Regulatory functions transferred to various

government departments.

June Enactment of the National Electricity (South Australian) Act 1996.
1996

Jan Prime generation functions separated from ETSA Corporation to form
1997 Optima Energy.

Tasmania June Legidation passed to alow new entrants into the industry, non-
1995 discriminatory access to the Hydro-Electric Corporation’s grid, and the
establishment of an independent regulator — the Government Prices

Oversight Commission (GPOC).

July The Hydro-Electric Corporation established a government business

1995 enterprise (GBE) under the Government Business Enterprises Act
1995. The Act provides for full competitive neutrality including the
identification, costing, determination and funding of community service
obligations (CSOs).

August GPOC undertook its first review of the Hydro-Electric Corporation
1996 pricing policies.

Northern April Power and Water Authority (PAWA) classified as Government
Territory 1995 Business Division (GBD) under the Financial Management Act 1995.

Nov A set of Principles and Guidelines for the operation of GBDs was

1995 established, an approved pricing methodology for user charges was
developed, and direct funding of CSOs was negotiated. The changes
included the introduction of a tax-equivalent regime and full cost
attribution for GBDs.
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Table 2.3 Policy initiatives affecting the electricity industry,
1991-92 to 1996-97 (continued)

Jurisdiction Date Nature of reform or policy initiative

Northern July PAWA fully subject to commercialisation principles.

Territory 1996

(continued)

Australian Capital  July ACTEW corporatised and regulatory functions transferred to relevant

Territory

1995 government agencies.

199596 ACTEW's distribution and retail activities were ‘ring-fenced’ during
1995-96.°

In August 1997, the ACCC issues draft determinations on the applications for authorisation of the
Code and the application for acceptance of the NEM Access Code.

In July 1998, NEMM CO announced full implementation of the NEM by 15 November 1998.

In July 1997, customers consuming more than 750 MWh per year can choose their own electricity
supplier.

In July 1998, customers consuming more than 160 MWh per year can choose their own electricity
supplier.

‘Ring fencing’ involves splitting business units within asingle entity.

In July 1997, AUSTA Electric was disaggregated into three competing generation corporations and
an engineering services corporation. The QTSC was disaggregated into seven distribution
corporations, three new retail corporations and a separate transmission corporation.

In October 1997, commencement of the Queensland wholesale market.

In March 1988, customers consuming more than 4 GWh per year can choose their own electricity
supplier.

In April 1998, two of the three government owned electricity retailers merged to create one retailer.
In July 1997, customers with an average annua load of not less than 10 MWh at a single site have
third party access to Western Power’ s distribution system.

In July 1998, customers with an average annual load of not less than 5 MWh at a single site have
third party access to Western Power’ s distribution system.

In October 1997, residential customers were given the option of choosing ‘time of use’ tariffs.

In February 1998, the Government announced the decision to sell the State' s electricity assets.

In June 1998, the Government announced the disaggregation of ETSA into a separate transmission
and distribution company (with a subsidiary retail company). Optima Energy will be divided into
three generation companies. An Independent Regulator and Ombudsman will be appointed to
control prices and service standards.
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Industry restructuring

The intention of structural change within the electricity supply industry has been
to introduce competition in the generation and retail sectors by separating these
contestable elements from the natural monopoly activities — transmission and
distribution. Regulation of the natural monopoly activities was also required so
that non-discriminatory access to transmission and distribution network services
IS established and maintained. Appropriate regulation ensures that the benefits
of greater efficiency arising from increased competition in electricity generation
and retail are realised.

In June 1993, the electricity industry’s reform agenda was advanced when the
Commonwealth, New South Wales, Victorian, Queendand, South Australian,
Tasmanian and Australian Capital Territory Governments agreed upon a
Multiple Network Corporation (MNC) structure to be in place by 1 July 1995.
The MNC model is consistent with recommendations arising from the Hilmer
Review into NCP. It requires each jurisdiction to separate the network
businesses from the other elements and subsequently to corporatise the network
business. The contestable elements (generation and retail) were then to be
exposed to competition, creating pressures for adjustment and continual
improvement.

By June 1996, New South Wales, Victoria and Queensland had made the most
progress towards restructuring in line with the MNC model. In Victoria and
New South Wales, generation, transmission and distribution have been fully
separated, with multiple generation and distribution businesses operating in
each State.

The New South Wales distribution and generation sectors were restructured
during 1995-96. In October 1995, the existing 25 distributors were
amalgamated to form six new distribution businesses. Advance Energy,
Australian Inland Energy, EnergyAustralia, Great Southern Energy, Integral
Energy and NorthPower were subsequently corporatised on 1 March 1996. This
has resulted in al distributors within that State being monitored for the first
time. Inthe past, only the four largest of the 25 distributors were monitored.

Pacific Power was disaggregated into a transmission network and three
competing generators. On 1 July 1994 its transmission activities were
transferred to Pacific Grid and then on 1 February 1995 to Transgrid. Six of
Pacific Power’s power stations were detached to create two new generating
entities — Delta Electricity and Macquarie Generation. The three separate
generation businesses commenced operations on 1 March 1996.
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In Victoria, the five regionally-based distributors were privatised between
September 1995 and January 1996. This was followed by the sale of the
Y alourn Energy power station in March 1996. A second generator, Hazelwood
Power Corporation, was sold in July 1996. By mid 1997 there were four
remaining Victorian electricity GTES, Generation Victoria, Southern Hydro,
Victorian Power Exchange and PowerNet Victoriaa. Nearly al Victorian
electricity assets have since been privatised, with only a gas-fired generation
business remaining unsold.

On | July 1997 Queensland’s maor power generator, AUSTA Electric, was
disaggregated into three competing government owned generators — Stanwell
Corporation, CS Energy and Tarong Energy. The Queensland Transmission and
Supply Corporation (QTSC) was split into seven distribution corporations, three
new retail corporations and a separate corporation to operate the State's
transmission infrastructure.

On 1 January 1997 the generation subsidiary of ETSA Corporation in South
Australia became a separate government owned corporation — the SA
Generation Corporation (Optima Energy). Transmission and distribution
functions are undertaken by subsidiaries of ETSA Corporation.

Tasmania and the Northern Territory have not separated their generation,
distribution and transmission functions into separate businesses. However in
April 1998, the Tasmanian State Parliament passed legislation to disaggregate
the Hydro-Electric Corporation (HEC) into a separate transmission corporation
and a distribution and retailing corporation, while the HEC retains the hydro-
electricity generation assets. The Northern Territory Government announced a
comprehensive review of the Power and Water Authority, to commence in
1998-99.

The New South Wales Government and the South Australian Government have
announced their intention to privatise their electricity businesses! The
Australian Capital Territory has announced that it would review ownership of
its power assets.

Competitive neutrality

One way governments have sought to improve the performance of GTES is to
reform their organisation structure and practices, through mechanisms such as
commercialisation, corporatisation and cost-related pricing. These reforms am

1 The South Australian Government has announced a restructure of the electricity industry
in South Australiain preparation for the privatisation of power assets (see Table 2.3).
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to put GTEs on a competitively neutral footing with their private sector
counterparts.

All electricity GTEs have been corporatised, are in the process of being
corporatised (the Snowy Mountains Hydro-electric Authority), or have been
commerciaised (the Power and Water Authority). Corporatisation involves
providing GTEs with clear commercial objectives, hiving off regulatory
responsibilities which may conflict with these commercial objectives, and
subjecting the GTEs to State and Federal corporations law. They have aso been
required to make dividend and tax-equivalent payments to ensure competitive
neutrality. The Snowy Mountain Hydro-electric Authority is the only electricity
GTE which is not currently required to pay income taxes or dividends.

Pricing reforms

Legislated monopolies and businesses which operate in markets where
competition is weak, have the potential to influence prices. Despite reforms of
the electricity industry to date, governments still perceive a need for the
oversight of prices.

As at June 1996, independent pricing and oversight authorities had been
established in New South Wales (Independent Pricing and Regulatory Tribunal,
(IPART)), Victoria (Office of Regulator-General (ORG)) and Tasmania
(Government Prices Oversight Commission (GPOC)).

In New South Wales, IPART has fixed the maximum residential, off-peak and
rural electricity prices at mid-1992 levels, and required price reductions for
other customers. During March 1996, IPART set maximum revenues for the
network and retail supply businesses of the distributors for the three years to
June 1999.2 The extent of price reductions will vary between distributors as
pre-existing price distortions continue to be unwound.

In Victoria, residential customer tariffs were frozen from July 1993 until June
1996, with further reductions in the real price of electricity through to the year
2000.

In Tasmania GPOC conducted its first review of the Hydro-Electric
Corporation’s pricing policiesin 1996. The Commission found that retail prices
charged to business customers were substantially higher than the cost of
production and that maximum price regulation was required to eliminate cross-
subsidies between retail customer classes. From 1 January 1997, rea average

2 Revenue regulation, rather than price regulation, has been used in order to encourage
demand management and energy efficient initiatives.
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business tariffs were required to fall by a minimum of 5 per cent per annum in
each year to the end of 1999, with no increase in the real average residential
tariff over the same period.3

In August 1996, South Australian legislation established the role of a
Competition Commissioner.  Amongst other things, the role of the
Commissioner isto provide pricing oversight for proclaimed GTESs.

In September 1996, the Australian Capital Territory Government appointed an
independent Prices Surveillance Commissioner to work with the New South
Wales IPART to oversee ACTEW Corporation’s electricity prices.

Electricity prices in Queensland and Western Australia remained subject to
Ministerial review. For Queensland, prices for domestic customers were frozen
and prices for commercia and industrial customers were reduced by 8 per cent
in March 1995. In March 1998, prices for commercial and industrial customers
were reduced again by 5 per cent.

In the Northern Territory, prices oversight is undertaken by the Treasury. In
1992, electricity tariffs were frozen for five years.

The role of independent price regulation will diminish as the NEM develops.
The proportion of customers free to choose their electricity supplier has
increased considerably since commencement of wholesale electricity marketsin
Victoria, New South Wales and the NEM which includes these and other
jurisdictions. The proportion of ‘ contestable customers’ is scheduled to increase
over the coming years as retall franchises expire. The States and Territories
each have their own timetable for participating in the NEM, thereby allowing
customers the choice of electricity supplier. Larger power users aready have
the choice in most jurisdictions (see Table 2.4).

3 Restrictions on the maximum increase possible for any customer will also apply.
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Table 2.4 Timetable for competitive retail trading
Date of Ste Date for Estimated Percentage
ligibility thresholds mandated number of total
contestability of energy
customers (per cent)
New South Wales
01-Oct-96>= 40 GWh 01-Oct-97 47 14.0
01-Apr-97>= 4 GWh 01-Oct-97 660 29.0
01-Jul-97>= 750 MWh 01-Jul-98 3560 40.0
01-Jul-98>= 160 MWh 01-Jul-99 10 860 47.0
1-Jan-2001 All sites To be decided 2 750 000 100.0
Victoria
30-Nov-94>= 5MW 30-Nov-94 47 n.a
01-Jul-95>= 1MW 01-Jul-95 380 n.a
01-Jul-96>= 750 MWh 01-Jul-96 1900 n.a
01-Jul-98>= 160 MWh 01-Jul-98 6 900 n.a
01-Dec-2000 All sites 01-Dec-2000 2100 000 n.a
Queendand
29-Mar-98>= 40 GWh 29-Mar-98 37 n.a
01-Jan-99>= 4 GWh 01-Jan-99 390 n.a
01-Jan-2000> 200 MWh 01-Jan-2000 6 400 n.a
01-Jan-2001 All sites 01-Jan-2001 1 600 000 n.a
Australian Capital Territory
01-Oct-97>= 20 GWh 21-Dec-97 5 7.4
01-Mar-98>= 4 GWh 01-Mar-98 40 18.1
01-May-98>= 750 MWh 03-May-98 247 32.2
01-Jul-98>= 160 MWh 28-Jun-98 781 40.7
1-Jan-2001 All sites To be decided 126 730 100.0
South Australia @
NEM start 5MW or 40 GWh
NEM start 1MW or 4 GWh
NEM start+6m 750 MWh
Jan 2000 160 MWh
Jan 2003 All sites
a Information provided by the South Australian Department of Treasury and Finance.
Source: ESAA 1998.

The National Electricity Market

In July 1991 COAG agreed to work co-operatively to create a competitive
electricity market in Eastern and Southern Australia— the NEM. In June 1993,
the Commonwedth, New South Wales, Victorian, Queensand, South
Australian, Tasmanian and Australian Capital Territory Governments agreed to
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implement the NEM by July 1995.4 The agreement is embodied in a Code of
Conduct — the National Electricity Code (the Code).

The electricity spot market provides a wholesale trading mechanism linking
generators, retail authorities and wholesale end-use customers. All wholesale
energy is traded through the spot market. Generators bid to supply electricity
and wholesale purchasers (distributors and large customers) buy electricity
requirements at the spot price which is set every half hour.

The National Grid Management Council (NGMC) was established to manage
the formation of the new market and to facilitate open access and free trade in
wholesale electricity. The NGMC has since developed trading rules, network
pricing principles, system controls and rules for network access (NCC 1997a).

The National Electricity Code Administrator (NECA) and the National
Electricity Market Management Company (NEMMCO) were also established.
NECA is responsible for managing and enforcing the Code. NEMMCO is
responsible for managing the power system, including national dispatch of
generation and controllable load, and operation of the spot and forward trading
markets (NCC 1997a).

In paralel with the NGMC process, New South Wales and Victoria introduced
their own wholesale electricity markets. The Victorian Power Exchange
implemented the VicPool market in 1994 and TransGrid implemented the New
South Wales market in 1996, alowing the phase introduction of contestability in
these markets (see Table 2.4). The wholesale markets in Victoria and New
South Wales were harmonised in May 1997 (phase one of the NEM) by aligning
rules for pricing and generator dispatch in the two states.

There has been some dippage in implementing the full NEM. This reflects in
part the inherent difficulties involved in developing and gaining agreement to
the national reforms in acomplex area. However, substantial progress has been
made to date (see Table 2.5).

4 |tisnot currently feasible for Western Australia to join the NEM, due to its geographical
isolation from Eastern and Southern Australia. However, the electricity distribution
system in Western Australia was opened up to third party competitors from July 1997,
allowing large customers to enter into contracts with either Western Power or private
generators to purchase electricity which is supplied via Western Power’s distribution
system.
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Table 2.5 National electricity market reforms

Date Reforms

July 1994 The establishment of awholesale electricity market in Victoria.

May 1996 The establishment of awholesale electricity market in New South Wales.

November 1996 In November 1996, the National Electricity Code (the Code) is submitted to the ACCC
for authorisation under Part 1V of the Trade Practices Act 1974 (and acceptance as an
industry access code) and the ACCC commences formal public consultation on the
National Code and invites submissions.

May 1997 Phase 1 of the NEM 1 commenced in May 1997 allowing wholesale electricity trade
between New South Wales, Victoria, the Australian Capital Territory and South
Australia.

October 1997 Phase 2 of NEM 1 commenced in October 1997 which has all provisions of the Code
apply except those for market rules and system security.

March 1998 Queendand partially joined the NEM in March 1998 to operate as a separate market
under NEMMCO control until it is connected to the National Grid in 2001.

July 1998 NEMM CO announced full implementation of the NEM by 15 November 1998.

2.3 Consumer outcomes

There are around eight million electricity customers in Australia, of which
nearly six million are serviced by GTEs. Five million of these are residential
customers and nearly one million are businesses.

Reform of the electricity industry directly affects customers through changesin
the price of electricity and changes in service quality. Electricity prices and
service quality also affect consumers indirectly to the extent that electricity costs
to industry are reflected in the final prices of other goods and services.

Real prices

GTEs reported real price indices based on the average price of electricity sold to
residential users, business users and all customers (residential and business
combined).> The business users price index incorporates both commercia and

5 Real price indices are constructed by deflating average selling prices of electricity
distributors in each jurisdiction, by the appropriate capital city Consumer Price Index. In
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industrial customers. There was insufficient data provided to include a price
index for Victorian electricity GTES from 1991-92 to 1994-95.

Australian electricity consumers have benefited from reductions in redl
electricity prices between 1991-92 and 1996-97. In most jurisdictions
monitored, average real prices to ‘al customers were lower in 1996-97 than
they werein 1991-92 (see Figure 2.1).

Prices fell by 38 per cent in Queensand, 23 per cent in New South Wales,
20 per cent in Western Australia, and by 17 per cent in South Australia. The
exceptions were in Tasmania and the Australian Capital Territory where prices
increased during the period and then returned to their previous level in 1996-97.

Declining operating costs have provided the scope for these price reductions.
Reported operation and maintenance costs and labour costs, have declined for
most electricity GTES monitored since 1992-93 (SCNPMGTE 1998).6

Independent price regulation has played an important role in passing on cost
reductions to consumers over the period. For example, in New South Wales,
IPART determinations have produced a $560 million cumulative reduction
(31.4 per cent) in electricity bills for non-residential electricity customers since
July 1993 (IPART 1997). In most jurisdictions the relevant Minister has
lowered the average real price of electricity (or kept tariff increases below
nominal price increases) from 1991-92 to 1996-97.

In most jurisdictions, business users received larger price reductions than
residential consumers (see Figures 2B.1 & 2B.2). Business price reductions
exceeded residential price reductions by 24 percentage points in South
Australia, 13 percentage points in New South Wales, 12 percentage points in
Queensland and 6 percentage points for the Australian Capital Territory. Two
exceptions were Western Australia and Tasmania, where residential prices fell
by nearly 8 percentage points more than business prices. The other exception
was in the Northern Territory where prices for the two groups fell to about the
same level.

jurisdictions with more than one electricity GTE reporting, individual prices indices were
weighted by each GTE's share of total revenue.

6 Labour productivity has increased in terms of output per full-time employee but this does
not include labour which has been outsourced to replace full-time employees.
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Real price indices are constructed by deflating average selling prices of electricity distributors
in each jurisdiction, by the appropriate capital city Consumer Price Index. In jurisdictionswith
more than one electricity GTE reporting, individua prices indices were weighted by each
GTE's share of total revenuein thejurisdiction.

There was insufficient data provided to include a price index for Victorian electricity GTEs
over the period.

The larger price reductions to business users have been the result of price
regulators efforts to reduce cross-subsidies between the two groups of users
and to set prices which reflect the costs of supplying electricity to each group.
For example, the Queensland Government reduced electricity prices for
commercia and industrial customers by 8 per cent in March 1995 and by 5 per
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cent in March 1998. The second reduction was estimated to benefit these users
by around $70 million in terms of cost reductions (Edwell 1998).

The role of price regulation has become less important as more and more
consumers are free to choose their own electricity supplier (see Table 2.3).
Since the advent of the NEM which integrated the wholesale electricity markets
in Victoria and New South Wales, choice in electricity supply has been
available to around 60 per cent of energy customers in New South Wales and
around 50 per cent in Victoria (Delta 1997). In October 1997, the first round of
large contestable customers from the Australian Capital Territory entered the
NEM. In March 1998, the first round of contestable customers entered the
Queensland wholesale el ectricity market.

Price competition has intensified within States (through wholesale electricity
markets) and between some States (through the NEM). The average spot price
for power in Victoria and New South Wales since 1996-97 is claimed to have
fallen to below the average cost of generating power in the two jurisdictions
(Gibbs 1998).

Service quality

Service quality has become increasingly important in terms of electricity GTES
competitive advantage, particularly with the advent of the ‘contestable
customer’. Generadly, electricity distributors have adopted a stronger customer
focus over the period. Since 1991 most distributors have implemented
programs specifically designed to improve the level of customer service they
deliver. Many distributors monitor customer satisfaction as part of their annual
reporting function and some set customer service level targets to be used as
performance targets.

Reliability of supply is a key measure of service quality in the electricity
industry. This is particularly so for business users for whom supply
interruptions can be costly in terms of loss of production. GTES reported
average loss of supply, average outage frequency and average outage duration
as measures of reliability for the period 1991-92 to 1996-97.

The average loss of supply is the total length of time (on average) that a
customer is without the supply of power during the year. This measure is
expected to fluctuate widely between years because most outages are caused by
storms and bushfires. It also reflects the ability of distributors to restore supply
quickly.

Average loss of supply fluctuated widely in some jurisdictions over the period.
In Queensland, the average loss of power was 203 minutes during 1991-92,
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106 minutes during 1994-95 and then back up to 146 minutes in 1996-97. In
the Australian Capital Territory, the average loss of power was 44 minutes
during 1993-94, 25 minutes during 1994-95 and then back up to a high of
52 minutesin 199697 (see Figure 2.2).

That said, the average loss of supply became less variable over the period in two
jurisdictions. In New South Wales the average loss of power was 138 minutes
during 1991-92, gradually decreasing to 113 minutes in 1996-97. In South
Australia the average loss was 171 minutes in 1992-93, gradually decreasing to
118 minutes in 199697 (see Figure 2.2).

In two jurisdictions the average loss of supply improved dramaticaly. In
Tasmania average loss of power reduced from 263 minutes in 1991-92 to
140 minutes in 1996-97. In Victoria (for the three years reported) average loss
of power reduced from 438 minutes in 1991-92 to 268 minutes in 1994-95
(see Figure 2.2).

For some electricity users the average outage frequency is a more pertinent
indicator of service reliability. It measures the number of times (on average)
that a customer loses supply each year. Customers in most jurisdictions
monitored, experienced fluctuations in the number of outages each year over the
period. A notable exception was Tasmania, which had a gradually decreasing
number of outages from three interruptions per customer in 1992-93 down to
two interruptions in 1996-97 (see Figure 2B.3).

For other electricity users the average outage duration is a more pertinent
indicator of service reliability. This measures the amount of time (on average)
that a customer is without power per interruption. Customersin all jurisdictions
experienced wide fluctuations in outage duration each year over the period. A
possible exception was the Northern Territory (for the three years reported),
which had a gradually decreasing minutes per interruption from 62 minutes per
interruption in 1992-93 down to 41 minutes per interruption in 1996-97
(see Figure 2B .4).
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Figure 2.2 Loss of supply per customer, 1991-92 to 1996-97
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2.4 Shareholder outcomes

Government represents the shareholder interest in GTEs and dividends represent
returns to shareholder governments. Underlying returns to shareholders are
electricity GTE earnings or operating profits. After taxes, the residua profit
represents a return on equity which is then distributed as dividends or retained
by GTEs.

Profitability

Operating profit before tax measures the operational performance of GTES,
before income tax is paid. It measures the difference between total revenue and
total expenses and includes abnormal items such as revenue from asset sales.

In most jurisdictions, electricity GTE's operating profit improved substantially
over the period. For example, in Tasmania operating profit before tax increased
from $30 million in 1991-92 to $85.5 million in 1996-97. In the Australian
Capital Territory operating profit grew steadily from $24 million in 1991-92 to
$43 million in 1996-97. In Queensland operating profit increased sharply
between 1991-92 and 1993-94 from $549 million to $771 million, and then fell
back to $664 million in 1996-97. The two exceptions were the Northern
Territory and the Commonwealth, both recording operating losses for most of
the period (see Figure 2.3).

Revenue

Total revenue consists primarily of revenue from the sale of electricity, but aso
includes other items such as investment income and abnormal revenue.

Total revenue grew steadily in most jurisdictions from 1991-92 to 1996-97.
Growth was relatively strong in New South Wales, Queensland, Western
Australia, Tasmania and the Northern Territory, while South Australia,
Australian Capital Territory and the Commonwealth maintained fairly constant
revenue levels over the period. Growth in electricity consumption and
production over the period has enabled an expansion in sales volumes in these
jurisdictions (see Box 2.1 and Figure 2B.5).

Some revenue increases, and hence profit increases, over the period were due to
increases in abnormal revenue. Abnormal revenue usually includes such items
as asset sales which are considered abnormal by reason of their size and effect
on operating profit.
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Figure 2.3 Operating profit before income tax by jurisdiction,
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The scale ranges used along the y axis of each chart are different.

Operating profit before income tax is caculated by subtracting total expenses from total
revenue and includes abnormals.

Only four of the 25 distributors operating in New South Wales in 1994—-95 were monitored in
that year. From 1995-96 onwards, all 25 (merged into six distributors) were monitored.
Victorian generation and distribution GTES were not monitored after 1994-95. Comparisons

between 199293 and 1993-94 and 1994-95 may not be valid due to the disaggregation of the
State Electricity Commission of Victoria (SECV) over the period.

The Queensland electricity supply industry was restructured and only haf the 1994-95
financia year data was reported.

Operating profit fell dramatically in 1993-94 due to a significantly high abnormal expense in
that year.

The State Energy Commission of Western Australia (SECWA) did not provide disaggregated

datafor its gas and electricity services. Disaggregated data became available after
January 1995, when Western Power was established as a separate electricity provider and only
half the 199495 financial year data were reported.
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In most jurisdictions abnormal revenues made up a relatively small percentage
of total revenue. One exception was New South Wales, where abnormal
revenue represented around 18 per cent of total revenue in 1996-97, compared
to less than 1 per cent the year before. This included income from a leased
power station and superannuation contributions.

Expenses

Total expenses relate primarily to the expenses directly incurred in generating
sales revenue— but also includes other items such as depreciation and
abnormal expenses.

Total expensesincreased in most jurisdictions. Expenses growth was relatively
strong in New South Wales, Queensland, and the Northern Territory. Total
expenses fell marginally in the Australian Capita Territory and the
Commonwealth.

Higher labour productivity and lower operating and maintenance costs over the
period enabled many GTES to lower (or control growth in) total expenses, while
expanding production and sales revenue (see Figure 2B.6).

As with revenues, some expense increases, and hence profit movements over
the period, were due to increases in abnormal expenses. Abnormal expenses
include items such as redundancy packages.

In most jurisdictions abnormal expenses made up a relatively small percentage
of total expenses. A notable exception was in South Australia, where abnormal
expense represented around 16 per cent of total expense in 1993-94, compared
to less than 1 per cent the year before. This included an increase in employee
retirement entitlements and expenditure on redundancy packages.

A maor component of total expenses for most electricity GTES is interest
expense or the cost of servicing debt. Interest expense as a proportion of total
expense has fallen dramatically in most jurisdictions, contributing to improved
operating profit, while expanding output. For example, in Queensland interest
expense as a proportion of total expenses fell from 27 per cent in 1991-92 to
11.3 per cent in 1996-97. This is largely the result of debt reduction policies
adopted by many GTES and the lower debt servicing costs due to lower interest
rates over the period (see Figure 2B.7).
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Income tax-equivalent expense

Nearly al electricity GTES are subject to an income tax-equivalent regime. The
exception is the Snowy Mountain Hydro-electric Authority which operates on a
cost recovery basis and is not currently required to pay income tax.

Income tax expense paid or payable has increased in al jurisdictions over the
period (see Figure 2.4). This reflects both an increase in taxable earnings and
efforts by government to promote competitive neutrality by requiring GTEs to
pay income tax-equivalents.

For example, in Western Australia an income tax-equivalent expense was not
paid or payable until 1994-95 when the former State Energy Commission of
Western Australia (SECWA) was corporatised. The new entity — Western
Power incurred atax-equivalent expense of $57 million in 1996-97.

New South Wales electricity GTESs have operated under a tax-equivalent regime
since July 1992, when Pacific Power (the monopoly generator for New South
Wales until March 1996) first incurred a tax-equivalent expense. In New South
Wales tax-equivalent expense paid or payable increased from $18.1 million in
199192 to $363.9 million in 1996-97.

ETSA Corporation in South Australia was one of the last electricity GTEs to
adopt an income tax-equivalent regime, incurring its first tax liability of
$55.3 million in 1995-96, which increased to $88.9 million in 199697
(see Figure 2.4).
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Figure 2.4 Tax-equivalent expense by jurisdiction,
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Income tax-equivalent expense on operating profit before tax (including abnormal items)
calculated using tax effect accounting (AAS3).

Only four of the 25 distributors operating in New South Walesin 1994—-95 were monitored in
that year. From 1995-96 onwards, all 25 (merged into six distributors) were monitored.
Victorian generation and distribution GTES were not monitored after 1994-95.

The Queensland electricity supply industry was restructured and only half the 199495

financia year data was reported.

The State Energy Commission of Western Australia (SECWA) did not provide disaggregated

datafor its gas and electricity services. Disaggregated data became available after January
1995 when Western Power was established as a separate el ectricity provider and only half the
199495 financia year data was reported.
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Dividend payments

Nearly al electricity GTES now operate under a dividend policy, requiring them
to make dividend payments from their operating profits to their shareholder
Governments.

The level of dividend payments fluctuated in most jurisdictions over the period.
Dividend payments tend to fluctuate more than income tax-equivaent expense
because they are not determined by a set proportion (or rate) of operating profit
from year to year, but by annual financial performance agreements between
GTEs and their governments.

Recent years have seen added pressure on GTESs to return dividends to their
owner governments, which is consistent with government efforts to promote
competitive neutrality between GTEs and their private sector counterparts. For
example, dividend payments in Tasmania grew substantially over the period
from $6 million in 1991-92 to $27 million in 1996-97. Dividend payments to
the New South Wales Government were more or less constant from 1991-92 to
199596, but nearly doubled between 1995-96 and 199697, increasing from
$486 million to $945 million (see Figure 2.5).
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Figure 2.5 Dividends paid or provided for by jurisdiction,
1991-92 to 1996-97
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Return on equity

Return on equity (ROE) is a measure of the returns to equity capital. It is
measured as after-tax operating profit as a proportion of average total equity. In
the case of GTEs, this represents profits available after-tax to provide a return
on government capital investment (on behalf of the community). A
‘satisfactory’ rate of return is one which provides a return comparable with that
available from aternative investments. From governments perspective this
return isreceived in the form of dividends (and retained earnings).

ROE for electricity GTEs was more or less consistent with what is required in
the private sector (see Section 1.1). Most jurisdictions reported an ROE
somewhere between 5 and 15 per cent over most of the period. The exceptions
to this were Tasmania, which had returns lower than 5 per cent and negative
returns for three years, and the Northern Territory and the Commonwealth,
where ROE was negative for most years over the period (see Figure 2.6). In
addition, Victoria had a ROE of 24 per cent in 1993-94, which was due to the
combined effect of an increase in after-tax profits and a fall in average equity
for that year.

The introduction of tax-equivalent regimes tended to substantially reduce ROE,
particularly in the initial years following the introduction of such regimes. For
example, ROE in South Australia fell from 15.4 per cent in 1994-95 down to
7.3 per cent in 1996-97. In New South Wales ROE fell from 13.3 per cent in
199192 down to 6.2 per cent in 1992-93 (see Figure 2.6).

