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Findings and
recommendations

Overview of progress

Australia is now in its seventh year of the National Competition Policy
(NCP), the most ambitious and comprehensive program of economic reform in
the country’s history. Agreed to by all Australian governments in response to
the Review of National Competition Policy (the Hilmer review), the program
is a balanced mix of economic policy and measures to assure the social needs
of all Australians, including the protection of the environment. NCP reform
objectives and assessment benchmarks and policies are coordinated
nationally under the aegis of the Council of Australian Governments (CoAG).

The NCP consists of intergovernmental agreements between the
Commonwealth, State and Territory governments. Local governments, while
not parties to the NCP agreements (the States and the Northern Territory
accepted reform obligations on behalf of local governments within their
jurisdiction) are also implementing the NCP.

The NCP agreements oblige governments to introduce specific policy
measures in the areas of electricity, gas, water and road transport.
Governments have met or significantly progressed obligations in each of these
areas. The agreements also contain policy development principles and
processes, covering primarily the review and reform of legislation that
restricts competition, and government business enterprise reform. In these
two areas, governments have discretion in developing policy, establishing
reform priorities and determining the pace and timing of reform
implementation.

For the legislation review and reform program, the date set by CoAG for
completion was 30 June 2002, making legislation review and reform a
significant focus of this assessment. Although no government had completed
its program at 30 June 2002, progress is substantial. Many laws regulating
significant areas of economic activity have been reviewed, and restrictions
found not to provide a community benefit have been removed or transitional
reform paths have been set in place. Much of the activity still underway at 30
June 2002 is likely to be completed by the next NCP progress assessment in
June 2003. That said, at 30 June 2002, several jurisdictions had legislative
restrictions in place which, on the evidence available, are not in the public
interest.
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Electricity

The development of a competitive and efficient electricity industry is one of
the key objectives of the NCP. New South Wales, Victoria, Queensland, South
Australia and the ACT are now part of a national electricity market featuring
an interconnected electricity grid. Tasmania expects to join in 2004, on
completion of the Basslink interconnect with Victoria. Significant features of
the national market are customer choice of supplier (generator, retailer and
trader), capacity for new generation and retail supply companies to enter the
national market, and the removal of barriers to interstate and intrastate
trade in electricity. Western Australia, while not part of the national market,
IS proposing to restructure its government-owned monopoly electricity
company, Western Power, to increase competition in its electricity industry.

One of CoAG’s main objectives for the fully competitive national market in
electricity is the ability for customers to choose which supplier (including
generators, retailers and traders) they will trade with. This enables
consumers to choose the cheapest electricity supplier and/or to base their
choice on other factors, such as quality of service or environmental factors
(given that the popularity of ‘green’ electricity is growing rapidly).

Since 2000, all retail customers within the national market consuming more
than 200 megawatt hours per year have been contestable: that is, they are
able to choose their retailer. Full retail contestability was extended to all New
South Wales and Victorian consumers in January 2002, with South Australia
and the ACT expected to introduce contestability for all customers in 2003.
Queensland decided against full retail contestability but will review its
decision in 2004. In the meantime, Queensland will consider making
customers in the 100-200 megawatt hour consumption range contestable.

The National Competition Council is concerned with ensuring that all
participants in the national electricity market meet their obligations on
contestability in a timely manner. The Council expects that relevant
governments will reconsider the electricity reform agreements in response to
the Energy Markets Review before the 2003 NCP assessment. This will
provide the opportunity for governments to revisit obligations for the
introduction of contestability. The Council will make its final assessment of
the introduction of contestability in 2003.

There have been significant improvements in the performance of the
electricity industry in the jurisdictions participating in the national market.
The Australian Bureau of Agricultural and Resource Economics (ABARE)
estimated that by 2000 (three years after commencement of the national
market), the benefits from electricity reform were equivalent to a real
increase in Australia’s gross domestic product of $1.5 billion (in 2001 prices).
ABARE forecast that Australia’s gross domestic product will be 0.26 per cent
higher by 2010 ($2.4 billion in 2001 prices) than it would have been without
reform, estimating the net present value of benefits between 1995 and 2010
at $15.8 billion (in 2001 prices) (Short et al 2001, p.84).
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The interconnection of jurisdictions’ electricity grids to facilitate wholesale
trading in electricity has led to increased cross-border trading. Trading allows
jurisdictions to manage peaks in demand by drawing electricity from
interstate generators when demand rises beyond the supply capacity of their
own generators.

Competition reform is also reducing electricity prices. The Productivity
Commission’s report on trends in Australian infrastructure prices found that
household electricity prices in Brisbane, Melbourne and Sydney fell by 1-7
per cent in real terms between 1990-91 and 2000-01 (PC 2002d). It estimated
that this represented total real savings to households in 2000-01 of some $70
million. Finally, competition is resulting in other benefits, including high
supply reliability and system security, deeper liquidity of the contracts
market, and increased investment and planned investment in generation and
network interconnection (NECA 2002).

Gas

CoAG established a program of gas reform comprising three key elements:

o the structural separation of the transmission, distribution, production and
retail sectors of the gas industry;

¢ the introduction by all governments of third party access regulation for
natural gas pipelines: the National Third Party Access Code for Natural
Gas Pipelines (the National Gas Access Code); and

e the provision for all gas consumers to choose their supplier — that is, full
retail contestability.

All governments have met their obligations for the first two elements of
reform. Regarding the third element, New South Wales, Western Australia,
South Australia and the ACT have removed regulatory barriers to full retail
contestability, with New South Wales and the ACT introducing systems to
support customer choice. Western Australia is scheduled to introduce systems
to support customer choice by July 2003. South Australia is still to introduce
such systems. Tasmania’s full retail contestability timetable will be governed
by the franchising arrangements currently being developed.

Victoria and Queensland have amended their timetables for introducing full
retail contestability to October 2002 and January 2003 respectively. Victoria
stated that it had amended its timetable in consultation with all jurisdictions
but without the formal approval of all Ministers (which is required by the
1997 gas agreement). Queensland did not receive approval from all Ministers
before amending its timetable. This means that both Victoria and Queensland
have not fully met their national gas reform obligations. The Council will
make its final assessment of full retail contestability in 2003.
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The reform program has transformed Australia’'s gas industry. Regulated
third party access (particularly in relation to distribution pipelines) and
increasing competition in gas exploration have stimulated gas production and
pipeline development proposals and activities. Since 1995 more than $1
billion has been invested annually in upstream, transmission and distribution
assets. The Australian Pipeline Industry Association (2001) estimates that
transmission pipeline infrastructure almost doubled between 1989 and 2001,
growing from 9000 kilometres to over 17 000 kilometres. This network
expansion includes new pipelines linking processing facilities at Longford in
Victoria and consumers in Sydney, Canberra and elsewhere in New South
Wales and Victoria. Further network expansion is underway between
Tasmania and Victoria, as well as between Victoria and South Australia;
while pipelines linking the Northern Territory and/or Papua New Guinea are
planned. The Australian Gas Association (1999) expects the proportion of
Australia’s energy supplied by gas to grow from the current level of 17.7 per
cent to 22 per cent by 2005 and to 28 per cent by 2014-15. The electricity
generation sector is expected to increase its demand for gas.

Water reform

Water reform is the most complex and challenging of the NCP commitments,
but offers the prospect of the most rewards. The water industry makes a
significant contribution to the Australian economy: in value added terms, it is
more than one quarter the size of the manufacturing and the agricultural
sectors, almost half the size of the electricity industry and three times the
size of the gas industry. The potential economic gains from improvements in
its performance are considerable. Australia’s excessive and inappropriate use
of water over many years has created severe environmental problems, of
which the adverse economic and social impacts are mounting. The CoAG
water reforms, which are scheduled to be substantially completed by 2005,
aim to achieve an economically viable and ecologically sustainable water
industry by changing the way in which Australia manages its urban and
rural water systems. Full and timely implementation of the reform
framework will bring significant economic and environmental benefits.

The urban water reforms are now almost complete. They include
consumption-based pricing of urban water to discourage wasteful use, full
cost recovery by water service providers to help ensure appropriate
investment in infrastructure, and institutional changes to ensure providers
are efficient and accountable for the quality and cost of water and sewerage
services. The rural water reforms relate primarily to arrangements for using
water for irrigated agriculture. Excessive allocations to irrigation have caused
extensive damage to river systems and groundwater resources, and salinity is
destroying large tracts of productive land. The water reforms are designed to
address these problems by ensuring:

e adequate water is available for the environment;

e water infrastructure is efficiently developed and maintained;
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¢ new dams are economically viable and ecologically sustainable; and

e there is a system of tradeable water rights to help ensure water is used
where it is most valued.

The main reform challenge is dealing with the environmental impacts of
water use while ensuring effective property rights in water. Tensions from
the need to meet the competing demands of irrigators, urban users and
stressed rivers must be addressed. Water trading arrangements, based on a
system of property rights separate from land title, are not fully implemented.
While property rights and trading arrangements are complex and present
challenges in implementation, they are essential to achieving governments’
water reform objectives.

Governments have accepted the importance of creating an effective system of
water property rights. CoAG recently re-affirmed the importance of property
rights in addressing salinity and water quality problems. There is growing
recognition of the need for water users to have certainty of access and the
need to consider the impact of changes on users, particularly farmers.
Governments will report to CoAG by September 2002 on the opportunities for,
and the impediments to, better defining and implementing water property
rights regimes and water trading, including how they are dealing with
uncertainties.

This 2002 NCP assessment recognises some of the practical difficulties in
delivering effective property rights. It has relied on commitments from the
New South Wales, Victorian and Queensland Governments that actions to
implement appropriate allocations, in particular allocations to the
environment, are imminent.

The Murray—Darling Basin Commission continues to implement water reform
across the Murray-Darling Basin. The commission has endorsed the
recommendations of an independent audit on means of addressing water
pricing, full cost recovery and institutional reforms. The Council will reassess
the implementation of the recommendations for institutional reform when
considering the commission’s institutional arrangements in the 2003 NCP
assessment. The Murray—-Darling Basin Commission also continues to
progress interstate trading arrangements. Further, the commission’s
Ministerial Council has agreed to determine by October 2003 the appropriate
guantity of water (350 gigalitres, 750 gigalitres or 1500 gigalitres) for release
into the River Murray for environmental flow purposes. In conducting the
2002 NCP assessment, the Council found that South Australia, unlike other
States, does not pass on the costs of the commission’s bulk water provider,
River Murray Water, to irrigators. While this issue is not one for the
commission, the Council will consider it further in 2004 when assessing each
State’s approach to rural water pricing.
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Road transport

The NCP road transport reform program is a package of 31 initiatives
covering six areas (registration charges for heavy vehicles, transport of
dangerous goods, vehicle operations, heavy vehicle registration, driver
licensing, and compliance and enforcement). CoAG endorsed a framework of
19 of the 31 reforms, criteria for assessing implementation and target dates
for the 1999 NCP assessment, and another framework of six reforms for the
2001 NCP assessment.

Governments did not endorse any road transport reforms for assessment in
2002. They also have not listed for NCP assessment some of the reforms from
the original road transport package (notably, the speeding heavy vehicle
policy and the higher mass limits), although some governments have
implemented these either in whole or in part. The Council used the 2002 NCP
assessment, however, to check progress with the reforms that were not
implemented and operational at the time of the 2001 NCP assessment. It
found the 1999 and 2001 programs to now be substantially complete. New
South Wales, Victoria, Queensland, South Australia and Tasmania have
implemented all obligations. Western Australia, the ACT, the Northern
Territory and the Commonwealth are continuing to implement their
remaining reform obligations. Most outstanding reforms are expected to be in
place by the end of 2002. Western Australia and the Commonwealth are
expected to have nationally consistent heavy vehicle registration processes
and requirements operational by 2003.

Legislation review and reform

The legislation review and reform program is an important element of the
NCP, particularly for this 2002 NCP assessment. CoAG set a requirement
that governments complete all reviews and implement appropriate reforms by
30 June 2002 (the reporting date for this assessment). Each government
developed its review program in June 1996, setting an extensive review and
reform task. Governments’ programs nominated some 1800 pieces of
legislation for review over seven years.

While review and reform activity was not complete in any jurisdiction at 30
June 2002, substantial progress has been achieved and much of the activity
still underway is likely to be completed by the 2003 NCP assessment.
Governments are also more cognisant of the benefits of avoiding unjustified
restrictions in new legislation, with each jurisdiction having a formal process
for considering the efficacy of legislative proposals before they become law. In
addition, the Commonwealth Office of Regulation Review’s monitoring of
governments’ compliance with processes aimed at improving the quality of
national standards shows that governments’ adherence to good regulatory
processes is better than in the past.
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Governments have now reviewed and improved their regulation of many
significant activities, of which several have been characterised by endemic
restriction. These activities include: the professions and occupations; primary
industry matters including agricultural marketing, fishing and forestry;
retailing matters such as trading hours and liquor licensing; transport
matters, including taxi licensing; compulsory insurance matters, including
workers compensation and third party motor vehicle insurance; and planning,
construction and development activity. All governments have work remaining
in one or more of these areas, which the Council will assess in 2003.

Despite recent progress and greater community awareness of the link
between micro-economic reform, economic growth and community wellbeing,
the reform of restrictive legislation is often contentious. By subjecting all
restrictions on competition to public interest tests, the NCP generates
opposition from the groups that benefit from protections. This issue-specific
opposition, sometimes combined with broader concerns about the pace of
economic and social change, creates a political environment that is not always
conducive to economic reform. Governments’ leadership in explaining their
support for change and in removing those restrictions shown not to be in the
public interest is critical to achieving outcomes that benefit the community
overall.

Governments are also assisting reform by helping the community to adjust to
the new environment. This has sometimes meant financial adjustment
assistance, as was the case for the dairy industry. More commonly, it has
meant the provision of additional time for implementation of reform
objectives and change programs. CoAG recognised this approach explicitly,
noting that satisfactory reform implementation, other than completion by 30
June 2002, may include (where justified by a public interest assessment)
having in place a transitional arrangement that extends beyond this date.
This NCP assessment notes several reform implementation strategies
extending beyond 30 June 2002.

The co-incidence of the deadline for review and reform completion and the
2002 NCP assessment posed some difficulties for the Council. It was not
practical for the Council to report on all activity to 30 June 2002. Further,
given the significant resource demand that the review and reform program
places on governments, the Council accepted that there is a case for
governments prioritising their review and reform activity to reduce delays in
considering legislation that contains more significant competition restrictions.
The Council believes it appropriate, therefore, to consider some review and
reform activity in the 2003 NCP assessment. For the 2002 assessment, the
Council regarded a government as failing to meet obligations under clause 5
of the Competition Principles Agreement (CPA) where:

e completed reviews and/or reforms did not satisfy NCP principles; and/or

¢ Inadequate progress was made against significant legislation review and
reform matters (in other words, where review and reform progress on
significant issues was demonstrably inconsistent with the CoAG deadline).
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The Council has found several discrete areas of review and reform activity
that are inconsistent with NCP principles. In each of these cases, the Council
has engaged the relevant governments in discussions to agree on an
appropriate means of dealing with the problem area. All governments have
participated in these discussions in a constructive and cooperative manner.
Consequently, most of the problem areas have been the subject of an
agreement or a shared understanding on remedial action, or at least a shared
understanding on an approach to remedial action. In addition, each
government has accepted that its entire review and reform program must be
completed over the next twelve months. Completing the program (including
implementing all appropriate reforms) by the 2003 assessment poses
challenges for governments, especially those governments currently less
advanced in their programs.

The Council considers that its approach of constructive engagement with
governments has resulted in a high level of goodwill between the Council and
governments regarding the assessment process and substantial commitment
by each government to completing the review and reform program. The
Council considers that this maximises the opportunity for pro-competitive
legislative reform in the public interest. The Council wants to build on the
goodwill and commitment demonstrated by governments during this
assessment by accepting governments’ assurances on future progress.
Consequently, in relation to legislation review and reform matters, the
Council has made no adverse recommendations on NCP payments at this
time.

The Council does not consider that discussions with the Western Australian
and South Australian Governments on remedial legislation review and
reform action are sufficiently advanced to complete its recommendations on
NCP payments to those States in this assessment. It is optimistic, however,
that further discussions with the Western Australian and South Australian
Governments will be productive so it has deferred recommendations on NCP
payments for 2002-03 for both States until the conclusion of those
discussions.

The Council stresses that this is the last NCP assessment for which it will
accept assurances on future legislation review and reform action. It does not
anticipate addressing review and reform activity in NCP assessments after
2003. The 2003 assessment will consider only completed review and reform
activity. Review and/or reform activity that is incomplete or not consistent
with NCP principles at June 2003 will be considered to not comply with NCP
obligations. Where noncompliance is significant, because it involves an
important area of regulation or several areas of regulation, the Council is
likely to make adverse recommendations on payments. Governments should
ensure they provide adequate reporting in time for the 2003 assessment, to
show they have met review and reform obligations.

Page xvi



Findings and recommendations

Professions and occupations

Governments have reviewed the regulation of some 50 professions and
occupations including health professionals and para-professionals, legal
practitioners, pharmacists, engineers, surveyors, architects, building and
planning certifiers, building and related tradespersons, various agents and
dealers and teachers. The review and reform of laws regulating professions
and occupations is perhaps the most significant element of the NCP
legislation review and reform program. When governments signed the CPA,
they envisaged that national reviews would be conducted for legislation with
national dimensions. National reviews would promote national consistency
and more integrated national markets. While regulation of the professions
could be considered a prime candidate for national review, few pieces of
legislation have been reviewed on a national basis. Even where there has
been a national process, nationally uniform implementation of reforms has
been slow and problematic. Consequently, reform of regulation of the
professions has generally been implemented on a State-by-State basis, which
has tended to reduce national consistency in regulation. Mutual recognition
legislation (which has also been reviewed under NCP) ameliorates problems
in inconsistent regulation of the professions, and individual jurisdiction’s
reviews have sometimes considered arrangements in other jurisdictions. The
Council does not regard this outcome as desirable, however, and has sought to
compare States in the assessment process to ensure that the implementation
of reform is as consistent as possible.

Review and reform activity by individual governments in many of these areas
iIs now complete and complies with NCP principles. Reviews have been
completed but reform outcomes are still to be implemented for some
important areas, including pharmacy, architects and legal practitioners. The
Council identified potential compliance questions following some
governments’ reform activity, including ownership restrictions for dental and
optometry practices, the registration of occupational therapists and speech
pathologists, and restrictions on advertising by lawyers in relation to
personal injury services. The Council will monitor these issues over the period
to the 2003 NCP assessment.

Primary industry matters

Legislation regulating primary industry activity forms a significant part of
governments’ legislation review and reform obligations. Governments have
had a long history of involvement in the marketing of agricultural products,
particularly via Commonwealth Government underwriting of export receipts
and domestic price setting. Some arrangements were phased out in the 1970s
and 1980s following evidence that they contribute to production inefficiencies
and impose significant costs on taxpayers and domestic consumers.

When governments began to review their legislation under the NCP program,
there were statutory marketing authorities (or ‘single desks’) for many
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agricultural products, including wheat, coarse grains and oilseeds, dairy,
horticulture, rice, potatoes, eggs, poultry meat and sugar. All governments
repealed arrangements controlling the pricing and supply of drinking milk
from 30 June 2000, following the national agreement on dairy industry
deregulation supported by a financial adjustment assistance package.
Queensland removed supply and marketing restrictions for eggs in 1998. It
also ended its export marketing monopoly for wheat and barley on 30 June
2002. Victoria deregulated its barley marketing arrangements from July
2001. Industry-wide poultry meat pricing and supply arrangements have
been replaced in several jurisdictions by arrangements providing for growers
to negotiate collectively with individual processors under either authorisation
by the Australian Competition and Consumer Commission (ACCC) or specific
regulation.

The relevant NCP feature of most single desks is the monopoly (a domestic
sales monopoly, an export sales monopoly) they hold on selling an
agricultural product grown within their jurisdiction. A single desk with a
domestic sales monopoly usually has rights to acquire produce from farmers
to prevent them selling their produce interstate. It generally pays farmers the
average price it receives less its marketing and transport costs. It also usually
determines such matters as crop varieties planted and quality grades. Single
desks thus require individual farmers to give up a considerable degree of
choice in how they operate their business, what they produce and how they
market their production.