ROE is determined on the one hand by the operating profit generated by GTEs,
which increased over the period. The other component of ROE is the value of
equity in the GTE, which is the difference between the value of assets and
liabilities held by GTEs. Equity levels tended to increase over the period as
asset values increased and liability levels remained fairly constant.

Assets

Asset values increased in most jurisdictions, contributing to the variability in
ROE. This was a reflection of asset revaluations (including changes in
valuation methods) in some cases and rationalisation of assets and capital
expenditure in others.

As part of corporatisation and the reform process more generally, most
electricity GTES changed asset valuation methods from historical cost to current
valuation methods, to provide a more meaningful value, taking account of
depreciated current replacement cost or current market value of assets. A
change in valuation methods explains most of the relatively large one-off
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Increases in the value of assets over the period. For example, in South Australia
asset values increased from $2420 million in 1994-95 to $3634 million in
1995-96, when ETSA Corporation changed to the optimised deprival valuation
method of asset valuation, to meet the Corporation’s obligations under the NEM
(see Figure 2B.8).

Declining capital expenditure and asset revaluations have led to declining asset
values in some jurisdictions. In New South Wales, Pacific Power re-valued its
non-current assets downward from $10 544 million in 1993-94 down to $7245
million in 1994-95. Capital expenditure by Pacific Power over the period fell
from $558 million in 1991-92 down to $22 million in 1996-97. This reflected a
situation where there has been sufficient generation capacity to cater for
growing demand without investing in new capacity.

Liabilities
ROE levels are also affected by changesin liabilities. There was relatively little
variation in liability levels in some jurisdictions and clear trends in others.

Many electricity GTEs adopted debt reduction policies over the period in
preparation for the reforms agreed to in their jurisdictions.

Debt reduction policies were required for many GTES to be able to operate on a
commercia footing. In Tasmania, the Hydro-Electric Corporation has reduced
its liabilities from $2118 million in 1991-92 gradually down to $1960 million in
199697 (see Figure 2B.9). By 1993-94 their on-going capital works program
was funded entirely from internal funds, rather than from borrowings and State
Government compensation (as was the case in previous years).

The physical restructure of electricity GTES necessitated capital restructuring in
some cases to maintain an appropriate level of gearing. For example, in South
Australia, ETSA Corporation increased its liabilities through an increase in
current borrowing from $74 million in 1995-96 to $284 million in 1996-97
following the separation of its generating activities (to form Optima Energy)
(see Figure 2B.9).
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Figure 2.6 Return on equity by jurisdiction, 1991-92 to 1996-97
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Notes: The scale ranges used along the y axis of each chart are different.
Return on equity is the ratio of operating profit after tax to average total equity. Operating
profit after tax is calculated by subtracting total expenses and income tax paid or payable from
total revenue (includes abnormal items). Equity is calculated by subtracting total liabilities
from total assets.
Return on equity cannot be calculated on a strictly comparable basis because of revaluations
and abnormal items during the monitored period.

a Only four of the 25 distributors operating in New South Wales in 199495 were monitored in
that year. From 1995-96 onwards, all 25 (merged into six distributors) were monitored.
b Victorian generation and distribution GTESs were not monitored after 1994-95. Comparisons

between 1992-93 and 199394 and 1994-95 may not be valid due to the disaggregation of the
State Electricity Commission of Victoria (SECV) over the period.

c The Queensland electricity supply industry was restructured and only half the 1994-95
financial year data was reported.
d The State Energy Commission of Western Australia (SECWA) did not provide disaggregated

datafor its gas and electricity services. Disaggregated data became available after January
1995 when Western Power was established as a separate electricity provider and only half the
199495 financial year data was reported.
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2.5 Community outcomes

Two ways in which the broader community is affected by the performance of
electricity GTESs are through the impact on the environment and the provision of
community service obligations (CSOs).

The environment

Many electricity GTEs increased their environment related expenditure over the
period. For example, in New South Wales, Pacific Power's spending on
environmental research increased from $5.6 million in 1992-93 to $13.3 million
in 1996-97.

A substantial amount of this investment has focussed on renewable energy
sources. These include solar power, wind power, biomass power and hydro-
power. An estimated $43 million of new investments in renewable energy
infrastructure is currently operational or under construction (Syvret 1998).
Hydro-€electricity is the maor source of renewable electricity currently available
and the Snowy Mountains Hydro-electric Authority provides 84.5 per cent of
the renewable energy supplied to the South—East Australian interconnected grid.

Several electricity GTEs have recently earned accreditation by the Sustainable
Energy Development Authority (SEDA) as providers of alternatives to
electricity generated at coa-fired power stations. They are Energex in
Queendland, ETSA Power Corporation in South Australia and Advanced
Energy, Energy Australia, Intergal Energy, Great Southern Energy, North Power
and Australian Inland Energy in New South Wales (Syvret 1998).

Some GTEs have made commitments to achieve certain environmental
standards, as part of the Commonwealth Government’s National Greenhouse
Challenge Program. Under this program, Western Power signed Western
Australia’ s first Greenhouse Co-operative Agreement with the Commonwealth
Government, and made a commitment to a set of actions and targets aimed at
reducing anticipated greenhouse gas emissions in the year 2000 by 7 per cent
and by afurther 8 per cent in the years after 2000.

From 1991-92 to 199697, carbon dioxide emission levels (as a proportion of
electricity generated) declined or remained stable in all jurisdictions where
GTEsreported data (see Figure 2.7).
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Figure 2.7 Carbon dioxide (CO2) emissions by jurisdiction,
1991-92 to 1996-97
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Victorian distributors were not monitored after 1994-95.
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Datawas not provided for Western Australiafor 1996-97.

Data was not provided for the Northern Territory for 1991-92, 1992-93.
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Community service obligations

CSOs require GTEs to carry out activities relating to inputs or outputs which
they would not elect to do on a commercial basis. Most jurisdictions have
embarked on programs to review all their mgjor CSOs or are about to do so,
across the whole GTE sector. They have adopted policies which include the
identification of all CSOs delivered by GTEs, the negotiation of contracts for
their provision, the application of consistent costing methods to all CSOs and
their direct funding through the budget.

Several electricity GTEs provided CSOs over the period. These were delivered
in various forms including pensioner rebates, tariff equalisation, public lighting
and Aboriginal community services. Of those CSOs reported, most were clearly
identified and funded directly from State Government budgets. Exceptions
were Macquarie Generation and North Power which funded their CSO
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internally. The cost (or size) of the CSOs reported ranged considerably across
GTEs— from around 0.5 per cent to around 9 per cent of total revenue.

2.6 Employee outcomes

The effects of electricity reform on people employed by electricity GTES can be
measured in two ways — by the level of employment in the sector and
workplace safety performance.

Levels of employment

The amount of labour employed by the Australian electricity supply industry
(including the private sector) has declined substantially over the period. In
199192, 58 142 people were employed by the industry compared to 38 218 in
199596 (ABS 1998b). For the electricity GTEs monitored, people employed
declined by 45 per cent from 51 078 in 1991-92 to 28 059 in 1996-97.
However, many electricity GTEs have also outsourced some functions such as
maintenance and information technology.

The decline in employment has occurred while electricity generation and
consumption have been increasing (see Box 2.1). The number of employeesin
the monitored electricity supply industry has declined as a result of the
privatisation of most electricity assetsin Victoria (see Figure 2.8).

Workplace safety

The workplace safety of electricity GTES has improved significantly over the
period in nearly al jurisdictions. A key measure of safety is the lost time injury
frequency rate (LTIFR) which is the number of work related injuries that result
in time off work. Improvement in this areais consistent with efforts at both the
Commonwealth and State Government level, to improve Austraias
occupational health and safety performance across al industries. For example,
in Tasmania the average LTIFR fell by 60 per cent between 1991-92 and
199697 (see Figure 2.9).

Electricity GTEs reported having devoted more resources to improving the
safety of their workplaces and reducing workplace injuries over the period.
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Figure 2.8 Total direct GTE employment by jurisdiction,

1991-92 to 199697
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Notes:
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end of the period. This measure overstates the decline in labour used by GTEs because |abour

outsourcing is not accounted for.

Only four of the 25 distributors operating in New South Wales in 1994-95 were monitored in
that year. From 1995-96 onwards, al 25 (merged into six distributors) were monitored, which

to some extent explains the substantial change from 1994-95 to 1995-96.

Victorian generation and distribution GTEs were not monitored after 1994-95. Data for
1994-95 refers to transmission GTEs only, which explains the substantial change from

1993-94 to 1994-95.

The State Energy Commission of Western Australia (SECWA) did not provide disaggregated

datafor its gas and electricity services. Disaggregated data became available after January

1995 when Western Power was established as a separate electricity provider.
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1991-92 to 199697

Figure 2.9 Lost time injury frequency rates by jurisdiction,
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Attachment 2A Revenue by jurisdiction

Table 2A.1  Total revenue by electricity GTE, 1996-1997

GTE Revenue ($ million) Per cent share (%)
New South Wales

Generation and Transmission

Delta Electricity 700.8 4.7
Macquarie Generation 866.4 5.8
Pacific Power 936.9 6.3
TransGrid 386.3 2.6
Distribution 198.7 13
Advance Energy

Australian Inland Energy 38.1 0.3
EnergyAustraia 2061.0 13.8
Great Southern Energy 314.6 21
Integral 1047.2 7.0
NorthPower 419.9 2.8
Total for New South Wales 6969.9 46.8
Queensland

Generation

AUSTA Electric 833 10
Distribution and Transmission

Queendand Transmission and Supply Corp. 4087.1 27.4
Total for Queensland 4170.4 28.0
Western Australia

Western Power 1335.7 9.0
South Australia

Generation and Transmission

ETSA Power 971.0 6.5
Optima Energy 169.3 11
Distribution

ETSA Transmission 113.0 1.0
Total for South Australia 1253.3 8.4
Tasmania

Hydro Electric Corporation 528.2 3.6
Northern Territory

Power and Water Authority 232.7 16
Australian Capital Territory

ACTEW Corporation 235.8 16
Commonwealth

Snowy Mountains Hydro-electric Authority 171.3 12
TOTAL 14 897.3 100
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Attachment 2B  Supporting figures

Figure 2B.1 Residential real price index by jurisdiction,
1991-92 to 1996-97
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Notes: The scale ranges used aong the y axis of each chart are different.
Real priceindices are constructed by deflating average selling prices of electricity distributors
in each jurisdiction, by the appropriate capital city Consumer Price Index. In jurisdictionswith
more than one electricity GTE reporting, individual prices indices were weighted by each
GTE's share of total revenuein the jurisdiction. There was insufficient data provided to
include a price index for Victorian electricity GTES over the period.
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Figure 2B.2 Business real price index by jurisdiction,
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The scale ranges used along the y axis of each chart are different.

Readl priceindices are constructed by deflating average selling prices of electricity distributors
in each jurisdiction, by the appropriate capital city Consumer Price Index. In jurisdictionswith
more than one electricity GTE reporting, individual prices indices were weighted by each
GTE's share of total revenuein the jurisdiction. There was insufficient data provided to
include a price index for Victorian electricity GTES over the period.
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Figure 2B.3 Average outage frequency by jurisdiction,
1991-92 to 1996-97
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Notes: The scale ranges used aong the y axis of each chart are different.
Average outage frequency equals total number of customer interruptions divided by the
average total number of customers.

a Datawas not provided for Victoriafor 1994-95. Victorian generators and distributors were not
monitored after 1994-95.

b Data was not provided for Western Australia for 1991-92, 1992-93, 1993-94 and 1994-95.

c Data was not provided for the Northern Territory for 1994-95.
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Figure 2B.4 Average outage duration by jurisdiction,
1991-92 to 1996-97
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Data was not provided for Western Australiafor 1991-92, 199293, 1993-94 and 1994-95.
Data was not provided for the Northern Territory for 1994-95, 1995-96 and 1996-97.

Datawas not provided for Victorian distribution GTEs.

Average outage duration equals total number of customer minutes interrupted divided by total
number of customer interruptions.

The scale ranges used along the y axis of each chart are different.
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Figure 2B.5 Total revenue by jurisdiction, 1991-92 to 1996-97
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income, receipts from government for specific agreed services, other revenue from operations,
receipts from government to cover operating deficits on operations and abnormal revenue.
Only four of the 25 distributors operating in New South Walesin 1994—-95 were monitored in

that year. From 1995-96 onwards, all 25 (merged into six distributors) were monitored, which

Excludes funds received for specific capital works from governments or other parties, and
to some extent explains the substantial change from 1994-95 to 1995-96.

equity contributions from government.

Total revenue includes revenue from sales and levies, revenue from asset sales, investment

The scale ranges used aong the y axis of each chart are different.

b

Victorian generation and distribution GTES were not monitored after 1994-95. Comparisons

between 1992-93 and 1993-94 and 1994-95 may not be valid due to the disaggregation of the

State Electricity Commission of Victoria (SECV) over the period.

The Queensland electricity supply industry was restructured and only half the 199495
financia year data was reported.

c

d

The State Energy Commission of Western Australia (SECWA) did not provide disaggregated

datafor its gas and electricity services. Disaggregated data became available after January
1995 when Western Power was established as a separate electricity provider and only half the

199495 financia year data was reported.
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Total expenses includes salaries and wages, purchases, interest, bad and doubtful debts,
material losses from the sale of non-current assets, charges for depreciation, amortisation or

diminution of assets and abnormal expenses.

The scale ranges used along the y axis of each chart are different.

Figure 2B.6 Total expenses by jurisdiction, 1991-92 to 1996-97
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Victorian generation and distribution GTES were not monitored after 1994-95. Comparisons

between 1992-93 and 199394 and 1994-95 may not be valid due to the disaggregation of the

SECV over the period.
The State Energy Commission of Western Australia (SECWA) did not provide disaggregated

datafor its gas and electricity services. Disaggregated data became available after January
1995 when Western Power was established as a separate el ectricity provider and only half the

that year. From 1995-96 onwards, all 25 (merged into six distributors) were monitored, which
1994-95 financial year data was reported.

Only four of the 25 distributors operating in New South Wales in 199495 were monitored in
to some extent explains the substantial change from 199495 to 1995-96.

b
The Queensland electricity supply industry was restructured and only half the 1994-95
financial year data was reported.

c
d
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Figure 2B.7 Gross interest expense as a percentage of total
expenses by jurisdiction, 1991-92 to 1991-97
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Notes: The scale ranges used aong the y axis of each chart are different.
Gross interest expense is the amount charged to the profit and loss account. It includes finance
charges on finance leases and all debt related expenses. Total expenses includes saaries and
wages, purchases, interest, bad and doubtful debts, material losses from the sale of non-current
assets, charges for depreciation, amortisation or diminution of assets and abnormal expenses.
a Only four of the 25 distributors operating in New South Wales in 1994-95 were monitored in
that year. From 1995-96 onwards, al 25 (merged into six distributors) were monitored, which
to some extent explains the substantial change from 1994-95 to 1995-96.
b Victorian generation and distribution GTES were not monitored after 1994-95. Comparisons
between 1992-93 and 1993-94 and 1994-95 may not be valid due to the disaggregation of the
State Electricity Commission of Victoria (SECV) over the period.

c The Queensland electricity supply industry was restructured and only half the 1994-95
financia year data was reported.
d The State Energy Commission of Western Australia (SECWA) did not provide disaggregated

datafor its gas and electricity services. Disaggregated data became available after January
1995 when Western Power was established as a separate electricity provider and only half the
199495 financia year data was reported.
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Figure 2B.8 Total assets by jurisdiction, 1991-92 to 1996-97
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The scale ranges used along the y axis of each chart are different.

Tota assets is defined as the service potentia for future economic benefits, controlled by the
entity as a result of past transactions or other events (measured at the end of the reporting
period).

Only four of the 25 distributors operating in New South Wales in 1994-95 were monitored in
that year. From 1995-96 onwards, al 25 (merged into six distributors) were monitored, which
to some extent explains the substantial change from 1994-95 to 1995-96.

Victorian generation and distribution GTES were not monitored after 1994-95. Comparisons

between 199293 and 1993-94 and 1994-95 may not be valid due to the disaggregation of the
State Electricity Commission of Victoria (SECV) over the period.

The State Energy Commission of Western Australia (SECWA) did not provide disaggregated

datafor its gas and electricity services. Disaggregated data became available after January
1995 when Western Power was established as a separate electricity provider.
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(measured as at the end of the reporting period). Includes provisions for employee entitlements,
creditors, deferred revenue, all repayable borrowings, interest bearing non-repayable

borrowings and redeemable preference shares.

Only four of the 25 distributors operating in New South Wales in 1994-95 were monitored in
that year. From 1995-96 onwards, al 25 (merged into six distributors) were monitored, which

to some extent explains the substantial change from 1994-95 to 1995-96.
Victorian generation and distribution GTES were not monitored after 1994-95. Comparisons

between 1992-93 and 1993-94 and 1994-95 may not be valid due to the disaggregation of the

State Electricity Commission of Victoria (SECV) over the period.
The State Energy Commission of Western Australia (SECWA) did not provide disaggregated

datafor its gas and electricity services. Disaggregated data became available after January

The scale ranges used aong the y axis of each chart are different.
1995 when Western Power was established as a separate electricity provider.
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Key outcomes

Gas GTE reform has produced benefits for business gas users — lower
real prices— and for shareholder governments — an increasein
dividend payments.
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PERFORMANCE OF GOVERNMENT TRADING ENTERPRISES, 199192 TO 1996-97

3.1 Industry structure

There are currently three gas GTEs in Australiaa GASCOR and the Gas and
Transmission Corporation, which service Victoria and Southern New South
Wales, and AlintaGas, which services pats of Western Austraia
(see Table 3.1).1 Prior to 1994-95, the South Australian and Commonwealth
Governments also owned transmission businesses.

The activities of gas utilities can be broadly classified as:
production (exploration, extraction, and processing);
transmission (transportation of gas to distribution networks via pipelines);
distribution or reticulation (transportation of gasto end users); and
marketing (selling of gas and associated appliances).
Historicaly, the industry evolved as a series of highly integrated state-based
operations dominated by a few large enterprises. There has aways been a

substantial degree of private ownership in the industry but with government
regulation at all stages of the gas supply chain.

Significant disaggregation and further privatisation have occurred in the gas
GTE sector since 1991-92 (see Table 3.2).

The gas GTEs monitored in this report generated revenue of nearly $1.8 hillion,
administered assets valued at $4.4 billion and employed the equivalent of 2300
full-time staff in 199697 (seeTable3A.1). They were responsible for
generating transmitting and distributing gas to over 1.7 million residential
customers and 42 000 businesses. In 1996-97, the GTE sector represented
around 70per cent of the Australian gas industry in revenue terms
(see Box 3.1).

Table 3.1 Activities of monitored GTEs in the gas industry, 1996-97

GTE Activity

Transmission Distribution Marketing
Victoria
GASCOR v v
Gas Transmission Corporation v
Western Australia
AlintaGas v v v

1 In addition, the Power and Water Authority (Northern Territory), owns two privately
operated gas pipeline businesses — DARNOR and GASCO. In Queendand, the Daby
and Roma local governments own and operate gas distribution businesses.
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Table 3.2 Monitored gas GTEs, 1991-92 to 199697

199192 1992-93 1994-95 1995-96 1996-97
Victoria
Transmission and Distribution Transmission
Gas and Fuel Corporation Gas Transmission Gas Transmission
Corporation Corporation
Distribution
—> GASCOR GASCOR
Western Australia
State Electricity Western Power P
Commission &
AlintaGas AlintaGas

South Australia
Pipelines Authority of

South Australia

Private business
(Not monitored)

Commonwealth

Pipeline Authority Private business
(Not monitored)

a The State Electricity Commission provided gas and electricity servicesto Western Australia.

b Western Power provides electricity servicesto Western Austraia
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Box 3.1 Australian gas supply market
In 1996 natural gas accounted for around 18 per cent of Austraia's primary
energy.@
The natural gas industry aims to achieve a 20 per cent share of the primary energy
market by the year 2000.
Consumption of gas grew by 2.2 per cent on average per year between 1990-91
and 1995-96.
During 1995-96 net production in Australia was equal to 1053 PJ, of which
404 PJ was exported.
The quantity of natural gas sold has fallen from 405 PJ in 1991-92 to 374 PJ in
1995-96.

During 1995-96, the industry earned sales revenue of $2426.9 million.

During 1995-96, total capital expenditure on natural gas production was
$1031 million, compared to $1485 million in 1991-92.

Australian natural gas prices are among the lowest of the OECD countries.
Annual capital investment in the Australian gas industry exceeds $1 billion.

a The dominant sources of final energy consumption in Australia are petroleum, natural gas and
electricity.
Source: AGA 1998.

3.2 Keyreforms

Reform of Australia’s gas industry was driven initially by inter-governmental
undertakings through the Council of Australian Governments (COAG) process
and more recently by government commitments under the National Competition
Policy (NCP).

Broad policy parameters

In December 1992, COAG agreed to open the Australian gas supply industry to
greater competition. They noted that barriers to trade in natural gas markets
could inhibit the development of the industry and discourage exploration and
commercia development of gas markets and infrastructure.

In February 1994, COAG agreed to reforms to remove impediments to ‘free and
fair' tradein natural gas. The underlying objective was to develop a nationally
integrated and competitive industry in which consumers could contract directly
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with a gas producer of their choice, and separately with a pipeline operator for
gas haulage.

To achieve this, COAG agreed on the following principles and specific reforms
to be implemented by 1 July 1996:

introduce a uniform framework for access to gas transmission pipelines,
reform gas franchise arrangements;

corporatise remaining government owned utilities; and

implement ‘structural separation’ or ‘ring fencing' of vertically integrated
transmission and distribution activities.2

At the April 1995 COAG meeting, the above reforms were brought within the
ambit of the NCP process — with payments to the States and Territories being
dependent, in part, on adequate progress in implementing the reforms.

Specific reforms

The Australian gas industry has undergone reform in the following areas:
Industry restructuring;
price regulation; and
access to pipelines.

Magor policy initiatives affecting the Australian gas supply industry are
summarised in Table 3.3.

2 *‘Ringfencing’ involves splitting financial and administrative business units within asingle
entity.
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Table 3.3 Reform initiatives affecting the gas industry,
1991-92 to 1996-97
Jurisdiction Date Nature of reform or policy initiative
Victoriag® May GFCV contract out support services.
1994
Dec Gas Transmission Corporation and East Australian Pipelines Ltd
1994 undertake joint study into the connection of the New South Wales and
Victorian transmission grids by a pipeline between Albury and Wagga
Wagga.
GFCV separated vertically into transmission (the Gas Transmission
Corporation) and distribution businesses (GASCOR trading as the ‘ Gas
and Fuel’).
June GFCV wound up.
1995
Aug GFE Resources Ltd, the exploration arm of the former GFCV, is sold to
1995 Cultus Petroleum NL.
Nov Gas Industry (Extension of Supply) Act 1995 was passed. This enables
1995 variations to the policy of standard natural gas tariffs in some ‘new
areas’ to enable communities to negotiate an infrastructure tariff to
receive natural gas supply.
June A 2 per cent tariff increase for domestic consumers on gas consumed
1996 after 1 July 1996.
July A ‘ring-fenced’ structure of two financially and operationally discrete
1996 businesses, based on Gas and Fuel’s core activities, was introduced.
These businesses are known as Network, covering gas distribution
operations, and Energy Retail, marketing gas.
South Australia Oct South Australian Government sells its mgjority holding in SAGASCO
1993 Holdings Limited to Boral. The group included a gas and oil producer
and explorer (SAGASCO Resources), and LPG business (SAGASCO
LPG), and the distributor retailer of gas in South Australia (The Gas
Company).
June Assets of the Pipeline Authority of South Australia sold to Tenneco
1995 Gas Australia together with haulage contracts. Gas purchase and sale

contracts transferred to newly established Natural Gas Authority of
South Australia.
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Table 3.3 Reform initiatives affecting the gas industry,
1991-92 to 1996-97 (continued)
Jurisdiction Date Nature of reform or policy initiative
Western Jan Separation of the State Energy Commission into two corporatised
Australial 1995 businesses — Western Power (electricity), and AlintaGas (gas), and
creation of an independent Office of Energy responsible for regulatory
functions. AlintaGas retained as a vertically integrated transmission and
distribution/retail entity but with ‘ring fencing’ of business units.
Retail market to be deregulated over time allowing progressively smaller
usersto deal directly with gas producers and wholesalers.
Jan Customers using at least 1000 TJ per year at a single site became able to
1996 contract directly with any gas supplier.
199596 The Western Australia Government announced a plan to sell up to
60 per cent of the Dampier to Bunbury natural gas pipeline. Expressions
of interest were also sought to build, own and operate a gas reticulation
system in Kalgoorlie/Boulder to distribute gas supplied through the
Goldfields Gas Pipeline.
Jan Customers using at least 1000 TJ per year at a single site became able to
1997 contract directly with any gas supplier.
Regulations providing for third party accessto AlintaGas gas distribution
system, were promul gated.
199697 The Western Australia Government announced its intention to sell

100 per cent of the Dampier to Bunbury Natural Gas Pipeline.

In December 1997, GASCOR was split into six government owned businesses, three retail and
three distribution businesses; and the GTC was disaggregated to form two new transmission
entities, Transmission Pipelines Australiaand Victorian Energy Networks.

The Dampier-Bunbury pipeline was subsequently sold in March 1998 for $2.3 hillion.

From January 1997, customers using at least 500 TJ per year at a single site became able to contract
directly with any gas supplier.

From January 1998, customers using at least 250 TJ per year at asingle site became able to contract
directly with any gas supplier.

Industry restructuring

The level of government ownership and operation of transmission and
distribution infrastructure has declined as a result of substantial restructuring
over the period.

The Commonwealth Government sold the Moomba to Sydney pipeline in June
1994 to East Australian Pipelines Limited. The South Australian Government
sold its mgjority holdings in SAGASCO Holdings Limited to Boral in October
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1993 and in June 1995, sold the Moomba to Adelaide pipeline to Tenneco Gas
Australia.

The Victorian Government commenced restructuring the Gas and Fuel
Corporation of Victoria (GFCV) in 1991. During 1994-95, the GFCV was
vertically separated and two legally separate corporatised identities were
created. In December 1994, the Gas and Transmission Corporation (GTC) took
over the transmission functions of the GFCV, and in June 1995 GASCOR took
over the distribution and marketing functions of the GFCV.

During 1997-98, the GTC was disaggregated and two new transmission
businesses were formed — Transmission Pipelines Australia and Victorian
Energy Networks Corporation. GASCOR was separated further, into three
government owned distribution business, Westar, Stratus Networks and
Multinet Gas, and three government owned retailing businesses, Kinetic Energy,
Energy 21 and Ikon Energy.

In January 1995, the Western Australian Government broke up its energy utility,
the State Electricity Commission of Western Australia (SECWA). AlintaGas
was created as a corporatised entity to carry on the gas business of the SECWA
and operates its transmission activities separately from its distribution and
marketing activities. The distribution arm of AlintaGas is required to negotiate
with the transmission arm for pipeline capacity and access.

During 1996-97, the Western Australian Government foreshadowed full
privatisation of the Dampier-Bunbury pipeline, which has resulted in the
complete separation of gas transmission and distribution activitiesin the State.3

Price regulation

Since 1981, a policy of uniform published gas tariffs for the supply of natural
and tempered liquefied petroleum gas has operated across all areas supplied by
GASCOR (then the Gas and Fuel Corporation). This has meant that the same
domestic, commercial and industrial tariffs have applied to customers regardless
of their location, with the exception of large users on individual contracts.

The Gas Industry Act 1994, which created GASCOR and GTC, also established
a means for the regulation of gas and transmission prices on an interim basis.
Until formal third party access regimes are introduced for the transmission and
distribution networks, both the GTC and GASCOR must obtain Ministerial
endorsement for increases in prices. A 2 per cent price increase for domestic
consumers was endorsed in June 1996, to apply to gas consumed after July

3 The Dampier-Bunbury pipeline was subsequently sold in March 1998 for $2.3 billion.
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1996. A further increase of 1.3 per cent on al uniform tariffs (domestic,
industrial and commercial), was announced in June 1997 to apply to gas
consumed after August 1997.

After this interim arrangement both entities will be regulated by the Office of
the Regulator General in Victoria, when privatised.

The Gas Corporation Act 1995 and the Energy Coordination Act 1995, which
created AlintaGas and the Office of Energy respectively, also established a
means for the regulation of retail and transmission prices. AlintaGas must
obtain Ministerial approval for price changes until formal third party access
regimes are introduced for the transmission and distribution networks in
Western Australia.

Access to pipelines

Economies of scale associated with gas transmission and distribution can inhibit
the commercial duplication of pipeline infrastructure in Australia. Third party
access to pipelines can promote competition by allowing consumers to contract
directly with a gas producer of their choice for the supply of gas. It also allows
separate contracting with the pipeline operator for gas haulage.

For some years, Australian Governments have been developing third party
access arrangements for pipelines on a State-by-State basis. State based access
legislation has tended to provide the potential for and the circumstances under
which access may be provided, rather than a right of access (IC 1995). These
regimes have been devel oped outside the national framework (discussed below).

Central to governments commitments under the NCP is the introduction of a
uniform, nation wide framework for access to gas transmission pipelines.
COAG dso noted that legidation facilitating third party access should be
developed co-operatively between jurisdictions. A Gas Reform Task Force (the
Task Force) was established in June 1995, and development of a National Code
(Code) for access commenced.

By mid 1996, the Task Force had developed a draft Code — originally to apply
to transmission pipelines and scheduled to take effect on 1 July 1996.
Following release of the draft for public consultation, COAG agreed to broaden
the scope and extend the time frame for the reforms. In December 1996, the
Prime Minister proposed that:

the national access framework apply to distribution systems as well as
transmission pipelines,

the Code be given consistent legislative effect by jurisdictions by
1 July 997,
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any derogation from the Code and transitional arrangements be fully
transparent and have firm end dates, with transitional arrangements to be
phased out by 1 July 2001; and

the Australian Competition and Consumer Commission (ACCC) be the
single national regulator for transmission pipelines, with gas distribution
pipelines to be regulated by independent regulators.

All jurisdictions have agreed to these proposals.

In February 1997, the Gas Reform Implementation Group (GRIG) was given the
task of finalising and implementing the Code. In November 1997 the Code was
finalised and all jurisdictions signed the Natural Gas Pipeline Agreement. In
June 1998 all jurisdictions except Western Australia (which is sill in the
process) had passed gas pipeline access legidlation and in July 1998 the South
Australian and Commonwealth legislation became operational.

3.3 Consumer outcomes

Gas GTEs supply around 1.8 million customers, the magority of which are
residential customers. GASCOR service nearly 1.4 million of these throughout
Victoria and southern New South Wales, and AlintaGas service nearly 390 000
in Western Australia. Overall they supply around 60 per cent of the Australian
customer base.

Reform of the gas GTESs directly affects customers through changes in the price
of gas and changes in service quality. Gas prices and service quality also affect
consumers indirectly to the extent that gas costs are reflected in the final prices
of other goods and services.

Real prices

Gas GTEs reported real price indices based on the average price of gas sold to
residential users and business users. The business users price index
incorporates both commercia and industrial customers.

Residential customers in Western Australia benefited from a reduction in real
gas prices of 9 per cent from 1991-92 to 1996-97. There has been no changein
nominal tariffs for business customers since 1991, which amounts to a real
decline in business tariffs of 10.5 per cent from 1991-92 to 1996-97.4

4 Tariffs for business customers does not include prices of individual contracts, which make
up the majority of AlintaGas commercial and industrial business. Contract price data is
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Real gas prices for residential customers in Victoria increased by 7.4 per cent
over the period. Thiswas dueto an increase in the domestic tariff of 10 per cent
on 8 January 1993. However, business customers in Victoria benefited from a
real price reduction of 8.6 per cent from 1991-92 to 199697 (see Figure 3B.1).

Figure 3.1 Residential real price index, 1991-92 to 1996-97
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Notes: Real price indices are constructed by deflating average selling prices of gas distributorsin each
jurisdiction, by the appropriate capital city Consumer Price Index. In jurisdictions with more
than one gas GTE reporting, individual pricesindices were weighted by each GTE's share of
total revenue in the jurisdiction.

not available on a comprehensive basis. A Consumer Price Index (CPI) (capita city)
increase of 11.7 per cent over the period was used to derive the rea change in tariffs for
business customers over the period (ABS 1998a).
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Service quality

Reliability of supply and timely responses to customer complaints and inquiries
are key elements of customer service.

Both AlintaGas (Western Australia) and GASCOR (Victoria) monitor these
elements of customer service as part of their annual reporting function. They
have implemented programs specifically designed to improve the level of
customer service they deliver. AlintaGas launched its Customer Service Charter
to al of itsresidential gas customers in 1995. Recently, GASCOR'’s customer
service efforts have focused on providing a ‘ seamless and efficient changeover’
for their customers during the GFCV'’ s restructuring phase.

Reliability of supply is measured as the number of unplanned interruptions to
gas supply per thousand customers. In Victoria, reliability remained relatively
stable over the period. Unplanned interruptions in Western Australia increased
from 1.5 in 1992-93 to 5.6 in 1994-95 and down to 3.9 in 1996-97 (see
Figure 3.2).

Figure 3.2 Unplanned customer interruptions,
1991-92 to 1996-97

Victoria Western Australia (a)

Per 1000 customers

- sy

1991-1997 1991-1997

Notes: Unplanned customer interruptions equal s the number of unplanned interruptions per thousand
customers.
a Datawas not provided for 1991-92.

The inconvenience of supply interruptions to the customer is measured as the
average number of seconds per customer interruption. In Victoria, the length of
customer interruptions varied considerably, with a low of 17.3 seconds in
199293 and a high of 384 seconds in 1995-96. In Western Australia, the
length of customer interruptions was below 50 seconds in all years except in
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1995-96, when the average interruption duration was 372 seconds. This was
due largely to one incident where a telephone contractor severed a gas main and
awater main (see Figure 3B.2).

The time taken to respond to customer calls is used as a measure of a GTEs
ability to service customers with complaints or inquiries expeditiously. Both
jurisdictions increased the percentage of calls answered within 20 seconds.
AlintaGas in Western Australia answered 52.2 per cent of calls in 20 seconds,
gradually increasing to 81 per cent in 1996-97. GASCOR in Victoria answered
64.1 per cent of cals in 1991-92, increasing to 84 per cent in 1996-97
(see Figure 3B.3).

3.4 Shareholder outcomes

Government represents the shareholder interest in GTEs and dividends represent
returns to shareholder governments. Underlying returns to shareholders are gas
GTE earnings or operating profits. After taxes, the residual profit represents a
return on equity which is then distributed as a dividend or retained by GTEs.

Profitability

Operating profit before tax — a measure of the operational performance of
GTEs—is the difference between total revenue and total expenses, and
includes abnormal items like revenue from asset sales and devaluation expenses.

In Victoria, operating profit before tax increased from $78.7 million in 1991-92
to $232 million in 1995-96. A loss of $112.5 million was incurred in 1996-97
as aresult of GASCOR'’s part in the settlement of the Petroleum Resource Rent
Tax (PRRT) dispute> GASCOR'’s operating profit before tax and abnormal
items was $133.6 million in 1996-97.

In Western Australia operating profit increased from $22.8 million in 1995-96
to $47.8 million in 1996-97.

Operating profits before tax for the pipeline businesses in South Australian and
the Commonwealth also grew, but at a moderate rate (see Figure 3.3).

5 In November 1996, the Victorian Government, the Commonwealth Government and the
Bass Strait gas producers, Esso and BHPP, agreed to settle the dispute over liability for
and incidence of PRRT. The dispute centred on whether Esso and BHPP had the right to
pass on PRRT, imposed by the Commonwealth Government on Bass Strait gas production
since July 1990, under contracts with Gas and Fuel (GASCOR) and Generation Victoria.
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Figure 3.3 Operating profit before income tax by jurisdiction,
1991-92 to 1996-97
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Notes: Operating profit before income tax is calculated by subtracting total expenses from total
revenue and includes abnormals.

a In 1992-93, the Gas and Fuel Corporation had abnormal revenues of $170.4 million for a
write-back of gas services/metering fixed costs. In 1996-97, GASCOR had a net total
abnormal expense of $279 million which produced an operating lossin that year.

b The State Energy Commission of Western Australia (SECWA) did not provide disaggregated

datafor its gas and electricity services. Disaggregated data became available after
January 1995 when AlintaGas was established as a separate gas provider. Datafor 199495
coverstheinitial six months of operation from 1 January to 30 June 1995.

c The Pipeline Authority of South Australiawas privatised in 1994-95.
d The Pipeline Authority (Commonwealth) was privatised in 1993-94.
Revenue

Total revenue comprises the proceeds from the sale of gas, but also includes
other items such as investment income and abnormal revenue.

Total revenue grew in all jurisdictions from 1991-92 to 1996-97. In Victoria,
revenues increased from $1063 million in 1991-92 to $1307 million in
1996-97. The sharp increase from 1993-94 to 1994-95 was due largely to the
increase in residential pricesin 1993-94 (see Figure 3B.4).

In Western Australia, revenue increased from $438 million in 1995-96 to
$467 million in 1996-97. The increase is explained mainly by rising real
residential pricesin Western Australia since 1995-96.

Some revenue, and hence profit, increases over the period were due to increases
in abnormal revenue. Abnormal revenue usually includes such items as asset
sales which are considered abnormal by reason of their size and effect on
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operating profit. For example, in 1992-93 the Gas and Fuel Corporation
(GASCOR) had abnormal revenue of $170.4 million (due to a change in
accounting policy), which represented a little over half of total revenue in that
year.

Expenses

Total expenses relate primarily to the expenses directly incurred in generating
sales revenue — but also include other items such as depreciation and abnormal
expenses.

Total expenses increased in all businesses except those of the Commonwealth.
In Victoria, expenses increased from $983.9 million in 1991-92 to
$1367 million in 1996-97. In Western Australia, expenses increased from
$415 million in 1995-96 to $419 million in 1996-97 (see Figure 3B.5).

As with revenues, some expense increases, and hence profit movements over
the period, were due to increases in abnormal expenses. Abnormal expenses
usually included items such as redundancy packages, considered abnormal by
reason of their size and effect on operating profit. In 1996-97, GASCOR
incurred a net abnormal expenses of $279 million for the PRRT dispute
settlement, which represented 26 per cent of total expenses.

A major component of total expensesis interest expense or the cost of servicing
debt. Interest expense as a proportion of total expenses declined in all
jurisdictions, contributing to improved operating profits over the period.

In Victoria interest expense as a proportion of total expenses fell from
9.9 per cent in 199192 to 6.4 per cent in 1996-97. In Western Australia,
interest expense as a proportion of total expenses fell from 34.9 per cent in
199192 to 29.4 per cent in 1996-97. This was largely the result of debt
reduction strategies (to manage high gearing levels) and lower debt servicing
costs due to lower interest rates over the period (see Figure 3B.6).

Income tax-equivalent expense

All gas GTESs now operate under an income tax-equivalent regime. Income tax
expense paid or payable increased in Victoria and Western Australia over the
period — reflecting both an increase in taxable earnings and efforts by
governments to promote competitive neutrality by requiring GTEs to pay
Income tax-equivalents.

The Gas and Fuel Corporation of Victoria was not subject to a tax-equivalent
regime until 1993-94. In 1993-94, tax-equivalent expense paid or payable by
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GASCOR was $43.3 million, which increased steadily to $83.4 million by
1996-97.

The SECWA was not subject to a tax-equivalent regime. AlintaGas first
incurred a tax equivalent expense in 1995-96, 18 months after taking over the
gas business of the SECWA as a corporatised entity.6 Tax-equivalent expense
paid or payable by AlintaGas were 8.3 million in 1995-96, increasing to
$16.4 million in 1996-97 (see Figure 3.4).

Figure 3.4 Income tax-equivalent expense by jurisdiction,
1991-92 to 1996-97
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Notes: Income tax-equivalent expense on operating profit before tax (including abnorma items)
calculated using tax effect accounting (AAS3).
The Pipeline Authority of South Australia and the Pipeline Authority (Commonwealth) did not
incur tax expense over the monitoring period.
a The State Energy Commission of Western Australia (SECWA) did not provide disaggregated
datafor its gas and electricity services. Disaggregated data became available after
January 1995 when AlintaGas was established as a separate gas provider. AlintaGas received a
tax credit in the first six months of its operation.

The Pipeline Authority of South Australia and the Pipeline Authority
(Commonwealth) did not incur tax expenses over the period of their operation
asGTEs.

6 In its six months of operation AlintaGas received a tax credit of $281 000 from the
Western Australian Government.
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Dividend payments

Two of the four gas GTES monitored, operated under a dividend policy which
required them to make dividend payments from their operating profits to their
shareholder governments. Dividend payments declined in Victoria and
remained relatively stable in South Australia.

The Gas and Fuel Corporation (GASCOR) increased dividend payments from
$80.2 million in 1991-92 to $116 million in 1995-96. In 199697, the
Victorian Government waived the requirement for an interim or final dividend
in recognition of the loss incurred as a result of the PRRT dispute settlement
(see Figure 3.5).

Figure 3.5 Dividends paid or provided for by jurisdiction,
1991-92 to 1996-97
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Notes: Dividends paid or provided for include normal and special dividends and specia levies on
profits and revenues and excludes returns of capital.
The Pipeline Authority (Commonwealth) did not make a dividend payments over the period
monitored.
The State Energy Commission of Western Australia (SECWA) did not provide disaggregated
datafor its gas and electricity services. Disaggregated data became available after
January 1995 when AlintaGas was established as a separate gas provider. AlintaGas did not
make dividend payments from 199495 to 1996-97.
a The Public Authority Contribution (or dividend) made by GASCOR is determined largely
according to the profit for the year, which was unusually high in 1992-93. In 1996-97, the
Victorian Government waived the requirement for an interim or final dividend in recognition of
the lossincurred as aresult of the PRRT dispute settlement.
b The Pipeline Authority of South Australiawas privatised in 1994-95.

The South Australian Pipeline Authority gradually increased its dividend
payment from $5 million to $11 million between 1991-92 and 1993-1994.
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AlintaGas and the Commonwealth Pipeline Authority did not pay dividends
over the period monitored.’

Return on equity

Return on equity (ROE) is measured by after-tax operating profit as a proportion
of average total equity. In the case of GTEs, this represents profits available
after tax to justify the government’s equity investment (on behalf of the
community) in a particular activity.

A ‘satisfactory’ rate of return is one which ensures that all equity investments
provide a return comparable with that available from alternative investments.
From governments' perspective this return is received in the form of dividends
and retained earnings (which contribute to the generation of dividends in the
future).

Return on equity for gas GTES was substantially higher for most of the period,
than the private sector benchmark (see Section 1.1).

The ROE for Victoria fell substantially over the period, from 29.6 per cent in
199192 to negative 13.3 per cent in 1996-97 — when GASCOR incurred an
operating loss. The 80 per cent ROE recorded in 1992—93 was largely the result
of an unusualy high profit result in that year. The introduction of a tax-
equivalent regime in Victoria in July 1993 had the effect of reducing the ROE
(see Figure 3.6).8

The ROE for Western Australia increased from 12.9 per cent in 1995-96 to
22.2 per cent in 1996-97. AlintaGas has exceeded earnings forecasts in recent
years.

The South Australian Pipeline Authority increased its ROE from 86.2 per cent
in 1991-92 to 98.8 per cent in 1993-94. The Commonwealth Pipeline
Authority recorded negative equity and made operating losses over the period.

7 The SECWA paid statutory contributions to the Government in 1993-94 ($82.1 million)
and for the six months to December 1994 ($83.5 million).

8 Theimposition of atax on operating profit reduces return on equity because income tax is
subtracted from earnings before return on equity is calcul ated.
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Figure 3.6 Return on equity by jurisdiction, 1991-92 to 1996-97
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Notes: Return on equity is the ratio of operating profit after tax to average total equity. Operating
profit after tax is calculated by subtracting total expenses and income tax paid or payable from
total revenue (includes abnorma items). Equity is calculated by subtracting total liabilities
from total assets.

Return on equity cannot be calculated on a strictly comparable basis because of revaluations
and abnormal items during the monitored period.
ROE is not applicable to the Pipeline Authority (Commonwealth) which recorded negative

equity.

a In 199697, GASCOR incurred an operating |0oss and hence a negative return on equity in that
year.

b The State Energy Commission of Western Australia (SECWA) did not provide disaggregated

datafor its gas and electricity services. Disaggregated data became available after
January 1995 when AlintaGas was established as a separate gas provider. AlintaGas made
dividend payments.

c The Pipeline Authority of South Australiawas privatised in 1994-95.

Assets

Asset revaluations (including changes in valuation methods) and capital
expenditure contribute to the variability in ROE by atering equity levels.

Asset values in Victoria have increased over the period from $1173 million in
1991-92 to $2901 million in 1996-97. The relatively large increase from
1995-96 to 1996-97 was due mainly to a significant upward revaluation of
GASCOR' s distribution network (using the optimised depreciated replacement
cost method of valuation). The Gas and Transmission Corporation also
revalued its machinery, plant and equipment upward in 1996-97.

Asset values in Western Australia, South Australia and the Commonwealth have
remained fairly constant over the period (see Figure 3B.7).
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Liabilities
Return on equity levels are also effected by changesin liabilities.

Liability levels in Victoria increased moderately from $909 million in 1991-92
to $1045 million in 1995-96. The surgein liabilitiesin 1996-97 was due to the
borrowing of funds to settle the PRRT dispute.

Liability levels in Western Australia fell steadily from $1446 million in
1994-95 to $1315 million in 1996-97. This is a result of the debt reduction
strategy adopted by AlintaGas when it took over the gas business of the
SECWA.

Liability levels of the South Australian Pipeline Authority and the
Commonwealth Pipeline Authority remained fairly stable over the period of
their operation as GTEs (see Figure 3B.8).

3.5 Community outcomes

Two ways in which the broader community is affected by the performance of
gas GTEs are through environmental impacts and the provision of community
service obligations (CSOs).

The environment

Natural gas is widely considered to be the most environmentally friendly of al
fossil fuels avallable, because it has the most benign greenhouse gas
characteristics. Carbon dioxide emissions per PJ of gas production have
remained constant from 1991-92 to 1995-96, with an average emission factor
of 51.3 kilo tonnes per PJ. By comparison, in 1995-96 average carbon dioxide
emissions per PJ of black coal consumption and brown coal consumption were
around 90.6 and 95.1 kilo tonnes respectively (AGA 1998).

However, there are other aspects of gas transmission and distribution that
require environmental management. Both GASCOR and AlintaGas have
comprehensive environmental policiesin place.

During 199697, AlintaGas carried out the first full environmental audit of the
Dampier to Bunbury Natural Gas Pipeline and associated facilities. The audit
was followed by an assessment of the organisation’s Environmental Review and
Management Plan, established in 1979. The report found the businesses
environmental performance to be sound.
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During 199697, GASCOR prepared environmental plans for 12 former
gasworks and related properties as part of its land remediation program, which
was established in 1989. During 199495, GASCOR revised its Corporate
Environmental Manual to take account of industry restructuring and changes to
international standards on environmental management. The Manual covers
areas such as fuel handling, underground tanks, disposal of dust and water from
gas mains, environmental assessments and incident reporting.

Community service obligations

CSOs require GTESs to carry out activities relating to inputs or outputs which
they would not elect to undertake on a commercial basis.

GASCOR provided such services to the community each year from 1991-92 to
1996-97. These services included the administration of the Victorian
Government’s Winter Energy concessions for pensioners and beneficiaries, the
provision of tempered liquefied petroleum gas at natural gas prices to rural
towns, and recently, the absorption of costs associated with the Easy-Way
Scheme to help domestic consumers experiencing difficulties with gas account
payments. The total cost of CSO'’s each year has been between $2 million and
$7 million over the period, representing less than 1 per cent of GASCOR’s
annual revenue.

AlintaGasis not directed by the Government to provide any CSOs.

3.6 Employee outcomes

Two relevant indicators of employee outcomes of gas GTE reform are
employment levelsin the sector and workplace safety performance.

Levels of employment

Employment in gas GTEs over the period remained fairly stable in Western
Australia, South Australia and the Commonwealth.

In Victoria, employment declined substantially over the period, from 4909 in
199192 to 1730 in 199697 (see Figure 3.7).

Employment a8 GASCOR has been faling in response to substantial
restructuring of the workforce since 1991-92, when a new common conditions
award and voluntary redundancy program were introduced. The decline in
direct GTE employment was aso the result of many services, such as meter
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installation and various maintenance functions, being outsourced over the
period, so that the net employment decline would be less than indicated in
Figure 3.7.

Figure 3.7 Total direct GTE employment by jurisdiction,
1991-92 to 1996-97
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Notes: Total employment is measured as the average of full-time equivalent staff at the beginning and

end of the period.

a Some of the decline in full-time employment is the result of outsourcing services such as meter
installation and appliance maintenance and mains and service maintenance functions.

b The State Energy Commission of Western Australia (SECWA) did not provide disaggregated

datafor its gas and electricity services. Disaggregated data became available after
January 1995 when AlintaGas was established as a separate gas provider.

c The Pipeline Authority of South Australiawas privatised in 1994-95.

d The Pipeline Authority (Commonwealth) was privatised in 1993-94.

Workplace safety

A key measure of safety is the lost time injury frequency rate (LTIFR) which is
the number of work related injuries which result in time off work.

Workplace safety performance for gas GTEs (as measured by LTIFR) have
improved greatly in Victoria and Western Australia over the period
(see Figure 3.8).

In contrast, safety performance for the Commonwealth and South Australian
pipeline authorities deteriorated over the period in which they were monitored.
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Figure 3.8 Lost time injury frequency rates by jurisdiction,
1991-92 to 1996-97
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Notes: Lost time injury frequency rate equal the number of incidents (leading to at least half a shift off
work) per million hours worked per annum.
a The State Energy Commission of Western Australia (SECWA) did not provide disaggregated
datafor its gas and electricity services. Disaggregated data became available after
January 1995 when AlintaGas was established as a separate gas provider.
b The Pipeline Authority of South Australiawas privatised in 1994-95.
c The Pipeline Authority (Commonwesalth) was privatised in 1993-94.
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Attachment 3A Revenue by jurisdiction

Table 3A.1  Total revenue by gas industry GTE, 1996-1997

GTE Revenue ($ million) Share (per cent)
Victoria

Gas Transmission Corporation 85 5
GASCOR 1222 69
Western Australia

AlintaGas 467 26
TOTAL 1774 100
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Figure 3B.1 Business real price index by jurisdiction,
1991-92 to 1996-97

Attachment 3B Supporting figures
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Figure 3B.3 Calls answered within 20 seconds,
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The State Energy Commission of Western Australia (SECWA) did not provide disaggregated

datafor its gas and electricity services. Disaggregated data became available after
January 1995 when AlintaGas was established as a separate gas provider.
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Figure 3B.4 Total revenue by jurisdiction, 1991-92 to 1996-97

Victoria Western Australia (a)  South Australia (b) Commonwealth (c)
1991-1997 1991-1997 1991-1997 1991-1998

Total revenue includes revenue from sales and levies, revenue from asset sales, investment
income, receipts from government for specific agreed services, other revenue from operations,
receipts from government to cover operating deficits on operations and abnormal revenue. It

excludes funds for specific capital works and equity contributions from government.
The State Energy Commission of Western Australia (SECWA) did not provide disaggregated

datafor its gas and electricity services. Disaggregated data became available after January
1995 when AlintaGas was established as a separate gas provider. Data for 1994-95 covers the
initial 6 months of operation from 1 January 1995.

The Pipeline Authority of South Australiawas privatised in 1994-95.
The Pipeline Authority (Commonwealth) was privatised in 1993-94.
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Figure 3B.5 Total expenses by jurisdiction, 1991-92 to 1996-97
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Total expensesinclude salaries and wages, purchases, interest, bad and doubtful debts,
material losses from the sale of non-current assets, charges for depreciation, amortisation or
diminution of assets and abnormal expenses.

In 1996-97, GASCOR had a net total abnormal expense of $279 million.

The State Energy Commission of Western Australia (SECWA) did not provide disaggregated

datafor its gas and electricity services. Disaggregated data became available after
January 1995 when AlintaGas was established as a separate gas provider. Datafor 1994-95
coverstheinitial six months of operation from 1 January to 30 June 1995.

[o R o]

The Pipeline Authority of South Australiawas privatised in 1994-95.
The Pipeline Authority (Commonwesalth) was privatised in 1993-94.
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Figure 3B.6 Gross interest expense as a percentage of total
expenses by jurisdiction, 1991-92 to 1991-97
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Notes: Gross interest expense is the amount charged to the profit and loss account, including finance

charges on finance leases and all debt related financial expenses. Total expenses include
salaries and wages, purchases, interest, bad and doubtful debts, material |osses from the sale of
non-current assets, charges for depreciation, amortisation or diminution of assets and abnormal
items.
a The State Energy Commission of Western Australia (SECWA) did not provide disaggregated
datafor its gas and electricity services. Disaggregated data became available after
January 1995 when AlintaGas was established as a separate gas provider.
b The Pipeline Authority of South Australiawas privatised in 1994-95.
c The Pipeline Authority (Commonwealth) was privatised in 1993-94.
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Figure 3B.7 Total assets by jurisdiction, 1991-92 to 1996-97
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Notes: Total assets are defined as the service potential for future economic benefits, controlled by the
entity as a result of past transactions or other events (measured at the end of the reporting
period).
a The increase in assets from 1993-94 to 199697 was due to a revaluation of some
non-current assets by GASCOR using the optimised depreciated replacement cost valuation
method and by the Gas Transmission Corporation.
b The State Energy Commission of Western Australia (SECWA) did not provide disaggregated
datafor its gas and electricity services. Disaggregated data became available after
January 1995 when AlintaGas was established as a separate gas provider.

c The Pipeline Authority of South Australiawas privatised in 1994-95.

d The Pipeline Authority (Commonwealth) was privatised in 1993-94.
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Figure 3B.8 Total liabilities by jurisdiction, 1991-92 to 1996-97

1600

Victoria (a) Western Australia (b) ~ South Australia (c) Commonwealth (d)

1400

1200 r

800 \§§§§

600 -

$ million

400 |

7
\x\&\&\x\&\ . %//

1991-1997 1991-1997 1991-1997 1991-1998

200 -

0

Notes: Total liabilities are defined as the future sacrifice of service potential of future economic
benefits that the entity is obliged to make to other entities as a result of past transactions or
other events (measured as at the end of the reporting period). Includes provisions for employee
entitlements, creditors, deferred revenue, al repayable borrowings, interest bearing non-
repayable borrowings and redeemabl e preference shares.
In 199697, GASCOR borrowed the funds to settle the PRRT dispute.
b The State Energy Commission of Western Australia (SECWA) did not provide disaggregated
datafor its gas and electricity services. Disaggregated data became available after January
1995 when AlintaGas was established as a separate gas provider.

The Pipeline Authority of South Australiawas privatised in 1994-95.

The Pipeline Authority (Commonwealth) was privatised in 1993-94.
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4 WATER, SEWERAGE, DRAINAGE AND
IRRIGATION

Key outcomes

Over the period 1991-92 to 199697, the monitored water authorities
have on average reduced their pricesin real terms. With their large asset
and equity base, the return on equity, while rising, has on average been

low.
The revenue-weighted, o
real priceindex for Swo -
the water services o
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fall in real prices.
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increase was from a
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4.1  Industry structure

Water GTEs undertake a variety of activities, including water treatment, bulk
water supply, reticulation and retail supply, sewerage collection and treatment,
drainage and irrigation. The monitored GTES are involved in some or all of
these activities (seeTable4.1). These activity differences, the differing
geography, and the particular mix of urban and rural service delivery conditions
under which water authorities operate, all have an influence on performance
measures for individual GTEs.

The industry structure has changed over the 1990s (see Table 4.2). In some
cases, GTEs have been disaggregated into specialised units, with each unit
performing functions that were previousy undertaken within the one
organisation. One such GTE, the Melbourne Water Corporation, was
disaggregated into four separate state owned enterprises on 1 January 1995 — a
wholesaler of bulk water and three separate retail water companies.

To illustrate their activities and the service area covered, water authorities have
been categorised into four groupings— urban, mixed rural, bulk water and
irrigation (see Table 4.3).

The largest category — urban water authorities— provide the mgority of their
services to urban populations. GTEs in this category also generate the largest
revenues (see Tabled4A.l). For example, in 1996-97, Sydney Water and
Melbourne’'s urban water GTEsS generated 27 percent and 24 per cent
respectively of total industry revenue.l By contrast, two of the smaller urban
GTEs— Gosford City Council and Wyong Shire — generated only
0.9 per cent and 0.8 per cent respectively.

Some of the dimensions of the water industry and its operating environment are
outlined in Box 4.1.

1 The Melbourne figure refers to the combined revenues of the three major urban retail
water companies. To avoid double counting, the Melbourne figure does not include
revenue of the Melbourne Water Corporation, most of which is derived from the wholesale
of bulk water to the three retail water companies.
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Table 4.1 Activities of monitored GTESs in the water services
industry, 1996-97

GTE Activity
Bulk water Reticulation Sewerage Drainage Irrigation

New South Wales

Gosford City Council v v v v

Hunter Water Corporation v 4 4 v

Sydney Water Corporation v 4 4 v
Wyong Shire Council v v v v
Victoria

Barwon Water v v v v
‘Melbourne Water Consolidated'®

City West Water v v

Melbourne Water Corporation v 4 v

South East Water v v

YarraValley Water v v

Queensgland

Brisbane Water v v v v
Department of Natural Resources, v
State Water Projects

Gold Coast Water v v v v

South Australia

South Australian Water Corporation” v v v v v
Western Australia

WA Water Corporation” v v v v v
Tasmania®

Hobart Regional Water Authority v

North West Regional Water Authority v

Rivers and Water Supply Commission v
Esk Water Authority® v

Northern Territory

Power and Water Authority” v v v v
Australian Capital Territory

ACTEW Corporation v v v
a The former Melbourne Water Corporation was disaggregated in 1994-95 — ‘Melbourne Water

Consolidated’ is the sum of the four water GTES now serving metropolitan Melbourne; it includes one
wholesale water business (Melbourne Water Corporation) and three retail water businesses (City West
Water, South East Water and Y arra Valley Water).
These authorities supplied separate data for their metropolitan and country operations.
The three Tasmanian bulk water GTES on-sell bulk water to local councils who are responsible for its retail
sale.

d The former North Esk scheme was transferred to Local Government and renamed the Esk Water Authority
from 1 July 1997.
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Box 4.1 The Australian water industry, 1991-92 to 1996-97

The water industry is one of the nation’s largest, with assets of over $90 billion at
replacement cost, of which some $50 billion is devoted to servicing urban areas.

The urban water industry supplies water and sewerage services to 12 million
Australians through 180 000 kilometres of water and sewerage mains.

Water services must be provided from the driest environments, such as Adelaide
with a mean annual rainfall of 453 mm, to wetter environments like Sydney with
1105 mm.

The industry must invest in long-lived assets such as water storages, with enough
capacity to meet demand requirements well into the future.

The water industry also operates in a business environment in which it must
satisfy ever more stringent health and environmental standards.

The industry must co-ordinate with a range of government agencies responsible
for health, environmental protection and land management matters, all associated
with water use and waste water discharge.

In 1996-97, the average Australian household paid over $900 for water and
sewerage Sservices.

The volume of water supplied by the monitored urban authorities increased by
5 per cent over the period and the volume of sewerage treated increased by only
2 per cent, as the effects of population growth and continuing urban development
were partially offset by reduced volumes supplied and treated per property.

Reductions in water consumption per property have resulted partly from new
pricing formulas, that reflect the amount consumed and give less emphasis to
property-based charges, which provide no financial incentive for consumers to
minimise their water use.