A prominent issue in reviews of State agricultural marketing arrangements is
the review of the Commonwealth wheat marketing arrangements and the
Commonwealth Government’'s response to that review. The Commonwealth
did not implement recommended reforms to partly liberalise restrictions on
exports. Further, the Commonwealth has said that a further review in 2004
will not apply NCP principles. Some State reviews and some government
responses have drawn a link between the reform of State marketing
arrangements and the reform of wheat marketing arrangements.
Consequently, inadequate application of NCP obligations by the
Commonwealth to wheat marketing arrangements has not merely meant a
lack of reform in the public interest for these arrangements; it has also meant
that some State reforms in the public interest also have not proceeded.
Despite the apparent Commonwealth reluctance to apply NCP principles to
wheat marketing arrangements, the Council does not consider that
inappropriate retention of these restrictive arrangements is a reason to delay
reform in relation to State marketing arrangements.

Governments are also using the NCP program to evaluate the merits of
legislative restrictions on agriculture-related matters, including agricultural
and veterinary chemicals, bulk handling and storage, food standards,
guarantine arrangements and veterinary services. They are also using the
NCP program to consider how best to improve the efficiency of activities such
as mining, fishing and forestry, and in the case of forestry and fishing, how
best to achieve the sustainable development of the resource.
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While the review and reform of legislation that restricts competition is the
major NCP obligation relevant to primary industries, governments also face
other obligations for some primary industries. Governments’ operation of
forestry businesses means that the application of competitive neutrality
principles is important in that sector. The structural reform obligation is
relevant where governments privatise former publicly owned bodies.
Queensland, for example, has met its structural reform obligations in relation
to the privatisation of the Queensland Sugar Corporation, particularly by
devolving the corporation’s former regulatory functions to local cane
production boards and the Sugar Industry Commissioner.

Retail and related matters

Governments have considered under the NCP a number of restrictive
regulations relating to business conduct (including restrictions on the ability
of businesses to enter new markets).

e Prescribed shop trading hours prevent sellers from trading at the times
they consider appropriate. Trading hours arrangements also discriminate
among sellers on the basis of location, size or product sold. Most
governments have now deregulated trading hours arrangements, either by
removing restrictions from relevant legislation or by providing broad
exemptions from existing legislative restrictions. Significant restrictions
now remain only in Western Australia and South Australia.

e Liquor licensing laws frequently preclude entry by responsible sellers and
favour some sellers at the expense of others. In some jurisdictions, new
entry is frustrated because incumbents are able to claim that they already
provide an adequate service to the local area. Licensing tests that focus on
the public interest via nondiscriminatory provisions aimed at harm
minimisation and community amenity, without references to outlet
density or competitive effects on incumbents, are unlikely to contravene
NCP principles and should provide considerable freedom to address social
concerns. Liquor licensing legislation was still under review in several
jurisdictions at the time of this 2002 assessment.

e Legislation governing petrol retailing restricts entry and reduces the
ability of sellers to raise and lower prices.

e Fair trading and consumer protection legislation regulates aspects of
business conduct, including advertising, dealings with customers and
information provision. Fair trading restrictions are in the public interest
where they reflect provisions of the Trade Practices Act 1974.

Transport (including taxis)

Review and reform of transport regulation forms a significant proportion of
governments’ legislation review and reform activity. The regulation of road
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transport, rail (mainly rail safety), sea transport (and port regulation) and air
transport and related services has been tackled under the NCP. Taxi and hire
car licensing has been perhaps the most difficult transport regulation matter.
The significant competition issue here is the restriction on supply imposed by
the strict regulation of taxi and hire car licence numbers. In recent years, the
release of new licences in all jurisdictions has been limited (even zero in some
jurisdictions). Restricting the number of providers in a consumer service
industry, which the licensing restrictions do, is an unusual legislative
approach. The result in this case has been a long-term decline in the number
of licences relative to population, a steady increase in the real value of taxi
licences and, consequently, a rise in costs to passengers. Evidence from NCP
reviews of taxi licensing confirms that supply restrictions are not in the
public interest.

No government has made major progress in addressing this issue, although
some have begun to tackle licensing restrictions. The Council will further
consider governments’ progress in this area in the 2003 NCP assessment. It
will look for governments to address supply restrictions by the time of the
2003 assessment, such that the regulatory arrangements in place deliver the
best outcome for the community.

Compulsory insurance

Governments have considered under the NCP their approaches to regulating
compulsory insurance activity, including arrangements for workers
compensation, third party motor vehicle and professional indemnity
insurance. The major NCP question is the means of provision of these types of
insurance: either statutory monopoly underwriting by a government-owned
body, or competitive provision via private underwriters. Insurance markets
are experiencing considerable uncertainty and governments are introducing
or considering introducing regulatory changes to reduce uncertainty and to
slow the growth in premiums. In some cases, these changes are impinging on
related activity such as personal injury services provided by the legal
profession.

Changes in the insurance industry and its regulation are continuing in
2002-03. These changes will have ramifications for the entire insurance
sector, including insurance provided by statutory monopoly (which is the
Council’'s major interest). This environment of change is not conducive to
finalising the NCP assessment of the arrangements for delivering workers
compensation, third party motor vehicle and professional indemnity
insurance at this time. The Council will therefore assess governments’
compliance in these areas in 2003.

The Council believes that jurisdictions’ consideration of the appropriate
means of regulating insurance would be assisted if governments were to
undertake a comprehensive national review of the economics of insurance
markets and the regulation of the various insurance activities. The Council
considers such a review would assist understanding of the links between
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insurance markets and of the reasons for the recent premium increases, and
would also help assessment of the effects of reforming tort law. Such an
inquiry would further enable all jurisdictions to contribute to a better
understanding of the merits of monopoly and private provision of workers
compensation, third party motor vehicle and professional indemnity
insurance.

National reviews

Where a review raises issues with a national dimension or effect on
competition (or both), the CPA provides that the government responsible for
the review will consider whether the review should be undertaken on a
national (interjurisdictional) basis. There are currently 12 national reviews,
encompassing some significant areas of regulation. Nine reviews have been
completed, with the remaining three in progress. In several cases, however,
governments are still to complete the implementation of reforms
recommended by the national reviews.

Delays in completing national review and reform activity often arise as a
result of drawn-out interjurisdictional consultation. Further, sometimes State
and Territory reform activity is delayed by having to wait for the conclusion
of the national process. The Council accepts there is benefit in thorough
investigation of relevant issues and adequate interjurisdictional consultation.
Moreover, the national focus has improved the consistency of regulation
among jurisdictions. The Council would be concerned, however, if the current
processes were not concluded within a reasonable period to enable reform of
State and Territory legislation to proceed.

The Council considers that reform activity in relation to five national reviews
is substantially complete. First, the review of the Mutual Recognition
Agreement found the scheme is working well. It made 30 recommendations,
which jurisdictions substantially support. Second, the review of food
regulation led to the development of model food legislation, which has now
been adopted in most jurisdictions and will be introduced in the remaining
jurisdictions in 2002. Lastly, governments have agreed to firm transitional
arrangements for completing the reform of radiation protection legislation,
architects regulation and petroleum (submerged lands) legislation. In each
case, the transitional reform path extends beyond 30 June 2002. In the 2003
NCP assessment, the Council will consider governments’ progress with
implementing reform outcomes arising from the remaining national reviews.
It will also monitor adherence to the transitional implementation
arrangements in 2003.

Reform of government businesses

Governments are continuing to reform their business activities under the
NCP. This is occurring via the application of competitive neutrality
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principles, the structural reform of public monopolies and monopoly prices
oversight arrangements. Significant publicly owned businesses in all
jurisdictions apply competitive neutrality principles. Each government also
has a mechanism for investigating complaints that their businesses (and
those of local governments within their jurisdiction) are not implementing
appropriate competitive neutrality arrangements. These bodies receive few
complaints about competitive neutrality implementation.

Most governments are continuing to address business structure issues.
Victoria released a policy statement on forests in which it undertook to
establish a new commercial entity (VicForests) applying competitive
neutrality principles, including the identification and direct funding of
community service obligations and market-based sawlog pricing and
allocation. Western Australia is considering a consultant's review of
competitive neutrality in native forest timber operations. Queensland is
establishing a new statutory authority to undertake the regulatory functions
currently administered by WorkCover Queensland, to enable WorkCover
Queensland to more effectively apply competitive neutrality principles.

Some significant government business activities do not apply competitive
neutrality principles, however. Some businesses (such as universities), while
government owned, are not subject to direction by government; the NCP
obligation in these cases is for governments provide a statement of
competitive neutrality obligations to the business to encourage application of
the principles. Additional measures that governments could take to enhance
competitive neutrality implementation by universities include staff and
information assistance. Western Australia does not require its health
businesses to apply competitive neutrality principles, which is consistent with
the NCP to the extent that the costs of implementation outweigh the benefits.
The Productivity Commission’s monitoring of the financial performance of a
range of Commonwealth, State and Territory government trading enterprises
revealed that some businesses are not earning commercial rates of return.
This monitoring work also raised questions about the costing, funding and
transparency of arrangements for delivering community service obligations
and those for estimating debt guarantee fees. The Council will monitor
governments’ progress in these areas in future NCP assessments.

The Council’s approach to
recommending competition
payments

Under the Agreement to Implement the National Competition Policy and
Related Reforms, the Commonwealth Government makes payments to the
States and Territories as a financial incentive to implement the NCP and
related reform program. The payments recognise that the States and
Territories have responsibility for significant elements of the NCP, yet much
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of the financial dividend from the economic growth arising from the NCP
reforms accrues to the Commonwealth through the taxation system.

Competition payments in 2002-03 are approximately $740 million,
distributed to the States and Territories on a per capita basis. The Federal
Treasurer decides on the level of payments to each State and Territory after
considering advice from the Council on jurisdictions’ progress in
implementing the NCP and related reform program. The Council may
recommend a reduction or suspension of payments where it assesses that
governments have not implemented the agreed reform program. The Council
also assesses the Commonwealth’s progress, but the Commonwealth does not
receive payments.

The Council is independent of governments, but works with them closely in
interpreting reform obligations and assessing progress. The Council’s focus is
on encouraging implementation of beneficial change, rather than on
recommending reductions in competition payments. Even if the evidence at
the time of each NCP assessment shows that a reform is not fully
implemented, the Council does not make adverse payments recommendations
iIf the relevant government is moving towards implementation or has a viable
and timely proposal for addressing the noncompliance. The Council will
tighten this approach for the 2003 NCP assessment, however, reflecting the
need to finalise legislation reviews and implement appropriate reforms by
June 2003.

Following CoAG’s review of the NCP in 2000, Heads of Governments provided
guidance to the Council on how it should approach recommendations on
competition payments for each State and Territory. They directed the
Council, when assessing the nature and level of any financial penalty or
suspension, to take into account:

¢ the extent of the relevant State or Territory’s overall commitment to the
implementation of the NCP;

e the effect of one State or Territory’s reform efforts on other jurisdictions;
and

e the impact of a State or Territory’'s failure to undertake a particular
reform.

Where the Council recommends a penalty, it must publish its reasons in the
assessment report.

The Council interprets this guidance as meaning that individual minor
breaches of reform obligations should not necessarily have adverse payments
implications where the responsible government has generally performed well
against the total NCP reform program. Nevertheless, a single breach of
obligations in a significant area of reform may be the subject of an adverse
recommendation, especially where the breach has a large impact and/or an
adverse impact on another jurisdiction. Further, the Council interprets the
CoAG guidance as suggesting that the quantum of any payments
recommendation should bear some relationship to the responsible
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government’s overall performance in reform implementation, the impact of
the breach of reform obligations and whether there are adverse impacts on
other jurisdictions.

Progress by each jurisdiction

New South Wales

¢ New South Wales has been a leading State in NCP energy markets reform
and, with one exception, has met all obligations relating to national
electricity and gas reform for this 2002 assessment.

In 1996, New South Wales provided stimulus to national gas reform by
legislating consistently with the work undertaken by the Gas Reform Task
Force on developing a gas access code. Subsequently, all governments
agreed to adopt this code with some refinements. New South Wales has:

implemented and applied the National Gas Access Code and associated
legislation;

— removed significant barriers to national free and fair trade in gas;
— removed regulatory restrictions on the use of gas;
— adopted uniform national pipeline construction standards; and

— introduced contestability down to the household level, allowing
customers to choose their gas supplier.

One outstanding issue is that New South Wales has extended a derogation
from the National Gas Access Code relating to the treatment of some
transmission pipelines as distribution pipelines for the purposes of the
code. New South Wales did not secure Commonwealth agreement (as one
party to the code) to continue the derogation. (The Commonwealth
supported a three year extension rather than the five years proposed by
New South Wales.) The Council understands that New South Wales and
the Commonwealth are continuing to discuss this matter.

Regarding electricity reform, New South Wales has taken all actions
necessary to introduce the national electricity market and has extended
contestability down to the household level, allowing customers to choose
their electricity supplier. New South Wales is participating with other
relevant governments in a review of energy markets, to address
outstanding issues identified by the Council in previous NCP assessments.
These issues include developing a truly national grid, implementing full
retail contestability and sunsetting derogations to the National Electricity
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Code. Other reform issues include streamlining national market
institutional arrangements, improving the wholesale market pricing
mechanism and introducing effective demand management mechanisms.
The Council is concerned with ensuring New South Wales' Electricity
Tariff Equalisation Fund is a transitional measure only and does not
become a permanent feature of the national market. The Council will
revisit all remaining issues in the 2003 NCP assessment in the light of the
recommendations of, and governments’ responses to, the Energy Markets
Review.

While progress by New South Wales on its water reform agenda is slower
than expected, its efforts are generally satisfactory given the State's
extensive consultation processes on environmental issues and its many
stressed and overallocated river systems. A particular achievement is the
move to independent price regulation for large parts of the urban and
rural water industries. Urban two-part tariff reform for metropolitan
service providers and most nonmetropolitan urban providers should be
substantially complete by the time of the 2003 assessment. Water
allocations (including for the environment) for most stressed and over-
allocated systems will be in place in 10-year water sharing plans by
December 2002. New South Wales will adopt a register of water
allocations based on the land title register and run by Land and Property
Information NSW.

The State’s progress in adopting cost-reflective rural water pricing is
satisfactory, although apparently slower than that of other jurisdictions
because a date for achieving full cost recovery is not yet available.
Nonetheless, New South Wales is adopting a transparent and independent
process to ensure water prices reflect the costs of rural water supplies,
including environmental costs. This approach to addressing environmental
costs is more robust than in other jurisdictions. Assessment of progress is
made complicated, however, because some costs of supplying water appear
to be mixed with costs to the environment. The Council regards the
separation of these costs (partly a matter of institutional reform) as a key
next step in this area. The Council will assess progress in institutional
reform in relation to the Department of Land and Water Conservation and
State Water in 2003. The Council will reassess all aspects of cost-reflective
rural water pricing in 2004.

New South Wales has completed its national road transport reform
agenda.

New South Wales has a comprehensive legislation review program and
has completed almost 80 per cent of its reviews of significant existing
legislation. Reforms have been implemented for almost half of these
priority reviews. All proposals for new legislation are tested for compliance
with competition principles through a formal Cabinet Office process.

— New South Wales has made good progress applying NCP reforms to the
professions. New South Wales has completed review and reform
activity in relation to the regulation of doctors, chiropractors,
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osteopaths, physiotherapists, psychologists, security guards, motor
vehicle dealers, property agents and hawkers. Reviews have been
completed and reform activity appears to be on track in relation to the
regulation of lawyers, nurses, commercial agents, conveyancers,
employment agents, private inquiry agents, second-hand dealers,
driving instructors and other occupations.

New South Wales has retained restrictions that mean only registered
dentists can own dental practices and only registered optometrists can
own optometry practices. The Council considers that these restrictions
do not meet NCP obligations. It acknowledges that in both cases,
however, there is a process for granting exemptions to these
restrictions and that New South Wales has provided assurances that it
will not use the requirement to obtain an exemption to protect
incumbent business owners. The Council also has questions about
restrictions imposed by New South Wales on advertising by lawyers in
relation to personal injury services. The Council acknowledges this
issue is related to ongoing work on insurance, and the Government's
view that the restriction on legal advertising is necessary to ensure
public liability insurance premiums are affordable. The Council will
continue to monitor the impact of these restrictions and will consider
them further in 2003.

— New South Wales has completed a review of its planning legislation
and is progressing an extensive reform program. It has completed its
review and reform of building legislation, while its review and reform
activity relating to building trades and associated professional services
(architects, surveyors and valuers) is near completion. The Council will
finalise its assessment of the New South Wales Government’s
compliance with its NCP obligations in these areas in 2003.

— New South Wales has substantially reformed retail trading
arrangements. Shop trading hours are effectively deregulated via a
wide application of exemptions from the legislative restrictions. A
review of a public needs test for new liquor outlets is underway, and
assessment of review and reform progress in this area will be finalised
in 2003. New South Wales has no other significant regulatory
restrictions on retail trading.

— New South Wales did not include education legislation in its legislation
review program. It has advised the Council, however, that its education
legislation is subject to extensive alternative review processes that are
either underway or have been recently completed.

— The Council questions the strength of the public interest case provided
by New South Wales in support of racing industry legislation that
requires bets with licensed bookmakers to be a minimum of $200 and
that also imposes restrictions on advertising by licensed bookmakers.
The Council accepts, however, that the impact of the two restrictions is
likely to be limited.
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— The Council has identified some problems with New South Wales’
legislation review and reform performance in primary industries. The
Council does not consider that review and reform activity relating to
grain marketing arrangements meets NCP obligations. The Council
notes that New South Wales has legislated the removal of restrictions
on vesting powers in September 2005, but considers that the processes
involved and the delays in achieving these reforms are not consistent
with the interests of the community or producers. Similarly, the
Council considers that the New South Wales response to the review of
poultry meat marketing arrangements does not meet NCP obligations.
Review and reform activity for the rice industry has been prolonged,
although the Council accepts that, at the time of this assessment, the
Commonwealth has responsibility for progressing reform in this area.
On the other hand, reform of the dairy industry was a considerable
achievement, review and reform activity for agriculture-related
products appears to be progressing well, and review and reform of
regulations governing veterinary surgeons also appears to be on track.
The Council will finalise assessment of the application of NCP
principles to the fishing and forestry sectors in 2003.

— The review of taxi and hire car regulation in New South Wales made
recommendations that favour a phased approach to reform, recognising
the close relationship between taxi and hire car services. There is a
guestion about whether these recommendations constitute sufficient
reform in the community interest, because the recommendations, even
if fully implemented, may do little more than address future demand
for taxi services. In any case, New South Wales is yet to implement the
recommendations fully. It has agreed to re-examine taxi and hire car
regulation over 2002-03, and the Council will revisit this issue in the
2003 assessment.

New South Wales continues to meet its obligations under the Conduct
Code Agreement.

New South Wales implements its prices oversight obligations through the
Independent Pricing and Regulatory Tribunal (IPART) established in July
1996 as the successor to the New South Wales Government Pricing
Tribunal. IPART is empowered to determine maximum prices and/or
periodically review the pricing policies of declared government-owned
monopoly services. IPART also regulates gas and electricity tariffs and
third party access to networks in New South Wales, and advises the
Government regarding complaints that significant government businesses
are not applying competitive neutrality principles.

New South Wales is promoting competitive neutrality reform. It expects
all government businesses that undertake significant business activities
within the general Government sector to implement competitive neutrality
principles. Individual government businesses seeking exemptions from
implementing competitive neutrality requirements bear the onus of
demonstrating that the costs would exceed the benefits.
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New South Wales has corporatised many public trading enterprises and
applied a comprehensive Commercial Policy Framework designed to
mirror the disciplines faced by a private sector firm in a competitive
market. The commercial activities of general Government sector agencies
are required to adopt competitive neutrality pricing principles, unless a
net community benefit for doing otherwise can be demonstrated.

For the purposes of the 2002 assessment, New South Wales has not met NCP
obligations in relation to:

e an extension for five years of a derogation against the National Gas
Access Code;

e ownership restrictions in dental and optometrist regulation;
e vesting arrangements for grains;

e arrangements regulating the poultry meat industry;

e provisions affecting activity by bookmakers; and

e taxi and hire car regulation.

Further, in the area of water reform, New South Wales is in the process of
finalising 39 water sharing plans that will set water property right
entitlements and environmental allocations for the next 10 years. The
Council has obtained significant assurances from New South Wales regarding
implementation of the water sharing plans and will conduct a NCP
supplementary assessment before the end of 2002 to assess compliance of
these plans with CoAG commitments. The supplementary assessment may
have implications for NCP payments for New South Wales in 2002-03. In all
other areas, completed reform activity has met NCP obligations and New
South Wales has made substantial progress against the overall NCP reform
agenda.

In making its recommendations on competition payments, the Council has
taken account of the State’s considerable reform progress and successes, as a
reflection of a commitment to NCP reform, and the likely impact of reform
failures. Balanced against this progress, and given the Government’s
assurances on the significant areas of noncompliance, the Council considers
that the noncomplying matters identified in this assessment do not warrant
an adverse recommendation on payments for 2002-03 (noting the
supplementary water reform assessment above). The Council will consider
these areas of NCP noncompliance again in 2003, along with any further
reform failures and the State’s overall progress with reform implementation.
The Council notes that New South Wales faces a difficult challenge in
completing reform implementation for its legislation review and reform
program by 2003.
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Victoria

Victoria has been a leading state in NCP energy markets reform and, with
one exception, has met all obligations under the national electricity and
national gas reform agreements for the purposes of this assessment.

Victoria has now almost completed reform of its gas industry. It divided
the then state-owned gas transmission, distribution and retailing
activities into separate corporations, and privatised the three stapled gas
distribution/retail businesses. The former gas transmission corporation
became Transmission Pipelines Australia (and was privatised in 1999) and
the independent system operator VENCorp. Victoria has:

— implemented and applied the National Gas Access Code and associated
legislation;

— removed significant barriers to national free and fair trade in gas; and
— adopted uniform national pipeline construction standards.

Victoria deferred full retail contestability from 1 September 2001 to
1 October 2002. According to the Government, the deferral is the result of
delays in the development of systems and processes necessary to manage
customer transfers and metering data. Victoria stated that it amended its
timetable following consultation with all jurisdictions but without the
formal approval of all Ministers as required by NCP gas reform
agreements. The Council considers that Victoria has not fully met its
national gas reform obligations.

Victoria has taken all actions necessary to introduce the national
electricity market and has extended contestability down to the household
level, allowing customers to choose their electricity supplier. Victoria is
participating with other relevant governments in a review of energy
markets, to address outstanding issues identified by the Council in
previous assessments. These include the development of a truly national
grid, the implementation of full retail contestability and the sunsetting of
derogations to the National Electricity Code. Other reform issues include
streamlining national market institutional arrangements, improving the
wholesale market pricing mechanism and introducing effective demand
management mechanisms. The Council will revisit all of these outstanding
issues in the 2003 NCP assessment in the light of the recommendations of,
and governments’ responses to, the Energy Markets Review.

Victoria's approach to meeting community service obligation objectives by
providing rebates for regional customers faced with higher distribution
charges minimises adverse impacts on competition and provides a lead to
other governments in implementing policies to achieve social objectives
that are compatible with national electricity market objectives. Victoria's
approach to the regulation of retail prices, which recognises the need to
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provide ‘headroom’ in regulated prices to facilitate new entry, should
promote competition over time.

e Victoria has a strong record in property rights and most pricing aspects of
water reform. Key advances include the separation of bulk and retail
water suppliers in Melbourne, and the replacement of water charges based
on property valuations with two-part charges comprising a fixed fee per
property and a water usage-based charge. Victoria’'s water reforms have
delivered significant benefits, particularly to small businesses, with water
bills decreasing by as much as two-thirds after pricing based on property
value was replaced with consumption-based pricing. Victoria has
effectively implemented cost-reflective pricing in rural water supplies, has
had properly assigned property rights (separate from land title) in rural
water in place for some time and is progressively removing impediments
to trade in water rights. The Victorian Government has made progress in
defining the involvement of the Essential Services Commission in water
issues: key objectives include a financially viable water industry, and the
consideration of environmental and social obligations.

The Council is concerned, about Victoria’s approach to ensuring adequate
allocations of water for the environment, especially for stressed and
overallocated systems. Victoria has made progress on this issue for this
2002 assessment and is beginning to deliver significant outcomes for the
environment. The 2002-03 State Budget provided $10.6 million over three
years for the Victorian River Health Strategy. Victoria provided $15
million in a joint fund with South Australia to achieve an additional 30
gigalitres of environmental flow for the River Murray. It has budgeted $77
million for the Wimmera—Mallee pipeline to deliver environmental flows
for the Wimmera and Glenelg rivers, and $12.8 million to address the
health of the Gippsland Lakes. In addition, Victoria and the Council have
agreed to a set of measures that will ensure a better approach to
environmental allocations in the future.

¢ Victoria has completed its national road transport reform agenda.

¢ Victoria has a comprehensive legislation review program. It has completed
all of its reviews of significant existing legislation, and implemented
reforms for almost 60 per cent of these priority reviews. All proposals for
new legislation are tested for compliance with competition principles via
an NCP impact assessment. The Department of Treasury and Finance
advises the Cabinet on NCP issues and assists Victorian Government
agencies with NCP implementation.

— Victoria has made excellent progress in applying NCP reforms to the
professions, having made substantial progress early in the NCP
program. Early reforms in the health sector included the removal of
unnecessary restrictions on commercial operation (including
restrictions on advertising and ownership of practices). Reforms were
completed for chiropractors and osteopaths in 1996, optometrists and
chiropodists in 1997, and physiotherapists in 1998. Legal professional
regulation was the subject of new legislation that removed many
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barriers to competition, including the distinction between solicitors and
barristers, and the prohibition on non-lawyer conveyancers. Victoria
has since completed satisfactory review and reform activity in relation
to the regulation of dentists, doctors, nurses, psychologists, traditional
Chinese medicine practitioners, driving instructors, motor vehicle
dealers, second-hand dealers, employment agents and commercial
agents. Reviews have been completed and reform activity appears to be
on track in relation to the regulation of security guards, property
agents and private inquiry agents.

Victoria has satisfactorily completed review and reform of regulation of
electricians and refrigeration mechanics. Review and reform of its
planning and environmental legislation, building regulation, the
regulation of associated professional services (architects and surveyors)
and the regulation and other building trades appears to be progressing
well and will be assessed again in 2003.

One of Victoria’s notable achievements is the removal in 1996 of
restrictions on shop trading hours. This change has provided greater
flexibility to businesses and choice to consumers. There has also been
extensive change to liquor licensing regulations, with significant
streamlining of on-premises licensing requirements and the phasing
out of the limit on a single licence holder to a maximum of 8 per cent of
the total number of licences.

Victoria has also completed review and reform activity for education,
vocational training and child care services.

Victoria reviewed the Club Keno Act 1993 in 1997 but has not yet
announced its response. Victoria is to review its gambling legislation in
2003, which should provide an opportunity to address this matter.
Victoria will need to finalise its approach to this legislation by the 2003
NCP assessment to comply with its NCP obligations.

Victoria’s barley industry review and associated reform placed it at the
forefront of applying NCP principles to statutory marketing
arrangements. Together with South Australia, it reviewed
arrangements for barley marketing, finding no community benefit case
to support the requirement that growers sell their produce through a
statutory marketing authority. Following consultation with the
industry, the review process culminated in deregulation of the domestic
barley market in July 1999 and the export market in July 2001.
Victoria also played a leading role in the national reform of the dairy
industry. Review and reform activity for agriculture-related products
appears to be progressing well, while review and reform of the
regulation of veterinary surgeons also appears to be on track.

Victoria has subjected its fisheries regulation to NCP review. This
review made recommendations that are generally applicable to all
Victorian fisheries as well as recommendations for specific fisheries.
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The recommendations involve continuing work on fisheries matters,
which the Council will monitor in the 2003 NCP assessment.

— Victoria’s forestry policy statement released in February 2002 signals
the Government’'s intention to separate forest policy, regulatory and
commercial functions. The Government undertook to create VicForests
as an independent commercial entity applying competitive neutrality
principles, with sawlog prices set transparently using market
processes. The Council will review Victoria's progress in forestry in the
2003 NCP assessment.

— The review of taxi and hire car regulation in Victoria recommended
deregulation facilitated by the buy-out of existing licences. Instead,
Victoria is favouring a phased approach to reform, recognising the close
relationship between taxi and hire car services and considering that a
more gradual approach will help the taxi industry adjust to change.
Measures include the introduction of new peak-period licences,
progressive increases in the number of general licences and an
independent review of hire car regulation. Apart from the Northern
Territory, Victoria is the only jurisdiction which has as yet proposed a
substantial reform package. The Council questions whether Victoria’s
reforms are sufficient to address the community interest however, and
will revisit this issue in the 2003 NCP assessment. Victoria also has
restrictions on the licensing of tow truck operators, which it is
considering via the NCP program.

Victoria continues to meet its obligations under the Conduct Code
Agreement.

Victoria has actively promoted competitive neutrality reform for some
time. It has corporatised or commercialised many of its government
businesses and is ensuring the competitive neutrality elements are
addressed in pricing and regulation. Victoria requires competitive
neutrality principles to be applied to all government business activities
where the benefits are expected to exceed the costs. The State has a good
record in handling allegations that competitive neutrality principles are
not being appropriately applied. Its complaints-handling body, the
Competitive Neutrality Complaints Unit, has instituted processes to follow
up complaints already upheld, to assist the implementation of remedies.

For the purposes of the 2002 assessment, Victoria has met all of its NCP
obligations with two exceptions:

the review and appropriate reform of taxi and hire car regulation
(although Victoria has made a start with its 2002 reform package); and

the deferral of retail contestability in gas without all other governments’
formal approval.

These issues aside, Victoria has substantially completed the total NCP reform
agenda and its overall progress has been impressive.
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Following some initial concerns about the area of water reform, the Council is
now satisfied that the State’s river health strategy provides the tools for
Victoria to meet its water reform commitments in relation to environmental
reforms for stressed rivers. The Council has obtained significant assurances
from Victoria that key reforms will occur in this area by the time of the 2003
assessment. In 2003, the Council will assess Victoria’s application of the river
health strategy to a first round of five stressed river plans. To prepare for
that assessment, the Council will work with Victoria to ensure these plans
are developed in accordance with the proposed reform path.

The Council expects to be able to work with Victoria to resolve outstanding
reform issues in taxi and hire car regulation, and anticipates that the
Government will satisfactorily complete its remaining legislation review and
reform obligations by the 2003 assessment. The Council also expects to be
able to resolve the outstanding gas reform issue before the 2003 assessment.

In making its recommendations on competition payments, the Council has
taken account of Victoria's considerable reform progress and successes as a
reflection of a commitment to NCP reform, and the likely impact of reform
failures. While the Victorian Government is still to fully address its NCP
obligations relating to taxis and hire cars and to gas reform, the Council
considers this does not warrant an adverse recommendation on payments for
2002-03.

Queensland

¢ Queensland has made substantial progress with energy reform. With two
exceptions, Queensland has met all obligations under the national
electricity and national gas reform agreements for the purposes of this
2002 NCP assessment.

Queensland has:

implemented and applied the National Gas Access Code and associated
legislation;

removed significant barriers to national free and fair trade in gas;

— removed regulatory restrictions on the use of gas; and

adopted uniform national pipeline construction standards.

One outstanding issue is that Queensland deferred the introduction of full
gas retail contestability from 1 September 2001 to 1 January 2003 without
the consent of all governments, which is required by the NCP gas reform
agreements. Queensland sought the consent of each government to this
deferral and advised that all governments other than the Commonwealth
have approved the amendments to its full retail contestability timetable.
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The Council considers that Queensland has not fully met its national gas
reform obligations.

Queensland joined the national electricity market by bringing forward the
date for interconnection with New South Wales (via the
Powerlink/Transgrid interconnector) to January 2001. Queensland has
taken all other actions necessary to introduce the national market with
one significant exception in relation to the implementation of full retail
contestability. Queensland is participating with other relevant
governments in a review of energy markets, designed to address
outstanding issues identified by the Council in previous assessments.
These include the development of a truly national grid, the
implementation of full retail contestability and the sunsetting of
derogations to the National Electricity Code. Other reform issues include
streamlining national market institutional arrangements, improving the
wholesale market pricing mechanism and introducing effective demand
management mechanisms. The Council will revisit all of these outstanding
issues in the 2003 NCP assessment in the light of the recommendations of,
and governments’ responses to, the Energy Markets Review.

The electricity reform agreements include a firm commitment to allow all
customers the choice of electricity supplier. Following analysis by PA
Consulting and Queensland Treasury, Queensland has decided not to
implement full retail contestability, at least for now. After revising its
calculations following discussions with the Council, Queensland Treasury
estimates that the costs of implementation (for the five-year period
commencing 1 January 2003) will be $141 million, with estimated benefits
of $52 million.

The Council considers, however, that the Queensland Treasury’s estimate
of the benefits of full retail contestability is grossly understated,
principally because the final quantitative cost/benefit calculation does not
account for the dynamic benefits of full retail contestability. While the
Council accepts that it is difficult to estimate these benefits, it considers
that the value of the dynamic benefits would be greater than $89 million
over five years (which is difference between costs and benefits according to
the Treasury analysis). On this basis, the Council considers that the
Queensland Government has not demonstrated that the costs of
implementing full retail contestability outweigh the benefits. Accordingly,
the Council considers that Queensland has failed to satisfy its NCP
assessment obligation to implement full retail contestability. The Council
considers this failure to be serious: full retail contestability is an
important component NCP reform in the electricity sector. The Council
notes that Queensland will consider over the next six months whether to
extend contestability. The Council will address this issue for the final time
in the 2003 NCP assessment, taking into account Queensland’'s and other
governments’ responses to the Energy Markets Review.

e Queensland’s progress with water reform was slow early in the NCP
program. The Government has made rapid progress more recently,
however, and is on track with the CoAG timetable for reform. In some
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areas, such as implementing full cost recovery among smaller local
government water businesses, Queensland is ahead of other States.
Queensland has adopted independent price regulation for parts of the
urban water industries, although there are some gaps in coverage that
need to be addressed. Queensland has made good progress in cost recovery
in urban water and trade waste pricing. Urban two-part tariff reform is
being applied progressively and is likely to take several years. The
Townsville City Council, however, has not introduced two-part pricing.
Queensland is making good progress in adopting cost-reflective rural
water pricing.

Queensland has one stressed river system, the Condamine—Balonne Basin.
Progress in addressing the basin’s problems is extremely important and
overdue. Queensland has commissioned a six-month independent review
of the science of the Condamine—-Balonne region, focusing on
environmental allocations and salinity concerns, and has committed to
implementing the review’'s recommendations. Queensland generally has a
robust process for determining water allocations for its river systems. The
Council will further assess Queensland’'s progress on this matter in a
February 2003 NCP supplementary assessment. Queensland will adopt a
register of water allocations based on the land title register, and run by
the Land Titles Office.

Queensland has completed its national road transport reform agenda.

Queensland has a comprehensive legislation review program. It has so far
completed over 70 per cent of its reviews of significant existing legislation,
implemented reforms for almost 40 per cent of these priority reviews.
Before consideration by the Cabinet, all proposals for new (including
amending) legislation are tested for compliance with competition
principles through a formal public benefit test.

— Queensland has made good progress applying NCP reforms to the
professions. Following a general review of its health and medical
practitioner legislation, Queensland significantly reduced advertising
restrictions and removed many other restrictions on the conduct of
businesses supplying health professional services. Queensland’s
second-stage health practitioner reviews examined, among other
things, ownership controls on optometrists, certain restrictions on
dentists and core practice restrictions across professions.

Queensland is reviewing its legal practice regulations, including the
requirements for admission to the legal profession, required
qualifications for practice, ownership restrictions, the reservation of
practice (including conveyancing) and professional indemnity
insurance, and expects to have a Bill before the Parliament in 2002.

Queensland has completed satisfactory review and reform activity in
relation to the regulation of osteopaths, psychologists, commercial
agents, driving instructors, motor vehicle dealers, employment agents,
hairdressers and hawkers. It has completed reviews and implemented
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partial reforms in relation to the regulation of medical practitioners,
chiropractors, dentists, nurses, optometrists, podiatrists,
physiotherapists, lawyers, security guards, private inquiry agents,
second-hand dealers, property agents and auctioneers. It appears to be
on track with the implementation of outstanding reforms.

Queensland has retained, however, restrictions on the use of the titles
‘occupational therapist’ and ‘speech pathologist’. The Council considers
these title restrictions do not meet NCP obligations. Title restrictions
are unlikely to provide significant consumer protection benefits in
these two areas because most patients are referred via another health
professional or use the services of therapists employed in health
facilities such as hospitals, nursing homes, community health centres
and rehabilitation services. Several other jurisdictions do not require
occupational therapists to be registered and only Queensland requires
speech therapists to be registered. The Council accepts, however, that
the impact on competition of this restriction is likely to be insignificant.

— Queensland has satisfactorily completed the review and reform of its
planning and building legislation. Review and reform activity for
building and construction regulation, the regulation of associated
professional services (architects, surveyors and valuers) and the
regulation of associated building trades appears to be progressing well
and will be assessed again in 2003.

— Queensland has made significant progress on retail trading matters.
Restrictions on shop trading hours have been significantly relaxed in
the populous south-east Queensland region and other major
metropolitan regions. Remaining restrictions are subject to
applications (for further deregulation) to an independent assessment
process that takes into account NCP principles. In relation to liquor
licensing arrangements, Queensland’s specialist provider model requires
a seller of take-away liquor to hold a general (hotel) licence, which means
that operators of off-hotel outlets must conduct a primary hotel business.
Queensland is the only jurisdiction to impose this type of restriction on
operators of take-away liquor outlets. The Council considers that these
restrictions in their current form do not meet NCP obligations; in
particular, it is not clear that the restrictions are necessary to meet the
Government’'s objective of minimising harmful consumption of alcohol.
Queensland has no other significant regulatory restrictions on retail
trading.

— Queensland has satisfactorily completed NCP reforms in relation to
education and vocational training, and is making good progress in the
review and reform of the regulation of child care services.

— Queensland’'s NCP reform of its dairy and grains regulation is a
considerable achievement. Queensland met its dairy industry
obligations after repealing its vesting, price-setting and quota
provisions following the national agreement in 2000 to deregulate the
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industry. Queensland’s export monopoly on barley and wheat expired
on 30 June 2002.

— Queensland retained the single desk arrangements governing the
marketing of sugar, while removing some restrictions on cane supply
and milling. (The Commonwealth removed the tariff on imported raw
sugar in 1997). Developments internationally are likely to bring
pressures for further change in sugar industry arrangements.

— Queensland has completed a review of its fisheries regulation. This
provided a framework for subsequent reviews of individual fisheries.
The Council will review Queensland’'s progress in this area in 2003.
Also in 2003, the Council will further consider Queensland’s progress
in applying NCP principles to forestry in 2003.

— Queensland’s review of taxi and hire car regulation largely endorsed
existing arrangements, contrary to the conclusions of all other NCP
reviews. The Council does not accept that Queensland’s review made a
robust case for the retention of these arrangements, and regards the
State as not having met its NCP obligations in this area. Queensland
has agreed to re-examine taxi and hire car regulation over the current
2002-03 in the light of experience elsewhere in Australia, and the
Council will revisit this issue in the 2003 NCP assessment.

Queensland continues to meet its obligations under the Conduct Code
Agreement.

Queensland was one of the first jurisdictions to establish a competitive
neutrality complaints mechanism. The Queensland Competition
Authority, a body independent of the government, administers the
mechanism, which became operational in 1997. The authority receives and
investigates complaints from competitors of publicly owned businesses
that are gazetted as significant business activities, where those complaints
relate to a government businesses’ payments of taxes or application of tax
equivalent systems, debt guarantee fees and regulatory neutrality issues.
The Premier and Treasurer, in consultation with the portfolio Minister,
deal with complaints about other matters and may ask the authority to
investigate these complaints. The authority also provides prices oversight
of Queensland Government monopoly businesses and is the State
regulator for third party access arrangements.

Queensland has achieved good progress in working with local governments
to develop and apply appropriate NCP reforms. Local governments have a
more extensive business role in Queensland than in other jurisdictions.
Queensland has recognised this by setting aside a proportion of its
competition payments for local governments that successfully implement
NCP obligations, including competitive neutrality.

Queensland has reviewed the Local Government Act 1993, the City of
Brisbane Act 1924, and all local government laws. Competitive neutrality
reforms are also being implemented by local governments, with the initial
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focus on the large businesses operated by the 18 largest local
governments. Competitive neutrality reforms are now almost completed
for these businesses, and the focus of Queensland’s competitive neutrality
reforms at the local government level has moved to smaller businesses.
The overall current status of local governments’ competitive neutrality
implementation is that:

— eight of the large ‘type 1' businesses run by local governments have
been commercialised and have implemented full cost pricing;

— 13 of the 21 medium-size ‘type 2’ businesses have implemented all of
the elements of full cost pricing; and

— 50 of the 149 small ‘type 3’ businesses have applied all elements of full
cost pricing.

For this 2002 NCP assessment, Queensland has yet to satisfy the Council
that it has met NCP obligations in relation to:

e the application of two-part tariffs for urban water supplies in Townsville;

e the requirement to address the stressed condition of the Condamine—
Balonne river system;

o the deferral of retail contestability in gas without all other governments’
formal approval,

o full retail contestability in electricity;

e registration requirements for occupational therapists and speech
therapists;

e liquor licensing arrangements that require the operator of a take-away
outlet to hold a hotel licence and operate a hotel; and

e taxi and hire car regulation.