It has been estimated that by 199697, approximately 50 per cent of urban water
authority revenue was raised from usage charges.
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Table 4.2 Monitored water GTEs, 1991-92 to 1996—-97

1991-92 1992-93 1994-95 1995-96 1996-97

New South Wales

Hunter Water Corporation Hunter Water

Corporation

Sydney Water Board Sydney Water Sydney Water
Corporation Corporation
Gosford City Gosford City Council
Council
Wyong Shire Wyong Shire Council
Council

Victoria

Melbourne Water Melbourne Water Melbourne Water
City West Water City West Water
South East Water South East Water
YarraValley YarraValley Water
Water

Barwon Water

Barwon Water




Table 4.2 Monitored water GTEs, 1991-92 to 1996-97 (continued)

1991-92 1992-93 1993-94 199495 199596 199697
Queensland
Brisbane City Council (Water and Brisbane Water
Sewerage Department)
Gold Coast Water Gold Coast Water
Department of Primary Industries and Department of
Water Resources Queensland Natural Resources,
State Water
Projects

Western Australia

Water Authority of
Western Australia

South Australia
SA Engineering and Water

Supply Department

North West Regional

Water Authority

South Australian
Water —_—>

Corporation
North West
Regiona

Water Authority

Water Corporation
of Western Australia

South Australian
Water Corporation

North West
Regiona
Water Authority




Table 4.2 Monitored water GTEs, 1991-92 to 1996-97 (continued)
1991-92 1992-93 1993-94 1994-95 1995-96 1996-97
Tasmania

Hobart Regional Water Board

North West Regional Water

Authority

Rivers and Water Supply

Commission, North Esk

Ausdtrailian Captial Territory
Australian Capital Territory

Electricity and Water

Northern Territory
Power and Water Authority

Hobart Regional —— Hobart Regional

Water Board Water Authority
North West Regional North West
Water Authority Regional Water
Authority
Rivers and Water Esk Water
Supply > Authority
Commission,
North Esk

ACTEW — > ACTEW
Corporation Corporation

Power and Water — Power and Water
Authority Authority
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Table 4.3 Water authority groupings and service areas, 1996-97

GTE Service area

Urban

ACTEW Corporation (ACT) Greater Canberraand ACT

Barwon Water (VIC) Geelong, Bellarine Peninsula and surrounding areas

Brisbane Water (QLD) Greater Brisbane

City West Water (VIC) Melbourne CBD, inner and western suburbs

Gold Coast Water (QLD) Gold Coast

Gosford City Council (NSW) City of Gosford

Hunter Water Corporation (NSW) Newcastle, Lake Macquarie, Maitland, Cessnock and
the Shire of Port Stephens

Power and Water Authority (NT, metro.) Darwin

Water Corporation (SA, metro.) Adelaide and surrounding areas

South East Water (VIC) South—East Melbourne and the Mornington Peninsula

Sydney Water Corporation (NSW) Greater Sydney, Illawarra and the Blue Mountains

Wyong Shire Council (NSW) Wyong Shire

YaraValey Water (VIC) YarraValey (North—-East Melbourne)

Water Corporation (WA, metro.) Perth, Mandurah and surrounding areas

Mixed rural

Power and Water Authority (NT, country) Alice Springs and remainder of Northern Territory

Water Corporation (SA, country) Remainder of South Australia

Water Corporation (WA, country) Remainder of Western Australia

Bulk water

Hobart Regional Water Authority (TAS) Greater Hobart

Melbourne Water Corporation (VIC)? Greater Melbourne and the Mornington Peninsula

North West Regional Water Authority (TAS)  Devonport and municipalities of Waratah-Wynyard,
Circular Head, Central Coast, Latrobe and Kentish

Rivers and Water Supply Commission, Launceston, George Town, Prospect Vale, Hadspen
North Esk (TAS) and Bell Bay

Irrigation

Department of Natural Resources, Rural Queensland

State Water Projects (QLD)

a Melbourne Water Corporation provides bulk water and sewerage and drainage services. For purposes of

jurisdictional comparison, the Melbourne water industry is consolidated to include Melbourne Water
Corporation and three retail water businesses (City West Water, South East Water and Y arra Valley Water).

4.2 Keyreforms

Water utilities have undergone a variety of institutional and administrative
reforms during the 1990s, which were directed at improving their management
and operational performance. However, unlike other areas of economic
infrastructure such as electricity, Australian governments have not privatised
their water utilities.
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In February 1994, the Council of Australian Governments (COAG) agreed to
develop a ‘strategic framework’ for water reform and in April 1995,
governments agreed to bring this COAG strategic framework within the ambit
of the National Competition Policy (NCP) process. The COAG water reform
framework commits governments to administrative reforms, including
consumption-based and two-part charging, full cost recovery (with subsidies
made transparent), separate identification and funding of community service
obligations (CSOs), the introduction of trading in rural water entitlements and
the allocation of water for the environment as a legitimate use of water
resources.

A number of administrative reforms have already led to improved pricing and
alocative mechanisms being implemented. Consumption-based charging has
been progressively introduced and property-based charges largely phased out.
The larger price differentials between domestic and commercial users are aso
being phased out by reducing water charges for commercial users relative to
household users.

The thrust of institutional reforms has been greater exposure to competitive
processes and revised governance and accountability arrangements.
Institutional reforms have been adopted which separate the roles of service
delivery, land and water resource management, standard setting, regulation and
policy-making. Reforms directed at competition, through contracting out for
example, were directed at achieving a more commercial approach toward
service delivery so that better outcomes could be delivered to al major
stakeholder groups.

In most jurisdictions, water authorities have been moved out of traditional
departmental structures and corporatised. Conditions for their establishment as
corporate entities have usually been defined in omnibus corporatisation
legidlation introduced by the states. The legidation typicaly provides for the
establishment of clear commercial objectives so as to eliminate the conflict
between commercial and non-commercial objectives which existed previoudly.

In some jurisdictions, commercia functions have been separated from policy
and regulatory functions on an administrative basis. In other jurisdictions
regulatory functions are provided for in legislation. For example, the Office of
the Regulator General in Victoria has legislated (non-price) responsibilities with
respect to metropolitan Victorian water authorities.

Expert rather than representative Boards have been appointed. Boards are held
accountable for the commercia performance of GTEs and for satisfying
customer needs and providing a satisfactory return to shareholder governments.
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One of the more significant initiatives occurred in 1996, when the South
Australian Government contracted out the management and operation of the
water supply system for the Adelaide metropolitan area.  The magnitude and
scope of the contract was unprecedented in Australia— the contract runs for
15 years and makes the contractor, United Water, responsible for the operation,
maintenance and implementation of capital works programs over that period,
while infrastructure ownership, customer billing and capital works investment
decisons reman with the government owned South Australian Water
Corporation.

A different approach has been adopted in Queensland where, unlike other
jurisdictions, the maority of urban water services are provided by local
governments. During the second half of 1996-97, the 17 largest councils in
Queensland (which account for about 80 per cent of expenditure on urban water
services in Queensland) undertook assessments of the public benefit of applying
competitive neutrality reforms to their water and sewerage business activities.
Asaresult, all 17 councils have implemented full cost pricing from 1 July 1998.

Other reform initiatives are outlined in Table 4.4. Collectively, they have been
the drivers for the improved outcomes described below.
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Table 4.4

Reform initiatives affecting the water industry,
1991-92 to 1996-97

Jurisdiction

Date

Nature of reform or policy initiative

National

New South Wales

Feb
1994

Jan
1992

July
1992

1993-94

199495

1995

Jan
1995

COAG endorsed a framework of initiatives for the water industry
over a seven year period. The framework covers water pricing
reform based on the principles of consumption-based pricing and
full cost recovery, elimination of cross-subsidies and making cross-
subsidies transparent. Also covered are issues on water alocation
and entitlement, reform of irrigation systems, allocating water for
environmental purposes and institutional reform.

Hunter Water Corporation (HWC) (previousy Hunter Water Board)
established under the State Owned Corporations Act 1989.

Government Pricing Tribunal (GPT) established to review and
determine maximum prices charged by GTESs, including water
authorities.

Sydney Water Board (SWB) adopted a holding company subsidiary
model for its operations. Three subsidiaries established — utilities,
Bulk Water and Waste Water, and Australian Water Technologies
(AWT). Internal services provided by AWT opened to market
competition.

Regulatory responsibility for drinking water quality removed from
SWB and placed with the Department of Health.

SWB'’s prices set for the first time as a result of a determination
process involving the GPT. The GPT endorsed a single water price
replacing afour tier water charging arrangement.

Negotiation of a five year package of regulatory reforms for HWC
for the period 1995 to 2000, covering access to untreated water,
service standards, pricing and discharge standards. The property
valuation component of HWC' stariffs was removed.

Introduction of build, own, operate schemes as a means of
developing and financing capital works. A contract was signed for
the construction, operation and maintenance of water filtration plants
at Illawarra and Woronora.

All government irrigation areas in the Murray and Lachlan Valley
privatised. Two smaller schemes in the Murrumbidgee Valley also
privatised.

Sydney Water Corporation (SWC) (previously Sydney Water Board)
established under the State Owned Corporations Act 1989 and
placed under similar regulatory regime to HWC (see above).
Regulatory and operational functions begin to be separated.
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Table 4.4 Reform initiatives affecting the water industry,
1991-92 to 1996-97 (continued)
Jurisdiction Date Nature of reform or policy initiative
New SouthWales July 1995 HWC introduced a Customer Service Charter as a means of
(continued) measuring the level of service provided to customers.

Oct 1995  Residential property taxes eliminated.

1995-96 Water reform package announced by Government included process
to establish water quality and river flow objectives for all rivers,
adoption of a new range of charges for al water users, and referral
of bulk rural water pricing to the Independent Pricing and
Regulatory Tribunal (IPART).

June 1996 IPART sets a four year maximum price path for water supply,
sewerage and drainage services provided by metropolitan water
authorities.

August Water reforms announced by the New South Wales Government to

1997 upgrade the resource alocation framework to provide clearer
specification of water entitlements, including those allocated for
environmental use.

Victoria Oct Office of Water Reform established to oversee the management of

1993 water resources.

June Introduction of a policy to increase the user pays proportion of water

1994 bills for customers in the Melbourne metropolitan region.

July Melbourne Parks and Waterways separated from the Melbourne

1994 Water Corporation.

1995 Amagamation of 83 non-metropolitan water authorities into
19 regional authorities.

Rural Water Corporation disaggregated into four rural water
authorities. Policy and regulatory functions were removed.

Jan Melbourne Water Corporation disaggregated into three retail water

1995 businesses (City West Water, South East Water and Yarra Valley
Water) and a wholesale water and sewerage business, which retained
the name of Melbourne Water Corporation.

July Legidative amendments to enable temporary interstate trade in

1995 irrigation water alocation.

Sept Legidative amendments to the licensing arrangements for the three

1995 metropolitan retail companies, alowing provision for third party

access to their infrastructure.
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Table 4.4 Reform initiatives affecting the water industry,

1991-92 to 1996-97 (continued)

Jurisdiction Date Nature of reform or policy initiative
Victoria 1995-96 Increase in the percentage of customers within non-metropolitan
(continued) water authorities charged using a two-part user pays pricing tariff.
Tariff involves a fixed charge (independent of property values in
95 per cent of cases) plus a variable charge based on consumption.
Restructure and sale of the scientific and technical services
businesses of the former Rural Water Corporation.
October Major water reform package announced to reduce average domestic
1997 water prices, abolish property value-based water charges and a debt
restructure package for metropolitan and non-metropolitan urban
water authorities.
Queensdland May Gold Coast Water established as a Department of the new City of
1995 Gold Coast, which was formed from the amalgamation of the Gold
Coast City Council and Albert Shire Council.
July State Water Projects established as a business unit in the Department
1995 of Natural Resources as a first stage in commercialisation. Also,
Brishane Water established as a separate business unit of Brishane
City Council.
September  Policy document Rural Water: Pricing and Management released
1996 and outlined strategies for achieving COAG water pricing and cost
recovery targets for rural water supplies.
May 1997 Local Government Act 1993 amended to apply COAG water reform
pricing principles to the 17 largest local governments.
South Australia Dec Volumetric water pricing for residential users announced.
1994 Commercial users retained on a value-based system with some usage
charges.
199495 Regulatory functions transferred from the Engineering and Water
Supply Department (EWSD) to non-commercia government
agencies. Sale of EWSD’s manufacturing and fabrication businesses
to the private sector.
July EWSD corporatised and renamed the South Australian Water
1995 Corporation.
1995-96 Continuation of pricing reform by South Austraian Water

Corporation to extend volumetric pricing system to ensure all water
usage incurs a charge.
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Table 4.4 Reform initiatives affecting the water industry,
1991-92 to 1996-97 (continued)

Nature of reform or policy initiative

Jurisdiction Date

South Australia Jan

(continued) 1996
July 1997

Western Australia  1993-94

1995-96

1996

March
1996

1997

Management, operation and maintenance of Adelaide’s water and
sewerage network, together with management of capital works
program, contracted out to United Water International for the next
15 years. Functions remaining in South Australian Water
Corporation were restructured.

New Water Resources Act 1997 provides for transferable
entitlements consistent with COAG principles, water allocation plans
which specify water for the environment and greater devolution of
water resource management to local communities.

Two year program began to phase out the free water consumption
adlowance. Commencement of the phasing in for non-residential
metropolitan customers of water charges based on meter size and
volume of water consumed.

Phasing in of meter size-based water service charges extended to
non-residential country customers. Commencement of a five year
program to replace value-based charges with fixture based and
volumetric charges for non-residential metropolitan sewerage
customers.

Operation and maintenance of Perth’'s water and wastewater
reticulation services outsourced under two private sector contracts.

The then Water Authority of Western Australia and the Waterways

Commission replaced with:

« the Water Corporation which provides water, sewerage, drainage
and irrigation services;

« a Water and Rivers Commission whose functions are to assess,
alocate and conserve water resources; and

. an Office of Water Regulation which provides independent
advice to the Government on water issues and administers a
utility licensing regime.

A farmer-led organisation, South West Irrigation, has taken over
management of irrigation services in the south—west of the State
from the Water Corporation. Farmers now have direct control over
the delivery of water irrigation needs. However, the south—west
irrigation system’s assets are till owned by the Water Corporation.

Work underway on new legidation with the objective of
implementing the COAG water reform framework as part of the
NCP.
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Table 4.4 Reform initiatives affecting the water industry,
1991-92 to 1996-97 (continued)
Jurisdiction Date Nature of reform or policy initiative
Tasmania July Hobart Regional Water Board, North West Regional Water

1995 Authority and Rivers and Water Supply Commission becomes a
government business enterprise with the passage of Government
Business Enterprises Act 1995. The Act introduces competitive
neutrality principles and provides for the establishment of an
independent commission to investigate and report on GBE pricing
policies.

1995-96 Development of a user pays water pricing policy for use by the
Hobart Regional Water Board which eliminates cross-subsidies and
improves price signals.

1997 Premier commits to new legidation with the objective of
implementing the COAG water reform framework as part of the
NCP.

July 1997  All three bulk water suppliers became subject to an income tax-
equivalent regime.

Northern 1995 Development of atrade waste tariff policy based on user pays.
Territory

April Power and Water Authority classified as a Government Business

1995 Division (GBD) under the Financial Management Act 1995.

November A set of principles and guidelines for the operation of GBDs was

1995 established. These included an approved pricing methodology for
user charges, full cost attribution for GBDs, direct funding of CSOs
and the introduction of atax equivalent regime.

1996-97 Water and sewerage charges increased by 29 per cent and 8 per cent
respectively since 1994-95 as the result of a move toward full cost
recovery. Northern Territory now reports near to full cost recovery
for metropolitan supply.

Australian Capital  July A usage based water pricing policy system introduced and the free
Territory 1994 water allowance effectively removed for all customers.

July ACTEW corporatised.

1995

November Independent Pricing and Regulatory Commission established to

1997 advise on regulated industries, including sewerage and water.
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4.3 Consumer outcomes

One of the objectives of water reform has been to ensure that water prices
reflect full cost recovery. Traditionaly, water prices have often been set at a
price below the cost of delivery.

As part of achieving full cost recovery, jurisdictions have attempted to reduce or
eliminate cross-subsidies between different classes of water users—in this
process a number of jurisdictions have restructured their tariffs to reduce
charges to business water users vis a vis household users.

Moving to full cost recovery has resulted in greater rationing of water as a
scarce commodity and greater recognition of its use as an environmental
resource.

Once full cost recovery has been achieved, consumers are likely to expect
continuing benefits resulting from ongoing efficiency measures, lower real
prices and further improvements in product and service quality.

Real prices

Over the period 199192 to 1996-97, real prices have risen in some
jurisdictions and fallen in others (see Figure 4.1).

New South Wales and Victoria are the only two jurisdictions to have
experienced faling rea prices since 1991-92. In New South Wales in
particular, there has been a major reduction of about 30 per cent, representing a
consumer saving of about $1 billion over the period, relative to the situation if
real prices had remained unchanged (see Figure4.1). Although the price
reduction in New South Wales has been from a relatively high base, it has
neverthel ess been substantial.

The small reduction in real prices for Victoria since 1994-95, reflects the
implementation of a price freeze, following disaggregation of the Melbourne
Water Corporation into four separate water supply entities during that year. In
al jurisdictions other than New South Wales and Victoria — notwithstanding
fluctuations over time — real prices were higher at the end of the reporting
period than at the beginning. This was most pronounced in the case of
Tasmania and the two Territories.

The real prices reported in Figure4.1 are a composite index of metropolitan
prices, including water, sewerage and other service charges for the major urban
water GTEs in each jurisdiction. The price figures reflect capita city prices
which account for 90 per cent or more of the jurisdictional aggregate. For
example, the New South Wales results mainly reflect prices for the Sydney
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Water Corporation, which are subject to determinations by IPART in that State.
The exceptions are Tasmania and South Australia, where regional and country
operations represent a major component of the overall jurisdictional result.

Figure 4.1 Real price index by jurisdiction, 1991-92 to 1996-97
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Notes: The scale ranges used along the y axis of each chart are different.
Real price indices for each jurisdiction are constructed by deflating average selling prices by the
appropriate capita city Consumer Price Index
Except for Tasmania, values refer to overall (water and sewerage) metropolitan retail prices.
The Tasmanian figure is a weighted average of three bulk water suppliers who sell to Local
Councilsfor retail on-selling.

A number of State Governments have established independent prices oversight
bodies. In New South Wales, the Independent Price and Regulatory Tribunal
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(IPART) has completed a number of water pricing determinations since it came
into existence in 1992. The thrust of these determinations has been to reduce
Sydney’ s water prices and those of the surrounding Gosford, Wyong and Hunter
Councils. Consistent with the trend in other jurisdictions, IPART has also
increased the consumption-based component of water charges vis a vis property
values.

Another feature of pricing has been are-alignment of price relativities between
household and commercial users. The price data on this is somewhat
incomplete for the purpose of comparing charges for both of these groups but,
in jurisdictions where this change in relativities has been implemented, the
prices charged to commercial users have declined vis a vis househol ds.

Consumer outcomes can be favourably influenced in the future by financial
restructuring packages of the kind recently announced in Victoria (see
Box 4.2).2 This package switches the benefits of reform from the government
to consumers, through debt transfer and reduced dividend requirements.

2 Note that the Victorian package falls outside the monitoring period covered by this report.
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Box 4.2 Financial restructuring package for Melbourne’s water
authorities

In October 1997, the Victorian Government announced a major water reform package to
take effect from 1 January 1998. The Government announced an average 18 per cent
reduction in water bills. All water and sewerage charges based on property values are to
be abolished. Flat fixed charges per property have been introduced and greater reliance
is being placed on usage charges.

The water reform package includes an $850 million debt transfer from Melbourne's
water authorities. Not only will the Government now assume responsibility for
managing this debt, but it will also pay the associated interest charges. This will assist
the water enterprises in accommodating the impact of the revenue reduction resulting
from the average 18 per cent price reduction.

The $850 million debt transfer will aso give the enterprises a debt to equity ratio that is
closer to normal commercial standards— it will make them more accountable by
establishing an expectation that they should now be able to perform on a commercial
basis.

The Victorian Government is also expected to ameliorate the impact of price reductions
on the revenues of Melbourne's water authorities, by reducing the amount of dividend
payments required from them. While this measure was not part of the October 1997
announcement, Victoria's 1998-99 budget papers forecast a $158.8 million reduction in
taxes and dividends payable by the relevant water authorities.

Governments have discretion in how the benefits of reform are shared between
consumers and the government as sharehol der.

The measures outlined above represent a substantial switch in the sharing of financial
outcomes from the Government to consumers. From an outcomes perspective, Victorian
consumers will be unequivocally better off from 1 January 1998, but from a Government
shareholder perspective, budget projections are for lower dividend payments to the
Government as noted earlier.

Service quality

Overall, service quality has remained at high levels and where problems have
occurred, they appear to have been rectified. Within each jurisdiction, service
guality measures are reported for the major urban water authorities only. Four
performance indicators are reported, namely:

compliance with water quality standards;
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compliance with sewerage effluent standards,
water main breaks (per 100 kilometres); and
sewer chokes (per 100 kilometres).

Compliance with water standards refers to the percentage of water samples
tested which meet the established guidelines with respect to microbiological,
pH, colour and turbidity measures. The New South Wales figures for this
measure reflect some problems experienced by Sydney Water Corporation
earlier in the reporting period, prior to the widely-reported water quality
problemsin 1998 (see Figure 4.2).

The setting of sewerage effluent standards and their monitoring is usually the
responsibility of the environmental protection agency in each jurisdiction.
Compliance with sewerage effluent standards has been close to 100 per cent in
those jurisdictions for which datais available (see Figure 4.3).

Consumers are aso concerned with the reliability of water and sewerage
services.  Water service reliability is determined by the frequency of
interruptions and the time taken to restore supply. Most authorities endeavour
to restore supply within five hours and generally succeed in doing so. Under its
residential Customer Charter, Yarra Valey Water in Melbourne for example,
offersits customers a $20 rebate if water is cut off for more than five hours.

Frequency of interruptions is measured as the number of main breaks per year
per 100 kilometres of water main. Main breaks depend on a number of factors,
but tend to be more common in inner urban areas where water mains are older.
The measure varies significantly between jurisdictions (see Figure 4.4).

The number of sewer chokes per 100 kilometres of sewer line is used as a
measure of service reliability. The measure varies somewhat between
jurisdictions, but within jurisdictions there are no magjor trends evident over the
monitored period (see Figure 4.5).

Apart from the service quality measures outlined above, water authorities have
committed themselves to a range of obligations under operating licences and
customer service charters describing in detail the quality of service they are to
provide. These documents also outline mechanisms for complaints and dispute
resolution. In some jurisdictions, relative performance against a range of
service quality indicators is monitored and reported on by an independent
regulator. For example, the Office of the Regulator-General (ORG) in Victoria
has produced two maor reports comparing the performance of Melbourne's
three retail water and sewerage licensees.
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Customer contracts have been written to provide financial rebates for non-
performance of service obligations in certain circumstances. In 1996-97,
Sydney Water Corporation returned $1.6 million in customer rebates — a
reminder and an incentive for water authority managers to aim for continuous
improvement in service delivery.

Other service quality developments include the establishment in some
jurisdictions of forma consultation mechanisms to obtain a customer
perspective on the performance of the authorities. To this end, Sydney Water
Corporation has established a number of consultation councils which provide a
forum for interested customers to provide feedback on how Sydney Water can
Improve its performance.
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Figure 4.2 Compliance with water quality standards by jurisdiction,
1991-92 to 1996-97
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Notes: The scale ranges used aong the y axis of each chart are different.
Compliance with water standards is measured as the percentage of samples meeting the

guidelines with respect to both microbiological and compliance for pH, colour and turbidity
measures.
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Figure 4.3 Compliance with sewerage effluent standards by
jurisdiction, 1991-92to 1996-97
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Notes: Compliance with sewerage effluent is measured as the percentage of samples complying with
State and Territory based licensing agreements.
Not applicable to Tasmanian bulk water authorities.
New South Wales data refers to the Hunter Water Corporation only.
Victorian data refers to the average of Melbourne's three major
water retailers since 1994-95, the financial year in which they were first established.
Queendand data refers to the Gold Coast City Council only.
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Figure 4.4 Main breaks per 100 km (water) by jurisdiction,
1991-92 to 1996-97
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Figure 4.5 Sewer chokes per 100 km by jurisdiction,
1991-92 to 1996-97

160

140

120

100

Sewer chokes per 100 km

1991-92 1992-93 1993-94 1994-95 1995-96 1996-97

NSW Victoria =™ ™ QLD — — — South Australia ™ = = Western Australia

160

Sewer chokes per 100 km

20

1991-92 1992-93 1993-94 1994-95 1995-96 1996-97
= Northern Territory ——ACT
Notes: Chokes are confirmed partia or total blockages occasioning an interruption to service,

excluding any blockages that occur in the service connection of internal drains.
Figures relate to metropolitan water supplies only.

4.4 Shareholder outcomes

Shareholder outcomes for the monitored authorities have improved, with profit
increases in most jurisdictions.3 Income tax-equivalent expense and dividend

3 The monitored authorities mainly comprise the major urban water authorities in the capital
cities.
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payments to government have been increasing in those jurisdictions where the
corresponding competitive neutrality and dividend policies are in place.
However, water authorities in most jurisdictions have failed to generate
commercia rates of return on equity (ROE), although the ROE is contingent
upon the valuation of assets and their inclusion in the asset base.4

Profitability

In 199697, al jurisdictions reported an operating profit before income tax —
except Tasmania, which reported a small operating loss (see Figure 4.6).
Despite yearly fluctuations, operating profit has improved in all jurisdictions
and was higher at the end of the period monitored than at the beginning.>

Operating profit before income tax is influenced by the combination of prices,
business volume and expenses. The individual and collective influence of these
factors has varied between jurisdictions.

By controlling their expenses, some jurisdictions have managed to increase their
profit, even though prices and revenues have simultaneously been falling. For
example, expenses have been reduced in New South Wales and profit has
grown, while at the same time Sydney consumers have enjoyed significant real
price reductions imposed by IPART (see Figures 4.1 and 4.8).

A fal in expenses can reflect reduced general business operating costs or a
reduction in finance charges. In Victoria, profit growth has been largely driven
by a decline in interest charges since 1994-95, both absolutely and as a
proportion of total expenses (see Figure 4.9).6

Other jurisdictions such as the Northern Territory made several losses over the
period, but restored their operating profit in 1996-97, from reduced expenses
and, more particularly, from strong price and revenue growth (see Figures4.1
and 4.8).

4 ROE is equal to after-tax profit before the payment of a dividend and is expressed as a
percentage of the calculated equity figure.

5 The small operating loss before income tax reported by Tasmania in 1996-97, was
nevertheless an improvement on the operating loss in 1991-92.

6 While reported profits have grown strongly in Victoria following disaggregation of the
Melbourne Water Corporation into a number of entities, the Annual Reports of the
relevant bodies emphasise that caution needs to be exercised in comparing Victoria's
results over time because of the disaggregation.
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Figure 4.6 Operating profit before income tax by jurisdiction,
1991-92 to 1996-97
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Figure 4.7 Total revenue by jurisdiction, 1991-92 to 1996-97
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Figusrog 4.8 Total expenses by jurisdiction, 1991-92 to 1996-97
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Total expenses is include salaries and wages, purchases, interest, bad and doubtful debts,
material losses from the sale of non-current assets, charges for depreciation, amortisation or
diminution in value of assets and abnormal expenses.
Victorian figures exclude post-disaggregation expense data for the Melbourne Water
Corporation.
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Figure 4.9 Gross interest expense as a percentage of total
expenses by jurisdiction, 1991-92 to 1996-97
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Income tax-equivalent expense and dividend payments

In most jurisdictions, policies on income tax-equivalent expense and dividend
payments have been introduced as part of the package of GTE reforms designed
to encourage a more commercial approach to their operation.’

Income tax-equivalent expense and dividend payments to government can only
be generated in a sustained manner from profitable enterprises. Associated with
the increase in profits before income tax reported above, the aggregate level of
dividends paid by the monitored authorities also increased, from $329 million in
1991-92 to $712 million in 1996-97, or 93 per cent in real terms.

New South Wales, Victoria and Western Australia are the only jurisdictions to
have had comprehensive income tax-equivalent and dividend arrangements in
place throughout the monitored period.8 In the remaining jurisdictions, income
tax-equivalent and dividend regimes have been either non-existent or else
applicable for only part of the monitored period (see Figures 4.10 and 4.11).

Note that the jurisdictional aggregates in Figures4.10 and 4.11 are relatively
large for New South Wales and Victoria— this can mask what are sometimes
more significant percentage changes among the smaller jurisdictions such as
Western Australia, albeit the changes are off a smaller base.

State Treasuries normaly determine the size of dividend payments after
considering among other things, the impact of tax-equivalent regimes on the
level of after-tax profit. Income tax-equivalent regimes mean that like the
private sector, income tax must be paid, with dividends paid from after-tax
profits.

Apart from the obvious revenue-raising objective, income tax-equivalent
regimes constitute one element of GTE reform aimed at achieving competitive
neutrality between GTEs and private sector competitors.

Dividend payments on the other hand represent a return on the equity provided,
where government-sourced equity capital has an opportunity cost — the rate of
return that could be achieved in alternative uses. The requirement to pay
dividends imposes a discipline to practice sound financial management. It aso

7 The tax figures used in this report are those for income tax expense or income tax-
equivalent expense. Income tax expense is different from the amount of tax actually paid
in any year because under tax effect accounting (AAS3), timing differences can arise for
example, because of different depreciation rates used by the business compared with the
rates used for tax purposes.

8 InVictoria, Barwon Water is not subject to atax-equivalent regime.
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Imposes a test on whether new investments are capable of generating sufficient
financia return to pay adividend.

Figure 4.10 Income tax-equivalent expense by jurisdiction,
1991-92 to 1996-97
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calculated using tax effect accounting (AAS3).
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Figure 4.11 Dividends paid or provided for by jurisdiction,
1991-92 to 1996-97
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Notes: The scale ranges used along the y axis of each chart are different.
Dividends paid or provided for include normal and special dividends and specia levies on
profits and revenues and excludes returns of capital.

Return on equity

Asset valuation procedures can affect the calculated return on equity (ROE).
Therefore, jurisdictional comparisons of ROE should not be made where a mix
of historical cost and written-down replacement cost valuation methods are
used. In particular, the mix of historical cost and other valuation methods used
by some Victorian water authorities, tends to result in arelatively low valuation
and a correspondingly high ROE figure.
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In all jurisdictions, except Victoria for the reasons noted above, water
authorities earnt an after-tax, nomina ROE of less than 3 per cent
(see Figure 4.12). Thisislow compared with, for example, a benchmark return
of 11 per cent in adraft determination by the ORG (Victoria) and the Australian
Competition and Consumer Commission (see Section 1.1 for details).

Assets and liabilities

As noted previoudly, differences in the approach to asset valuation can impact
on the calculated ROE figure. The value of assets recorded for New South
Wales is much higher than that for Victoria (see Figure 4.13). With the data
available, it is not possible to tell the exact extent to which the difference is due
to physical asset differences, and to what extent it reflects different accounting
treatments of asset valuation.

Liabilities also affect the calculated ROE figure® Victoria has the largest
liabilities, mainly because of substantial borrowings by Melbourne's water
GTEs (see Figure 4.14). The cost of this debt is reflected in the relatively high
percentage of total expenses accounted for by interest charges, prior to the
$850 million debt transfer to the Victorian Government referred to in Box 4.2.