In all other areas, completed reform activity has met NCP obligations and
Queensland has made significant progress against the total NCP reform
agenda.

In making its recommendations on competition payments, the Council has
taken account of Queensland'’s considerable reform progress and successes as
a reflection of its commitment to NCP reform, and the likely impact of reform
failures. The Council recommends retaining the ongoing payment reduction of
$270 000 imposed in the 2001 NCP assessment (for Townsville City Council’s
failure to satisfy the NCP requirements in respect of two-part water pricing
reform). Queensland has referred a second cost-effectiveness study
commissioned by Townsville City Council to the Queensland Competition
Authority. This study suggests that there is no net benefit from introducing
two-part pricing in Townsville. If the authority finds that this second review
Is robust, then the Council will recommend that the payment reduction be
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immediately lifted. If the authority finds that the review is not robust, then
the payment reduction should continue.

In relation to the outstanding requirement to address the stressed condition
of the Condamine—Balonne river system, the Council will further examine
Queensland’s progress (including the conduct of the Cullen review and
implementation of recommendations) in a February 2003 supplementary NCP
assessment. This supplementary assessment may have implications for
2002-03 NCP payments.

The Council considered Queensland’s position on retail contestability in
electricity and the implications for payments recommendations at some
length. The Council regards Queensland’s position as, first, inconsistent with
reform obligations and the approach adopted by other national market
participant governments and, second, as a serious reform failure with
significant adverse implications for all participant governments. The Council
considers that this reform failure warrants a substantial reduction in
competition payments, to apply until Queensland introduces full
contestability. The Council notes, however, Queensland’s continuing work to
assess the implications of further reductions to the threshold for
contestability. The Council also notes that there is an opportunity for all
governments to amend the electricity reform agreements before the 2003
NCP assessment. Governments may choose to do this to relieve Queensland
of obligations under the electricity agreements, having regard to
Queensland’'s view that a net benefit has not been established for the
introduction of full retail contestability. Accordingly, the Council makes no
recommendation on payments on this issue in this assessment. In the absence
of any agreement by governments relieving Queensland of its contestability
obligations, the Council will assess Queensland (along with other relevant
governments) on this issue for a final time in 2003 and will recommend on
payments at that time, as appropriate.

Given the Queensland Government's assurances on the other significant
areas of noncompliance, the Council does not consider that a further adverse
recommendation on payments for 2002-03 is warranted. The Council will
reassess Queensland’s remaining areas of noncompliance again in 2003, along
with any further reform failures and the State’s overall progress with reform
implementation. The Council notes that Queensland faces a substantial task
in completing appropriate reform implementation for its legislation review
and reform program by 2003.

Western Australia

e Western Australia has made good progress with gas reform, but has
achieved little in electricity reform. The State has met all obligations
under the national gas reform agreements for the purposes of this
assessment. It has:
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— implemented and applied the National Gas Access Code and associated
legislation;

— removed significant barriers to national free and fair trade in gas;
— removed regulatory restrictions on the use of gas;
— adopted uniform national pipeline construction standards; and

— removed legislative barriers preventing contestability down to the
household level, establishing a framework to allow customers to choose
their gas supplier.

Western Australia is not a participant in the national electricity market
and does not have specific obligations under the NCP electricity reform
agreements. Nonetheless, some reform obligations in electricity arise from
the general NCP agreements. The current Western Australian
Government is committed to addressing longstanding reform issues in the
electricity industry and implementing a reform program through the
application of general NCP principles.

While Western Australia has implemented a third party access regime for
the transmission and distribution network of its electricity corporation,
Western Power, the Council recently considered this regime and concluded
that it was not effective against the principles of clause 6 of the CPA. The
regime has had little pro-competitive impact. Western Australia is
conducting a comprehensive review of the structure of Western Power,
consistent with the CPA clause 4 framework. Appropriate reform in
response to this review will constitute one of Western Australia’s most
important NCP reforms. The Council will assess Western Australia’s
progress in electricity reform again in 2003.

e Western Australia is making good progress with its water reform
obligations and has demonstrated a strong commitment to the reform
process. Institutional reform has been progressed, with the adoption of
independent price regulation for large parts of the urban and rural water
industries. Western Australia has made good progress in cost recovery in
urban and rural water pricing. It has no stressed river systems and
continues to make good progress against the 2005 deadline for
appropriately assigning water allocations (including environmental
allocations). The State has been deficient, however, in failing to implement
the intergovernmental National Water Quality Management Strategy.
The Council has agreed on a remedial program with Western Australia,
which will formally report to the Council on progress at the end of
December 2002 and March 2003. The Council will closely monitor
implementation of the program and reassess progress in the 2003 NCP
assessment.

e Western Australia still has seven elements of the 1999 and 2001 NCP road
transport reforms programs to fully implement. It expects to implement
most of these by October 2002, although processes to enable nationally
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consistent heavy vehicle registration are not expected to be in place until
mid-2003. Legislation providing for this registration process was before
the Parliament when the Parliament was prorogued for the 2001 State
election, so it must be reintroduced.

Western Australia has a comprehensive legislation review program. It has
so far completed almost 80 per cent of its reviews of significant existing
legislation, but implemented reforms for less than 20 per cent of these
priority reviews. All proposals for new legislation are tested for compliance
with competition principles through a process managed by the
Department of Treasury and Finance. The department liaises with
agencies developing new legislation with the potential to restrict
competition, to ensure the legislation is reviewed. Further, the department
can present its advice directly to the Cabinet if it considers competition
issues are not appropriately addressed.

— Western Australia is continuing to progress NCP reforms to the
regulation of the health professions. Following the State’s health
practitioner legislation review, the Government released a policy
framework for its new health practitioner legislation. When
implemented, this framework will remove significant restrictions on
advertising, business structure and business ownership. The
Government has approved the drafting of template legislation.

Western Australia is retaining existing practice protections for health
professions for three years from June 2001, while it conducts a review
to identify core practices that warrant restriction. The Council accepts
that the core practices model is a significant reform, requiring
extensive consultation, and that potential public safety risks justify
retaining the current provisions for the three-year period nominated by
Western Australia. The Government is also retaining restrictions on
the use of the ‘occupational therapist’ title. The Council considers that
this restriction does not meet NCP obligations. Western Australia has
undertaken to consider its approach to regulating occupational
therapists via the core practice review process. In 2003, the Council
will consider Western Australia’'s progress with its core practices
review to ensure it remains on track for completion by June 2004.

Western Australia has made good progress applying NCP reforms to
other professions and occupations. It is drafting legislation to remove
restrictions on legal practice business structures and will consider
other reforms when its review of legal practice (currently close to
completion) is finished. Reviews have been completed and reform
activity appears to be on track in relation to the regulation of inquiry
and security agents, motor vehicle dealers, pawnbrokers and second-
hand dealers, auctioneers, settlement agents and participants in the
boxing industry. Reviews are close to completion for employment
agents, hairdressers and real estate agents. Western Australia is still
to review the regulation of driving instructors. In 2003, the Council will
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finalise the assessment of compliance in those areas where review and
reform activity is not complete.

— Western Australia has consolidated and reviewed its town planning
legislation. Review and reform activity for the regulation of associated
professional services (architects, surveyors and valuers) appears to be
progressing well. Similarly, reviews of legislation regulating the
building and related trades are either complete or close to completion.
Western Australia has also made progress in reviewing and reforming
education and vocational training legislation. The Council will finalise
its assessment of Western Australia’s compliance with its NCP
obligations in these areas in 2003.

— Western Australia has significant remaining restrictions on
competition in relation to retail trading hours and liquor licensing.
Trading hours are restricted on week days, and Sunday trading by
large retailers is prohibited outside tourist precincts. Western
Australia’s review process, which commenced in 1999, has been drawn
out and the Government is still to consider the review report. The
Western Australian Government has acknowledged that there is some
support in the community for removing trading hours restrictions and
a case for reform. It has undertaken to implement reforms during
2002-03. No details of these reforms are yet available; the Government
is to examine these via a Ministerial task force. Western Australia’s
liquor licensing legislation contains a needs test, whereby the licensing
authority can reject a licence application because there are already
sufficient existing liquor outlets in the affected area. The legislation
also distinguishes between hotels and liquor stores, with only hotels
able to trade on Sundays. Western Australia’s review of liquor licensing
legislation is complete and its recommendations appear to address
NCP concerns. The Government has not yet announced its response to
the review recommendations, but has recognised the need for reform
and will review liquor licensing arrangements during 2002-03.

— Western Australia’s petroleum pricing legislation requires that retail
petrol prices be fixed for at least 24 hours, and that a minimum
wholesale price be set for motor fuels. These restrictions are intended
to encourage stability and transparency in pricing. Monitoring of petrol
prices by the ACCC suggests, however, that the Act has no consistent
effect on prices and that prices may even be higher in Perth than in
some other capitals. The Council will reassess Western Australia’s
compliance with NCP principles in each of these areas in 2003.

— Western Australia still has some way to go to meet legislation review
and reform obligations in most areas of primary industry. The Grain
Marketing Act 1975 provides an export monopoly in the marketing of
coarse grain. The Government, while committing to deregulation of the
monopoly, will do so only when the Commonwealth removes the
Australian Wheat Board monopoly. Western Australia has agreed to
establish arrangements such that, until deregulation, the monopoly
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(held by the Grain Pool of Western Australia) will operate only in
export markets where there is genuine market power attributable to
the single desk.

Western Australia’s 1996 review of the Chicken Meat Industry Act 1977
recommended that growers be able to opt out of industry-wide
negotiations on supply fees and that controls on entry to the processing
and growing sectors be removed. The Government expects to introduce
legislation to implement the recommendations of its review later in
2002. Review and reform activity in relation to potato supply and
marketing is similarly drawn out, with Western Australia recently
recommencing its consideration of this issue.

The State is the only jurisdiction to retain egg marketing regulation,
but is considering options for removing this regulation. Western
Australia also recently restarted a review of bulk handling
arrangements, focusing on the anticompetitive effects of restrictions on
how Cooperative Bulk Handling Limited prices its services. The State’s
review and reform of the regulation of veterinary surgeons appears to
be on track, and Western Australia reformed its dairy regulation
following the national decision to deregulate the industry.

Western Australia has completed reviews of the two major Acts
regulating its fisheries and has released its review reports. The more
significant questions arising from these reviews relate to the western
rock lobster and pearl fisheries. The Government expects to have
implemented pro-competitive reforms in the rock lobster fishery by the
start of the 2003 season. The review of this fishery also signalled
potential benefits from introducing an output-based management
regime. In relation to the pearl fishery, the Government accepted most
of the recommendations of its NCP review, but not proposals to remove
limits on hatchery quotas and to auction wildstock quotas. The
Government indicated that it would revisit these matters in 2005 when
the current hatchery policy expires. The Council will consider these
issues in the 2003 NCP assessment. The Council will also consider
Western Australia’s progress on forestry at this time, noting that the
Government is currently considering a consultant’s review of the
application of competitive neutrality principles to native forest timber
operations.

Western Australia has completed a review of its Taxi Act 1994, and
subsequently has implemented limited reform. It allows (virtually) free
entry to the hire car industry, although it imposes several other
regulatory restrictions that constrain the ability of hire cars to compete
with taxis. The Government released 60 new taxi licences in 2000, but
appears to have made no further attempt to release licences. It is now
proposing an industry forum to evaluate the community benefit from
further relaxation of supply restrictions. The Council considers that
this process may lead the interests of the industry to subsume the
overall community interest. Given the reform outcomes to date, the
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Council does not consider that Western Australia has complied with its
NCP obligations relating to the taxi and hire car industry. Western
Australia provided some assurances during the 2002 NCP assessment
that it wants to progress reform, including improving driver
remuneration and career opportunities. The Council will reassess
Western Australia’s progress in the 2003 NCP assessment.

Western Australia continues to meet its obligations under the Conduct
Code Agreement.

The Government has committed to the establishment of an independent
economic regulator with jurisdiction over the electricity, gas, rail and
water industries. The proposed Economic Regulation Authority is expected
to be operational by 1 January 2003. It will be responsible for access
regulation and have independent advisory functions in relation to any
retail pricing and inquiry functions determined by the Government. The
authority will also be responsible for issuing and enforcing industry
licences.

Western Australia is applying its competitive neutrality obligations by
corporatising or commercialising its significant businesses, which includes
a requirement to apply competitive neutrality principles. Western Power
and the Water Corporation are corporatised. Other large businesses are
commercialised or proposed for commercialisation. Port authorities, for
example, were commercialised under the Port Authorities Act 1999.
Western Australia’'s competitive neutrality complaints mechanism
received no substantive complaints during 2001. Western Australia does
not, however, apply competitive neutrality principles to its health business
activities. The Council has raised this with the State's competitive
neutrality complaints secretariat and will consider the coverage of
competitive neutrality application in the State in the 2003 NCP
assessment.

Western Australia’'s local governments have conducted an extensive
program of business reviews to assess whether the introduction of
competitive neutrality principles is warranted. Competitive neutrality
principles have been introduced in many businesses as a result. Western
Australia recently focused on extending competitive neutrality to smaller
government agencies, conducting 23 competitive neutrality reviews of
significant business activities.

For the purposes of the 2002 assessment, Western Australia has not met NCP
obligations in relation to:

water quality issues and the adoption of the intergovernmental National
Water Quality Management Strategy;

the regulation of retail trading hours;

liquor licensing arrangements;
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e arrangements relating to egg marketing;

e supply management and marketing arrangements relating to potatoes;
e registration requirements for occupational therapists; and

e taxi and hire car regulation.

In all other areas, completed reform activity has met NCP obligations,
although barely so in relation to overall progress on the legislation review and
reform program.

The Council has had constructive discussions with the Western Australian
Government and has been able to resolve an appropriate process for
addressing the national water quality reform obligations. Western Australia
will report to the Council on progress at the end of December 2002 and March
2003. This matter may have implications for Western Australia's NCP
payments for 2002-03.

Discussions between the Council and the Western Australian Government on
the other outstanding issues are continuing. Consequently, the Council has
been unable to finalise its 2002 NCP assessment and make recommendations
on NCP payments to Western Australia for 2002-03. The Council will finalise
its assessment and make payments recommendations when discussions on
outstanding issues are concluded. The Council will recommend that NCP
payments be paid in full for the 2002-03 financial year if these outstanding
issues are resolved (noting the water quality matter above).

In 2003, the Council will again assess Western Australia’s remaining areas of
noncompliance with NCP principles, along with any further reform failures
and the State’s overall progress with reform implementation. The Council
notes that Western Australia faces a severe challenge in completing reform
implementation for its legislation review and reform program by 2003, and
will need to devote more resources to this effort over the next 12 months.

South Australia

e South Australia has met all obligations under the national electricity and
gas reform agreements for the purposes of this assessment.

South Australia was lead legislator for the national gas code legislation,
setting up derogations and transitional arrangements consistent with the
gas agreements. It has completed its structural reform commitments and
reviewed legislation that restricts intra-field competition in the Cooper
Basin, in accordance with the gas agreements and the CPA, and
implemented appropriate reforms. South Australia has:

— implemented and applied the National Gas Access Code and associated
legislation;
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— removed significant barriers to national free and fair trade in gas;
— removed regulatory restrictions on the use of gas;
— adopted uniform national pipeline construction standards; and

— removed legislative barriers preventing contestability down to the
household level, establishing a framework to allow customers to choose
their gas supplier.

South Australia has introduced significant reform to its electricity
industry. Structural arrangements have been comprehensively reviewed.
South Australia has established an independent regulator responsible for
pricing, licensing and network access. It has taken all actions necessary to
introduce the national electricity market and will extend contestability
down to the household level in early 2003, allowing customers to choose
their electricity supplier. South Australia is participating with other
relevant governments in a review of energy markets, to address
outstanding issues identified by the Council in previous assessments.
These include the development of a truly national grid, the
implementation of full retail contestability and the sunsetting of
derogations to the National Electricity Code. Other reform issues include
streamlining national market institutional arrangements, improving the
wholesale market pricing mechanism and introducing effective demand
management mechanisms.

The Council notes that all necessary South Australian regulatory
approvals for the South Australia New South Wales Interconnect (SNI)
have been granted, but remains concerned about the apparent overlap
between the national electricity market and South Australia’s regulatory
processes for new interconnects. The Council will revisit these outstanding
issues in 2003, in the light of the recommendations of, and governments’
responses to, the Energy Markets Review.

e South Australia has achieved significant progress with implementing
water reform. It has developed a comprehensive allocation system that
provides for environmental needs (including those of the River Murray)
and involves significant community involvement. South Australia
continues to progress implementation of consumption-based pricing
reforms for the commercial sector and trade waste charging reforms. The
Council has identified two issues of concern in this assessment, however.
First, South Australia’s dividend policy may not be consistent with CoAG
commitments because dividend distributions from SA Water to the
Government exceed total after-tax profits. The Council will reassess this
issue in 2003 after a broad review of the dividend policies of all
jurisdictions has taken place. Second, South Australia has not
implemented the intergovernmental National Water Quality Management
Strategy. The Council has agreed with South Australia on a final
timetable to implement the national strategy. The Council will reassess
this issue in 2003.
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South Australia has completed its national road transport reform agenda.

South Australia has a comprehensive legislation review program. It has so
far completed almost 80 per cent of its reviews of significant existing
legislation, and implemented reforms for almost 40 per cent of these
priority reviews. All agencies considering new legislation or amendments
to existing legislation must consider restrictions on competition,
demonstrate in Cabinet submissions seeking approval to draft legislation
that competition issues have been considered, and address competition
issues in the second reading speech of Bills to Parliament.

South Australia has made good progress with reviewing laws
regulating the professions and occupations. Reviews are complete in
most cases, although in some cases reform implementation was not
concluded because legislation lapsed with the calling of the 2002 State
election.

South Australia has completed reviews of a range of health practitioner
legislation, including legislation regulating chiropractors and
osteopaths, medical practitioners, nurses, physiotherapists, dentists,
optometrists and opticians, chiropodists, psychologists and
occupational therapists. It has implemented satisfactory reforms to
legislation regulating nurses. Replacement medical practitioner
legislation lapsed with the calling of the 2002 State election. In other
cases, the Government is drafting legislation, or still considering its
response to review recommendations.

South Australia has retained ownership and related restrictions for
dentists contrary to the recommendation of its review. The Council
considers that these restrictions do not meet NCP principles. It
acknowledges, however, that the legislation contains mechanisms for
granting exemptions to the ownership restrictions, which may reduce
their adverse impacts. The Council will monitor the exemptions process
and finalise its assessment in 2003. South Australia has also indicated
that it will retain registration requirements for occupational
therapists, but has not provided a convincing public interest rationale
for registration. The Council considers that South Australia’s action in
this area does not meet NCP principles, but accepts that the cost of this
restriction on competition is not likely to be significant.

South Australia’s review of legal practitioner regulation recommended
opening further areas of legal work to competition. The work in this
area lapsed with the calling of the State election; nevertheless, the
national model laws process provides a means of addressing several of
the recommendations of South Australia’s review. A Bill to remove
ownership restrictions on conveyancers also lapsed with the calling of
the election. South Australia has completed or significantly progressed
reviews of the regulation of security and investigation agents, tow
truck operators, driving instructors, second-hand motor vehicle dealers,
second-hand dealers and pawn brokers, auctioneers and employment
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agents. Reform of the regulation of land agents and hairdressers has
been implemented.

— South Australia has reviewed its land use and development regulation,
and the regulation of related occupations. It has also completed a
review of its building regulation, and has completed (or is close to
completing) reviews of the regulation of related trades, including
building contractors, plumbers and gas fitters, and electricians.

— South Australia has not met its legislation review and reform
obligations in relation to the regulation of barley marketing. South
Australia and Victoria jointly reviewed barley marketing arrangements
in 1997. Both governments accepted the review recommendations to
remove restrictions on domestic marketing and to retain the export
monopoly for the shortest possible time. Unlike Victoria, which has
now deregulated both domestic and export marketing, South Australia
legislated to extend the marketing monopoly indefinitely, with a
further review of the export monopoly to be conducted by November
2002. South Australian growers therefore have fewer options for the
sale of their crop, and alternative export marketers are unable to offer
their services to the State’s growers. Further, evidence suggests that
prices achieved by growers in Victoria, where marketing is deregulated,
may be higher than those received by South Australian growers,
perhaps reflecting the greater freedom of Victorian growers to respond
to market demands. South Australia has not produced credible public
interest evidence to support its decision to extend the monopoly. The
Government has, however, undertaken that the review due by
November 2002 will be open, independent and robust, with terms of
reference that reflect competition principles. The Council regards this
issue as a significant competition question and will reassess South
Australia’s progress in meeting its NCP obligations in the 2003 NCP
assessment.

South Australia is making progress on its NCP obligations in several
other areas of primary industry, however. Its reform of its dairy
industry, following the national decision to deregulate the industry,
was a considerable achievement. The State’s review of the regulation of
veterinary surgeons is complete, although no decision on the review
recommendations has been announced. South Australia repealed its
regulation of bulk grain handling (which imposed a sole right to receive
and deliver grain, and an obligation to charge uniform prices) in 1998.
The State’'s poultry meat regulation, while not yet repealed in
accordance with the recommendation of the review of the legislation,
does not shelter collective bargaining action from challenge under the
Trade Practices Act and therefore is not operational. South Australia
recently released for consultation draft replacement legislation, which
will need to be assessed under the State’s gatekeeping process. South
Australia is also reviewing its principal fisheries legislation. The
Council will look for South Australia to have completed review and
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reform activity in these areas consistent with NCP principles by the
time of the 2003 NCP assessment.

South Australia has considerable restrictions on retail activity,
including trading hours, liquor licensing and the licensing of petrol
retail outlets. Trading hours regulation imposes significant restrictions
on opening times for shops outside the central business and the Glenelg
Tourism Precinct. It exempts certain types and sizes of shop from the
restrictions, leading traders to devote considerable effort to finding
ways in which to circumvent the restrictions on trading times. There
are differences in the times that different types of shops selling similar
products are able to open. Consumers are prevented from shopping at
times that are convenient to them. At the time of printing of this
report, the South Australian Government released a media statement
outlining limited changes to its trading hours regime. The
Government’'s proposal appears to recognise the need to address the
current complex system of exemptions, but the Council has as yet no
detail of what South Australia is proposing in this area. The Council is
looking for South Australia to further develop its proposals for
reforming trading hours arrangements to address its NCP obligations
in this area.

The State’s liquor licensing arrangements contain a needs test,
whereby the licensing authority can reject a licence application because
there are already sufficient existing liquor outlets in the affected area.
South Australia undertook in the 1999 NCP assessment to reconsider
this provision during 2000-01. While this review had not been
conducted by June 2002, the Government has advised the Council that
it aims to complete the review and reform of licensing legislation by
June 2003.

South Australia’s petrol retail licensing arrangements allow the
Government to withhold new licences if the new licence holder would
provide unfair and unreasonable competition to sellers in the area
surrounding the new outlet. A review of this legislation has been
completed but is yet to be considered by the Government. The Council
will consider South Australia’s compliance with NCP principles in each
of these areas in 2003.

Although South Australia’s taxi licensing legislation contains a
discretion enabling the Minister to release new licences, there has been
no release of new licences since 1 January 1999. The Council considers
that the mere existence of the legislative discretion is insufficient for
compliance with CPA clause 5 obligations. In discussions with the
Council, the South Australian Government has undertaken to examine
possible mechanisms for addressing restrictions on the availability of
taxis. Until the 2003 NCP assessment, the Council will pursue
discussions with South Australia on arrangements for improving the
supply of taxis.
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e South Australia continues to meet its obligations under the Conduct Code
Agreement.

e South Australia applies competitive neutrality principles to all significant
Government business activities, identifying significant businesses on the
basis of their size and influence in the relative market(s). Businesses are
categorised to facilitate the application of competitive neutrality
principles. Even businesses that are not categorised are still subject to
investigation if there is a complaint that they are not appropriately
applying competitive neutrality principles. South Australia recently
completed an interdepartmental review of its competitive neutrality
policy. In July 2002, the Government approved a revised policy statement.
South Australia refers competitive neutrality complaints to its
Competition Commissioner for investigation. Five written complaints
about State Government business activities were received in 2001,
although only one was assessed as a competitive neutrality issue. There
were no complaints about local government business activities.

For the purposes of the 2002 NCP assessment, South Australia has not met
NCP obligations in relation to:

the regulation of retail trading hours;

e liquor licensing arrangements;

¢ Dbarley marketing arrangements;

e ownership restrictions for dental practices;

e registration requirements for occupational therapists;

e water quality and implementation of the National Water Quality
Management Strategy; and

e taxi and hire car regulation.

In all other areas, completed reform activity has met NCP obligations, and
South Australia has made significant progress against its total NCP reform
agenda.

The Council has had constructive discussions with the South Australian
Government and has been able to resolve appropriate processes for
addressing the outstanding water reform, liquor licensing and barley
marketing issues. The Council will monitor the impact of restrictions on
dental practices and occupational therapists. It also anticipates further
reform activity in relation to taxi and hire car regulation over the next 12
months.

In discussions with the Council about the reform of retail trading hours
restrictions, the South Australian Government undertook to revisit previous
review evidence and to explore options for change. South Australia has
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proposed some limited reforms but is still to explain in detail how it proposes
to address anomalies in its trading hours arrangements. Consequently, the
Council has been unable to finalise its 2002 NCP assessment and make
recommendations on NCP payments for 2002-03. The Council will finalise its
assessment and make payments recommendations for 2002-03 when South
Australia provides more detail on its approach to retail trading hours reform.
The Council will recommend that competition payments be paid in full for the
2002-03 financial year once it its satisfied that this issue is resolved
consistent with NCP principles.

In 2003, the Council will reassess these areas of noncompliance, along with
any further reform failures and South Australia’s overall progress with
reform implementation. The Council notes that South Australia faces a
substantial challenge in completing reform implementation for its legislation
review and reform program by 2003.

Tasmania

e Tasmania initially had limited NCP reform obligations in relation to the
energy markets. As a party to the national electricity market agreements,
Tasmania has obligations in relation to connection to the national market,
but these do not acquire full effect until physical interconnection with the
mainland is established. Similarly, Tasmania’s obligations under the
national gas agreements have been triggered by the development of its gas
industry. Tasmania has met all of its new obligations for this 2002 NCP
assessment.

Tasmania has:

— implemented and applied the National Gas Access Code and associated
legislation. (It has not yet sought certification of this legislation as
required by the agreements, but this application is imminent);

— removed significant barriers to national free and fair trade in gas;
— removed regulatory restrictions on the use of gas; and
— adopted uniform national pipeline construction standards.

Tasmania has made a commitment to join the national electricity market
through the construction of the Basslink interconnector. In preparation for
meeting obligations that arise following interconnection, Tasmania has
enacted the National Electricity Law and reviewed and reformed
structural arrangements for electricity utilities. Tasmania has also
enacted the Tasmanian Electricity Code for third party access to
transmission and distribution services which is consistent with how the
National Electricity Code provides for the access regime in the national
electricity market.
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Tasmania experienced some delays in implementing its water reform
obligations in the earlier years of the NCP program. It has since made
some progress on implementing two-part tariffs, but the Council has
several concerns about aspects of the State’s approach in the area of urban
full cost recovery. Tasmania has not provided sufficient information for
the Council to make a full assessment of urban full cost recovery.

Tasmania has a legislated framework for water allocations and trading,
and has achieved progress in implementing:

— effective water catchment management strategies; and
— bulk water pricing.

The Council has some concerns regarding the State’s processes for
determining environmental allocations and the inappropriate use of socio-
economic studies to delay those allocations. These problems are evident in
the draft Great Forester water management plan, which was the first plan
developed in Tasmania. Given the precedent value of this plan and the
Council’'s concerns with the current draft, the Council will reassess all
final plans in 2003.

Tasmania has completed its national road transport reform agenda.

Tasmania has a comprehensive legislation review program. It has so far
completed around 90 per cent of its reviews of significant existing
legislation, and implemented reforms for almost half of these priority
reviews. Tasmania’'s legislation gatekeeping process assesses all new
legislative proposals, including against competition principles.

— Tasmania has made good progress in reviewing and reforming laws
governing professions and occupations. It has reviewed and reformed
legislation governing several health professions, including
chiropractors and osteopaths, dentists, nurses, physiotherapists,
podiatrists, psychologists and radiographers. Tasmania's health
practitioner legislation reforms have removed advertising restrictions,
ownership restrictions and, in some cases, practice reservations. The
Government has reviewed its Medical Practitioners Registration Act
1996, in which restrictions on ownership of practices are a key
competition issue. The Government is yet to consider the review
recommendations. Tasmania is finalising its review of optometry
regulation, where again the key issues are restrictions on ownership
and advertising.

Tasmania has completed satisfactory reviews and reforms of legislation
governing commercial and inquiry agents, security providers, driving
instructors, pawnbrokers and second-hand dealers, and hairdressers.
The Government is proposing to replace legislation governing
auctioneers and real estate agents later in 2002. Tasmania has also
reviewed its legal practitioner legislation and the Government will soon
consider a reform proposal in relation to conveyancing.
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— Although Tasmania’s taxi and hire car legislation allows the Transport
Commission to issue additional taxi licences, there has been no issue of
new licences in urban areas since 1995. Unlimited numbers of hire car
licences are available at a fee of $5000 although hire cars are restricted
to pre-booked work. The Government is still to respond to the
recommendation of the State’'s taxi review group to eliminate the
Transport Commission’s discretion over the issue of new licences,
replacing it with a provision requiring the annual auction of new
licences. In addition, the Council is not convinced that the formula
governing the release of taxi licences will reduce the existing scarcity of
licences. Given these circumstances, Tasmania cannot be considered to
have met NCP obligations relating to taxis and hire cars. Tasmania has
undertaken, however, to progress taxi licensing reform during 2002-03,
and the Council will consider this matter again in 2003.

— Following two NCP reviews of retail trading hours arrangements, both
of which found that restricting trading hours is not in the public
interest, the Tasmanian Government legislated to allow unrestricted
trading except on Easter Friday, Christmas Day and the morning of
Anzac Day. As Victoria did when introducing its trading hours changes,
Tasmania is allowing local governments to conduct a vote on whether
to retain restrictions within their area. The changes to Tasmania’'s
trading hours will operate from 1 December 2002.

Tasmania’s review of liquor licensing had not reported by June 2002.
The review is considering the two major restrictions: the requirement
that nonhotel outlets sell liquor in quantities of at least nine litres and
the prohibition on the sale of liquor by supermarkets. Tasmania has
therefore not complied with NCP principles in relation to liquor
licensing. The Tasmanian Government assured the Council during this
2002 assessment that it is committed to examining liquor licensing
issues consistent with the public interest as soon as possible. The
Council will consider this matter further in 2003.

— Tasmania has also reviewed its education legislation. It has
implemented all review outcomes except those concerning the
regulation of vocational education and training. A minor review of
arrangements for the registration of universities has been completed.
Tasmania has also updated legislation that governs the licensing of
child care providers and establishes standards of care.

— Tasmania has completed a review of its land use and planning
legislation. It has also satisfactorily completed the review and reform of
its building legislation and the regulation of associated building trades.
Review and reform activity for the regulation of associated professional
services (architects, surveyors and valuers) appears to be progressing
well. The Council will finalise its assessment of Tasmania’s compliance
with its NCP obligations in these areas in 2003.

e Tasmania continues to meet its obligations under the Conduct Code
Agreement.
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e Tasmania has made good progress with implementing competitive
neutrality reforms. Tasmania’s significant State Government businesses
are subject to tax equivalent regimes, debt guarantee fees, dividend
requirements and regulatory equivalence with the private sector.
Competitive neutrality principles also apply to significant business
activities at local government level. The Government Prices Oversight
Commission, an independent commission, handles competitive neutrality
complaints. The mechanism allows for complaints to be brought against
any public business activity at either the State or local government level.
Tasmania is reviewing its policy to better identify significant local
government businesses to which competitive neutrality should apply.

For the purposes of the 2002 assessment, Tasmania has not met NCP
obligations in relation to:

o full cost recovery in urban water supplies;

o allocation of water for the environment in water management plans;
¢ liquor licensing regulation; and

e taxi and hire car regulation.

In all other areas, completed reform activity meets NCP obligations, and
Tasmania has made significant progress against the total NCP reform
agenda. The Council will reassess Tasmania’s progress with full cost recovery
in urban water pricing in an October 2002 supplementary assessment. This
matter may have implications for Tasmania’'s 2002-03 NCP payments.

In making recommendations on competition payments, the Council has taken
account of Tasmania’s considerable reform progress and successes as a
reflection of a commitment to NCP reform, and the likely impact of reform
failures. Balanced against this progress, and given the assurances provided
by the Government on the significant areas of noncompliance, the Council
considers that the noncomplying matters identified in this assessment do not
warrant an adverse recommendation on payments for 2002-03 (noting the
urban water pricing matter above). In 2003, the Council will reassess
Tasmania’s progress in the other areas of noncompliance, along with any
further reform failures and the State’s overall progress with reform
implementation. The Council notes that Tasmania faces a difficult challenge
in implementing all reforms flowing from its legislation review and reform
program by 2003.

The ACT

e The ACT has met all obligations under the national electricity and
national gas reform agreements for the purposes of this 2002 NCP
assessment.
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The ACT has:

— implemented and applied the National Gas Access Code and associated
legislation;

— removed significant barriers to national free and fair trade in gas;
— removed regulatory restrictions on the use of gas;
— adopted uniform national pipeline construction standards; and

— introduced contestability down to the household Ilevel, allowing
customers to choose their gas supplier.

The ACT has taken all actions necessary to introduce the national
electricity market with one exception: it is yet to extend contestability
down to the household level, allowing customers to choose their electricity
supplier. A recent review by the Independent Competition and Regulatory
Commission recommended in favour of extending contestability to
households, but the Government is yet to respond. The ACT is
participating with other relevant governments in a review of energy
markets, designed to address outstanding issues identified by the Council
in previous assessments. These include the development of a truly
national grid, the implementation of full retail contestability and the
sunsetting of derogations to the National Electricity Code. Other reform
issues include streamlining national market institutional arrangements,
improving the wholesale market pricing mechanism and introducing
effective demand management mechanisms. The Council will revisit all of
these outstanding issues in the 2003 assessment in the light of the
recommendations of, and governments’ responses to, the Energy Markets
Review.

The ACT has established a strong record on water reform, being the only
jurisdiction in the 1999 NCP assessment to have fully met its obligations
under the water reform agreements. (That assessment was the first
occasion on which water reform commitments were assessed). The ACT
does not have any rural water or nonmetropolitan urban water suppliers,
so its reform program in water is nearly complete. A particular
achievement is the move to independent price regulation for water
services. The Council considers that the ACT’s dividend policy may not be
consistent with CoAG commitments because dividend distributions from
ACTEW to Government almost equal after-tax profits. Further, the ACT
needs to consider the merits of systematic pricing arrangements for trade
waste by the 2003 NCP assessment. The ACT is yet to establish a cap on
water entitlements with the Murray—Darling Basin Commission.

The ACT will implement the one remaining component of its national road
transport reform agenda by December 2002. This component is a minor
matter relating to the continuous registration of motor vehicles.
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The ACT has a comprehensive legislation review program. It has
effectively completed its reviews of significant existing legislation, and
implemented reforms for over 30 per cent of these priority reviews. The
ACT tests all proposed legislation for compliance with competition
principles. It requires regulatory impact statements to be prepared on all
proposed new or amended legislation or subordinate legislation as part of
the policy development process. Cabinet submissions must indicate
whether policy recommendations have any competition implications. The
Department of Treasury advises departments in the preparation of the
regulatory impact statements

The ACT has few areas of regulatory restriction on competition in
retail trading. It removed shop trading hours restrictions in 1997, and
has reviewed liquor licensing arrangements. The few restrictions in the
area of liquor licensing were found to be in the public interest. The
ACT has reviewed its fuel pricing legislation consistent with its NCP
obligations.

The ACT has made good progress in applying NCP reforms to the
regulation of professions and occupations. It completed a consolidated
review of its 11 health profession Acts in March 2001. The reforms
recommended by the review appear consistent with CPA principles.
The Government has approved the drafting of legislation to implement
the recommendations, and expects to have a Bill before the Legislative
Assembly in late 2002. The ACT Parliament amended the Pharmacy
Act 1931 in August 2001, with the intention of ensuring only registered
pharmacists or companies controlled by registered pharmacists can
own and operate pharmacies. The ACT considers this amendment does
not introduce any new restrictions on pharmacy ownership. It is
preparing advice for the Council on the effect of the amendment. The
Council will finalise its assessment of the ACT's NCP compliance in
relation to the health and pharmacy professions in 2003.

The ACT ceased its review of its legal practitioner regulation, given the
work underway on uniform national laws for the legal profession. It
has reviewed (or considered via a regulatory impact process) laws
regulating security guards and patrol services, driving instructors,
motor vehicle dealers, pawnbrokers and second-hand dealers, real
estate and other business agents, auctioneers, hawkers and providers
of child care services.

The ACT has reviewed its education sector legislation consistent with
NCP principles. Reviews of legislation governing planning, land and
development approvals, and related occupations (such as surveyors),
have been completed. The ACT has also completed a review of its
legislating regulating building and building related trades, and of the
certification process for building approvals.

There are remaining restrictions on taxi and hire car services. The
ACT's review of this regulation recommended that taxi licensing
restrictions be removed and that the Government buy back existing
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licences at market value. It also recommended the removal of all
restrictions on hire car licence numbers. A second review (by the
Independent Competition and Regulatory Commission) was completed
in June 2002. It also recommended that supply restrictions on taxi and
hire car licences be removed. The ACT Government is considering the
commission’s recommendations and has undertaken to respond on the
issue of reform of the industry as soon as possible. The Council will
look for a substantive Government response to the review
recommendations by the 2003 NCP assessment.

e The ACT continues to meet its obligations under the Conduct Code
Agreement.

e The ACT has made good progress in competitive neutrality reform.
Appropriate taxation, debt guarantee and regulatory neutrality
arrangements are being applied to the Government’s full range of business
activities. The Independent Competition and Regulatory Commission
considers complaints that ACT Government business activities are not
appropriately applying competitive neutrality policy. No complaints were
lodged in the ACT in 2001.

The ACT's completed reform activity has met NCP obligations and the ACT
has made substantial progress against the total NCP reform agenda. For the
purposes of the 2002 NCP assessment, the only matters that the ACT is still
to address are:

¢ the regulation of the taxi and hire car industry;
o effective trade waste pricing;

e whether the dividend payout ratio for ACTEW is consistent with NCP
obligations; and

e a Murray-Darling Basin Commission cap on entitlements for the ACT.

The Council will reassess these issues in the 2003 NCP assessment. In
relation to trade waste charges, the Council will look for systematic charging
arrangements in 2003.

In making its recommendations on competition payments, the Council has
taken account of the ACT’s considerable reform progress and successes, as a
reflection of a commitment to NCP reform, and the likely impact of reform
failures. Balanced against this progress, and given the assurances provided
by the Government on the significant areas of noncompliance, the Council
considers that the noncomplying matters identified in this assessment do not
warrant an adverse recommendation on payments for 2002-03. The Council
will reassess the ACT's progress with the remaining areas of noncompliance
again in 2003, along with any further reform failures and the Territory’s
overall progress with reform implementation. The Council notes that the ACT
has relatively few significant remaining legislation review issues but still has
some way to go to complete reform implementation by 2003.
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The Northern Territory

The Northern Territory has made good progress with gas and electricity
reform.

The Territory has met all obligations under the national gas reform
agreements and general NCP principles for the purposes of this
assessment. It has implemented relevant national gas reform legislation
without any transitional arrangements or derogations. It has:

implemented and applied the National Gas Access Code and associated
legislation;

removed significant barriers to national free and fair trade in gas;

— removed regulatory restrictions on the use of gas; and

adopted uniform national pipeline construction standards.

The Territory is not a participant in the national electricity market and
does not have any obligations under the NCP electricity reform
agreements. Through the application of general NCP principles, however,
the Northern Territory has shown that it is committed to the reform of the
electricity industry.

The Territory undertook a major review of the structure of its Power and
Water Authority in late 1998. In response to the review, the Government
developed arrangements to permit competition in the Territory’s
electricity market, apply economic regulation to the electricity industry
and transfer regulatory and policy functions from the Power and Water
Authority. The Government has sought to promote greater competition
within its electricity sector by providing for third party access to the
transmission and distribution network of its electricity corporation. The
Council has assessed this regime against NCP principles and has certified
it as being effective.

The Territory is making sound progress with its water reform obligations
and has demonstrated a commitment to the reform process. Reforms have
been implemented to achieve cost recovery and rates of return on urban
services, consumption-based pricing, the removal of cross-subsidies,
institutional separation and bulk water pricing. The Territory has no
stressed river systems. It continues to make progress against the 2005
deadline to appropriately assign water allocations (including
environmental allocations), and in developing public education programs
to support the water reform process.

The Territory’s one outstanding component of the national road transport
reform agenda is expected to be addressed in 2003.