9 Non-current liabilities in the form of longer-term borrowings are the major liability in the
balance sheets of most water authorities. In some cases water authorities borrow through
their State Treasury Corporations, in which case the interest is not paid to an external
lender but to the government itself.
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Figure 4.12 Return on equity by jurisdiction, 1991-92 to 1996-97

20
15
10
€
(]
° st
[
o
ol
_5 I
-10
1991-92 1992-93 1993-94 1994-95 1995-96 1996-97
NSW Victoria =™ QLD — — — South Australia = = = Western Australia
2
1
0
<
[
|
[
a

1991-92 1992-93 1993-94 1994-95 1995-96 1996-97

Tasmania Northern Territory = = ACT

Notes: The scale ranges used aong the y axis of each chart are different.
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total revenue (includes abnorma items). Equity is calculated by subtracting total liabilities
from total assets. Return on equity cannot be calculated on a strictly comparable basis because
of revaluations and abnormal items during the monitored period.
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Figure 4.13 Total assets by jurisdiction, 1991-92 to 1996-97
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Figure 4.14 Total liabilities by jurisdiction, 1991-92 to 1996-97

$ million

$ million

Notes:

5000

4500

4000 r

3500 r

3000 r

2500

2000

1500 |

1000 |

500 |

0

140

120

100

80

60

40

20

| NewSouthwales Victoria Queensland __ __South Australia _ __ Western Australia_ _
1991-1997 1991-1997 1991-1997 1991-1997 1991-1997
Tasmania Northern Territory Australian Capital Territory

1991-1997 1991-1997 1991-1997

The scale ranges used aong the y axis of each chart are different.

Total liabilities are defined as the future sacrifice of service potential or future economic
benefits that the entity is obliged to make to other entities as a result of past transactions or
other events (measured as at the end of the reporting period). Includes provisions for employee
entitlements, creditors, deferred revenue, all repayable borrowings, interest bearing non-
repayable borrowings and redeemable preference shares.
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4.5 Community outcomes

Community outcomes have been improved by means of higher water quality and
environmental standards associated with waste water and effluent disposal. As
a result, community health and safety have also been protected. At the same
time, concessions and CSOs have generally been maintained, with policies to
explicitly fund these beginning to emerge.

The trend toward consumption-based water charges has encouraged consumers
to reduce their water use. Not only does this defer the need for additional
infrastructure to satisfy growing demand, but it reduces the harmful
environmental effects of wastewater and sewerage effluent disposal.

Major urban water authorities are now required to meet certain environmental
conditions under their operating licences. Authorities like Sydney Water have
begun to publish an Annua Environment Report, in which the Corporation
documents its environmental performance. In South Australia, the South
Australian Water Corporation must, as a condition of licence under the
Environment Protection Act 1993, prepare Environmental Improvement Plans
(EIPs) for its wastewater treatment plants.

As part of the NCP, governments committed themselves to recognising water
dlocations for environmental purposes, as a legitimate use of water. For
example, South Australia's Water Resources Act 1997, provides formal
recognition and protection of environmental water flows through the
requirement to produce water allocation plans for certain catchment areas.
Among other things, these plans are required to assess environmental water
needs and to set out programs for monitoring the ‘environmental health’ of the
relevant water catchments.

Water authorities deliver a range of CSOs. Best practice is to have CSOs
clearly identified and funded directly from government budgets and attempts
have been made to do thisin anumber of jurisdictions (see Box 4.3).
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Box 4.3 Community service obligations (CSOs)

The COAG water reform framework includes disclosure of the cost to service
providers of delivering water services to classes of customer at less than full cost,
and compensation for this cost as a CSO.

A major CSO is provided by the South Australian Water Corporation in supplying
water to country areas at the same price asin Adelaide.

Concessions, flood mitigation and maintaining parks and gardens, are other
examples of water industry CSOs.

In 199697, the South Australian Water Corporation received $72 million in
revenue for CSOs from the South Australian government for the first time—
which partly explains the improvement in its financial performance indicators in
that year.

In the same year, the Government of Western Australia made payments to the
Water Corporation in that State totalling $182.3 million for CSOs.

This payment for CSOs included service provision outside the metropolitan area at
less than full cost, pensioner and seniors card concession rebates, and concessions
to non-rated properties owned by charitable, religious and sporting organisations.

In 199697, the Northern Territory Government also introduced explicit CSO
funding — for remote area service provision and the retention of uniform tariffs.

4.6 Employee outcomes

Over the six years from 1991-92, the number of people employed by the
monitored water authorities has declined from approximately 22 000 in
199192 to 13000 in 1996-97 (see Figure 4.15), although the net effect is
difficult to determine because water authorities have outsourced many of their
activities,

Also, where restructuring has occurred and water policy and regulatory
functions are now performed by organisations external to the water authority,
employment in the sector may not have fallen by as much as the numbers for the
water authority itself would suggest.

Where restructuring and downsizing has occurred, assistance has in some cases
been provided in finding alternative employment. For example, as a result of
the magjor outsourcing in South Australia, 355 employees found positions with
the contractor United Water and another 268 employees were offered voluntary
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Figure 4.15 Total direct GTE employment by jurisdiction,

separation packages or were assisted to obtain alternative positions and thereby

honour a promise of no compulsory retrenchment.
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both employer and employee outcomes. These enhancements include staff

Water authorities are generally reporting in their Annual Reports that they are
enhancing their human resource management strategies in an effort to improve
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opinion surveys to obtain employee feedback, skill development, greater use of
enterprise bargaining and occupational health and safety (OH&S) training and
management to reduce workplace injuries.

Enterprise bargaining agreements (EBAS) are being used to link wage increases
to productivity improvements. Yarra Valley Water for example commenced its
second two year EBA in December 1997, with both agreements targeted to
deliver wage increases of about 8 per cent over two years, but with partia
linking to productivity improvements. For non-executive staff, the Sydney
Water Corporation is also entering its second generation enterprise agreements,
which emphasise the linking of improved business performance to pay and
recognition.

The South Australian Water Corporation provides skill training with a strong
emphasis on OH&S—in 1996-97 it achieved a 55 per cent reduction in
workers' compensation claims for injuries. In its 1996-97 Annual Report, the
Sydney Water Corporation reported a falling injury rate, with fewer people
injured on the job for the fifth consecutive year.
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Attachment 4A Supporting data

Table 4A.1  Total revenue by water industry GTE, 1996-97 ($ million)

GTE Revenue Share (per cent)
Sydney Water Corporation 1283 27.0
‘Melbourne Water Consolidated'® 1143 24.0
Water Corporation WA (all undertakings) 800 16.8
South Australian Water Corporation (all undertakings) 505 10.6
Brisbane Water 333 7.0
Hunter Water Corporation 154 3.2
Gold Coast Water 131 2.8
ACTEW Corporation 96 2.0
Power and Water Authority (all undertakings) 70 14
Barwon Water 64 14
Department of Natural Resources, State Water Projects 62 13
Gosford City Council 46 1.0
Wyong Shire Council 40 0.8
Hobart Regional Water Board 18 0.4
North West Regional Water Authority 8 0.2
Rivers and Water Supply Commission, North Esk 6 0.1
All 4758 100.0
City West Water 301 6.3
South East Water 402 8.5
YarraValley Water 439 9.2
a ‘Melbourne Water Consolidated’ refersto the three retail water GTES now serving metropolitan Melbourne

following disaggregation of the Melbourne Water Corporation from 1 January 1995. Melbourne’'s new
water entities include one wholesale water business (Melbourne Water Corporation) and three retail water
businesses (City West Water, South East Water and Yarra Valley Water). However, the revenue from bulk
or wholesale water sales by Melbourne Water Corporation to the three retail businesses, is excluded from
the ‘Melbourne Water Consolidated’ revenue figure to avoid double counting and to provide a comparable

figure with other jurisdictions.
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Key outcomes

Over the period monitored, limited reform of urban transport GTES has
not produced significant benefits for consumers and the industry.

Thereal priceindex 108
on an industry basis
increased by 7 per cent
in thefirst half of the
period — but has
subsequently declined.

=100)
g B

Index (1991-1992

8

8

1991-92 199293  19BH  19M9%5 19596 199697

Industry pre-tax

oper ating profit has
been variable over the
period. Significant
changes in year-to-year
profit have generally
resulted from

abnormal expense or

$ million
3 B B

!

o

revenue items. 19192 19203 196394 1994%5 199596 190607

Return on equity for ®
the industry has fallen
to just under minus

1 per cent over the
period. Thehigh
returnin 1991-92
results from a one-off
change in financial
I‘epOI‘ti ng. 19192 199293 19694 199495 1959% 19697

S

Per cent

)]

o

&

167




PERFORMANCE OF GOVERNMENT TRADING ENTERPRISES, 199192 TO 1996-97

5.1 Industry structure

Ten urban transport authorities are discussed in this chapter (see Table5.1).1
These authorities vary in size and the range of services they provide. The mix
of activitiesisoutlined in Table 5.2.

With the exception of TransAdelaide and the State Rail Authority (New South
Wales), all authorities operating urban passenger trains also provide freight and
non-urban passenger services. Following the restructure of the former State
Rail Authority in 1996-97, freight rail services are now provided by the Freight
Rail Corporation.

Governments have a long history of involvement in the provision of urban
transport services. Some of the reasons commonly advanced for government
involvement include the existence of natural monopoly elements (particularly in
rail), the need for service co-ordination and system wide ticketing, the
environmental benefits associated with public urban transport, and their special
role in access, especialy in the case of disadvantaged groups.2

In 1996-97, the monitored urban transport authorities generated $535 million in
operating revenue and controlled assets valued at $1.14 billion.3 They carried
approximately one billion passengers, (987 million in 1991-92).4 The State
Rail Authority (New South Wales) is the largest, accounting for 32 per cent of
urban passenger boardings, followed by the Public Transport Corporation
(Victoria) and the State Transit Authority (New South Wales), accounting for
24 per cent and 21 per cent of passenger boardings, respectively.

1 Rail GTEs providing urban passenger train services are discussed in this Chapter and in
Chapter 6. The only urban transport GTE not included is the Darwin Bus Service, the
government owned operator of busesin Darwin, the Northern Territory.

2 Anindustry is considered to be a natural monopoly if total costs of production are lower
when a single firm produces the entire industry output, than when two or more firms divide
the total among themselves. It is generally accepted that railway networks (rail track and
signalling), exhibit natural monopoly characteristics.

3 Operating revenue excludes abnormal revenue, investment income and receipts from
governments to cover operating deficits. The industry figures for operating revenue and
total assets exclude the urban rail operations of the State Rail Authority, Public Transport
Corporation, Queensland Rail and Westrail (not available separate to other operations).
The industry figure for total assets excludes the Public Transport Corporation, the State
Rail Authority, Queensland Rail and Westrail (not available separate from other
operations).

4 Number of passengersis measured in terms of passenger boardings.
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Table 5.1 Monitored urban transport GTEs, 1991-92 to 1996-97

199192 1992-93 1993-94 1994-95 1995-96 1996-97

New South Wales

State Transit Authority State Transit Authority

State Rail Authority® State Rail Authority

Victoria

Public Transport Corporation Public Transport
Corporation

Queensland

Brisbane Transport Brishane Transport

Queendand Rail Queendand Rail

Western Australia

Transperth” Metrobus Metrobus

South Australia

State Transport Authority —> TransAdelaide TransAdelaide

Tasmania

Metropolitan Transport Trust Metropolitan Transport
Trust

Australian Capital Territory

ACTION ACTION

a The State Rail Authority was restructured in 1996-97. The restructured State Rail Authority provides urban and non-urban passenger services. Other functions

were transferred to a number of new rail entities.
b Westrail provides urban rail passenger services under contract to Transperth.
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Table 5.2 Activities of monitored GTEs in the urban transport
industry, 1996-97

GTE

Service

Trains Trams Buses Ferries

New South Wales
State Transit Authority
State Rail Authority

Victoria
Public Transport Corporation

Queengland
Brisbane Transport
Queensgland Rail

South Australia
TransAdelaide

Western Australia®
MetroBus
Westrail

Tasmania
Metropolitan Transport Trust

Australian Capital Territory

v

ACTION

v

a

In 1995-96, the former State Rail Authority of NSW provided urban and non-urban rail passenger
services, rail freight services and was responsible for the rail infrastructure. Effective from 1 July
1996, the restructured State Rail Authority provides urban and non-urban rail passenger services.
The other functions of the former State Rail Authority were transferred to a number of newly
established separate rail entities.

Transperth was restructured in 1993-94. MetroBus is the trading name adopted by the
Metropolitan (Perth) Passenger Transport Trust following the restructure. MetroBus competes for
service contracts as they are tendered. The ferry service was operated by MetroBus until February
1995, when it was taken over by a private sector company which had successfully tendered for the
provision of the service. Westrail provides urban passenger rail services under contract to
Transperth.

Over the last six years, employment has fallen by 31 per cent from just under
40 000 in 1991-92 to around 28 000 in 1996-97.5 The State Rail Authority
(New South Wales) and the Public Transport Corporation (Victoria) are the
largest employers, accounting for 33 per cent and 22 per cent of total industry
employment. The State Transit Authority accounts for 15 per cent of total
industry employment.

5 Full-time equivalent staff.
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5 URBAN TRANSPORT

5.2 Keyreforms

Microeconomic reform, by governments at the Commonwealth, State and L ocal
level, has resulted in a number of administrative and operational changes to
urban transport GTES. These reforms were largely aimed at increasing the
commercia focus of urban transport GTEs and reducing their reliance on
government contributions.

The key reformsintroduced in the last six years are outlined in Table 5.3

The urban transport sector is not subject to a specific agreement under the
National Competition Policy (NCP) package of reforms (see Chapter 1).
However, some aspects of the NCP agreements will impact on urban transport
GTEs. These include the commitment by State Governments to apply
competitive neutrality principles to their significant business activities and
prices oversight of public monopolies.

Reform of urban transport authorities has not been as far reaching as in other
sectors. Most urban transport GTES remain statutory authorities.

In 1997-98, the Victorian Government restructured the Public Transport
Corporation’s passenger services into five corporations (two train corporations,
two tram corporations and V/Line passenger corporation). The Victorian
Government has foreshadowed that the corporatised passenger services will be
sold as individual franchises, with re-tendering to occur at the end of the
franchise period.

ACTION forms part of the Australian Capital Territory’s Department of Urban
Services. Brisbane Transport operates as part of the Brisbane City Council.
TransAdelaide provides urban passenger services under contract to the
Passenger Transport Board and Westrail (Western Australia) and MetroBus
(Western Australia) provide urban passenger services under contract to
Transperth.

Commercialisation and corporatisation

During 199596, Brisbane Transport became a commercialised business unit of
the Brisbane City Council. An eight member advisory Board was appointed to
oversee operations. In response to its increased commercial focus, Brisbane
Transport has concentrated on improving services through the implementation
of the Brisbane Ferry Strategy (to provide high speed catamaran services to
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complement cross-river services) and the introduction of self-managed work
teams focused on improved customer service.b

In 1995-96, the Metropolitan Transport Trust (Tasmania) was made a
government business enterprise (GBE) subject to the Government Business
Enterprise Act 1995. The Act provides for full competitive neutrality including
the identification, costing and funding of community service obligations
(CSOs).” Over the period the Metropolitan Transport Trust only received
explicit funding for costs incurred in providing transport for school travel. The
Metropolitan Transport Trust also became subject to prices oversight under the
Government Prices Oversight Act 1995.

The Metropolitan Transport Trust retains transport policy and regulatory
functions. However, the Tasmanian Government has foreshadowed that these
will be transferred to the Department of Transport. In February 1998, the
Metropolitan Transport Trust was made a state owned company subject to
corporations law.

During 1995-96, a six member Board was established to oversee ACTION’s
business and increase its commercial focus.

Where GTEs are providing more than urban transport services the State Rail
Authority (New South Wales), Queensland Rail, the Public Transport
Corporation (Victoria) and Westrail (Western Australia), separate business units
have been established to strengthen their commercia focus.8

Increased exposure to competition

Competitive tendering for designated bus and ferry services is emerging as an
effective method of introducing competitive pressures to the provision of urban
transport services.

The Victorian, South Australian and Western Australian Governments have al
embarked on a program of tendering for the provision of urban transport

6 On 1 July 1998, Brisbane Transport was formally commercialised under the relevant
provisions of the Local Government Act 1993, following a public benefit assessment as
required under the NCP.

7 A community service obligation arises when a government specifically requires a public
enterprise to carry out activities relating to outputs or inputs which it would not elect to do
on a commercia basis, and which the government does not require other businesses to
generally undertake, or which it would only do commercialy at higher prices
(SCNPMGTE 1994).

8 Reforms specific to rail GTEs are discussed in Chapter 6.
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services — GTEs compete with private sector providers for the right to operate
certain urban passenger services.

In Victoria, al bus services operated by the Public Transport Corporation were
tendered in 1993, with a private operator now providing 80 per cent of these
Services.

In South Australia, the former State Transport Authority was restructured in
1994-95. Asapart of the restructure:

TransAdelaide was formed and assumed the operating functions of the
former State Transport Authority; and

The policy, planning and regulatory functions of the State Transport
Authority were transferred to a new organisation — the Passenger
Transport Board (PTB).

The PTB developed an area-based competitive tendering program for the
provision of urban transport services within the Adelaide metropolitan region.
TransAdelaide is required to compete with the private sector on the basis of a
set of costing rules aimed at ensuring competitive neutrality.

The South Australian Government transferred the majority of TransAdelaide’s
bus, depot and workshop assets to the South Australian Department of
Transport and control of the ticketing system was transferred to the PTB.

During 1995-96, the PTB (South Australia), awarded five service contracts.
TransAdelaide was awarded two in its own right and a third as part of a joint
venture. Two service contracts (previously operated by TransAdelaide) were
awarded to private sector companies. In 1996-97, TransAdelaide was awarded
afurther two service contracts. Following the awarding of these contracts, there
was a pause in the competitive tendering of service contracts while the process
was reviewed. During this period the remaining services will be operated by
TransAdelaide following negotiation with the PTB.

The Western Australian Government restructured Transperth during 1993-94.
Asaresult of the restructure:

A Public Transport Co-ordinator, with responsibility for public transport
development, planning and the co-ordination of competitive tendering of
service contracts, was established within the Department of Transport;

MetroBus was established. As the government owned operator it
competes for service contracts as they are tendered; and

The urban transport system operating within Perth continued to be known
as Transperth. It comprises bus, train, ferry and information services.
Private companies and government organisations compete to operate
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Transperth services, and the successful tenderers are known as Transperth
operators.

The Western Australian Government transferred assets (valued at $66 million)
from MetroBus to the Department of Transport.® These common user assets are
available to be leased by service operators.

Since 199495, the Western Australian Government, through Transperth, has
tendered 50 per cent of metropolitan bus services. During 199495, of three bus
services tendered — two were awarded to MetroBus and one to a private
operator. The contract to operate Perth’s ferry services was also awarded to a
private operator. In 1995-96, another five bus services were tendered —
contracts were awarded to three private operators. During the year, the
operation of the new Central Area Transit System — a free service operating in
central Perth — was aso tendered, with MetroBus being awarded the contract.

In October 1997, the Western Australian Minister for Transport announced that
the remaining service contracts and the three tenders previously awarded to
MetroBus would be tendered out to the private sector. MetroBus ceased
operations in July 1998 and all bus services in Western Australia are now
provided by private operators.

9 Thisalso resulted in areduction in MetroBus' s debt servicing costs.

174



5 URBAN TRANSPORT

Table 5.3

Reform initiatives affecting the urban transport industry,
1991-92 to 1996-97

Jurisdiction

Date

Nature of reform or policy initiative

New South Wales

Victoria®

Queensland®

199293

1993-94

1994-95

1995-96

1993-94

1993-94

1995-96

Commercialisation initiatives introduced for the State Transit
Authority. These include performance monitoring arrangements,
transparent funding for community service obligations (CSOs)
provided under contract, and restructuring to enhance accountability
and debt reduction.

The State Transit Authority brought under the full provisions of the
Passenger Transport Act 1990 requiring it to operate under the same
conditions as private bus operators.

The State Transit Authority opened its information technology and
fuel maintenance activities to competitive tendering.

Automatic ticketing introduced within the CityRail network.
Integration of ticketing across various public transport modes.
Development of a detailed bus priority plan for Sydney comprising
physical measures (for example, bus lanes) and regulatory measures
(for example new rules for priority traffic).

Preparation for the restructure of the former State Rail Authority.
Legidative changes to clarify the roles of the Department of Transport
and the Public Transport Corporation and the development of formal
annual service agreements.

Restructuring of the Public Transport Corporation into business units.

Ancillary administrative and trading activities within the Public
Transport Corporation contracted out to the private sector.

80 per cent of former government bus services in Melbourne
contracted to a private operator. The remaining 20 per cent are
provided by Met Bus.

Continuing introduction of driver-only suburban trains and trams.

Commercidisation of Brisbane Transport.  This involved the
appointment of an eight member Board, establishing operating
agreements between Brisbane Transport and the Brisbane City
Council, and the clarification of liabilities and the ownership of assets.
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Table 5.3

Reform initiatives affecting the urban transport industry,
1991-92 to 1996-97 (continued)

Jurisdiction

Date

Nature of reformor policy initiative

Queensland
(continued)

South Australia

Western Australia

Nov
1996

May
1997

199495

1994-95

1995-96

199697

1992-93

1993-94

Local Government Act 1993 amended to require Queendand's 17
largest councils to undertake public benefit assessments with aview to
adopting  competitive  neutrality  reforms  (corporatisation,
commerciaisation or full cost pricing) for their significant business
activities, including in Brisbane's case, public transport services.

Local Government Act 1993 amended to provide the framework for
competitive neutrality reform of Brisbane Transport and other
significant council business activities.

New Passenger Transport Act 1994 takes effect. The Act established
the Passenger Transport Board (PTB) to oversee the creation and
maintenance of an integrated network of passenger transport services.
The Board will undertake the regulation, co-ordination and funding of
public transport services including bus, rail, tram and taxi services.

TransAdelaide formed in July 1994, assuming the operating functions
of the State Transport Authority. The policy and planning functions
of the former State Transport Authority were assumed by the PTB.

Selected public bus transport routes competitively tendered from
March 1995.

The mgjority of TransAdelaide’s bus, depot and workshop assets
transferred to the South Australian Department of Transport and
control of the ticketing system transferred to the PTB.

Five service contracts awarded during the year. TransAdelaide
awarded two contracts in its own right and a third as part of a joint
venture arrangement with Australian Transit Enterprises.  The
remaining two contracts were awarded to private operators.

TransAdelaide awarded two new service contracts.

A review of competitive tendering process announced. TransAdelaide
to operate remaining service contracts not yet tendered.

Urban transport pricing reforms for Transperth, with fares based on
distance-based costs.

Transperth restructured, including the establishment of a Public
Transport Co-ordinator within the Department of Transport, with
responsibility for public transport policy, planning and co-ordination
of competitive tendering of route service contracts. MetroBus was the
trading name adopted by the Metropolitan (Perth) Passenger Transport
Trust subsequent to the restructure.
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Table 5.3

Reform initiatives affecting the urban transport industry,
1991-92 to 1996-97 (continued)

Jurisdiction

Date

Nature of reform or policy initiative

Western Australia  1994-95

(continued)

Tasmania

Australian Capital
Territory

1995-96

1995-96

199697

199293

1995-96

199697

Transfer of al monitoring, regulatory and policy-related functions
from urban transport authorities to the Department of Transport.

Bus services around Perth put up for tender. To 30 June 1995, two
contracts had been won by MetroBus, and one by a private contractor.

Transperth ferry services (previously operated by MetroBus)
contracted out to a private operator commencing February 1995.

MetroBus awarded the contract to operate the Central Area Transit
System.

The contracts to operate five bus services allocated to three private
groups.

50 per cent of metropolitan bus services contracted out.

MetroBus directed to sell its bus fleet to the Western Australian
Department of Transport, and lease back buses from the Department.

The Metropolitan Transport Trust made a GBE under the Government
Business Enterprises Act 1995 from 1 July 1995. The Act provides
for competitive neutrality including the identification, costing and
funding of CSOs. Also subject to prices oversight under the
Government Prices Oversight Act 1995.

The Metropolitan Transport Trust negotiated a three year contract
with the Tasmanian Government, to continue to provide bus services
a the then current levels. The contract was negotiated within the
Tasmanian Government’s CSO policy framework and is conditional
on achieving annual savings of $2 million.

Budget strategy agreed to by ACTION, and the Australian Capital
Territory Treasury, requiring improved efficiency and operating cost
savings to reduce the real level of government contributions.

A six member Board established to oversee ACTION'’s business and
alow it to operate on a more commercia basis.

A new savings agreement entered into, to further reduce the level of
Government contributions.

Notes: Reforms specific to rail GTEs are discussed in Chapter 6.

a In 1997-98, the Victorian Government restructured the Public Transport Corporation’s passenger services
into five corporations. The rights to operate these businesses will be franchised.
b In December 1997, the Brisbane City Council decided to formally commercialise Brisbane Transport under

the provisions of the Local Government Act 1993 effective from 1 July 1998.
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53 Consumer outcomes

Most urban transport travel is undertaken to and from work and school during
peak times. However, urban transport also plays an important role in getting
people to and from shopping and leisure activities such as tourism.

Real prices

Owner governments control all aspects of urban transport pricing. In New
South Wales and Tasmania, independent bodies recommend appropriate pricing
regimes. However, the ultimate decision rests with governments. In other
jurisdictions, urban transport fares are set by the government following
recommendations from the urban transport GTE.

The Industry Commission (1994) noted that governments have, for many
reasons (including political), restrained fare levels. Fare restructuring in recent
years has seen moves to align fare levels more closely with the cost of
provision.

The real price index for urban transport services was higher in 1996-97 than in
199192, for al jurisdictions with the exception of New South Wales
(seeFigure5.1).10 The fal in New South Wales's rea price index largely
reflects significant falls in the average price for urban rail services provided by
the State Rail Authority (12 per cent over the six year period).

Both the State Transit Authority and the State Rail Authority are subject to
prices oversight by the Independent Pricing and Review Tribunal (IPART).11 A
review of urban passenger fares by IPART in 1996 resulted in average increases
torail, busand ferry fares.

In some jurisdictions, increases in the price index over the period monitored
may reflect the introduction of commercia reforms by governments to increase
cost recovery through customer revenue. This was the major objective of
pricing reforms introduced by Transperth and MetroBus (Western Australia) in

10 The real price index for each GTE is calculated by deflating the average selling prices by
the appropriate capital city Consumer Price Index (CPI). Where urban transport services
are provided by more than one GTE within a jurisdiction the average price index is
calculated by weighting each GTE' s price index by it’s share of customer revenue.

11 In New South Wales, the pricing of urban passenger services is regulated by the
Independent Pricing and Review Tribunal (IPART). IPART determines maximum prices,
which must be charged unless the State Rail Authority or the State Transit Authority has
the approval of the Treasurer to charge lower prices. IPART also reviews and makes
recommendations relating to pricing policies.
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199293 (Transperth1993). A new fare structure was introduced by
Transperth, aimed at increasing the user contribution towards the cost of

providing urban transport services. This resulted in an overall increase of
around 12 per cent.

Figure 5.1 Real price index by jurisdiction, 1991-92 to 1996-97
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Notes: The real price index for each GTE is calculated by deflating the average selling prices by the
appropriate capital city Consumer Price Index. Where urban transport services are provided by
more than one GTE within a jurisdiction (New South Wales, Queensland, and Western
Australia) the average price index is calculated by weighting each GTE's price index by its
share of customer revenue (cash box and other non-government revenue minus investment
income).
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ACTION (Australian Capital Territory) increased bus fares in 1991-92,
1993-94, 199596 and again in 1996-97.12 According to ACTION (1996)
these fare increases were aimed at bridging the gap between average full fares
in the Australian Capital Territory and other States. Prior to the increases
ACTION’s average fare was about 50 per cent below the average of other States
for similar services.

During 1996-97, the Tasmanian Government Prices Oversight Commission
(GPOC) reviewed the Metropolitan Transport Trust’s fare structure.13 It used
benchmark costs to recommend the maximum revenue from fares and
government contribution required for the Metropolitan Transport Trust to
deliver the then current level of services. The GPOC recommended that fares
should increase because of the low level of cost recovery from users. The
Tasmanian Government chose not to fully implement the GPOC's fare
recommendations, limiting fare increases to the CPI.

Quality of service

Users of urban transport expect timely and reliable services. Two measures of
the quality of service provided by urban transport GTEs are service delays and
service cancellations. Some GTEs did not provide quality of service data for
their urban transport operations. This makes comparisons over time difficult.

Based on the limited information available, the performance of urban transport
GTEs with respect to service cancellations and delays has been variable over the
period monitored (see Figures 5.2 and 5.3).

Between 1991-92 and 199697, the proportion of service cancellations in each
jurisdiction has remained relatively low, with more than 98 per cent of
scheduled services being provided in most jurisdictions.

12 |n 1991-92 and 1992-93, fare increases were applied to most tickets. In 1995-96, the fare
increase was applied to adult pre-purchased tickets. Child, student and concession fares
remained unchanged, as did cash fares for all categories. In 1996-97, the fare increase
was applied to most pre-purchased tickets for adults and pensioner, senior and child
categories. New tickets were also introduced for students and for families and shoppers
travelling at off-peak times.

13 The GPOC was established by the Tasmanian Government, under the Government Prices
Oversight Act 1995. GPOC is an independent body with responsibility for conducting
investigations into the pricing policies and practices of GBES, government agencies and
local government bodies that are monopoly, or near monopoly, suppliers of goods and
servicesin Tasmania
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Figure 5.2 Service cancellations by jurisdiction, 1991-92 to
1996-97
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Notes: Service cancellations are measured as the number of services cancelled for the year due to all
causes such as breakdowns, industrial disputes and lack of vehicles as a proportion of total
scheduled route services per annum. Where urban transport services are provided by more than
one GTE within ajurisdiction (New South Wales, Queendland and Western Australia), average
service cancellations are calculated by weighting each GTE's measure by its share of total
passenger boardings.

Tasmania (Metropolitan Transport Trust) excluded because information not provided.

a Excludes Public Transport Corporation’s tram operations.

b Service cancellations for Queensland relates to Queensland Rail’s urban transport operations
between 1991-92 and 1995-96 and both Queendland Rail and Brisbane Transport in 1996-97.
Information relating to Brisbane Transport’s urban transport operations prior to 1996-97 was

not provided.
c Excludes TransAdelaide’ s tram and bus operations.
d Excludes TransAdelaide' s tram operations.
e Excludes TransAdelaide' s tram and train operations.
n.p. Not provided.