The Territory has a comprehensive legislation review program. It has so
far completed around 90 per cent of its reviews of significant existing
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legislation, and implemented reforms for over 40 per cent of these priority
reviews. All Cabinet submissions on new legislative proposals must
comment on whether the proposed legislation includes new restrictions on
competition. If so, the proposing agency must analyse the community
benefits and costs of the restriction and consider whether the restriction is
the only way in which to achieve the objective of the legislation.

The Territory has made good progress in applying NCP reforms to the
professions. It has reviewed legislation regulating chiropractors,
dentists, medical practitioners, nurses, Aboriginal health workers,
occupational therapists, optometrists, osteopaths, physiotherapists,
psychologists and radiographers. The previous Government approved
the preparing of an omnibus Health Practitioners Bill (to replace six
existing Acts). The Council doubts the strength of the public interest
rationale for the continued registration of occupational therapists. The
Territory is one of only four jurisdictions to require registration.

The Northern Territory has also reviewed the regulation of legal
practitioners, commercial agents, process servers, inquiry agents,
bailiffs, driving instructors, motor vehicle dealers, pawnbrokers and
second-hand dealers, real estate agents and their representatives,
conveyancing agents, auctioneers, and hawkers. Legislation has been
amended in several cases, and amendments to other legislation are
being prepared. The Territory has completed a review of its Building
Act (which regulates building practitioners) and is progressing reviews
of legislation regulating associated trades. The Council will review
progress in these areas in 2003.

The Northern Territory repealed its Grain Marketing Act in 1997, thus
meeting NCP obligations. It replaced various mining legislation with
the Mining Management Act 2001, but has yet to respond to the NCP
review of its Mining Act. The Territory has completed a review of its
fisheries regulation and the Government is expected to consider its
response to this review by October 2002. The Council will finalise its
assessment of NCP compliance for the Territory’s remaining primary
industry matters in 2003.

The most significant transport NCP issue for the Territory is the
review and appropriate reform of the regulation of taxi and hire car
licensing. The Council found in the 2001 NCP assessment that the
Northern Territory had met its obligations in these areas, reflecting the
Territory’s decision in January 1999 to remove all licensing
restrictions. In November 2001, the Northern Territory Government
imposed a temporary (six-month) cap on the number of minibus,
private hire car and taxi licences (with the exception of wheelchair
accessible taxis), which it later extended to December 2002. The
Government also announced a review of the regulatory framework,
releasing a discussion paper for this review in May 2002. Given the cap
on licences, and noting that the discussion paper canvasses measures
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that may restrict competition, the Council will reassess the Territory’'s
NCP compliance in relation to taxis and hire cars in 2003.

— There is no legislation regulating retail trading hours in the Northern
Territory. Liquor licensing arrangements include a needs test that can
exclude applicants for new licences on the basis of their potential
competitive threat to incumbents. The Territory's legislation also
discriminates between hotels and liquor stores, in that liquor stores are
prohibited from opening on Sundays whereas hotels may trade between
10 a.m. and 10 p.m. The NCP review of these restrictions is underway.
The Council will reassess the Territory’s progress in relation to liquor
licensing in 2003.

e The Territory continues to meet its obligations under the Conduct Code
Agreement.

e The Territory has made significant progress with implementing
competitive neutrality reforms. This effort has involved applying tax and
debt equivalents to Government business divisions, ensuring the business
divisions pay for all inputs used in providing services and ensuring prices
charged fully reflect costs. The Territory has also reviewed the capital
structure and dividend policies of Government business divisions against
private sector benchmarks, and established performance monitoring
arrangements through a range of financial and nonfinancial indicators.
The recently enacted Government Owned Corporations Act 2001 is
allowing a ‘shareholder’ model of corporate governance to be applied to
large government businesses that operate in competition with the private
sector.

For the purposes of the 2002 NCP assessment, the Northern Territory has not
met NCP obligations in relation to:

¢ the licensing of liquor outlets; and
e registration requirements for occupational therapists.

In addition, the Council notes the developments in the Northern Territory in
relation to taxi and hire car regulation. The Council is concerned that these
may signal the inappropriate re-introduction of restrictions on the supply of
taxis and hire cars. In all other areas, completed reform activity has met NCP
obligations and the Northern Territory has made substantial progress against
the total NCP reform agenda.

In making recommendations on competition payments, the Council has taken
account of the Territory's considerable reform progress and successes as a
reflection of a commitment to NCP reform, and the likely impact of reform
failures. Balanced against this progress, and given the assurances provided
by the Government on the significant areas of noncompliance, the Council
considers that the noncomplying matters identified in this assessment do not
warrant an adverse recommendation on payments for 2002-03. The Council
will reassess the Northern Territory’s progress with these areas of
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noncompliance, along with any further reform failures and the Territory’s
overall progress with reform implementation, in 2003. The Council notes that
the Territory faces a large task in completing reform implementation for its
regulation review and reform program by 2003.

The Commonwealth

The Commonwealth has played mostly a coordinating and facilitating role in
the related reforms areas (electricity, gas, road transport and water), because
few of these activities fall within its jurisdiction. It has also undertaken
specific reforms in relation to its Government businesses and anticompetitive
legislation. In addition, the Commonwealth has initiated NCP and
complementary reforms in communications and transport services, including
reforms in telecommunications, airports and rail. The Commonwealth
established the ACCC and the Council to help progress reform, providing
significant new funding for the ACCC'’s expanded regulatory roles.

e The Commonwealth has implemented the National Gas Access Code and
associated legislation. It is participating with other relevant governments
in a review of energy markets, to address outstanding issues identified by
the Council in previous NCP assessments. These include the development
of a truly national grid, the implementation of full retail contestability and
the sunsetting of derogations to the National Electricity Code. Other
reform issues include streamlining national market institutional
arrangements, improving the wholesale market pricing mechanism and
introducing effective demand management mechanisms. The Council will
revisit these issues in the 2003 NCP assessment in the light of the
recommendations of, and governments’ responses to, the Energy Markets
Review.

e The Commonwealth does not have any specific water supply
responsibilities, so does not have distinct obligations under the water
reform agreements.

e The Commonwealth will implement the one remaining component of its
national road transport reform agenda in 2003.

¢ The Commonwealth has a comprehensive legislation review program, and
has so far completed over 80 per cent of its reviews of significant existing
legislation. Reforms have been implemented for almost 30 per cent of
these priority reviews. The Commonwealth has robust arrangements to
vet new legislation restricting competition. Regulation impact statements
must be prepared for all proposed new and amending regulation (primary
legislation, subordinate legislation, quasi-regulation and treaties) with the
potential to restrict competition. The Office of Regulation Review (ORR)
advises on whether the requirements of this process have been met, and
reports annually on the Commonwealth’s overall performance in this area.
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The Commonwealth conducted the Wallis review of the regulatory
framework of Australia’'s financial system. In response to the
recommendations of this review, the Commonwealth introduced far-
reaching changes to Australia’s financial regulatory structure, which
came into effect in 1998.

The Commonwealth commissioned the Productivity Commission to
conduct reviews of the Customs Tariff Act 1995 — Automotive Industry
Arrangements and the Customs Tariff Act 1995 — Textiles Clothing
and Footwear Arrangements. In both cases, the Commonwealth decided
to freeze the tariff reduction program over the period 2000-05 in the
face of review findings that there would be an overall net benefit from
faster and deeper tariff reductions.

In relation to automotive tariffs, the Commonwealth argued that its
response achieved two important objectives. These were the
continuation of the process of tariff reform and progress towards the
APEC 2010 goal of trade liberalisation, and the management of the
transition to lower tariffs to best position Australia to attract
investment in the car industry. Automotive tariffs are again under
review by the Productivity Commission. The Commonwealth indicated
that its 1997 textiles, clothing and footwear package was designed to
assist in securing jobs by encouraging additional investment and
promoting an internationally competitive textiles, clothing and
footwear industry in Australia.

With agreement from the States and Territories, and prompted by the
Council's NCP consideration of gambling regulation, the
Commonwealth commissioned the Productivity Commission to examine
a wide range of social and economic issues related to gambling
regulation. The review has informed policy considerations on gambling
services by all Australian governments.

Following a review, the Commonwealth introduced less prescriptive
product labelling regulations and adopted mandatory labelling
standards that are consistent with accepted international
nomenclature, to lower costs and reduce barriers to trade.

The Commonwealth has reviewed some aspects of the Quarantine Act
1908 and implemented appropriate reforms. It will review remaining
aspects that restrict competition and have not yet been subject to NCP
principles. A review of the Export Control Act 1982 made
recommendations to reduce compliance costs and restrictions on
exports, which the Commonwealth has accepted. The Commonwealth
also integrated and streamlined a range of export concession
arrangements into a single scheme (TRADEX) reducing the costs of
doing business.

The Commonwealth has reviewed legislation that restricts competition
in port, marine and shipping services, including a Productivity
Commission review of part X of the Trade Practices Act. The
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Commonwealth has implemented most of the recommendations of
these reviews and is considering implementing the remainder.

The Commonwealth played a leading role in the review and reform of
dairy marketing arrangements, coordinating the national adjustment
assistance package to facilitate reform measures. The Commonwealth
conducted an independent review of wheat marketing arrangements.
The review did not consider that a net community benefit from the
arrangements had been established and made recommendations to
reduce restrictions on wheat exports while retaining the Australian
Wheat Board operations intact. The Commonwealth accepted most of
the review recommendations, except those designed to reduce
restrictions on exports. The Council considers that this response by the
Commonwealth does not meet NCP obligations.

The Commonwealth has reviewed several areas of health regulation
and implemented some of the recommendations of these reviews. The
Council considers, however, that there is scope to apply NCP principles
further to impediments to competition in the health insurance
industry.

The Commonwealth has commissioned major reviews of regulation of
telecommunications, broadcasting services and radiocommunications.

Among the most important concerns identified by the Productivity
Commission’s inquiry into broadcasting regulation (which reported in
April 2000) is that scarce spectrum should be allocated to its most
highly valued uses. Existing arrangements that do not require
incumbent television networks to bid for spectrum cannot guarantee
this outcome. Similarly, mandating the ‘simulcasting’ of high definition
television may not be consistent with consumer preferences. The
Commission also recommended that:

» datacasting services be defined as digital broadcasting services;
» multichannelling be permitted; and

» commercial and national broadcasters be permitted to provide
interactive services.

The Commonwealth is yet to respond fully to the Productivity
Commission recommendations. In early August 2002, it announced a
review of the roles of the Australian Broadcasting Authority and the
Australian Communications Authority, which will focus on
arrangements for managing broadcasting and telecommunications
spectrum.

The Department of Communications, Information Technology and the
Arts is conducting a separate review of datacasting, canvassing in its
issues paper:
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» some liberalisation of the genre rules;

» case-by-case decisions by the Australian Broadcasting Authority on
whether a datacast would fall within the definition of a commercial
television broadcast;

» provision for datacasters to offer interactive services only; and

» provision for datacasters to offer narrowcasting services (services to
specific groups).

The department is expected to finalise the datacasting report in 2002
and the Government is required to release the report within 15 sitting
days of receiving it.

The Productivity Commission’s review of the Radiocommunications Act
1992 has made several draft recommendations to improve competitive
arrangements for spectrum allocation. The Commission forwarded the
final report to the Government on 1 July 2002.

The Productivity Commission review of telecommunications (parts XIB
and XIC of the Trade Practices Act) argued that regulation is required
because carriers need access to Telstra’s local loop (a natural monopoly)
to offer call origination and termination services to their customers.
Further, Telstra’s prior status as the monopoly provider means that it
dominates subscriber numbers and the access network. The
Productivity Commission recommended that the ACCC continue to
oversee telecommunications competition and that access arrangements
apply to only core telecommunications services. On 24 April 2002, the
Minister for Communications, Information Technology and the Arts
announced the Government's initial response to the report, including
that the Government will:

» retain the telecommunications-specific regulatory regime;

» require the ACCC to publish benchmark terms, conditions and
prices, of access to core telecommunications services;

» remove ‘merits review' rights so Telstra cannot appeal to the
Australian Competition Tribunal on the ACCC's access arbitrations;
and

» implement an accounting separation of Telstra’'s wholesale and
retail operations.

— In response to the recommendations of a National Competition Council
review of the Australian Postal Corporation Act 1989, the Government
decided to:

» reduce protection of Australia Post's domestic mail service;

» introduce an access regime;
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» open incoming international mail to competition; and
» introduce a service charter, as approved by the Government.

There is a difference between the Commonwealth’s reforms and the
Council’'s recommendations in respect of one major issue: rather than a
comprehensive access regime, the Council proposed open competition in
business letter services and all international mail services. The success of
the Government'’s approach will depend heavily on the effectiveness of the
access regime. The Government introduced a Bill in 2000, providing for
the establishment of an access regime and some other changes, but
withdrew this in 2001. Once the access regime is in place, the
Commonwealth will have satisfied its NCP obligations in relation to postal
services.

The Commonwealth operates a number of business enterprises
(established under enabling legislation or the Corporations Law), share-
limited companies and business units (set up as separate commercial
activities within agencies). All are required to operate on a competitively
neutral basis to avoid unfairly disadvantaging actual or potential
competitors. Australia Post, for example, is a Government business
enterprise established under its own Act of Parliament, and it is required
to pay all Commonwealth and State taxes and charges.

The Commonwealth has an autonomous competitive neutrality complaints
mechanism — the Commonwealth Competitive Neutrality Complaints
Office — located within the Productivity Commission. The office advises
the Treasurer on the application of competitive neutrality to government
activities. Notably, it is able to recommend that competitive neutrality
arrangements be applied to businesses below the Commonwealth’s
threshold for significance.

The Commonwealth also has a responsibility under the competition
agreements (CPA clause 4) to examine industry regulation and matters
relating to the structure of its public monopolies where it is introducing
competition or proposing privatisation.

— The Council has previously concluded that the framework for the
regulation of the telecommunications sector was consistent with
competition principles, but that the Commonwealth had not met its
obligation to examine the treatment of the remaining monopoly
element of Telstra’s business, the local fixed network.

— The Commonwealth was also obliged to conduct a CPA clause 4 review
to determine the appropriate structure for the Sydney Basin airports
(including the proposed second airport) before privatisation. The
Commonwealth has conducted this review and has met NCP
obligations in this area.

— The Commonwealth has instituted reform measures in rail services.
The above-rail (train operations) and below-rail (track) businesses of
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Australian National were restructured and sold over the period 1993—
2002. In November 1997, the Commonwealth sold the Tasmanian rail
services, including track and above-rail facilities. The Commonwealth
did not conduct a formal CPA clause 4 review before either
privatisation process, but the reforms appear to have been largely
consistent with NCP principles.

For the purposes of the 2002 NCP assessment, the Commonwealth has not
met NCP obligations in relation to:

e export marketing arrangements for wheat;

e restrictions on competition in health insurance arrangements;
e the structural reform of Telstra;

e providing for greater competition in postal services;

¢ broadcasting and radiocommunications legislation; and

automotive and textile/clothing/footwear tariff arrangements.

There are further reviews under way or proposed in some of these areas. The
Commonwealth has announced a review of the roles of the Australian
Broadcasting Authority and the Australian Communications Authority,
which will focus on arrangements for managing broadcasting and
telecommunications spectrum, and the Department of Communications,
Information Technology and the Arts is conducting a separate review of
datacasting. Automotive tariff arrangements are currently under review by
the Productivity Commission. There is to be a further review of wheat
marketing arrangements in 2004 but the Commonwealth has not agreed to
conduct this as an NCP review.

Apart from the above matters, the Commonwealth’s completed reform activity
meets NCP obligations. The Council does not make recommendations in
relation to the Commonwealth’s noncompliance with NCP obligations,
because the Commonwealth does not receive NCP payments. The Council will
consider the Commonwealth’s progress with the areas of noncompliance again
in 2003, along with any further reform failures and the Commonwealth’s
overall progress with reform implementation. The Council notes that the
Commonwealth faces a difficult challenge in completing reform
implementation for its regulation review and reform program by 2003.
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1 The National Competition

Policy and related reforms

Obligations under the National
Competition Policy agreements

The three National Competition Policy (NCP) agreements of April 1995
establish the program of NCP and related reforms. The NCP agreements are
augmented by sector-specific intergovernmental agreements on the four
related areas of reforms: electricity, gas, water resource policy and road
transport (NCC 1998). To meet obligations for the 2002 NCP assessment,
governments must:

e be a party to the Conduct Code Agreement and have implemented the
Competition Code (a modified version of part IV of the Trade Practices Act
1974 [the TPA]), including notifying the Australian Competition and
Consumer Commission (ACCC) of all legislation or provisions in
legislation that rely on s. 51 of the TPA, within 30 days of the legislation
being enacted or made;

e be a party to the Competition Principles Agreement (CPA) and have
implemented the major elements of the CPA program, including;

applying competitive neutrality principles to all significant
government-owned businesses (including local government businesses)
where appropriate (CPA clause 3);

undertaking structural reform of public monopolies where competition
is to be introduced or before a monopoly is privatised (CPA clause 4);

reviewing existing (at 1996) legislation that restricts competition
(including Acts, enactments, ordinances and regulations) and removing
restrictions, where appropriate (CPA clause 5);* and

undertaking gatekeeper regulatory impact analysis (including
systematic and transparent assessment of alternatives to regulation) of

1 The CPA originally set a deadline of 2000 for governments to complete legislation
reviews and appropriate reforms. In November 2000, the Council of Australian
Governments extended the deadline to 30 June 2002.
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proposed new or amended legislation that restricts competition (CPA
clause 5);

e have achieved effective participation in the fully competitive national
electricity market (NEM), if a relevant jurisdiction, including completing
all transitional arrangements;

¢ have fully implemented (if relevant) free and fair trading in gas between
and within jurisdictions;

¢ have achieved satisfactory progress in implementing the 1994 Council of
Australian Governments (CoAG) strategic framework for the reform of the
water industry, consistent with timeframes established through
intergovernmental agreement;

e have fully implemented the road transport reforms developed by the
Australian Transport Council and endorsed by CoAG; and

e ensure national standards are set in accordance with the principles and
guidelines for good regulatory practice endorsed by CoAG in 1997.

The CPA also commits governments to consider establishing independent
prices oversight arrangements for government business enterprises. Such
businesses often have the potential to engage in monopolistic pricing
behaviour, either because they are legislated or natural monopolies or
because they operate in markets where competition is weak. Prices oversight
arrangements now exist in all States and Territories except Western
Australia. In Western Australia, Ministers, sector-specific regulators and
public sector officials perform economic regulatory functions. The State
Government has committed to establishing an independent multi-industry
economic regulator — the Economic Regulation Authority — which will
perform a range of functions, including making recommendations to the
Government on tariffs and charges for government monopoly services.

Agreements reached by Heads of Government following CoAG'’s review of the
NCP and the role of the National Competition Council in 2000 also provide
direction on the implementation of the NCP. Heads of Government affirmed
the importance of the NCP in sustaining the competitiveness and flexibility of
the Australian economy and contributing to higher standards of living. They
agreed to several measures to clarify and finetune implementation, with the
objectives of establishing a practical framework for the ongoing effective
implementation of the NCP and addressing community concerns about NCP
implementation.

The guidance on reform implementation provided by CoAG relates mainly to
the legislation review and reform and competitive neutrality obligations. It
includes: extending the deadline for completing the legislation review and
reform program from 2000 to 30 June 2002; requesting that governments
document the public interest reasons supporting their reform decisions and
make this reasoning publicly available; requesting that governments consider
the likely impacts of reform measures on specific industry sectors and
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communities, including likely adjustment costs; directing the Council to
examine, in considering compliance with CPA clause 5, whether the
conclusion reached by a legislation review is within a range of outcomes that
could reasonably be reached on the information available to a properly
constructed review process; and recognising that satisfactory reform
implementation may include a firm transitional arrangement that may
extend beyond 30 June 2002, where justified by a public interest assessment.
CoAG'’s additional guidance on compliance with the CPA clause 3 competitive
neutrality obligations involve governments adopting a ‘best endeavours’
approach where a government business is not subject to executive control by
government, definition of the term ‘full cost attribution’, and processes
relating to the provision of community service obligations (see chapter 2).

Fully participating jurisdictions

The Competition Policy Reform Act 1995 defines ‘fully participating
jurisdictions’ as those States and Territories that are parties to the Conduct
Code Agreement and that apply the Competition Code as law, either with or
without modifications. Each State and Territory signed the Conduct Code
Agreement to extend the operation of part IV of the TPA to all business
activities within their jurisdiction, and each has enacted a modified version of
part IV (the Competition Code). Each State and Territory is a fully
participating jurisdiction for the purpose of the 2002 NCP assessment.