The sharp increase in service cancellations by MetroBus (Western Australia) in
1995-96 reflects the impact of industrial action by bus drivers during the year
— cancellations for other reasons remained at levels consistent with previous
years. The increase in service cancellations by Queensland Rail in 1995-96
largely resulted from network upgrading.

In 1994-95, service cancellations by the Public Transport Corporation
(Victoria) fell from 1.53 to 0.34 per cent (seeFigure5.2). This reflects the
introduction of a number of strategies including a change in fleet maintenance
programs (to minimise the amount of time trains and trams spend in workshops)
and specific programs designed to improve the reliability of vehicles (including
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design modifications and improved preventative maintenance).14 The dlight
deterioration in performance since then, reflects increased train service
cancellations.

Figure 5.3 Service delays by jurisdiction, 1991-92 to 1996-97
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Notes: Service delays are measured as the number of services delayed for more than a targeted time
beyond the scheduled timetable as a proportion of total scheduled route services per annum.
Where urban transport services are provided by more than one GTE within a jurisdiction (New
South Wales, Queensland and Western Australia), average service delays are calculated by
weighting each GTE's measure by its share of total passenger boardings.
Tasmania (Metropolitan Transport Trust) excluded because information not provided.

a Excludes the Public Transport Corporation’s tram and bus operations.

b Excludes the Public Transport Corporation’s tram operations.

c Service delays in Queensland includes Queendland Rail’ s urban rail passenger operations for all
years and Brisbane Transport’s urban transport operations in 1994-95 only (information for
other yearsis not provided).

d Excludes TransAdelaide’ s tram and bus operations.

e Excludes TransAdelaide' s tram operations.

f Excludes TransAdelaide' s tram and train operations.

g Service delays in the Australian Capita Territory were negligiblein al years monitored.

n.p. Not provided.

Over the period monitored, the proportion of service delays has remained
relatively low in Western Australia and the Australian Capital Territory.
Service delays appear to be most prevalent in the case of urban rail and tram
operations.

14 See Victorian Auditor-Generals Office (1998).
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5.4 Shareholder outcomes

Governments represent the shareholder interest of the community. Financial
outcomes are a measure of how well these interests are being served.

There are a number of factors that should be taken into account when assessing
financial outcomes over time. First, cost structures are influenced by the mix of
transport services provided. Some transport modes (such as trains) have higher
fixed costs than others (such as buses). For example, ACTION (Australian
Capital Territory), which only operates buses, has a lower proportion of fixed
costs compared to the Public Transport Corporation (Victoria), which operates
trams, trains and buses.

Second, asset valuation methods differ between urban transport authorities,
across asset classes within some authorities and over time. This limits useful
comparison. Historical cost is used as the valuation method for some of the
assets of, Westrail, and ACTION.2> The State Rail Authority, State Transit
Authority (New South Wales), the Public Transport Corporation (Victoria),
Queendland Rail, Brisbane Transport, the Metropolitan Transport Trust
(Tasmania), TransAdelaide and MetroBus (Western Australia) value al or most
of their assets using current cost methods.16 Most of these GTES have moved
from valuing assets at historical cost to current valuation over the period
monitored.

Third, urban transport provides economic and socia benefits to the community
over and above the benefits received by the users of public transport services.
These benefits include reduced road congestion, reduced pollution and greater
mobility for disadvantaged groups. Traditionaly, these benefits were paid for
through implicit subsidies by funding the operating deficits incurred by urban
transport authorities. However, in the interests of transparency, many
governments now account explicitly for the social benefits of urban transport
and fund them through payments to the authorities as CSOs.

The State Rail Authority and the State Transit Authority (New South Wales),
Queendland Rail, Westrail (Western Australia) and ACTION (Australian

15 ACTION valuesitsland and buildings at current valuation.

16 |n 1994-95, TransAdelaide revalued, at current valuation all non-current assets associated
with its bus transport business. It also revalued a proportion of its property holdings. In
1995-96, MetroBus revalued it's land, buildings and al other non-current assets on the
basis of current cost. In 199697, all non-current assets were revalued at net current
replacement cost.
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Capital Territory) receive explicit CSO payments. There are however,
differencesin the level and definition of payments.1’

Profitability

Operating profit before income tax is determined by the revenue generated less
the expenses incurred, including abnormal items. Urban transport GTES are
funded by governments using different methods. Some receive explicit funding
for CSOs, some receive deficit funding and others are funded to meet the cost of
providing services. Consequently, it is difficult to make direct inter-
jurisdictional comparisons of profit.

The major factors affecting the total revenue of urban transport GTES include
the level of passenger business, payments from government (including CSOs
and payments to fund operating deficits) and abnormal items (usually associated
with the reform process). Interest expense, depreciation expense, labour costs
and abnormal items (usually associated with the restructure of workforces) are
the main expenses.

The operating profit of urban transport GTEs over the period monitored has
been variable. In some cases significant changes in profit reflect the impact of
abnormal items (see Figure 5.4 and the accompanying notes). This makes it
difficult to make robust comparisons of profit between jurisdictions and over
time.

The significant improvement in operating profit for MetroBus (Western
Australia) in 199495 and 1995-96, reflects abnormal items arising from
actuarial reviews of superannuation liabilities. The transfer of service contracts
previously operated by MetroBus has also had an impact on profit.

The profit of TransAdelaide has increased steadily since 1993-94. Over this
period, total expenses have fallen faster than total revenue. The Metropolitan
Transport Trust (Tasmania) and ACTION (Australian Capital Territory) have
consistently made operating losses over the period monitored. In the case of the
Metropolitan Transport Trust this reflects falling revenue and increasing
expenses (largely reflecting the impact of abnormal items principally resulting
from asset valuations) and in the case of ACTION revenue has fallen faster than
expenses.

17 CSO payments received by rail GTEs are discussed in Chapter 6.
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Figure 5.4 Operating profit before income tax by jurisdiction,
1991-1992 to 1996-97
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Notes: Operating profit before income tax is calculated by subtracting total expenses from total
revenue and includes abnormals.

Excludes the State Rail Authority, Public Transport Corporation, Queensland Rail and Westrail,
separate information on urban transport operationsis not available for these GTEs.

a In 1991-92, the method for calculating CSO payments to the State Transit Authority included a
return on assets which resulted in a profit. This was returned to the New South Wales
Government by payment of adividend of $58.3 million.

b The operating loss in 199697 largely reflects the impact of an abnormal expense ($5.1 million)
relating to unfunded superannuation liabilities resulting from unprovided employer tax
alocationsin previous years.

c Brisbane Transport did not record an operating result between 1991-92 and 1994-95.

d In 1991-92, MetroBus made an operating loss of $20 000.

e In 1993-94, the significant increase in MetroBus's operating profit reflects an abnormal item
relating to the adjustment of superannuation provisions, following an actuaria review
($41.8 million).

f In 1994-95, MetroBus made an operating profit of $284 million. The significant increase in

profit reflects an abnormal item ($276 million) relating to the adjustment of superannuation
provisions, following an actuarial review.

g The significant deterioration in MetroBus's profit in 1995-96, reflects the impact of the transfer
of business to private operators.
h In 1995-96, the Metropolitan Transport Trust made an operating profit of $133 000.

i The operating profit in 199293, largely reflects an abnormal revenue item ($16.3 million)
relating to an adjustment of superannuation provisions.
j In 1994-95, ACTION made an operating profit of $91 000.

Patronage has also had an impact on profit. In most jurisdictions patronage —
measured as total passenger boardings — has either fallen or remained constant
over the period monitored (see Figure5.5). Over the period patronage in the
Australian Capital Territory and Tasmania fell by 27 per cent and 12.5 per cent
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respectively. In some cases the downward trend in patronage was reversed in

the latter half of the period monitored.

PERFORMANCE OF GOVERNMENT TRADING ENTERPRISES, 199192 TO 1996-97

Figure 5.5 Total passenger boardings by jurisdiction, 1991-92 to
1996-97
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Total passenger boardings include all passenger boardings across modes, including charter

passengers.

Notes:

Includes passenger boardings for State Transit Authority buses and ferries and State Rail

Authority urban passenger trains.

Includes passenger boardings for Brisbane Transport buses and ferries and Queensland Rail

urban passenger trains.

Includes passenger boardings for MetroBus buses and Westrail urban passenger trains.
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Revenue and expenses

In the case of TransAdelaide and MetroBus (Western Australia), total revenue
and total expenses have been affected by the transfer of service contracts to
private sector operators following competitive tendering processes.

In the case of TransAdelaide, total revenue has fallen 14 per cent (23 per cent in
real terms) since 1991-92 (see Figure 5.6). This largely reflects the impact of
the transfer of service contracts to private sector operators and falling patronage
(total passenger boardings have fallen 27 per cent) which is aso influenced by
the transfer of contracts. Most of TransAdelaide's passengers do not pay full
fares.

Over the same period, TransAdelaide' s total expenses have fallen 19 per cent
(27 per cent in real terms) (see Figure 5.7). Falls in maintenance, depreciation
and amortisation expenses associated with the transfer of assets to other
government departments have contributed to lower total expenses. Since 1991
92, labour expenses have fallen 24 per cent (32 per cent in real terms) and
employment of full-time equivalents has fallen by 44 per cent.

The transfer of service contracts to private sector operators has aso had a
significant impact on MetroBus. Over the period monitored, total revenue fell
58.8 per cent (63 per cent in real terms) (see Figure 5.6). By the end of the
period monitored, almost 50 per cent of the services previously provided by
MetroBus were being provided by the private sector.

Total expenses fell 59.6 per cent (64 per cent in real terms) over the same
period, reflecting outsourcing of non-core functions, reduced labour costs
(labour costs have fallen 53 per cent (58 per cent in real terms) since 1991-92),
closure of some workshops, reduced depreciation, amortisation and debt
servicing costs with the transfer of common user assets to the Department of
Transport (seeFigure5.7). The transfer of functions to other government
departments has al so impacted on expenses.18

18 Responsibility for the suburban passenger train contract was transferred to the Department
of Transport at the end of 1993-94.
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Figure 5.6 Total revenue by jurisdiction, 1991-92 to 1991-97
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Tota revenue includes revenue from sales and levies, revenue from asset sales, investment
income, receipts from government for specific agreed services, other revenue from operations,
receipts from government to cover operating deficits on operations and abnormal revenue. It
excludes funds received for specific capital works from governments or other parties, and equity
contributions from government.

Excludes the State Rail Authority, Public Transport Corporation, Queensland Rail and Westrail.
Separate information on urban transport operations is not available for these GTEs.

In 1991-92, the method for calculating CSO payments to the State Transit Authority included a
return on assets, CSO payments in subseguent years do not include a return on assets. Total
revenue in 1991-92, includes an abnormal revenue item ($36.8 million) relating largely to a
New South Wales Government contribution to fund payments to employees under a voluntary
redundancy program.

Includes an abnormal revenue item ($21 million), from the proceeds from asset sales.

The significant increase in MetroBus's total revenue in 1994-95 reflects an abnormal item
($276 million) relating to the adjustment of superannuation provisions, following an actuarial
review.

In 1995-96, MetroBus recorded a significant fall in revenue associated with lower patronage,
the loss of the Midland contract area (to a private operator) and reduced funding as a result of
the Public Transport Reform Program.

In 1992-93 the Metropolitan Transport Trust recorded an abnorma revenue item
($16.3 million) relating to an adjustment of superannuation provisions.
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Figure 5.7 Total expenses by jurisdiction, 1991-92 to 1991-97
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Notes: Total expenses include salaries and wages, purchases, interest, bad and doubtful debts, material
losses from the sale of non-current assets, charges for depreciation, amortisation or diminution
of assets and abnormal expenses.

Excludes the State Rail Authority, Public Transport Corporation, Queensland Rail and Westrail.
Separate information on urban transport operations is not available for these GTES.

a Includes an abnormal item ($9.9 million) comprising severance and redundancy payments in
lieu of notice under the voluntary redundancy program.

b Includes an abnormal item ($27.5 million) following the introduction of a provision for major
periodic maintenance on buses and awrite-down of the value of certain classes of ferries.

c Includes an abnormal item ($14.7 million) largely reflecting the creation of a provision for

major periodic maintenance for the ferry fleet and an increment in the provision for the bus
fleet. There was a significant reduction in superannuation expense following an actuaria

review.

d In 1996-97, State Transit Authority incurred alarge abnormal expense ($5.1 million) relating to
unfunded superannuation liabilities resulting from unprovided employer tax alocations in
previous years.

e The suburban passenger train contract was transferred to the Department of Transport at the end

of 1993-94. Total expenses for 1994-95, exclude the contract payment that would have been
made had MetroBus retained the responsibility.

f The significant fall in total expenses reflects reduced labour costs and reduced depreciation
expenses following the transfer of assets to the Western Australian Department of Transport.

Interest expense

In most cases, interest expense does not represent a significant share of total
expenses (see Figure 5.8). With the exception of Brisbane Transport, interest
expense incurred by urban transport GTEs has fallen over the period monitored.
The fallsin interest expense reflects both falling interest rates and retirement of
debt by GTEs. The debt held by TransAdelade and MetroBus (Western
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Australia) was significantly reduced following the transfer of some assets and
associated debt to their respective government departments.

Figure 5.8 Gross interest expense as a percentage of total
expenses by jurisdiction, 1991-92 to 1991-97
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Notes: Gross interest expense is the amount charged to the profit and loss account. It includes finance
charges on finance leases and all debt related financial expenses. Tota expenses include
salaries and wages, purchases, interest, bad and doubtful debts, material losses from the sale of
non-current assets, charges for depreciation, amortisation or diminution of assets and abnormal
expenses.

Excludes the State Rail Authority, Public Transport Corporation, Queensland Rail and Westrail.
Separate information on urban transport operations is not available for these GTEs.
a MetroBus did not incur any interest expensesin 1996-97.

Income tax-equivalent expense and dividend payments

Governments act as the shareholders of urban transport GTEs on behalf of the
community. Requiring dividend payments from GTEs is often justified as a
return on shareholder funds.

Subjecting GTES to tax-equivalent regimes is often justified on the grounds of
competitive neutrality — the intention being to make GTES operate under
comparable taxation arrangements to those applying to private sector
businesses.

Unlike other GTES, urban transport GTEs have been required to make dividend
payments and made subject to income tax-equivalent regimes only recently.
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Some urban transport GTEs are still not subject to such regimes, but will be in
the future.

The State Rail Authority, State Transit Authority (New South Wales),
Queendland Rail, Westrail, TransAdelaide and the Metropolitan Transport Trust
(Tasmania) are subject to income tax-equivalent regimes.1 A number of urban
transport GTEs are also subject to sales tax-equivalent regimes — which are not
discussed in this report.

In the case of the State Transit Authority, the tax-equivalent regime was phased
in during 1995-96, taking full effect in 1996-97. The tax-equivalent regime
sets a notional tax rate of 36 per cent. In 1996-97 State Transit Authority
recorded a tax benefit (seeFigure5.9 and accompanying notes). The
Metropolitan Transport Trust has been subject to a tax-equivalent regime since
1992-93. Since 1994-95 Metropolitan Transport Trust has recorded a tax
benefit (see Figure 5.9 and accompanying notes).

TransAdelaide and MetroBus (Western Australia) became subject to a tax-
equivalent regime in 1996-97, athough neither incurred an income tax-
equivalent expense.

The State Transit Authority (New South Wales), Queensland Rail, Westrail
(Western Australia), Brisbane Transport and TransAdelaide are required to
make dividend payments.20

In 199192, the CSO payment to the State Transit Authority included a return
on assets and this resulted in asignificant profit. This profit was returned to the
New South Wales Government by payment of arelatively large dividend. Since
then the State Transit Authority has made smaller dividend payments in
199495 and 199596 (see Figure 5.10). In 199697, it was recommended by
the Board of Directors that no dividend be paid following the abnormal loss
caused by an imputed tax adjustment to the State Transit Authority’s
superannuation fund.

Brisbane Transport made a dividend payment to the Brisbane City Council for
the first time in 1996-97. TransAdelaide also made a dividend payment for the
first timein 1996-97.

19 The State Rail Authority (New South Wales), Queensland Rail and Westrail (Western
Australia) are discussed in Chapter 6.

20 Queensland Rail and Westrail (Western Australia) are discussed in Chapter 6.
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$ million

Notes:

Figure 5.9 Income tax-equivalent expense by jurisdiction,

1991-92 to 199697

New South Wales (a) South Australia (b) Western Australia (c) Tasmania (d)
7
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Income tax-equivalent expense on operating profit before tax (including abnormal items)
calculated using tax effect accounting (AAS3).

Excludes Queensland Rail and Westrail. Separate information on urban transport operations is
not available for these GTEs.

The State Rail Authority, Public Transport Corporation, Brisbane Transport and ACTION did
not incur tax-equivalent expense over the period monitored.

The State Transit Authority did not incur tax-equivalent expense between 1991-92 and
1994-95. A tax-equivalent regime was phased in during 1995-96. An income tax-equivalent
benefit was recorded in 1996-97.

TransAdelaide was made subject to a tax-equivalent regime for the first time in 1996-97 and
recorded an income tax-equivalent benefit.

MetroBus (Western Australia) was made subject to a tax-equivalent regime for the first timein
199697, but did not incur a tax-equivalent expense.

The Metropolitan Transport Trust did not incur income tax-equivalent expense in 1991-92.
Income tax-equivalent benefits were recorded between 1994-95 and 1996-97.
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Figure 5.10 Dividends paid or provided for by jurisdiction,
1991-92 to 1996-97
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Notes: Dividends paid or provided for include norma and special dividends and special levies on
profits and revenues and excludes returns of capital.

Excludes Queendand Rail and Westrail. Separate information on urban transport operations is
not available for these GTEs.

The State Rail Authority, Public Transport Corporation, Metropolitan Transport Trust,
MetroBus (Western Australia) and ACTION (Austraian Capita Territory) did not make
dividend payments over the period monitored.

a The State Transit Authority did not make dividend payments in 1992-93, 1993-94 or 1996-97.
In 1991-92, the method for calculating CSOs included a return on assets which resulted in a
profit which was returned to the New South Wales Government by payment of a dividend.

b Brisbane Transport did not make dividend payments between 1991-92 and 1995-96.

c TransAdelaide made a dividend payment for the first time in 1996-97. Dividends paid or
provided for were $100 000 in 1996-97.

Return on equity

Return on equity is the ratio of operating profit after tax to equity held in the
entity as measured by total assets less total liabilities. A negative return on
equity may reflect operating losses or liabilities greater than assets.

The return on equity generated by urban transport GTES over the period
monitored has been variable (see Figure 5.11). The major factors impacting on
the return on equity for urban transport GTEs over the period monitored,
include operating losses, abnormals, asset revaluations, and the transfer of assets
and liabilities.
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Figure 5.11 Return on equity by jurisdiction, 1991-92 to 1996-97
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Notes: Return on equity is the ratio of operating profit after tax to average total equity. Operating
profit after tax is calculated by subtracting total expenses and income tax paid or payable from
total revenue (includes abnormal items). Equity is calculated by subtracting total liabilities
from total assets.

Return on equity cannot be calculated on a strictly comparable basis because of revaluations
and abnormal items during the monitored period.

Excludes the State Rail Authority, Public Transport Corporation, Queensland Rail and Westrail
Separate information on urban transport operations is not available for these GTEs. Excludes
MetroBus (Western Australia) which had negative equity between 1991-92 and 1996-97.

a In 1991-92, the method for calculating CSO payments to the State Transit Authority included a
return on assets which resulted in a profit. This was returned to the New South Wales
Government by payment of adividend of $58.3 million.

b No operating profit after income tax was made by Brishane Transport between 1991-92 and
1994-95. Return on equity is zero for these years.

c The significant increase in return on equity in 1992-93, largely reflects an abnormal revenue
item ($16.3 million) relating to an adjustment of superannuation provisions.

d Return on equity was 0.2 per cent in 1994-95.

Significant improvements in return on equity have resulted from the impact of
abnormal items on operating profit. For example, the significant increase in
return on equity for Tasmania in 1992-93, largely due to an increase in
operating profit after income tax, due to significant net abnormals for that
year.2l  The reduction in superannuation provisions also reduced the
Metropolitan Transport Trust’s total liabilities for that year, thereby increasing
total equity. The increase in operating profit after-tax more than offset the
increase in equity.

21 Abnormal revenue item ($16.3 million) relating to an adjustment of superannuation
provisions.
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Changes in asset valuations also make it difficult to compare rates of return over
time. Most urban transport GTES have revalued their assets, moving from an
historical to a current valuation methods. Also some have transferred assets and
ligbilities to other government departments. Transfers and asset revaluations
have a significant influence on return on equity measures because of their
Impact on asset values and operating profit (through depreciation expense).

Assets and liabilities

In most jurisdictions the value of urban transport assets have falen over the
period monitored (seeFigure5.12). Falls in asset values have been most
significant in South Australia and Western Australia following the introduction
of competitive tendering for service contracts in these jurisdictions. Both the
South Australian and Western Australian Governments required their urban
transport GTEs to transfer common user assets to other government
departments.

In the case of TransAdelaide, asset values have fallen (see Figure 5.12), largely
through the transfer of:

The Adelaide O-Bahn Busway to the South Australian Department of
Transport in 1994-95. Other minor assets were transferred to other
government departments. The assets transferred had a written-down value
of $75.3 million; and

The then State Transport House and Underpass (valued at $16.2 million)
to the South Australian Department for State Government Services, the
Crouzet ticketing system valued at $6.5 million to the Passenger Transport
Board and buses, a number of bus depots and the Regency Park Workshop
(valued at $38.1 million) to the Department of Transport during 1996-97.

In the case of MetroBus (Western Australia) asset values fell (see Figure 5.12),
during the period monitored, largely through the transfer of :

$66 million in common user assets to the Western Australian Department
of Transport in 1994-95;

The entire bus fleet (valued at $70 million) along with the Mundaring bus
lay-over to the Western Australian Department of Transport in
1995-96;22 and

Other assets (at written-down value of $8.5 million) to the Western

Australian Department of Transport following the loss of a number of
tender areas.

22 These buses were made available for lease to both MetroBus and private operators
tendering for service contracts.
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Figure 5.12 Total assets by jurisdiction, 1991-92 to 1991-97
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Total assets are defined as the service potential for future economic benefits, controlled by the
entity as a result of past transactions or other events (measured at the end of the reporting
period).

Excludes the State Rail Authority (New South Wales), the Public Transport Corporation
(Victoria) Queendand Rail and Westrail. Separate information on urban transport operationsis
not available for these GTEs.

Asset vauation methods vary between jurisdictions. The State Transit Authority (New South
Wales), Brisbane Transport, the Metropolitan Transport Trust (Tasmania) and TransAdelaide
and MetroBus (Western Australia) value all or most of their assets using current valuation
methods. ACTION values most of its assets using historical cost.

In 1993-94, the State Transit Authority revalued commercia land upwards. In 1994-95, the
State Transit Authority undertook a market valuation (upwards) of al property, plant and
equipment. In 1995-96, the State Transit Authority revalued its property, plant and equipment
(with exception of work in progress and wharf improvements) to current valuation, subject to
the revalued amount not exceeding the recoverable amount.

In 1994-95, a number of assets, including the Adelaide O-Bahn, at a written-down value of
$75.3 million were transferred to other South Australian Government Departments. In
1995-96, assets (including the ticketing system, buses and depots) valued at $52.2 million were
transferred to other South Australian Government Departments. In 1996-97, railcars were
revalued upwards.

In 1994-95, $66 million of common user assets were transferred from MetroBus to the Western
Australian Department of Transport. In 1995-96, the bus fleet and the Mundaring bus lay-over
facility were transferred to the Western Australian Department of Transport. Land and
buildings were revalued. In 1996-97, assets were transferred to the Western Australian
Department of Transport following the loss of service contracts. In 1996-97 all non-current
assets were revalued on the basis of net current cost.

The Metropolitan Transport Trust revalued its land and buildings (downwards) in 1993-94, its
buses (downwards) in 1994-95, and land and buildings were revalued downwardsin 1995-96.

Asset values in other jurisdictions have been affected by revaluations. For
example, the State Transit Authority (New South Wales) revalued its assets in
1993-94, 1994-95 and in 1995-96. The Metropolitan Transport Trust
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(Tasmania) revalued its assets (generally downwards) in 1993-94, 1994-95 and
In 1995-96 (see Figure 5.12).

Over the period monitored, total liabilities held by urban transport GTEs have
falen. Generaly, fallsin total liabilities have resulted from reductions in debt
levels and provisions for employee entitlements.

Since 1991-92, the State Transit Authority has embarked on a program of
redeeming debt. During the period monitored, total liabilities have fallen
34 per cent (41 per cent in real terms) and non-current loans have falen by
92 per cent (see Figure5.13). Over this period, most capital expenditure has
been financed internally.

Falls in total liabilities have also been significant in the case of TransAdelaide
and MetroBus (Western Australia). Since 1991-92, total liabilities have fallen
by 30 per cent (38 per cent in real terms) in the case of TransAdelaide and by
69 per cent (72 per cent in real terms) in the case of MetroBus (see Figure 5.13).
Thisis mainly attributable to debt transfers and reduced provisions for employee
entitlements flowing from workforce restructuring.

In Western Australia and South Australia the transfer of assets to other
departments usually involved the transfer of associated debt. For example,
when the Adelaide O-Bahn Busway and other assets were transferred from
TransAdelaide to the other government departments, $75.3 million of debt was
aso transferred. During 1995-96, MetroBus (Western Australia) used part of
the proceeds from the sale of its bus fleet and the Mundaring bus lay-over
facility to the Department of Transport, to repay a Treasury Corporation |oan.23

23 Asof 1996-97, MetroBus has no debt.
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Figure 5.13 Total liabilities by jurisdiction, 1991-92 to 1991-97
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Notes: Total liabilities are defined as the future sacrifice of service potential of future economic

benefits that the entity is obliged to make to other entities as a result of past transactions or
other events (measured as at the end of the reporting period). Includes provisions for employee
entitlements, creditors, deferred revenue, al repayable borrowings, interest bearing non-
repayable borrowings and redeemabl e preference shares.

Excludes the State Rail Authority, Public Transport Corporation, Queensland Rail and Westrail.
Separate information on urban transport operations is not available for these GTEs.

a In 199495, the Adelaide O-Bahn and associated debt ($75.3 million), was transferred to the
Department of Transport. In 199596, a number of assets and the associated debt
($25.8 million) were transferred to other South Australian Government Departments.

b In 1994-95, common user assets and associated debt were transferred from MetroBus to the
Western Australian Department of Transport. In 1995-96, the bus fleet and the Mundaring bus
lay-over facility were transferred to the Western Australian Department of Transport. Part of
the proceeds ($60.9 million) from the transfer were used to retire debt.

5.5 Community outcomes

Traditionally, the additional economic and social benefits generated from the
provision of urban transport services were recognised implicitly by governments
and paid for by funding operating deficits.

Some governments have decided to account explicitly for the social benefits of
urban transport by entering into CSO contracts with their GTEs. These
contracts identify and cost the community services that government’s require of
their urban transport GTES. Other GTEs only receive explicit funding for
concession services and some continue to receive deficit funding in recognition
of the community benefits they provide (see Table 5.4).
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Table 5.4 Community service obligations and concession payments
by jurisdiction , 1991-92 to 1996-97, ($ million)

199192 199293 1993-94 1994-95 199596 1996-97

State Transit Authority 226.6 152.4 149.3 149.5 139.0 150.5
(New South Wales)?

TransAdelaide 30.7 245 225 n.r. n.r. n.r.
(South Australia)®

Metropolitan Transport 24.3 28.6 58.9 66.0 n.a n.a
Trust (Tasmania)®

ACTION (Australian n.r. n.r. nr. n.r. n.r. 34.8

Capital Territory)*

Notes: Excludes the State Rail Authority and Queensland Rail. Information on the CSOs paid for urban
transport passenger servicesis not separately available.
Excludes MetroBus (Western Australia) — information on concession payments not available.
Excludes the Public Transport Corporation (Victoria) and Brisbane Transport (Queensland). These
GTEs do not receive explicit CSO or concession payments.

a The State Transit Authority (New South Wales) has received CSO payments for the entire period
monitored.
b TransAdelaide received reimbursements to cover the cost of fare concessions for students, the

unemployed, pensioners and senior citizens between 1991-92 and 1993-94. From 1994-95,
TransAdelaide has received service contract payments from the Public Transport Board.

c The Metropolitan Transport Trust (Tasmania) received funding for providing travel for school
children.

d 199697 was the first year ACTION received a CSO payment.

n.a Not available.

n.r. Explicit CSO or concession payments not received in these years.

The State Rail Authority and the State Transit Authority (New South Wales),
Queendland Rail, and ACTION (Australian Capital Territory) receive explicit
CSO payments. The CSO payments given to Queensland Rail and the State Rail
Authority for the provision of urban passenger services are incorporated into
total CSO payments — these are discussed in Chapter 6.

The New South Wales Department of Transport has had formal CSO contracts
with the State Transit Authority since 1992-93. The Department has separate
CSO contracts with each of the business groups (Sydney Buses, Sydney Ferries
and Newcastle Buses and Ferries) operating within the State Transit Authority.

Each contract isdivided into three e ements:

A pricing CSO payment reimburses the State Transit Authority for
offering fares below a commercial level — deemed to be the level
applicable to private operators. Fares for the State Transit Authority are
set by IPART and the Department of Transport regulates the fares set by
private operators,
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A service CSO payment reimburses the State Transit Authority for
providing non-commercial services in excess of a minimum service level
requirement. The additional services generally relate to late night services
or higher frequency services during the day; and

A concession CSO payment reimburses the State Transit Authority for
offering Government determined concessions. This includes the provision
of free and concession travel for school students, and concession travel for
tertiary students, pensioners and senior citizens, people with disabilities
and welfare recipients. Reimbursement is based on the number of trips
taken and the distance travelled.24

ACTION (Australian Capital Territory) entered into an explicit CSO contract
for the first time in 199697 and no longer receives deficit funding. ACTION
receives:

a pricing CSO payment — the difference between commercia fares and

regulated fares,

a service CSO payment — the cost incurred in providing non-commercial
services,

a concessiona CSO payment — revenue foregone from providing

concession travel to certain sections of the community; and

a school CSO payment — the cost incurred in providing special school
services.

Prior to the introduction of tendering for contract services TransAdelaide and
MetroBus (Western Australia) received both deficit funding and reimbursement
for the provision of concession travel to certain sections of the community.
Since the introduction of tendering, the cost of providing concession travel has
been incorporated into contract payments.

During the period monitored, the Metropolitan Transport Trust (Tasmania)
received explicit funding only for the net cost of providing transport to school
children.z2 However, in its 1997-98 budget the Tasmanian Government has
recognised that there is a substantial CSO component in the public urban
transport service provided by the Metropolitan Transport Trust and that this will

24 The New South Wales Government has a policy of providing free transport to primary and
secondary school students according to eligibility criteria.

25 The Metropolitan Transport Trust has been reimbursed the net cost of providing
concession travel to school children since 1993-94. Prior to that the Metropolitan
Transport Trust was only reimbursed for foregone revenue.
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be explicitly recognised through a CSO contract. The estimated cost of CSOs
provided by the Metropolitan Transport Trust for 1997-98 is $18.8 million.

The Public Transport Corporation (Victoria) and Brisbane Transport do not
receive explicit funding for CSOs or concession travel. The Public Transport
Corporation receives funding from the Victorian Government for general
operating deficits. These general payments are made to assist in meeting a
number of identified, though not explicitly measured CSOs, including the
provision of affordable freight and passenger services, improved access to
disadvantaged groups, reduced road congestion and reduced air pollution.

5.6 Employee outcomes

Over the six year period, there has been a significant reduction in the total
number of full-time equivalents employed by urban transport GTEsS —
31 per cent (see Figure 5.14). At the same time the total number of passenger
boardings have increased by less than 1 per cent (see Figure 5.5).

Employment numbers have fallen across all GTEs providing urban transport
services. Employment numbers have been affected by the contracting out of
non-core services, the transfer of regulatory functions to other areas of
government and the transfer of service contracts to private sector operators.

Most of the downsizing of workforces has been through voluntary redundancies
and natural attrition. Some GTEs have had counselling and retraining programs
in place to assist their employees in meeting the challenges of the restructuring
process.

Some urban transport GTES are now operating under enterprise bargaining
agreements (EBAs) and most have been involved with award restructuring.
Usualy a number of EBAs have been introduced across one organisation
resulting in different employment arrangements to suit conditions at different
work locations.
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Figure 5.14 Total direct GTE employment by jurisdiction,
1991-92 to 1996-97
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Notes: The scale ranges used aong the y axis of each chart are different.
Total employment is measured as the average of full-time equivalent staff at the beginning and
end of the period.
Total employment numbers over the period monitored have been affected by the transfer of
functions, contracting out of non-core services and redundancies.

a Includes al employees of the State Transit Authority and those employed by the State Rail
Authority in the provision urban rail passenger services.

b Includes all employees of Brisbane Transport and those employed by Queensland Rail in the
provision of urban rail passenger services.

c Includes all employees of MetroBus and those employed by Westrail in the provision of urban

rail passenger services.
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Key outcomes

Consumers of rail services have benefited from lower real prices —
however, the industry has on average generated operating losses.

Thereal priceindex
on an industry basisis
11 per cent lower in
1996-97 than in
1991-92. Fallshave
been most significant
for freight services.

Industry pre-tax

oper ating profit has
been variable over the
period. Significant
changesin yearly
profits have generally
resulted from
abnormal expense or
revenue items.

Return on equity for
the industry has
generally been negative
over the period
monitored.
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6.1 Industry structure

Nine GTEs provide rail transport services within Australia. Eight authorities
are covered in this chapter (see Table6.1) — TransAdelaide only provides
urban passenger services and is discussed in Chapter 5. The authorities vary
significantly in their size and the range of freight, urban and non-urban services
they provide (see Table 6.2).

Governments have a long history of involvement in the provision of rail
services. Private sector provision of railways was quite common in the early
1900s. In a number of cases, it was the failure of private rail companies that
prompted governments to become involved in the provision of rail services.

One common justification for government intervention is the existence of
natural monopoly characteristics.l It is now generally accepted that such natural
monopoly elements are confined to rail track and signalling infrastructure and
that there is scope for increased competition in above-rail service provision.2

Government intervention is also advocated on the basis of providing access to
transport, especially for disadvantaged groups in the community. A further case
relates to a reduction of the costs of congestion and pollution associated with
road transport.

In 199697, rail GTEs generated a total of $56.8 hillion in operating revenue
and controlled assets valued at $19.5 billion.3 Queendand Rail and the State
Rail Authority (New South Wales) are the largest, accounting for 35 per cent
and 20 per cent respectively, of total operating revenue. Queensland Rail
controls 33 per cent of industry assets, with the State Rail Authority controlling
24 per cent.

1 Anindustry is considered to be a natural monopoly if total costs of production are lower
when a single firm produces the entire industry output, than when two or more firms divide
the total among themselves. It is generally accepted that railway networks exhibit some
natural monopoly characteristics.

2 Above-rail refersto the services provided using rail infrastructure. Below-rail includes the
track, stations, signalling and other infrastructure used for running train services.

3 Operating revenue excludes abnormal revenue, investment income and receipts from
governments to cover operating deficits.
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Table 6.1 Monitored rail GTEs, 1991-92 to 1996-97

1991-92 1992-93 1993-94 199495 1995-96 199697
New South Wales
State Rail Authority State Rail Authority State Rail Authority

Freight Rail Corporation
Rail Access Corporation?
Railway Services Authority®

Victoria

Public Transport Public Transport Corporation”
Corporation

Queensland

Queendand Rail Queendand Rail

Western Australia

Westrail Westrail®

Commonwealth

Australian National Australian National

Railways Commission Railways Commission
National Rail National Rail Corporation
Corporation

Notes: TransAdelaide provides urban passenger services and is discussed in Chapter 5.

a Not monitored.

b In 1997-98, the Public Transport Corporation’s passenger services were restructured into five separate corporations.

c Westrail was exposed to commercialisation principles under the ‘Right Track’ initiative and financial reform package on 1 July 1996.
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Table 6.2 Activities of monitored GTEs in the rail industry, 1996-97

GTE Activity
Urban Non-urban Intrastate  Interstate
passenger passenger freight freight
State Rail Authority (New South Wales) v v
Freight Rail Corporation (New South Wales) v
Public Transport Corporation (Victoria)® v v v v
Queendand Rail (Queendand) 4 4 4
Westrail (Western Australia)® v v v
Australian National Railways Commission v v
(Commonwealth)*
TransAdelaide (South Australia) v
National Rail Corporation (Commonwealth, v

New South Wales, Victoria)

a Prior to 199697, the State Rail Authority also provided intrastate freight services. From 1 July 1996, the
New South Wales Government restructured the State Rail Authority into four separate entities. As a
consequence all freight operations were transferred to the Freight Rail Corporation.

b Over the period monitored, the Public Transport Corporation provided both passenger and freight services.
In 1997-98, V/Line freight was established as a separate entity to provide interstate and limited intrastate
freight services.

c Transperth contracts Westrail to provide urban rail services in metropolitan Perth.

d In November 1997, Australian National was sold to three private operators. Over the period monitored,
Australian National provided intrastate freight services within South Australia and Tasmania. Its business
operations changed significantly with the establishment of National Rail, maintenance and contract work
became one of its main sources of revenue. It remained involved in interstate freight through its track
operations and minor services to Kalgoorlie.

In 199697, rail GTEs employed amost 43200 people (almost 69 500 in
1991-92).4 Most are employed in the provision of freight services (18 811),
followed by urban passenger services (15473) and non-urban passenger
services (4 124). The State Rail Authority (New South Wales) and Queensland
Rail are the largest employers, accounting for 34 per cent and 31 per cent,
respectively, of total employment. The Public Transport Corporation (Victoria)
accounts for 15 per cent of total employment.

Rail GTEs generated $2.9 billion in freight revenue and carried 68.2 million net
tonne-kilometres in 1996-97.5 Queensdand Rail and the Freight Rail
Corporation (New South Wales) dominate this sector, accounting for

4 Full-time equivalent staff.

5 Freight revenue includes all revenue earned from freight operations. It excludes property
rentals, asset sales, advertising and investment income, and all government revenue for
community service obligations (CSOs) and deficit funding.
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46 per cent and 23 per cent of total freight revenue respectively (see Table 6.3).
Rail freight provides services mainly to the mining and agricultural industries.

Box 6.1 The industry

Australia srail system comprises 40 553 kilometres of track, the bulk of which (34
530 kilometres) is operated by government owned GTES. The remainder (6 023
kilometres) is operated by the private sector.

Government owned railways employ approximately 43 000 people and 4 000 are
employed by private rail operators. Another 15000 people are employed in
support industries such as manufacturing, supply and contracting.

Rail freight haulage has steadily increased from 85.5 billion net tonne-kilometres
in 1989-90 to 110.5 billion net tonne-kilometresin 1996-97.

In 199495, rail’ s share of the combined rail and road non-urban tonne-kilometres
was 56 per cent or 99.9 billion net tonne-kilometres — 62 per cent of this was
carried by government owned railways.

Government railways principally carry coal, grain, ores and minerals, stedl,
containers, manufactured industrial products and general freight. Private railways
are predominantly used for iron ore in north-west Western Australia and Whyalla
in South Australia, non-ferrous ores in Queensland, New South Wales and
Tasmania and sugar cane in Queensland.

In 1995-96, 431 million passenger journeys were made using rail services
(98 per cent on government owned railways) and 10.5 million non-urban
passenger journeys were made.

Source: ARA 1998.

Urban passenger services recorded almost 439 million passenger boardings,
generating $655 million in passenger revenue in 1996-97.6 The State Rail
Authority (New South Wales) accounted for 65 per cent of total passenger
revenue and 60 per cent of total passenger boardings (see Table6.3). The
Public Transport Corporation accounted for 23 per cent of passenger revenue
and 26 per cent of total passenger boardings.

6 Passenger revenue includes all revenue earned from urban passenger operations including
government compensation for fare concessions. It excludes property rentals, assets sales,
advertising and investment income, and government revenue for other CSOs and deficit
funding.
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The non-urban passenger task was over 1.8 billion passenger-kilometres,
earning over $289 million in 1996-97.7 The State Rail Authority (CountryLink)
of New South Wales again dominated this sector, accounting for 45 per cent of
total non-urban passenger revenue and 56 per cent of total passenger-kilometres.

Table 6.3 Selected statistics for rail GTEs, 1991-92 and 1996-97

GTE Net freight Urban passenger Non-urban passenger
tonne-kilometres journeys kilometres
(million) (million) (million)

199192 199697 199192 199697  1991-92 199697

New South Wales

State Rail Corporation 13811 n.r. 244 265 819 1005
Freight Rail Corporation n.r. 12 138

Victoria

Public Transport 3249 2267 109 113 755 n.p.
Corporation

Queengland

Queendand Rail 24 461 28 756 40 41 296 309
Western Australia

Westrail 4878 7 496 7 20 161 153
Commonwealth

National Rail n.r. 16 000 n.r. n.r. n.r. n.r.
Corporation

Australian National 7799 1517 n.r. n.r. 166 344
Total 54 198 68 172 400 439 2197 1811

Notes: Totals do not add up due to rounding.
n.p. Not provided.
n.r. Not relevant.

6.2 Keyreforms

Microeconomic reform, by governments at the Commonwealth and State level,
has resulted in a number of administrative and operational changesto rail GTES.
These reforms aimed to improve the performance of rail GTES and encourage
them to operate on a more commercia basis. The key reforms introduced over
the six year period are outlined in Table 6.4.

7 The figure for non-urban passenger kilometres excludes the Public Transport Corporation.
Non-urban passenger revenue includes al revenue from non-urban passenger operations
including government compensation for fare concessions. It excludes property rentas,
assets sales, advertising and investment income, and government revenue for other CSOs
and deficit funding.
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During the 1990s, al rail GTEs were commerciaised and some were
corporatised. These processes included defining clearer management
responsibilities, the transfer of regulatory responsibilities, identification and
explicit funding of community service obligations (CSOs) and the introduction
of stronger financial disciplines.8

These early reform initiatives were given further impetus with the agreement by
the Council of Australian Governments (COAG) to implement the Nationa
Competition Policy (NCP) package in April 1995. The package provides a
more nationally focused and systematic approach to ongoing infrastructure
reform. Unlike the electricity, gas and water sectors, the rail sector is not the
subject of a specific reform agreement.

However, a number of measures in the NCP agreements have and will continue
to influence raill reform in Australia These include the commitments to
competitive neutrality, structural reform of public monopolies and prices
oversight of public monopolies.

As a part of the NCP agreements, governments agreed to apply competitive
neutrality principles to al their significant business activities. This involves
corporatisation, the introduction of income tax-equivalent regimes and debt
guarantee fees, and exposure to those regulations which private sector
businesses are normally subject. Competitive neutrality principles also include
clearly defined and explicitly funded CSOs. Some rail GTES are now subject to
Income tax-equivalent and dividend regimes.

Governments also agreed to a number of procedures and principles to be applied
when undertaking structural reform of monopoly businesses. The principles do
not require that privatisation or structural reform be undertaken, rather they seek
to ensure that governments systematically consider a range of issues before
engaging in privatisation and introducing competition to public monopoly
markets such asrail.

Jurisdictions have taken different approaches to the structural reform of rail
GTEs. Some have chosen to maintain integrated entities, others have
structurally separated rail GTES on an activity basis.

8 A CSO arises when a government specifically requires a public enterprise to carry out
activities relating to outputs or inputs which it would not elect to do on a commercial
basis, and which the government does not require other businesses to generally undertake,
or which it would only do commercially at higher prices (SCNPMGTE 1994).
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Table 6.4

Reform initiatives affecting the rail industry,
1991-92 to 1996-97

Jurisdiction

Date

Nature of reform or policy initiative

New South Wales

199192

1993-94

199495

1995-96

State Rail Authority begins receiving payments for community service
obligations (CSOs) from the New South Wales Government. The
CSO payments cover revenue shortfalls resulting from the provision
of non-commercial services directed by government.

The State Rail Authority began single corridor management of the
Brisbane to Melbourne passenger route.

Introduction of separate financial structures, balance sheets and
transfer pricing arrangements for State Rail Authority business
groups.

Contracting out of revenue collection and maintenance of Cityrail
automatic ticketing machines.

Leasing arrangements introduced for new rolling stock and
locomotives, owned and maintained by private firms.

RailNet formed to manage, improve and expand the rail network to
meet future needs. The three business groups and National Rail
Corporation to contract with RailNet and pay an access fee to operate
their services on the New South Wales rail network.

Non-core functions of the State Rail Authority’s business groups
transferred to Rail Services Group. These include construction and
maintenance of tracks and signals, and maintenance of locomotives
and rolling stock.

The Transport Administration Amendment Bill was passed by
Parliament in June 1996. The legidation creates an open access
regime in New South Wales allowing accredited operators (both
public and private) to obtain access to the New South Wales rail
network.

The Bill established the Public Transport Authority, an advisory body
responsible for providing the New South Wales Government with
advice and suggestions on improvement of public transport facilities.

The Bill alowed the State Rail Authority to be restructured into four
independent entities.
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Table 6.4

Reform initiatives affecting the rail industry,
1991-92 to 1996-97 (continued)

Jurisdiction

Date

Nature of reform or policy initiative

New South
Wales®
(continued)

Victoriad®

199697

199293

1993-95

1993-94

199495

1995-96

The four new entities began operating separately on 1 July. The new
entities were the Rail Access Corporation (RAC) and Freight Rail
Corporation (FreightCorp), both of which were corporatised, the Rail
Services Authority which provided track maintenance services to the
RAC and other clients and the restructured State Rail Authority,
provider of urban and non-urban passenger rail services.

Private freight and non-metropolitan passenger rail operators now
have the opportunity to compete head-to-head with government
owned services on public railway lines through access agreements
individually negotiated with the RAC.

Two country rail services Melbourne to Warrnambool and Melbourne
to Shepparton contracted out to private operators.

Closure of a number of train, locomotive and wagon maintenance
depots.

Removal of restrictions applying to the transport by road of bulk oil,
minor bulk commodities, timber, cement and briquettes.

The Public Transport Corporation restructured into five business units
a small corporate headquarters and three Commercial Services
Groups. Each business unit is headed by a Managing Director and is
fully accountable.

The Public Transport Corporation outsources various cleaning,
maintenance, security and infrastructure activities.

Two thirds of the old government bus service awarded to a private
operator. The remaining third became Met Bus.

Progressive introduction of driver-only trains for suburban and
country passenger and freight services.

Information technology activities, heavy vehicle, maintenance, some
infrastructure capital works and cleaning outsourced.

The Rail Corporations Act 1996 passed. The Act alows for the
establishment of V/Line Freight and Victorian Rail Track as body
corporates, and allows access to Victoria's rail infrastructure for
private freight and passenger operators.
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Table 6.4

Reform initiatives affecting the rail industry,
1991-92 to 1996-97 (continued)

Jurisdiction

Date

Nature of reformor policy initiative

Queensdland

Western Australia

199192

1992-93

1993-94

199495

1995-96

1992-93

199495

1995-96

199697

The Transport Infrastructure (Railways) Act 1991 established
Queendland Rail as a corporate body and made provision for the
establishment of a Board of Directors.

Queendand Rail moves from cash to accrual accounting.

Review of the Government’s export coal royalty—rail haulage policy,
resulting in a phased removal of ‘de-facto’ royalties collected through
rail freight rates to be completed by 2000. Collections of ‘de-facto’
royalties will be reimbursed to Government.

Transparent funding of CSOs introduced.

Two-driver and driver-only operations introduced throughout
Queensland.

Queendand Rail corporatised, becoming subject to an income tax-
equivalent regime and receiving explicit funding for CSOs. Technical
and safety functions moved to the Queensland Department of
Transport.

Network access unit established, independent of existing business
groups, responsible for all dealings with third party operators and the
development of organisational policy.

Transport of bulk fuels, minor bulks and timber deregulated.

Corporatisation of Westrail abandoned in favour of financia reforms
under the ‘Right Track’ program. Planned financia reforms include
the explicit funding of all CSOs associated with passenger services,
reduced debt and the introduction of an income tax-equivalent regime.

Transport of mgjor bulk ore, minerals and woodchips deregul ated.

Financia reform package agreed to with Treasury. The package
covers explicit compensation for CSOs, payments of past
superannuation liabilities, the reduction of debt through a land
rationalisation sales program, and the introduction of income tax-
equivaent and dividend regimes.

Westrail outsources all track maintenance and devel opment work.

Westrail establishes an infrastructure division which operates
separately to other divisions for reasons relating to third party access.
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Table 6.4 Reform initiatives affecting the rail industry,
1991-92 to 1996-97 (continued)

Jurisdiction Date Nature of reform or policy initiative

Commonweal th® 199192 National Rail Corporation established, to operate the interstate rail
freight business in Australia, with the Commonwealth,
New South Wales and Victorian Governments as sharehol ders.

1992-93 Australian National began single corridor management of the Sydney
to Perth passenger route (the Indian-Pacific).

1993-94 Australian Nationa interstate freight business transferred to National
Railway Corporation. Contract revenue (including maintenance and
construction services for other rail GTEs and third party operators)
became the major source of revenue for Australian National.

199596 Arrangements for access by third parties to Australian Nationa’s
interstate track finalised.

Two private operators negotiated with Westrail, Australian National
and the Public Transport Corporation for access to rail infrastructure
across the Melbourne-Adelaide—Perth corridor and began providing
freight servicesin direct competition with National Rail Corporation.

199697 The Commonwealth Government announces its intention to sell
Australian National and its share of the National Rail Corporation.

a A contestability arrangement for track maintenance, introduced in 1996-97, was suspended in late 1997 to
provide time to deal with certain structural weaknesses. The problem has been addressed by establishing
the corporatised rail entity Rail Services Australia, the successor of the former Railway Services Authority.
The suspension continues until mid 1999 — from then on, private sector providers of rail maintenance
services will have the opportunity to compete with Railway Services Australia to maintain parts of the
public rail network under alliance-based contracts with the RAC.

b In 1997-98, the Victorian Government restructured the Public Transport Corporation’s passenger services
into five corporations. The rights to operate these businesses will be franchised and V/Line Freight will be
sold with along -term |lease over intrastate track, signalling and train control.

c In November 1997, the Commonwealth Government sold Australian National to three private sector
operators. In February 1998, the Australian Rail Track Corporation was created to address inefficiencies
inherent in the lack of asingle national access regime for those wishing to operate interstate services.

The NCP agreements also committed governments to the establishment of a
national access regime for services provided by essential infrastructure
facilities. The development of a national access regime has had a significant
Impact on raill GTEsin Australia.

Although railways compete with road transport, there is little scope for
competition between rail authorities because the markets they operate in are
geographically determined by the infrastructure they own. Third party access to
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rail infrastructure is seen as a means of increasing the scope for competition in
rail services. Governments have taken different approaches to third party access
torail infrastructure.

Commercialisation and corporatisation

In response to the commercialisation and corporatisation process, rail GTEs
have internally restructured their operations, introduced operational changes and
encouraged greater involvement by the private sector.

Most rail GTESs have established separate business units or divisions relating to
their core services. These units operate independently of each other. Within the
Public Transport Corporation (Victoria), for example, each unit manages its
own finances, human resources, planning, commercial development, safety,
product development, service delivery and marketing.

The increased commercial focus has prompted some GTESs to introduce new
services and initiatives aimed at improving system efficiencies and attracting
and retaining customers. For example, the Nationa Rall Corporation
(Commonwealth) has introduced a number of new services including a premium
express freight bi-modal service (RoadRailer), which commenced in November
1994. In Western Australia, Westrail’s Freight Services Division has promoted
total logistics management, concentrating on providing an integrated transport
service encompassing seamless, rail and road transport, inventory management
and associated information systems.

The stronger commercial focus has prompted some GTEs to rationalise services,
for example, the Public Transport Corporation (Victoria) has replaced some
country passenger services with coach services and franchised two services to
private operators. Most raill GTES have also rationalised their workshop and
maintenance operations. For example, in 1992-93, the Public Transport
Corporation closed a number of train, locomotive and wagon maintenance
depots.

Commercial imperatives have also contributed to greater private involvement in
the provision of non-core services, with a number of GTES contracting out train
and station cleaning. Other GTEs have contracted out maintenance of both
rolling stock and track. For example, in 1995-96, Westrail (Western Australia)
outsourced the cleaning and maintenance of its country passenger road coach
fleet and the National Rail Corporation (Commonwealth) outsourced the
reconditioning and preventative maintenance of its wagons. In 1996-97,
Westrail was the first ral GTE to outsource al its track maintenance and
development work (see Table 6.4).
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Structural reform

The State Rail Authority (New South Wales) is the only raill GTE to have
undergone significant restructuring over the period monitored. Effective from
1 July the former State Rall Authority was divided into four independent
business entities.

The Rail Access Corporation (RAC), as owner of the rail infrastructure, is
responsible for managing the State’' s rail infrastructure and for providing access
to rail operatorsto the network. The Railway Services Authority (RSA) initially
provided rail infrastructure maintenance services under contract to the other rail
entities. From 1 July 1998 this role was transferred to the RSA’s successor —
Railway Services Australia.

The Freight Rail Corporation provides freight services throughout New South
Wales and owns and maintains its own rolling stock and locomotives. City and
country passenger services are now provided by a restructured State Rail
Authority, which is also responsible for train control under contract to the RAC.
The State Rail Authority retains responsibility for its rolling stock maintenance,
some of which is contracted to the private sector. The RAC, the Freight Rail
Corporation and Railway Services Australia have been corporatised.

There has also been some restructuring of interstate freight operations following
the establishment of the National Rail Corporation (Commonwealth). In
199192, the National Rail Corporation was established by the Commonwealth
and State Governments to take over interstate freight traffic from the State rail
systems and Australian National (Commonwealth).® Establishment involved the
transfer of business and assets (mainly above-rail) associated with interstate
freight to the National Rail Corporation.

The establishment of the National Rail Corporation has had an impact on most
of the rail GTEs monitored in this report. However, the most significant impact
has been on Australian National. All of Australian National’s interstate freight
business was transferred, leaving Australian National with an interstate
passenger business, intrastate freight business (Tasmania and South Australia)
and a series of engineering businesses.

Thisleft Australian National in a position where it was unable to service its debt
because the assets transferred to the National Rail Corporation were those that
generated the bulk of itsincome. In late 1997, the Commonwealth Government

9 The Commonwealth Government, New South Wales and Victoria are all shareholders of
the National Rail Corporation. Queensland and Western Australia, while not shareholders,
were also involved in the transfer of assets and business.
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sold Australian Nationa’s freight and passenger businesses to three private
operators and announced its intention to sell its share of the National Rail
Corporation.

In 1997-98, the Victorian Government restructured the Public Transport
Corporation’s passenger services into five corporations (two train corporations,
two tram corporations and V/Line passenger corporation). The Victorian
Government has foreshadowed that the corporatised passenger services will be
sold as individua franchises, with re-tendering to occur at the end of the
franchise period. V/Line Freight will be given along-term lease from Victorian
Rail Track Corporation over the non-metropolitan intrastate track, signalling
and train control and sold to a private operator. The Victorian Rail Track
Corporation will remain in government ownership.

Access arrangements

Recent rail reform has been driven by the recognition that separation of above-
and below-rail operations should increase the scope for competition between
raill entities.10 The development of third party access arrangements has been
accelerated with the development of a national access regime under the NCP.

A number of jurisdictions now have arrangements in place aimed at ensuring
effective third party access to the services generated by rail infrastructure. In
New South Wales, the RAC, which is independent of the other businesses
established following the restructure of the former State Rail Authority, is
responsible for negotiating the use of the track by rail operators.

In contrast, the Queensland and Western Australian Governments have chosen
to maintain their GTEs as integrated rail providers. In Queensland, a separate
business unit (within Queensland Rail) was established in 1995-96 to deal with
access issues. The Network Access Unit, as it is known, is responsible for all
dealings and negotiations with third party operators and the development of
associated organisational policy.

Queensland Rail has put in place accounting arrangements to separately identify
network infrastructure costs and operating costs. Thisis intended to ensure that
third party operators and internal business groups are treated equally for the
purposes of access pricing. A similar division was established within Westrail
(Western Australia) in 1996-97.

10 Although railways have some natural monopoly characteristics, there is scope to increase
competition between rail entities by separating the competitive elements (above-rail
service provision) from the non-competitive elements (track infrastructure).
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Over the period monitored, Track Access, a business unit within Australian
National, was responsible for managing access to al sections of the
Commonwealth owned interstate track, network capacity planning, train control,
infrastructure management, and track safety. Rail infrastructure under its
control stretched from the eastern States to Western Australia and the Northern
Territory.

In 1997-98, the Commonwealth Government establishment the Australian Rail
Track Corporation to manage access to the interstate rail network, removing the
need to negotiate with a number of rail entities. It also undertakes the functions
of the former Track Access unit.

Three private operators (Specialised Container Transport, Toll Train (previously
TNT) and Patrick) have negotiated access to rail infrastructure across the
Melbourne to Adelaide to Perth corridor. They provide freight servicesin direct
competition with the National Rail Corporation.

Deregulation

During the 1990s, the transport of certain commodities has been deregulated.1!
Western Australia deregulated the transport of bulk fuels, minor bulks and
timber in 1992-93 and the transport of major bulk ore, mineral and woodchip
traffics in 1994-95. In Victoria, restrictions on the transportation by road of
bulk oil, minor bulk commodities, timber, cement and briquettes have been
phased out.

6.3 Consumer outcomes

Rail GTEs provide servicesto a number of markets, including freight, urban and
non-urban passenger. The consumers of freight rail services include businesses
involved in mining, minerals processing, electricity generation, primary
industries (for example, grain and livestock), and importers and exporters
(transport of containerised goods).

Rail plays a magor role in urban passenger transport systems, particularly in
larger cities. Most urban rail travel is undertaken to and from work and school
during peak times. Urban rail can also play an important role in getting people
to and from leisure activities, especiadly in the case of special events. Non-
urban passenger services play an important role in linking capital centres with
regional centres and in serving leisure and tourism markets. The consumers of

11 Prior to deregulation, certain commodities were only permitted to be transported by rail
and on nominated routes.
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these rail services can expect to benefit from reform through lower real prices
and improved product and service quality.

Real Prices

Aqggregate average prices for rail services are lower in 1996-97 than they were
in 1991-92, in real terms, for al jurisdictions with the exception of the
Commonwealth.12  Aggregate average prices have consistently fallen in
Western Australia — in real terms average prices have fallen by 38 per cent
between 1991-92 and 1996-97. Other jurisdictions have experienced a mixed
pattern, with real pricesfalling and rising over the period (see Figure 6.1).

Where real prices have fallen, the falls have been most significant for freight
services. Average freight prices (in real terms) have fallen in Western Australia
and Queensland by 42 per cent and 13 per cent respectively (see Figure 6.2(a)).

Movements in the price indices of the various jurisdictions do not necessarily
indicate that actual prices have changed. Changes in some jurisdictions after
1993-94 could reflect the loss of business when interstate freight business was
transferred to the National Rail Corporation. The changing composition of the
freight task would have an impact on average prices and hence price indices.
However, actual prices may also have increased as State rail authorities
attempted to recover revenue lost when the interstate freight business was
transferred to the National Rail Corporation.13

The significant reductions in real freight prices in Western Australia are likely
to reflect the impact of the removal of al restrictions on the transport of freight
in that State. With no restrictions on how freight can be transported, Westrail
has been forced to price more competitively to ensure that it does not lose
business to road transport.

12 The price index for each jurisdiction is constructed by deflating average selling prices by
the appropriate capital city Consumer Price Index. The aggregate price index is an average
of the price indices for urban and non-urban passenger and freight services weighted by
revenue shares. Where services are provided by more than one GTE within ajurisdiction,
ajurisdictional index is calculated by weighting each GTE’s price index by their share of
total freight, urban and non-urban passenger revenue.

13 State rail authorities may possess market power in the provision of intrastate rail freight
services. The maority of intrastate rail freight users are large volume, low vaue
commodity producers which are dedicated rail users.
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Figure 6.1 Aggregate real price index by jurisdiction,
1991-92 to 1996-97
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Notes: Real price indices for each jurisdiction are constructed by deflating average selling prices by the
appropriate capital city Consumer Price Index. The aggregate price index is an average of the
price indices for urban and non-urban passenger and freight services weighted by revenue
shares.

Movementsin the price index do not necessarily indicate that actual prices have changed.

a The aggregate price index for the Commonwealth relates to Australian Nationa’s urban
passenger and freight services between 1991-92 and 199697 and the National Rall
Corporation’s freight services between 1993-94 and 1996-97.

b The aggregate price index for New South Wales relates to the former State Rail Authority's
urban, non-urban and passenger services between 1991-92 and 1995-96, the restructured State
Rail Authority’s urban and non-urban passenger services and the Freight Rail Corporation’s
freight servicesin 1996-97.

c The aggregate price index for Victoria excludes non-urban passenger services after 1994-95
(incompl ete time series — information not provided).