Governments’ NCP annual reports

The CPA obliges all governments to produce annual reports outlining their
progress against their legislation review and competitive neutrality
obligations. The aim of these reports is to provide full public reporting on
these areas of NCP activity by governments.

As part of the 1997 NCP assessment, governments agreed that reporting on
NCP activity more broadly would be beneficial, recognising that the reports
provide significant input to the assessments and to community awareness of
the NCP. Governments agreed to provide their annual reports by the end of
March in each assessment year, detailing their NCP activity to at least the
end of the previous year.

All governments provided annual reports in 2002, thus meeting reporting
obligations under the CPA. Except for the Commonwealth, each government’s
report was publicly available at 30 June 2002. The Commonwealth provided a
draft annual report that it will subsequently publish. At the request of the
Council, all governments provided additional information augmenting and/or
clarifying the material in their NCP reports for 2002. Table 1.1 sets out the
dates on which governments made their reports available.
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Table 1.1: Governments’ provision of NCP annual reports

Government Date on which the Council received the 2002
annual report*
Commonwealth 19 April 2002
New South Wales 11 April 2002
Victoria 3 April 2002
Queensland 3 April 2002
Western Australia 28 March 2002
South Australia 17 April 2002
Tasmania 30 April 2002
ACT 8 April 2002
Northern Territory 19 April 2002

* To assist the Council, some governments made their reports available initially in draft form, before
the relevant government endorsed the draft for public release. The dates reported are the dates on
which governments submitted their reports, whether draft or endorsed. All State and Territory reports
are now endorsed and publicly available. The Commonwealth Government’s report was in draft form
at 30 June 2002.

NCP payments to the States and
Territories

Under the Agreement to Implement the National Competition Policy and
Related Reforms, the Commonwealth agreed to make NCP payments to the
States and Territories as a financial incentive to implement the NCP and
related reform program. The payments recognise that the States and
Territories have responsibility for significant elements of the NCP, yet much
of the financial dividend from the economic growth arising from the NCP
reforms accrues to the Commonwealth through the taxation system. The
payments are a means, therefore, of distributing across the community the
gains from economic growth that arise from investment in NCP reform.

The Council assesses governments’ progress against the NCP obligations and
makes recommendations to the Federal Treasurer on the distribution of NCP
payments. The prerequisite for States and Territories receiving NCP
payments is satisfactory progress against the NCP obligations; if
governments do not implement the agreed reforms, then there are no reform
dividends to share. The Council may recommend that the Federal Treasurer
reduce or suspend the NCP payments otherwise available to a State and
Territory where that State or Territory has not invested in the reform
program in the public interest.

The Council may recommend a reduction or suspension because failure to
implement the program as agreed can contribute to a decline in economic
activity and, consequently, to a reduction in the overall financial dividend
from reform. The Council’'s primary objective, however, is to assist
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governments to achieve reform outcomes that are consistent with the
interests of the community. Consequently, the Council recommends
suspension or reduction of NCP payments only as a last resort — that is, only
where a government does not propose a satisfactory path to dealing with
identified breaches of reform obligations. CoAG has asked the Council, when
assessing the nature and level of the reduction or suspension recommended
for a particular State or Territory, to account for:

e the extent of the jurisdiction’s overall commitment to the implementation
of the NCP;

e the effect of one jurisdiction’s reform efforts on other jurisdictions; and

e the impact of the jurisdiction’s failure to undertake a particular reform
(CoAG 2000).

The Council interprets CoAG’s guidance on the nature and level of payments
recommendations to mean that individual minor breaches of reform
obligations should not necessarily have adverse payments implications where
the responsible government has generally performed well against the total
NCP program. Nevertheless, a single breach of obligations in relation to an
important area of reform may be the subject of an adverse recommendation,
especially where the breach has a large impact and/or has an adverse impact
on another jurisdiction. The Council also interprets CoAG’s guidance as
suggesting that the quantum of any payments recommendation should bear
some relationship to the responsible government’s overall performance on
reform implementation, the impact of the breach of reform obligations and
whether there are adverse impacts on other jurisdictions.

The Council’s advice to the Federal Treasurer in this 2002 NCP assessment
informs the Treasurer’'s decisions on the distribution of NCP payments in
2002-03.2 Approximately $740 million is available in 2002-03, on the basis
that the States and Territories meet their reform obligations. This amount is
distributed among the States and Territories on a per capita basis, as shown
in table 1.2. The Council also assesses the Commonwealth’'s progress in
implementing the NCP program, but the Commonwealth, although a party to
the NCP agreements, does not receive NCP payments.

2 In November 2000, Heads of Government reaffirmed their commitment to the NCP
program and asked the Council to undertake annual assessments of governments’
performance in meeting their NCP and related reform obligations following the
assessment in 2001. Prior to 2002, the Council conducted assessments in 1997, 1999
and 2001.
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Table 1.2: Estimated maximum NCP payments for 2002-032

Jurisdiction NCP payments in 2002-03 ($m)
New South Wales 248.6

Victoria 184.7

Queensland 139.6

Western Australia 73.0

South Australia 56.7

Tasmania 17.7

ACT 11.9

Northern Territory 7.5

Total 739.8

a Estimates based on current inflation rate and population growth.

Source: Commonwealth of Australia 2002, Budget Paper No. 3 — Federal Financial Relations.
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Agreement reforms

Signed by all governments in 1995, the Competition Principles Agreement
(CPA) establishes the principles for governments to apply in reviewing and
reforming legislation, reforming public monopolies and applying competitive
neutrality. Legislation (including new legislation) should not restrict
competition unless the benefits of the restriction to the community outweigh
the costs, and the objectives of the legislation can be achieved only by the
restriction. CPA clause 1(3) lists public interest matters to consider in the
comparison of community costs and benefits, but the comparison can account
for other factors as well. This chapter describes the National Competition
Council’s approach to legislative reviews that have not been completed.

The CPA clause 4 sets down that governments should remove regulatory
functions from a public monopoly before introducing competition into its
market. Before privatising a public monopoly, a government should review
matters set down in clause 4, including the appropriate commercial objectives
of the monopoly, the merits of separating any natural monopoly elements
from potentially competitive elements of the monopoly, and the most effective
means of separating the monopoly’s regulatory functions from commercial
functions.

The CPA clauses 3 and 7 establish the principles for applying competitive
neutrality to significant business activities, including at the local government
level. All governments have made considerable progress in introducing
competitive neutrality to their businesses and those of their local
governments. The Council is concerned, however, about the slow processing of
some competitive neutrality complaints.

Achieving effective legislation

The National Competition Policy (NCP) introduced several measures aimed
at improving the effectiveness of Australia’s regulatory arrangements via the
three NCP agreements: the CPA, the Conduct Code Agreement and the
Agreement to Implement the National Competition Policy and Related
Reforms. This section focuses on the obligations in CPA clause 5 and
discusses the questions that the Council considers in assessing governments’
compliance.

Clause 5 of the CPA obliges governments to review and, where appropriate,
reform all existing (at June 1996) legislation that restricts competition. It
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requires governments to remove restrictions on competition unless they show
the restrictions are warranted — that is, that restricting competition benefits
the community overall (being in the public interest) and that the restriction is
necessary. Clause 5(1) states:

The guiding principle is that legislation (including Acts, enactments,
Ordinances or regulations) should not restrict competition unless it
can be demonstrated that:

(a) the benefits of the restriction to the community as a whole outweigh
the costs; and

(b) the objectives of the legislation can only be achieved by restricting
competition. (CoOAG 1995)

The CPA clause 5 originally set a target date of 2000 for governments to
complete all reviews and (appropriate) reform activity. The Council of
Australian Governments (CoAG) decided in November 2000 to extend this
target date to 30 June 2002 (CoAG 2000).

Clause 5 also obliges governments to review regularly any restrictive
legislation against the guiding principle; reviews are to occur at least once
every 10 years. This obligation is designed to ensure that regulation remains
relevant in the face of changes in the circumstances that gave rise to the
legislation originally and/or changes in government and community priorities
over time. Finally, clause 5 specifies that governments must ensure new
legislation that restricts competition (that is, all restrictive legislation
enacted after June 1996) is accompanied by evidence to demonstrate that the
restrictions are consistent with the CPA clause 5(1) guiding principle. This is
an ongoing obligation for governments.

Governments’ CPA legislation review and reform commitments represent an
extremely comprehensive reform effort over a relatively short period. The
Commonwealth and the eight States and Territories will have reviewed more
than 1800 pieces of legislation by the time they complete their programs. The
scope of legislation being reviewed is broad, encompassing, for example,
legislation regulating agricultural marketing arrangements, forestry, fishing,
transport services (including taxis), professions and occupations, compulsory
insurance arrangements, retail trading hours, liquor licensing, the education
sector, gambling activities, the communications sector, and planning,
construction and development services. Subsequent chapters of this report
discuss governments’ compliance with the CPA legislation review and reform
obligations.

Two obligations in other NCP agreements also aim to improve the
effectiveness of Australia’s regulatory base. The first obligation is that
governments must ensure decisions taken by Ministerial councils and
national standard-setting bodies (entities aimed at improving
Commonwealth—State/Territory coordination) are set according to the
principles and guidelines endorsed by CoAG. The CoAG principles and
guidelines reflect the CPA guiding principle: they seek minimum necessary
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standards, accounting for economic, environmental, and health and safety
concerns. Governments’ compliance with this obligation is discussed in
chapter 15. The second obligation — an ongoing commitment under the
Conduct Code Agreement — is that governments must notify the Australian
Competition and Consumer Commission (ACCC) of legislation or provisions
in legislation enacted or made in reliance on s. 51(1) of the Trade Practices
Act 1974 (the TPA). Governments’ compliance with the Conduct Code
Agreement is discussed in chapter 16.

Assessing governments’ compliance with the
CPA clause 5: the Council’s approach

Under the NCP agreements, receipt of NCP payments by each State and
Territory depends on the extent to which each jurisdiction has complied with
the competition policy principles in the CPA, including its progress towards
completing reviews and implementing appropriate reforms of legislation that
restricts competition. The 2002 NCP assessment considers review and reform
activity by governments up to and including 30 June 2002 — the date set by
CoAG for completing reviews and implementing appropriate reforms. The
Council concentrated on regulation that is likely to have more significant
impacts on competition, prioritising the assessment of areas where reform
would provide the greatest benefit to the community.

The Council considers both review activity and reform implementation when
assessing governments’ compliance. It looks for robust and objective reviews
because these increase the likelihood of policy outcomes that are in the public
interest. The Council also looks for governments to implement review
recommendations expeditiously, unless a government can demonstrate that
review recommendations are not in the public interest. It considers too
whether new legislation restricting competition is in the public interest.

Prioritising review and reform activity: focusing on
regulation with greater impacts on competition

In the 2001 NCP assessment, the Council identified several areas of
regulation likely to have nontrivial impacts on competition (see box 2.1). The
Council asked governments to review and reform these matters as ‘priorities’
— that is, to complete review and reform activity in these areas as soon as
possible and by no later than the CoAG target date. The Council recognised
the significant resource demands on governments from completing all reviews
and implementing reforms, and considered that the greatest benefit to the
community would arise from prioritising review and reform activity to
address as soon as possible the restrictions with a greater impact on
competition.
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Accordingly, the Council based the 2002 NCP assessment of compliance on
governments’ progress in completing reviews and implementing appropriate
reforms in the higher impact areas identified in 2001. This approach
acknowledges that governments might not have completed review and reform
activity in other, lower priority areas by 30 June 2002. The prioritisation in
2001 therefore created a two-stage process for assessing review and reform
activity: the 2002 NCP assessment would consider the priorities identified in
2001, while the 2003 NCP assessment would finalise all remaining legislation
review and reform matters.

Prioritising the assessment also allows the Council to deal with information
deficiencies arising because the date of the Council’'s 2002 report coincides
with the target date for governments to complete the review and reform
program. This coincidence of timing means that governments’ 2002 NCP
annual reports, which are the Council’'s primary data source for the 2002 NCP
assessment, do not contain details of governments’ activity between the
release of the annual reports and the finalisation of the Council's assessment
report. While the Council has taken steps to obtain information about
governments’ activity on the outstanding priority issues since the annual
reports were released, it has been unable to obtain a complete picture on
every piece of legislation. The 2003 NCP assessment, which will take place in
mid-2003 and will rely on governments’ annual reports covering activity to at
least 31 December 2002, will not suffer from such difficulties.

Governments occasionally have added to their original (1996) review
programs when they identify restrictive legislation that was not originally
scheduled for review. The Council accepts that governments may need time
beyond the CoAG target to complete these extra reviews. For later additions
to governments’ legislation review programs, the Council assesses clause 5
compliance on a case basis.
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Box 2.1: Priority legislation areas

Primary industries
Barley/coarse grains
Dairy

Poultry meat

Rice

Sugar

Wheat

Fishing

Forestry

Mining

Food regulation
Agricultural and veterinary chemicals
Quarantine

Bulk handling

Communications

Australian Postal Corporation Act 1989: third party access regime
Broadcasting Services Act 1992 and related legislation
Radiocommunications Act 1992

Fair trading legislation and consumer legislation
Fair trading legislation

Consumer credit legislation

Trade measurement legislation

Insurance and superannuation services
Workers compensation insurance

Compulsory third party motor vehicle insurance
Professional indemnity insurance

Public sector superannuation: scheme choice

Health and pharmaceutical sector

Chiropractors

Dentists and dental paraprofessionals

Health Insurance Act 1973 (Commonwealth)
Medical practitioners

Medicare provider numbers for medical practitioners
Nurses

Occupational therapists

Optometrists, opticians and optical paraprofessionals
Osteopaths

Pathology collection centre licensing

Pharmacists

Physiotherapists

Podiatrists

Psychologists

Radiographers

Speech pathologists

Traditional Chinese medicine

Legal sector
Legal profession

Planning, construction and development services
Planning and approvals

Building regulations and approvals

Related professions and occupations, such as architects

(continued)
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Box 2.1 continued

Retail regulation
Shop trading hours
Liquor licensing

Petroleum retailing

Social regulation
Education services
Gambling

Child care services

Transport services

Road freight transport: tow trucks, dangerous goods
Rail services

Taxi and hire cars

Ports and sea freight

International liner cargo shipping (part X of the TPA)

Objective and robust reviews

Throughout the life of the NCP, the Council has emphasised the link between
high quality reviews and well-considered, effective policy outcomes. Open,
independent and objective review processes provide the best opportunity to
identify and assess all costs and benefits of restrictions on competition and to
implement regulations (including alternatives to restrictions) that best
achieve the community’s goals.

The Council has consistently encouraged governments to adopt independent
review processes. Governments sometimes argue, however, that the inclusion
of stakeholders representatives on review panels is necessary to achieve the
best review outcome — that is, to achieve adequate participation by the
stakeholder group, to gain access to relevant information and expertise, and
to find compromises between conflicting interests. The Council’'s experience,
however, is that it is often difficult for direct stakeholders to reach agreed
positions on key issues. There is also considerable doubt that agreements
between directly interested parties will fully reflect the interests of the wider
community.

The Council strongly supports the approach proposed by the Commonwealth
Office of Regulation Review (ORR). In commenting on how interested parties
may be best involved, the ORR stated:

One issue, which has arisen, is the appropriateness of industry and
other stakeholder groups being represented on review bodies. While
this may offer some advantages, it can also alter perceptions about the
impartiality of such reviews and the validity of their findings. In
general, if direct representation by industry or other groups were
considered desirable, a preferable approach would be to include them
on a reference group. (PC 1999c, p. xviii)

Page 2.6




Chapter 2 CPA reforms

The Council notes that CoAG has drawn attention to the need for properly
constituted and rigorous reviews. CoAG asked the Council to consider, when
assessing whether jurisdictions have complied with the CPA clause 5 guiding
principle has been met, whether review conclusions are within a range of
outcomes that could reasonably be reached based on the information available
to a ‘properly constituted review process’.

Also important is a rigorous analytical approach, whereby the review
considers all relevant evidence and reaches conclusions and recommendations
that are logically drawn from that evidence. There is a danger that policy
actions in line with review findings and recommendations based on flawed
analysis or incomplete evidence may not satisfy the CPA guiding principle.
The Council’s approach in assessing compliance, therefore, is to look for
evidence that reviews:

e had terms of reference based on the CPA clause 5(9), supported by publicly
available explanatory documentation such as an issues paper;

e were conducted by an appropriately constituted review panel able to
undertake an independent and objective assessment of all matters
relevant to the legislation under review, including restrictions on
competition and public interest matters;

e provided for public participation (including participation by directly
interested parties) through appropriate consultative processes;

e assessed and balanced all costs and benefits of existing restrictions on
competition and considered alternative means of achieving the objective of
the legislation;

e considered all relevant evidence and reached reasonable conclusions and
recommendations based on the evidence before the review; and

e demonstrated a net public benefit where there are recommendations to
introduce or retain restrictions on competition.

In assessing compliance, the Council accounts for whether flaws might have
compromised the review's recommendations. Flaws can occur for a number of
reasons, such as where the review terms of reference do not encompass
relevant questions, the review analysis is deficient and leads to
recommendations that are inconsistent with the evidence, or the review fails
to consider relevant evidence. In this 2002 assessment, the Council has
identified (a) reviews where the direct representation of stakeholder groups
on review panels appears to have adversely affected the quality of review
recommendations, and (b) reviews where analytical flaws raise a question
about recommendations and, consequently, about whether policy actions in
line with the recommendations would meet the CPA guiding principle.
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The need for governments’ responses to address the CPA clause 5
guiding principle

Testing whether restrictions on competition are warranted — that is,
assessing benefits and costs to the whole community — involves governments
considering the public interest factors in the CPA clause 1(3) (including the
likely impacts of reform on specific industry sectors and communities). The
community-wide perspective means that restrictions must benefit the whole
community, not just particular groups. In assessing compliance with the CPA
clause 5, the Council looked for governments to have provided at least a
statement of the findings/recommendations of relevant reviews, and a clear
and comprehensive explanation of their response to the review and its
supporting rationale. (CoAG emphasised the importance of governments
explaining their decisions, stating that they should document the public
interest reasons for a decision or assessment and make them available to
interested parties and the public.)

Because NCP reviews are required to assess and balance the costs and
benefits of restrictions, arguments supporting a restriction usually arise
through the evidence and recommendations of the relevant review. Moreover,
open public policy-making offers a public benefit, which is enhanced where
members of the public can participate in the review of legislation and have
access to the review report. For these reasons, the Council has encouraged
governments, as part of their public interest explanations, to make their
review reports publicly available (recognising, however, that the NCP
agreements do not require the public release of reports).

Queensland’s approach, which it applies to all CPA obligations and which it
explains in its 2002 annual NCP report, is that reform should not occur
unless the net community benefits from reform can be clearly demonstrated
(Queensland Government 2002, p. 12). Queensland considers that to
undertake reform where there is no clear net community benefit would
amount to implementing competition for competition’s sake, and would be
contrary to the intent of the NCP. The presumption underlying CPA clause 5
favours competition, so governments wishing to retain a legislative restriction
in compliance with the CPA need to demonstrate that the restriction provides
a net community benefit. Queensland’'s approach, therefore, may be
potentially at odds with the CPA clause 5 guiding principle. The Council
discussed its concerns with the Queensland Premier, who explained that
there is no difference in practice between Queensland’'s approach and the
CPA guiding principle.

Implementing appropriate reform

The CPA guiding principle means that governments must do more than
review restrictive legislation; they need to change their legislation if
restrictions cannot be justified. That is, governments must not only conduct
rigorous and objective reviews, but also implement appropriate reform.
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Appropriate reform implementation involves governments removing
restrictions on competition from their legislation unless the restrictions meet
the CPA guiding principle. Governments may, therefore, retain legislative
restrictions on competition, but then are obliged to show that the
restriction(s) is warranted via a robust net community benefit case.

Appropriate reform implementation may include, where justified by a public
interest assessment, having a firm transitional arrangement that extends
beyond 30 June 2002 (CoAG 2000). The Council considered in this 2002
assessment that governments have met their CPA obligations, even if they
did not complete reforms by 30 June 2002, where they:

e presented a robust net community benefit case to support the (temporary)
retention of restrictions beyond June 2002; and

e announced a transitional strategy for removing the restriction within a
reasonable period from June 2002 (for example, by ‘locking in’ the reform
through legislation).

In this assessment, the Council looked for governments to ensure reform
outcomes that restrict competition have regard to review recommendations
(assuming reviews were properly constituted and conducted). For compliance,
governments need to provide a public interest rationale for competition
restrictions that is supported by relevant evidence and robust analysis.

e Where a government has introduced or retained competition restrictions
on the basis of review recommendations, but the review does not provide
clear reasoning and argument to support its recommendations, the
Council has looked for the government to make transparent the evidence
and logic underlying its decision.

e Where a government has introduced or retained competition restrictions,
but this approach is not reasonably drawn from the recommendations of
the review, the Council has looked for the government to provide a
rigorous supporting case, including a demonstration of flaws in the
review’'s analysis and reasoning.