Since 1991-92, the real average price indices for urban passenger services have
followed a similar pattern across the jurisdictions (see Figure 6.2(b)). In the
early 1990s average rea prices for urban passenger services increased in all
jurisdictions. This upward trend has generally continued in Queensland. In
other jurisdictions, the average price for urban passenger services has
subsequently fallen.

Rail GTEs offer a number of fare types to their urban passengers, including
single-trip, multi-modal and periodic (weekly and monthly tickets).
Consequently, fluctuations in the real price index for ajurisdiction could reflect
changes in the mix of ticket types as well as changes in price. For example, at
constant prices and a given number of passengers, a shift of customers to a
cheaper fare would reduce the real price index because revenues would fall.
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Figure 6.2 Real price indices — freight, urban and non-urban
services by jurisdiction, 1991-92 to 1996-97
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necessarily indicate that actual prices have changed.

Corporation between 1993-94 and 1996-97.

b The red price index for freight services in New South Wales relates to the former State Rail
Authority between 1991-92 and 1995-96 and to the Freight Rail Corporation for 1996-97.

c The non-urban price index for the Commonwealth relates only to Australian National.

d The real price index for non-urban passenger services in Victoria not available after 1994-95

(incomplete time series — information not provided).

Notes: Real price indices for each jurisdiction are constructed by deflating average selling prices by the
appropriate capital city Consumer Price Index. Movements in the price index do not

a The real price index for freight services in the Commonwealth relates only to Australian
National in 1991-92 and 1992-93 and to both Australian National and National Rail
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Urban passenger fares are regulated in all jurisdictions14 In 1993-94, the
Victorian Government approved a general 10 per cent increase in fares and the
Queendand Government allowed an increase in fares and the removal of half
price weekend fares. In 1996, Independent Pricing and Review Tribunal
(IPART) undertook a major review of pricing of urban public passenger
transport services for New South Wales. This determination allowed for some
increases in State Rail Authority fares and arestructure of fares. The restructure
resulted in fewer fare bands and a constant relationship between off-peak fares
and single journey fares.

With the exception of New South Wales, rea average prices for non-urban
passenger services are higher in 199697 than in 1991-92 (see Figure 6.2(c)).
Such increases in non-urban passenger fares may reflect moves by rail
authorities to more commercial pricing policies amed at improving cost
recovery.

Service quality

Timeliness and reliability are important to rail passengers and freight customers.
Urban and non-urban passengers use rail to get somewhere, be it work, school
or aholiday destination. They expect to be able to get there on time and to have
access to regular and reliable services.

Reliability can be the overriding factor for some users of freight services, where
raill is but one link in the transport chain and there may be significant costs
associated with unreliability (for example, inventory costs and a loss of sales or
customers). Users of rail freight expect to receive their goods on time and to be
able to give their customers some certainty.

One measure of service quality is on time running of rail services which
provides an indication of the reliability of train services.

In New South Wales and Queensland, on time running of freight services was
higher in 1996-97 than it was in 1991-92 (see Figure6.3(a)). The initial
deterioration in on time running of freight services within the Commonwealth
jurisdiction is likely to reflect the impact of the transfer of Australian National’s
interstate freight business to the National Rail Corporation. As the National

14 In most jurisdictions, urban rail fares are set by State Governments following
recommendations from the rail GTEs. In New South Wales, the pricing of urban
passenger servicesis regulated by the Independent Pricing and Review Tribuna (IPART).
IPART determines maximum prices, which must be charged unless the State Rail
Authority has the approval of the Treasurer to charge lower prices. IPART also reviews
and makes recommendations relating to pricing policies.
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Rail Corporation became progressively operational, its on time running
improved.

In all jurisdictions, except New South Wales, on time running of urban
passenger services is higher in 199697 than it was in 1991-92
(see Figure 6.3(b)). In Victoriaand Western Australia, more than 90 per cent of
urban passenger services arrived within three minutes of the scheduled time, on
a consistent basis. On time running of urban passenger services in New South
Wales has deteriorated since 1993-94 (falling 6 per cent) and in Queensland on
time running deteriorated before improving significantly in 1996-97.

Some of the factors that might affect the ability of GTES to provide reliable
services, include congestion in availability of rolling stock, track standards and
the need for track and rolling stock maintenance. For example, the deterioration
and subsequent improvement in the on time running performance of Queensland
Rail, was significantly affected by infrastructure upgrading. The Mainline
Upgrade Project (commenced in 1993) involved bridge replacement and
strengthening between Brisbane and Cairns.1>

In its 1996-97 Annual Report, the State Rail Authority (New South Wales)
identified the introduction of an ‘over-ambitious' timetable as the major reason
for the deterioration in the on time running of urban passenger services for that
year — arevised timetable was introduced towards the end of year resulting in
immediate improvements to service reliability (SRA 1997).

15 with the completion of the project, travel time for freight services has been reduced by up
to three hours.
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Figure 6.3 On time running by jurisdiction, 1991-92 to 1996-97
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Notes: On time running (freight services) measures the proportion of trips arriving within thirty
minutes of the scheduled arrival time. On time running (urban passenger services) measures the
proportion of trips arriving within three minutes of the scheduled arrival time.

On time running for non-urban passenger services is excluded due to inconsistencies in
definitions across GTEs.

a On time running (freight services) for New South Wales relates to the former State Rail
Authority’s freight operations between 1991-92 and 199596 and to the Freight Rail
Corporation’s freight operations for 1996-97.

b On time running (freight services) for the Commonwealth jurisdiction relates only to Australian
National for 1991-92 and 1992-93. From 1993-94, Commonwealth on time running (freight
services) is a weighted average of Australian National and National Rail Corporation measures
(weighted by share of net freight tonne-kilometres).

n.p. Not provided.
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6.4 Shareholder outcomes

From the perspective of governments in representing the shareholder interest in
GTEs, outcomes are mainly expressed in financial terms. By analysing
shareholder outcomes from a financial perspective, it is possible to determine
how the benefits of reform are being shared between government and
consumers. However, restructuring, the transfer of business and assets, changes
in accounting policies (for example, asset valuation and the treatment of
government contributions) all have an impact on performance and make it
difficult to assess performance on a consistent basis over time.

Governments as shareholders benefit from the yearly profits of rail entities by
receiving dividend payments and to a lesser extent through income tax-
equivalent regimes. Governments are also interested in ensuring that they earn
an appropriate return on the equity invested in rail GTEs. Return on equity also
provides an indication of the long-term viability of a business and indicates how
well the entity is utilising the equity that a shareholder government has invested
in the business. The level and consistency of returns available to shareholder
governmentsis largely determined by the operating profit of raill GTEs.

Over the period monitored, most rail GTES have made significant operating
losses and generated poor returns on equity. The poor performance of most rail
GTEs suggests that either reforms have not been sufficient (there are still
improvements in efficiency to be made), that State Governments are not
adequately funding CSOs, that rail assets have not been valued on an
appropriate basis, or some combination of these.

Operating losses suggest that either there is greater scope to reduce total
expenses through further reform or that governments still have to get their
pricing and CSO policies right. Indeed, with the exception of Queensland Rail
and Westrail, most rail GTEs have achieved cost recovery levels significantly
below 100 per cent.16 Cost recovery levels are even lower when expressed in
terms of customer revenuel’ The inability of some rail GTES to cover
operating costs indicates that either costs are still too high or that rail GTES are
not generating sufficient revenue.

In addition to receiving CSO payments, some rail GTEs continue to receive
funding to finance operating deficits. Australian Governments contributed a

16 Cost recovery is measured as the ratio of operating revenue (total revenue less abnormal
revenue, investment income and receipts from governments to cover operating deficits) to
operating expenses (total expenses less abnormal expenses and gross interest expense).
This measure includes payments made to rail GTEs for CSOs.

17 This measure of cost recovery excludes payments for CSOs.
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total of $441.3 million to funding the operating deficits of their rail GTEs in
1996-97. This continued financing of operating deficits by governments
suggests that they believe that railways provide additional benefits to the
community that have not been explicitly identified and costed as CSOs by
owner governments.

Another factor, impacting on the operating profit of rail GTES, could be that,
historically, road user charges have not accurately reflected the true cost of road
usage. Consequently, this may have provided an incentive to use road transport
instead of rail freight.

The National Road Transport Commission (NRTC) has initiated significant
reforms of road user charges in an effort to more accurately reflect the cost that
heavy vehicle usage places on roads. However, these reforms may not have yet
had their full impact upon the redistribution of transport traffic between the two
modes.

The low returns on equity generated over the period monitored may reflect the
poor profitability of many rail GTES and the inappropriate valuation of their
assets. In most cases, the assets of rall GTEs are valued on an historical cost
basis. Historical cost valuations are not always indicative of the economic value
of assets.

Profitability

Operating profit before income tax is determined by the revenue generated less
the expenses incurred, including abnormal items. The maor factors affecting
the total revenue of rall GTEs include the level of freight and passenger
business, payments from government (including CSOs and payments to fund
operating deficits) and abnormal items (usually associated with the reform
process). On the expenses side, asset acquisition and maintenance costs,
interest expense, depreciation expense, labour costs and abnormal items (usually
associated with the restructure of workforces) are important determinants of
profit.

Over the period monitored, rail GTES have consistently made operating losses
(see Figure 6.4) Significant improvements in year-to-year operating profit have
largely been associated with large abnormal items and not improved
performance. Since its corporatisation in 1995-96, Queensland Rail has
recorded substantial operating profits (before income tax) and Westrall
(Western Australia) had recorded modest operating profits in the last two years.
The Freight Rail Corporation (New South Wales) also recorded an operating
profit initsfirst year of operation (1996-97).
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Figure 6.4 Operating profit before income tax by jurisdiction,
1991-92 to 1996-97
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Notes: Operating profit before income tax is calculated by subtracting total expenses from total
revenue and includes abnormals.
a Relates only to the operations of the former State Rail Authority between 1991-92 and
1995-96 and both the restructured State Rail Authority and the Freight Rail Corporation for
1996-97.
b Includes al Public Transport Corporation operations. The significant increase in operating

profit in 1993-94 reflects net abnormal items of $603.8 million associated with a reduction in
unfunded superannuation liabilities and a reduction in employee leave entittements. The
abnormal relating to superannuation reflects one-off Victorian Government funding, staff
downsizing, legidative changes and a change in actuarial assumptions.

c The significant improvement in Westrail’ s operating profit in 1993-94 reflects alarge abnormal
revenue item, associated mainly with a reduction in the provision for superannuation liabilities
following an actuarial valuation.

d The significant improvement in operating profit for the Commonwealth in 1996-97 reflects a
large abnormal revenue item for Australian National.

The impact of abnorma items can mask underlying performance
(seeFigures6.5and 6.6). If the impact of abnormal items is excluded
Queendland Rail and Westrail (Western Australia) have been the most profitable
raill GTEsin the last six years. In the case of Queensland Rail, improved profit
has been achieved through generating sufficient revenue to cover progressively
higher expenses. In Westrail’ s case improved profit has been achieved through
modest improvement in revenue and reductions in expenses.

New South Wales

Total New South Wales revenue was fairly stable between 1991-92 and
1993-94, falling in 1994-95 (see Figure 6.5). Between 1993-94 and 199495,
net freight tonne-kilometres fell by 45 per cent, largely as a result of the 1994
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drought and failed wheat crop. Over the same period freight revenue fell by
28 per cent (31 per cent in real terms). The increase in revenue in 1996-97,
reflects a significantly higher CSO payment to cover access charges payable by
the State Rail Authority to the RAC for use of the track.

In 199697, the Freight Rail Corporation’s first year of operation, it carried
21 per cent more net freight tonne-kilometres and generated 18 per cent
(16 per cent in rea terms) more freight revenue than the former State Rail
Authority carried and generated in 1995-96.

Over the six year period, total New South Wales expenses increased by
27 per cent (13 per cent in real terms) (see Figure6.6). Since 1991-92, the
workforce has been reduced by 29 per cent.18 However, falls in labour costs
have been offset by increases in depreciation expense (following revaluation of
assets in 1994-95), increased superannuation expense (following an actuaria
review in 1995-96) and additional costs associated with the restructure of the
former State Rail Authority.

Victoria

Over the six year period, the Public Transport Corporation’s (Victoria) total
revenue has fallen 28 per cent (38 per cent in rea terms) (seeFigure6.5).
During that time net freight tonne-kilometres carried by the Public Transport
Corporation has fallen by 38percent and freight revenue has falen by
13 per cent (22 per cent inreal terms). This largely reflects the impact of a poor
grain harvest in 1994-95 and the transfer of interstate freight business to the
National Rail Corporation.

Changes in accounting practices have also had an impact on total revenue over
the period. Prior to 1994-95, capital grants received from the Victorian
Government were credited to contributed capital. In 1994-95 and in 1996-97,
capital grants were treated as income, increasing total revenue. In 1995-96,
capital grants were treated as contributed capital, decreasing total revenue.

18 No allowance is made for those employees that were transferred to the RAC and RSA.
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Figure 6.5 Total revenue by jurisdiction, 1991-92 to 1996-97
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Notes: Tota revenue includes revenue from sales and levies, revenue from asset sales, investment
income, receipts from government for specific agreed services, other revenue from operations,
receipts from government to cover operating deficits on operations and abnormal revenue. It
excludes funds received for specific capital works from governments or other parties, and equity
contributions from government.

a Total revenue for New South Wales relates only to the operations of the former State Rail
Authority between 1991-92 and 1995-96 and both the restructured State Rail Authority and the
Freight Rail Corporation for 1996-97.

b Includes al Public Transport Corporation operations. 1n 1994-95 and 1996-97, capital grants
from the Victorian Government were trested as revenue. Between 1991-92 and 1993-94 and
in 1995-96 capital grants from the Victorian Government are treated as contributed capital.

c Since 1993-94, Queensland Rail has received explicit CSO payments.

d Significant increase in Westrail’s total revenue in 1993-94 reflects a large abnormal revenue
item ($462.3 million), associated mainly with a reduction in the provision for superannuation
liabilities following an actuarial valuation.

e Significant increase in Commonwealth revenue reflects a large abnormal revenue item
($558.3 million) associated with the continued restructure of Australian National.

n.p. Not provided.

Disregarding the impact of abnormal items, which cause variations in total
expenses on a yearly basis, the Public Transport Corporation’s total expenses
have decreased significantly since 1991-92 (31 per cent in nomina terms and
38 per cent in rea terms) (seeFigure6.6). This reflects significant falls in
salary and wage costs (34 per cent in nomina terms and 41 per cent in rea
terms), the impact of the rationalisation of workshops (including closure,
outsourcing and rationalisation of activities in remaning workshops),
outsourcing of many building and maintenance operations, competitive
tendering of various capital works projects, improvement in work practices (for
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example, the introduction of driver-only trains and trams) and the contracting
out of bus services to the private sector.19

Figure 6.6 Total expenses by jurisdiction, 1991-92 to 1996-97
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Notes: Total expenses include salaries and wages, purchases, interest, bad and doubtful debts, material
losses from the sale of non-current assets, charges for depreciation, amortisation or diminution
of assets and abnormal expenses.

a Total expenses for New South Wales relates only to the operations of the former State Rail
Authority between 1991-92 and 1995-96 and both the restructured State Rail Authority and the
Freight Rail Corporation for 1996-97.

b Includes al Public Transport Corporation operations. The significant decrease in totd
expenses in 1993-94 reflects net abnormal items of $603.8 million associated with a reduction
in unfunded superannuation liabilities and a reduction in employee leave entitlements. The
abnormal relating to superannuation reflects one-off Victorian Government funding, staff
downsizing, legidative changes and a change in actuarial assumptions.

c In 199495, Queendand Rail had abnormal expenses associated with a derailment. These
include the write-off of rolling stock, minor workshop repairs, and the labour and plant hire
costsincurred in bringing the track back to operating capacity.

n.p. Not provided.

Queensland

Between 1992-93 and 1996-97, Queensland Rail’s total revenue increased by
54 per cent (38 per cent in real terms) (see Figure 6.5). Over this period, net
freight tonne-kilometres carried by Queensland Rail grew by almost 18 per cent
— growth in urban passenger journeys has been more modest at 5 per cent. The
introduction of explicit CSO payments, fare increases and successful programs
to counter passenger fare evasion have also contributed to increased tota

19 Although reductions in the labour force were associated with increased termination
payments, these were partially offset through contributions by the Victorian Government.
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revenue. Since 1993-94, capital grants from the Queensland Government have
been accounted for as equity contributions in the year of receipt. Prior to that
they were treated as revenue.

Queensland Rail’s total expenses have increased by almost 20 per cent since
1992-93 (7 per cent in real terms) (see Figure 6.6). Over this period, labour
costs (including on-costs) have increased 10 per cent (fallen 2 per cent in real
terms) and at the same time the number of full-time equivalent employees fell
by 19 per cent. This reflects productivity gains and increased wages under
successive enterprise bargaining agreements (EBAS). Increases in depreciation
and interest expense associated with the acquisition and construction of new
assets has also contributed to the increase in total expenses.

Western Australia

Since 199192, Westrail’ s total revenue has increased by 14 per cent (2 per cent
in real terms) if abnormal revenue is excluded (seeFigure6.5). Over this
period, urban passenger journeys and net freight tonne-kilometres carried
increased significantly (181 per cent and 54 per cent respectively) and non-
urban passenger kilometres remained fairly constant. The increase in urban
passenger and freight revenue was somewhat less. This reflects the fact that
Westrail receives a contract payment from Transperth for providing urban
passenger services (which is not necessarily linked to the number of passenger
journeys). It also reflects the impact of falling real freight prices.

Over the same period, total expenses increased sharply in 1993-94 and in
199495, largely reflecting higher depreciation and interest expenses associated
with the construction and acquisition of fixed assets and fuel and materials costs
associated with an increased task (seeFigure6.6). Although there was a
significant fall in labour costs in 1994-95 (14 per cent in nominal terms and
23 per cent in real terms), this was more than offset by increases in outsourcing
costs and abnormally high costs for derailments and washouts.20

Since 199495, total expenses have falen by 17 per cent (21 per cent in real
terms). This reflects a fall in intersystem freight costs (the National Rail
Corporation now runs its own trains) and decreases in labour costs (labour costs
have fallen 29 per cent since 1994-95). However, the reduction in total
expenses was partly offset by increased fuel costs, outsourcing costs and

20 The closure of the Midland workshops resulted in maintenance work being rescheduled
and outsourced. The 1994-95 outsourcing costs include a ‘catch up’ for work not
performed during the wind up period.
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increased depreciation and interest expenses associated with increased
borrowings and additional asset acquisitions.

Commonwealth

Commonwealth total revenue (excluding the impact of abnormals) has remained
relatively constant after initially increasing in 1993-94 when the National Rall
Corporation became fully operational (see Figure 6.5). Over the six year period,
Australian National’ s total revenue has steadily decreased and the National Rall
Corporation’s total revenue has increased — as expected with the transfer of
Interstate freight operations to the National Rail Corporation.

Since the commencement of operations in 1993-94, the Nationa Rail
Corporation has progressively carried more net freight tonne-kilometres each
year (as interstate freight business was transferred to the Nationa Rail
Corporation from the other rail GTES). However, the National Rail Corporation
has felt the impact of competition from private rail providers with freight
revenue falling by 7 per cent (8 per cent in real terms) in 1996-97 and net
freight tonne-kilometres carried in 1996-97 falling by 5percent. Since
1993-94, total expenses have increased steadily, reflecting higher depreciation
and amortisation expenses for the National Rail Corporation associated with the
continued transfer of assets from other rail authorities and the acquisition of
New assets.

Interest expense

In most cases interest expense does not represent a significant share of total
expenses (see Figure 6.7). Where it does — Western Australia and Queensland
— itsimportance has been increasing since 1991-92. In both cases the increase
reflects higher gross interest expense, associated with the acquisition and
construction of new assets, over the period.
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Figure 6.7 Gross interest expense as a percentage of total
expenses by jurisdiction, 1991-92 to 1996-97
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salaries and wages, purchases, interest, bad and doubtful debts, material |osses from the sale of
non-current assets, charges for depreciation, amortisation or diminution of assets and abnormal

expenses.

a Relates only to the operations of the former State Rail Authority between 1991-92 and
1995-96 and both the restructured State Rail Authority and the Freight Rail Corporation for
1996-97.

b Includes al Public Transport Corporation operations.

n.p. Not provided.

Income tax-equivalent expense and dividend payments

Governments act as the shareholder of rail GTES on behalf of the community.
Requiring dividend payments from GTEs is often justified as a return on
shareholder funds. Subjecting GTES to income tax-equivalent regimes is often
justified on the grounds of competitive neutrality, the intention being to make
GTEs operate under comparable tax arrangements to those applying to private
sector firms.

Unlike other GTEs, the requirement for rail GTES to make dividend payments
and be subject to income tax-equivalent expense has been introduced only
recently.

The Freight Rail Corporation (New South Wales), Queensdand Rail, Westrail
(Western Australia) and the National Rail Corporation have been made subject
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to income tax-equivalent regimes over the period monitored (see Figure 6.8).21
Of the rail GTEs subject to income tax-equivalent regimes, only the National
Rail Corporation has actually made a tax payment.22

With the likelihood of direct competition from third party rail operators
increasing with the development and implementation of access regimes, the
Issue of tax and competitive neutrality is likely to become more significant.

Figure 6.8 Income tax-equivalent expense by jurisdiction,
1991-92 to 1996-97
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Notes: Income tax-equivalent expense on operating profit before tax (including abnormal items)

calculated using tax effect accounting (AAS3).
Excludes Victoria The Public Transport Corporation did not incur income tax-equivalent
expense over the period monitored

a Relates only to the operations of the former State Rail Authority between 1991-92 and
199596 and both the restructured State Rail Authority and the Freight Rail Corporation for
1996-97.

b Australian National did not incur income tax-equivalent expense between 1991-92 and

1996-97. In 1995-96, the Nationa Rail Corporation made a tax payment of $912 000 and in
1996-97, they received an income tax credit of $285 000 resulting from an amendment to their
1995-96 tax return.

n.r. Not relevant. Income tax-equivalent expense not incurred in these years.

21 The Freight Rail Corporation (New South Wales), Queensland Rail and Westrail (Western
Australia) are all subject to state based tax-equivalent regimes.

22 The adoption of tax effect accounting means the income tax-equivalent expense for any
year differs from the amount of tax payable for that year because of timing differences (for
example timing differences may arise because of the different depreciation schedules
adopted by the business and the tax office).
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Queensland Rail has been required to make dividend payments since 1995-96
and Westrail (Western Australia) and the Freight Rail Corporation (New South
Wales) were required to make dividend payments from 1996-97.

In the case of Westrail (Western Australia), initial dividend payments will be
equivalent to the interest and the sinking fund costs associated with the
repayment of their general loan fund liabilities. Once a 50:50 debt to equity
structure is established and subject to continued funding of past service
superannuation liabilities and explicit funding of CSOs by the Western
Australian Government, Westrail plans to have a long-run target dividend
payout ratio of 50 per cent of after-tax profits. Queensland Rail aims to pay
100 per cent of its after tax-equivalent profit on CSO business plus 50 per cent
of remaining after tax-equivalent profit as a dividend.

Figure 6.9 Dividends paid or provided for by jurisdiction,
1991-92 to 1996-97
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Notes: Dividends paid or provided for includes norma and specia dividends and special levies on

profits and revenues, excludes returns of capital.
Excludes Victoria because the Public Transport Corporation did not make dividend payments
between 1991-92 and 1996-97.

a Relates only to the operations of the former State Rail Authority between 1991-92 and
1995-96 and both the restructured State Rail Authority and the Freight Rail Corporation for
1996-97.

n.r. Not relevant. Dividend payments not made in these years.

In total, Australian governments received or will receive $284 million in
dividend paymentsin 1996-97.23 Since 1995-96, Australian governments have
or will receive a total of $444.7 million in dividend payments, with over

23 Dividends are not necessarily paid in the year that they are generated.
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90 per cent of those payments being generated by Queensand Rail
(see Figure 6.9).

Return on equity

Return on equity is the ratio of operating profit (after-tax) to equity held in the
entity as measured by total assets less tota liabilities. A negative return on
equity may reflect operating losses or liabilities greater than assets. The major
factors impacting on the return on equity ratios for raill GTES over the period
monitored, include operating losses, asset revaluations, and the transfer of
liabilities.

The returns on equity held by the shareholder governments of rail GTEs have
generally been negative, reflecting operating losses over the period
(see Figure 6.10). In most cases, significant improvements to return on equity
reflect the impact of abnormal items on operating profit after income tax. For
example, the turnaround in the return on equity for Victoriain 1993-94 reflects
an increase in operating profit after-tax due to significant net abnormals for that
year.24 The reduction in unfunded superannuation liabilities also reduced the
Public Transport Corporation’s total liabilities for that year, thereby increasing
total equity. However, the increase in operating profit after-tax more than offset
the increase in equity. Similarly, the improvement in the Commonwealth’s
return on equity in 199697 reflects the impact of significant abnormal items.

As a part of the corporatisation process, some rail GTEsS have revalued their
assets, moving from historical to current valuation methods. Asset revaluations
will have a significant influence on return on equity measures because of their
impact on asset values and operating profit (through depreciation expense).
Changes in asset valuations also make it difficult to assess performance on a
consistent basis over time.

Both the State Rail Authority (New South Wales) and Queensland Rail have
revalued their assets during the period monitored. Following the revaluation of
its assets in 199495, average equity in the former State Rail Authority almost
doubled, and their operating loss increased by over 200 per cent (largely due to
higher depreciation expense and a downturn in freight revenue). The combined
effect was afurther deterioration in return on equity.

24 Abnormal items of $603.8 million primarily reflect reductions in unfunded superannuation
liabilities arising from one-off Victorian Government funding, staff downsizing, legidative
changes and changes in actuarial assumptions.
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Figure 6.10 Return on equity by jurisdiction, 1991-92 to 1996-97

New South Wales (a) Victoria (b) Queensland

1991-1997 1991-1997 1991-1997
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The scale ranges used along the y axis of each chart are different.

Return on equity is the ratio of operating profit after-tax to average total equity. Operating
profit after-tax is calculated by subtracting total expenses and income tax paid or payable from
total revenue. Equity is calculated by subtracting total liabilities from total assets.

Return on equity cannot be calculated on a strictly comparable basis because of revaluations
and abnormal items during the monitored period.

Relates only to the operations of the former State Rail Authority between 1991-92 and
1995-96 and both the restructured State Rail Authority and the Freight Rail Corporation for
1996-97.

Includes all Public Transport Corporation operations. The significant increase in return on
equity in 1993-94 reflects an increase in operating profit after income tax due to significant net
abnormals for that year.

Between 1991-92 and 1995-96, Westrail had negative equity, and so the return on equity
measure for these yearsis excluded.

Not provided.
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In contrast to New South Wales, asset values decreased following the
revaluation of Queensand Rail’s assets in 1995-96. This, combined with an
increase in total liabilities, resulted in a reduction in equity. Queensland Rall
also made an operating profit in that year, which resulted in a positive return on

equity.

Assets and liabilities

The methods of valuing assets differ between rail GTEs. The State Rail
Authority and the Freight Rail Corporation (New South Wales), Queensland
Rail and the Public Transport Corporation (Victoria) value most of their assets
at current cost (using deprival value methods). All other rail authorities use
historical cost. Changes in asset values over the period monitored have been
driven by revaluations, capital expenditure on upgrading rolling stock and
infrastructure, restructuring and asset transfers.

Increases in asset values over the six year period have typically been associated
with asset revaluations and the acquisition and construction of new fixed assets
(see Figure 6.11). Over the period, the former State Rail Authority (New South
Wales), Queensland Rail, and the Public Transport Corporation (Victoria)
revalued their assets. In 1994-95, the former State Rail Authority undertook a
complete revaluation of fixed assets on a deprival basis — previously assets
were valued at historical cost. Queensand Rail revalued some infrastructure
assets in 1993-94 and again in 1994-95 (deprival value) — al of Queensland
Rail’ s assets were revalued in 1995-96 following corporatisation.

The significant fall in New South Wales's total assets in 1996-97 largely
reflects the impact of the restructure of the former State Rail Authority. The
restructure included a general divesting of assets valued at $6.4 billion to other
entities, and a consequential derecognition of land controlled by the RAC of
$856.5 million.

The Public Transport Corporation (Victoria) undertook a revaluation of land
during 1992-93 (freehold land was revalued by Board valuation, Crown Land
was valued for the first time in the financial statements, and there was a
recognition of certain leases as finance leases). In 1995-96, certain land and
buildings were revalued to recoverable amounts based on external valuations.

The fallsin the Public Transport Corporation’s asset values have coincided with
the transfer of functions and the surrender of assets. In 1994-95, asset
acquisitions were exceeded by the transfer of land to the Crown, accumulated
depreciation and a reduction in creditors due to the transfer of various functions
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to the Department of Transport.z2 In 1996-97, acquisitions were again
exceeded by accumulated depreciation and the surrender of assets to the Crown.

Figure 6.11 Total assets by jurisdiction, 1991-92 to 1996-97
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Notes: Total assets are defined as the service potentia for future economic benefits, controlled by the
entity as a result of past transactions or other events (measured at the end of the reporting
period).

Asset valuation methods vary between jurisdictions. In New South Wales, Victoria and
Queendand most assets are valued at current cost. Westrail, Australian National and the
National Rail Corporation value most of their assets at historic al cost.

a Relates only to the operations of the former State Rail Authority between 1991-92 and
1995-96 and both the restructured State Rail Authority and the Freight Rail Corporation for
1996-97. The significant increase in the value of assetsin 1994—95 resulted from a revaluation
of assets. The dramatic decrease in asset values in 1996-97 resulted mainly from a transfer of
assets to the RAC and the RSA — both GTEs are not monitored in this report.

b Includes all Public Transport Corporation operations.

n.p. Not provided.

In its submission to the House of Representatives inquiry into the role of rail in
the national transport network, the Bureau of Transport Economics estimated
that the government sector invested just over $9 billion in new fixed rail assets
between 1991-92 and 1996-97.26 Over this period, New South Wales made the
greatest investment followed by Queensland, Victoria and Western Australia
During the 1990s, Victorian rail investment fell to below $100 million per
annum and Western Australiarose to third place in the ranking (BTE 1998).

25 Responsibility for contracted private bus and rail passenger services and other associated
administrative functions were transferred from the Public Transport Corporation to the
Victorian Department of Transport.

26 The inquiry was undertaken by the House of Representatives Standing Committee on
Communications, Transport and Microeconomic Reform.
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Much of this capital expenditure has involved upgrading railway stat