The CPA guiding principle does not mean that governments must always
conduct a full public review before reforming restrictions. Governments
sometimes repeal redundant legislation after preliminary scrutiny shows that
the legislation provides no public benefit. Such action meets the CPA
objectives. Similarly, a government may choose to disregard a review
recommendation supporting a restriction or seek to achieve policy outcomes
via an approach other than that recommended by a review. Where a
government has not implemented the recommendation of a properly
constituted rigorous review, however, the Council has looked for the
government to provide a robust net community benefit argument, explaining
why the approach recommended by the review is inappropriate.
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Different regulatory approaches across jurisdictions

The NCP provides for the possibility of different governments using different
regulatory approaches to similar problems. Different governments may
evaluate the various factors differently and thus reach a different conclusion
on the appropriate approach. Given that Australia is essentially one national
market, however, there is a strong argument that uniform or consistent
regulation across jurisdictions is likely to benefit the community by reducing
regulatory imposts on businesses and service providers, and ultimately
leading to lower prices to consumers. The Council looks for governments to be
cognisant of the approaches adopted in other jurisdictions, particularly where
these involve removing restrictions on competition.

The NCP facilitates greater legislative consistency in various ways. First, the
CPA offers scope for national reviews. It provides that a government, where
one of its reviews has a national dimension or effect on competition (or both),
should consider whether the review should be a national review. Twelve
national reviews have been scheduled under the NCP. Nine have been
completed, although the relevant governments still have to undertake the
necessary legislative action in most cases. Progress with national reviews is
discussed in chapter 15.

Apart from national reviews under the NCP, governments have implemented
mutual recognition since 1993. Mutual recognition is aimed at creating a
regulatory environment that will ‘encourage enterprise, enable business and
industry to maximise their efficiency, and promote international
competitiveness’ (CoAG 1998). The Commonwealth Mutual Recognition Act
1992 and related State and Territory mutual recognition legislation aim to
achieve a national market in goods and services via two principles:

e that goods that may be sold legally in one State or Territory may be sold in
a second State or Territory, regardless of differences in standards applying
to goods in the relevant jurisdictions; and

e that a person who is registered to practise an occupation in one State or
Territory be able to register to practise an equivalent occupation in a
second State or Territory.

Questions of mutual recognition may arise where occupations are registered
in some, but not all jurisdictions. The NCP assessment implications are
discussed in chapter 6 (health and pharmaceutical services), chapter 8 (other
professions and occupations) and chapter 13 (planning, construction and
development services).

New legislation that restricts competition

The CPA clause 5(5) obliges governments to ensure proposals for new
legislation that restricts competition are accompanied by evidence to show
that the legislation provides a net benefit to the community and that the
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restriction is necessary to achieve the objectives of the legislation. Clause 5
therefore has two broad elements: it establishes the program of review and
reform of existing restrictive legislation against the CPA guiding principle,
and it requires governments to ensure all subsequent restrictive legislation
meets the guiding principle.

The obligation regarding new legislation has been an ongoing obligation for
governments since the signing of the NCP agreements in 1995. In response,
all governments have established arrangements for ‘gatekeeper’ scrutiny of
the competition impacts of new and amended legislation. Box 2.2 summarises
these arrangements in each jurisdiction.

The Council considers each government’'s performance against the CPA clause
5(5) obligation in each NCP assessment. In this 2002 assessment, the Council
considered new legislation in the priority areas to check that gatekeeper
scrutiny is ensuring new legislation meets the CPA guiding principle and
therefore addresses governments’ policy objectives as effectively as possible.
Subsequent chapters discuss relevant legislation.
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Box 2.2: Arrangements for scrutiny of new restrictive legislation, by jurisdiction

Commonwealth Government

A Regulation Impact Statement (RIS) must be prepared for all new and amended
legislation regulation with the potential to restrict competition or impose costs or confer
benefits on business. The RIS must clearly identify a problem and relevant policy
objectives, and assess the costs and benefits of alternative means of fulfilling the
objective. The ORR advises on whether the RIS process requirements have been met,
including advising the Government on whether the RIS provides an adequate level of
analysis. The ORR also provides guidance and training to agencies on the preparation of
RISs.

New South Wales

All agencies developing or amending legislation that restricts competition are required to
assess competition effects. The Cabinet Office scrutinises all proposals for new legislation
that restricts competition to ensure that there is evidence demonstrating that new
restrictions are consistent with the CPA guiding principle.

Victoria

Victoria assesses all proposals for new restrictive legislation against the public interest
test. The assessment accounts for the CPA clause 5 guiding principle of the benefits of the
restriction to the community as a whole outweighing the costs, and the objectives of the
legislation only being achievable by the restriction. Cabinet submissions on legislative
proposals include a NCP Impact Assessment section. The Department of Treasury and
Finance advises the Treasurer and Cabinet on NCP issues, and assists departments on NCP
matters.

Queensland

Before Cabinet consideration, all new (including amending) legislation that restricts
competition must be subject to a public benefit test. In 2001, Queensland introduced 18
pieces of legislative amendment, or new legislation, that had been subjected to scrutiny
under its legislation gatekeeping arrangements.

Western Australia

The Department of Treasury and Finance advises agencies on NCP obligations and
encourages agencies to consider NCP principles at an early stage of preparing new law.
Western Australia’s legislative process contains a mechanism to ensure Treasury and
Finance is formally informed of progress on new legislation. Where Treasury and Finance
considers a proposed new law has the potential to restrict competition, it liaises with the
proponent agency to ensure the law is appropriately reviewed. Reviews of new legislation
are conducted in the same way as reviews of existing legislation. Since 1996, the gate-
keeping process has identified 80 proposals for new laws that contain potential restrictions,
including 15 in 2001.

The Department of Treasury and Finance may present its advice to the Cabinet directly if it
considers that the agency proposing the new legislation has not appropriately addressed
NCP issues.

South Australia

All agencies considering new legislation or amendments to existing legislation are to follow
a process developed by the Department of Premier and Cabinet and endorsed by
departmental chief executives. The process requires agencies developing policy to consider
restrictions on competition; to show in Cabinet submissions seeking approval to draft
legislation that competition issues have been considered; and to address competition
issues in the second reading speech of Bills to Parliament.

(continued)
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Box 2.2 continued

Tasmania

Tasmania’s gatekeeping process examines all proposals for new legislation including
against NCP principles. The gatekeeper process has assessed more than 500 legislative
proposals since 1996.

The ACT

The ACT Government requires regulatory impact statements to be prepared on all
proposed new or amended legislation and subordinate legislation (for example,
regulations) or government direction, as part of the policy development process. Cabinet
submissions must indicate whether their recommendations have any competition policy
implications. The Department of Treasury advises departments in the preparation of the
regulatory impact statements.

The Northern Territory

In the Northern Territory, all Cabinet submissions on legislative proposals must comment
on whether the proposed legislation includes new restrictions on competition. If so, the
proposing agency must analyse the community benefits and costs of the restriction and
whether the restriction is the only way to achieve the objective of the legislation.

Structural reform of public
monopolies

Protection of some public monopolies from competition, through regulation or
other government policies, has allowed structures to develop that do not
readily respond to market conditions. Rectifying strategies include removing
the relevant legislative restrictions and applying competitive neutrality
principles, but these reforms will not always be sufficient to establish
effective competition. Structural reform may be needed to dismantle a
government business that has developed into an integrated monopoly. Such
reform involves splitting the monopoly (or parts of it) into smaller entities,
including splitting the competitive or potentially competitive elements from
the monopoly elements.

Structural reform is particularly important where a public monopoly is to be
privatised. Privatisation without appropriate reform will result in a private
monopoly supplanting the public monopoly, with few real gains and
potentially considerable risks.

Obligations relating to the structural reform of public monopolies are set out
in clause 4 of the CPA. Under this clause, governments agreed to relocate
regulatory functions away from the public monopoly before introducing
competition into the market served by the monopoly. The aim is to prevent
the former monopolist enjoying a regulatory advantage over its (existing or
potential) competitors.

Clause 4 also sets out review obligations aimed at ensuring that reform paths
lead to competitive outcomes. Before introducing competition into a sector
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traditionally supplied by a public monopoly or privatising a public monopoly,
governments have undertaken to review:

e the appropriate commercial objectives of the public monopoly;

o the merits of separating potentially competitive elements of the public
monopoly from the natural monopoly elements;

o the merits of separating potentially competitive elements into independent
competing businesses;

e the best way of separating regulatory functions from the monopoly’s
commercial functions;

e the most effective way of implementing competitive neutrality;

e the merits of any community service obligations (CSOs) provided by the
public monopoly, and the best means of funding and delivering any
mandated CSOs;

e the price and service regulations to be applied to the relevant industry;
and

e the appropriate financial relationship between the owner of the public
monopoly and the public monopoly.

In this 2002 assessment, the Council considered each jurisdiction’s structural
review and reform activity (including the location of industry regulation)
where competition is to be introduced to public monopoly markets or where
privatisation is proposed or under way. Subsequent chapters discuss
particular structural reform matters. In particular, the Council considered
that government decisions regarding the Western Australian electricity
sector, Sydney Airport and South Australian ports generated clause 4
obligations.

Competitive neutrality

Competitive neutrality involves placing significant government business
activities on the same footing — for taxes, interest costs and regulations — as
their actual or potential private competitors, to the extent that the benefits to
be realised from implementation outweigh the costs. It encourages
governments to corporatise their significant government business enterprises
and ensure the prices charged by other significant government businesses
reflect full cost attribution.

Competitive neutrality aims to ensure Australia’s resources are used as
efficiently as possible, by removing from public businesses any net
competitive advantage due to public ownership. Competitive neutrality allows
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resources to flow to efficient government and private businesses. Publicly
owned businesses will attract resources if they merit them, rather than
because they have artificial advantages associated with government
ownership. These resource allocation effects mean that community economic
welfare is maximised from a given level of resources.

By placing government business activities on a similar competitive footing to
that of their actual or potential private competitors, competitive neutrality
establishes conditions for increased participation in industries, thus
promoting competition with flow-on benefits to consumers.

The increased transparency and accountability associated with competitive
neutrality encourage improved performance by government businesses. The
businesses cannot hide behind the protection given by the advantages that
they previously enjoyed, which often encouraged complacency about their
efficiency. Improved performance contributes to better services and lower
prices for users of the services, and reduced demands on taxpayers. In these
ways, competitive neutrality supports the effectiveness of the performance
monitoring regimes that many governments introduced for their businesses
in recent years.

There are other important benefits of competitive neutrality. Governments
that own the businesses are in a better position to assess the future of the
business, and recognise the costs of community service obligations (CSOs)
that previously government businesses might have provided through cross-
subsidies. This recognition leads to improved government decision-making
about CSOs. Competitive neutrality helps owner governments to make better
informed decisions about the future of their entities. Full attribution of costs
often leads governments to assess afresh whether they wish to provide a good
or service directly through a government business, to allow competitive
bidding for the provision of the good or service, or to vacate the area of
production.

Clause 3 of the CPA obliges all governments to introduce competitive
neutrality, where it is in the net public interest, for government business
enterprises and for other significant government business activities. Clause 7
of the CPA extended these obligations to significant local government
business activities.! Governments were required to establish principles for
identifying significant government business activities to which competitive
neutrality should be applied, and a mechanism for hearing complaints of
noncompliance with competitive neutrality principles and policy. The capacity
of individuals or firms to make complaints is important to the robustness of
competitive neutrality arrangements.

1 The Commonwealth and the ACT do not have local government sectors. The Council
agreed in its 1997 NCP assessment that the relatively small size of local government
businesses in the Northern Territory obviated a need to apply competitive neutrality
principles to local government business activities. Local governments in the
Northern Territory are small and provide relatively few services themselves, instead
providing services via contractors.
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Clause 3 of the CPA allows for competitive neutrality not to apply to small
government business activities, on the ground that the costs of implementing
competitive neutrality for such businesses are likely to exceed the benefits.
Most jurisdictions determine significance on a case basis, with reference to
turnover thresholds and market impacts.

All governments have made good progress in implementing competitive
neutrality. Each released its policy in 1996 and some have subsequently
revised the policy. Many governments have also issued specific policy
statements covering the application of competitive neutrality to local
government business activities. The CPA gives each government the freedom
to define and establish its own competitive neutrality arrangements (within
the requirements of the CPA clause 3). As a result, differences in approach
and emphasis have arisen among jurisdictions. These differences in
competitive neutrality policies and application can highlight possible best
practice, helping governments to enhance their policies in recent years.

Competitive neutrality obligations under the
NCP

Clause 3 of the CPA defines the competitive neutrality obligations for
governments. The following are the principal elements of this clause.

e For those significant government business enterprises that are classified
by the Australian Bureau of Statistics as public trading enterprises and
public financial enterprises, jurisdictions are required to adopt (‘where
appropriate’) a corporatisation model and to impose Commonwealth, State
and local government taxes or tax equivalents, debt guarantee fees and
those regulations to which the private sector is normally subject.

e Where a government agency undertakes ‘significant’ business activities,
the government will (‘where appropriate’) implement the principles
applicable to public trading enterprises and public financial enterprises, or
ensure that the prices charged for goods and services take account (‘where
appropriate’) of taxes or tax equivalents, debt guarantee fees and private
sector equivalent regulations and reflect full cost attribution for these
activities.

e The principles for public trading enterprises, public financial enterprises
and other significant business activities need be implemented (in each
case) only to the extent that the benefits outweigh the costs.

e Each government was required to publish a competitive neutrality policy
statement by June 1996 (including a complaints mechanism), and must
report annually on the implementation of the competitive principles,
including allegations of noncompliance.
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In November 2000, CoAG clarified some practical implementation issues and
agreed that governments could have regard to the following factors in
applying clause 3.

e Where a government business (for example, a university) is not subject to
the executive control of a government, a ‘best endeavours’ approach could
be adopted. CoAG stated that this would require governments, at a
minimum, to provide a transparent statement of competitive neutrality
obligations to the business.

e Governments are not required to undertake a competitive process for the
delivery of CSOs, and are free to determine who should receive a CSO
payment or subsidy, which should be transparent, appropriately costed
and directly funded by government.

¢ A range of costing methods, including fully distributed cost, marginal cost
and avoidable cost, satisfy the term ‘full cost attribution’ in clause 3.

Governments’ progress in implementing their
obligations

The Council assesses each government's compliance with the competitive
neutrality principles in the CPA by considering:

e the government’'s application of competitive neutrality principles to all
government business enterprises and significant government business
activities (including local government businesses) to the extent that the
benefits from application outweigh the costs; and

e the government’s use of effective processes for investigating and acting on
complaints that significant government business activities are not
applying appropriate competitive neutrality arrangements.

The Council has consistently emphasised the importance of effective
competitive neutrality arrangements. In the 1997 NCP assessment, the
Council said:

As the reform process continues, the Council will look in more detail at
matters related to the effectiveness of jurisdictions’ reform programs.
This will encompass, in particular, consideration of the effectiveness of
approaches to corporatisation, including performance monitoring
arrangements, application of full cost pricing principles and delivery
of CSOs. (NCC 1999a, p. 57)

The concept of full cost attribution to significant business activities is a
central aspect of competitive neutrality. An optimum of the current
approaches applied by governments may have the following features.
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e In addition to labour, raw materials and the competitive neutrality
elements listed above (taxes or tax equivalents, debt guarantee fees and
the costs of regulation equivalents), costs include a targeted rate of return,
costs of noncurrent assets used and depreciation.

e Targets for rates of return are based on the weighted average cost of
capital of each significant business activity, which measures the cost of the
business activity’s equity and debt.

e Other costs may also be relevant, even if not explicitly mentioned in the
CPA. All jurisdictions’ competitive neutrality policy statements note that
local government rates and charges (or equivalents), for example, are an
element of the full cost price. Unless government businesses undertake
full cost attribution, they may be able to operate at lower profit levels than
their competitors can and thus undercut them even if less efficient.

e Significant business activities are required to recover all costs in the
medium to long term, while having the freedom to practise marginal
pricing in the short term (or to practise commercial pricing strategies) in
response to market conditions.

While the CPA does not explicitly link the delivery of CSOs and competitive
neutrality, the ways in which CSOs are delivered can have a significant
bearing on competitive neutrality outcomes. The Council takes into account
the extent to which CSOs are clearly defined, costed and directly funded by
government (in line with the CoAG agreement of November 2000).

In relation to complaints handling, the Council noted the importance of an
effective, generally accessible mechanism, stating that for the 1999 and 2001
NCP assessments it would take account of:

... the degree of independence of the mechanism, the intended scope of
coverage including the nature of complaints which can be lodged, the
transparency of reporting of complaints and findings and the ease of
access for complainants. (NCC 1999a, p.58)

The Council considers that governments should give their complaints bodies
scope to investigate competitive neutrality complaints about all public
businesses, particularly where the government does not require all businesses
to apply competitive neutrality. Even where businesses are small (so the net
benefit from applying competitive neutrality principles may not be clear), the
investigation of complaints can provide the government with useful advice
about appropriate policy action. Allowing complaints to be heard about all
government businesses can sometimes establish that the impact of that
business in the market is greater than previously thought.

Page 2.18



Chapter 2 CPA reforms

Coverage of competitive neutrality principles

The Council monitors the coverage of the competitive neutrality principles in
each of the jurisdictions. Now, six years after the publication of competitive
neutrality policy statements, the Council expects that all significant
government businesses (including at local government level) should be subject
to competitive neutrality where appropriate, as intended by the CPA clause 3.
In the first two NCP assessments, the Council accepted that it was
appropriate for governments to apply competitive neutrality principles to
their larger businesses as a transitional measure. The Council has always
regarded business size thresholds as arbitrary and relatively inflexible
measures of significance, however, and has consistently noted that significant
businesses should be identified on the basis of their effect or potential effect
on their relevant market(s).

While several governments apply minimum revenue thresholds for the
purposes of defining significant business activities, governments also
commonly account for the impact of a business on the markets in which in
which it operates. Some governments allow competitive neutrality complaints
to be made about any government businesses, which is a mechanism for
ensuring an independent government entity could consider any significant
impacts on private competitors.

Particular structural arrangements in some jurisdictions mean that failure by
certain government businesses to apply competitive neutrality principles is
not noncompliance. Where businesses are not subject to executive control (for
example, universities and part privatised businesses where the relevant
government is a minority shareholder and the privatisation took place before
the NCP), CoAG directed that the Council should consider governments’
compliance with CPA clause 3 on a ‘best endeavours’ approach. In several
cases, governments have informed the Council that they have alerted entities
over which they do not have executive control to the government competitive
neutrality policies. CoAG indicated that this was a minimum requirement;
there are additional possible steps for entities outside executive control.
Governments have implemented some of these steps, including:

e making competition policy staff available to deal with queries to assist the
entities’ introduction of competitive neutrality;

e preparing information packages specific to the application of competitive
neutrality to these entities;

e offering to deal with complaints; and

¢ holding regular meetings with the entities to review competitive neutrality
implementation.

The Council Secretariat has received several inquiries from private
companies about competition from university entities in bidding for contracts
for research or educational work. Some inquiries have concerned universities’
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provision of commercial recreational services. These inquiries underline the
value of jurisdictions encouraging universities to apply competitive neutrality
principles in their business activities through measures such as those
described above.

The Council Secretariat has also received several inquiries about the business
activities of local governments, especially with regard to recreational
facilities. While it is appropriate for local governments to subsidise
recreational services they see as a community priority, jurisdictions could
consider encouraging local governments to transparently report such
subsidies (in order to facilitate community knowledge of the local
government’s policy) and to regularly review the significance of their business
activities.

Box 2.3 summarises government policies on defining significant government
businesses. Box 2.4 provides information on particular government entities to
which States and Territories recently extended (or are considering) the
application of competitive neutrality.2

Box 2.3: Governments’ approaches to defining significant government businesses

The Commonwealth applies competitive neutrality principles to all government business
enterprises and their subsidiaries, other share-limited trading companies and all
designated business units, competitive tendering and contracting bids, and other business
activities with commercial receipts exceeding $10 million per year, while those businesses
below $10 million per year are assessed for significance on a case basis. A commercial
business activity with a turnover of less than $10 million may be required to implement
competitive neutrality arrangements if an investigation by the Commonwealth Competitive
Neutrality Complaints Office upholds a complaint that it is benefiting from its government
ownership. (The Government does not apply tax equivalents to SBS because it is seen as
incurring certain competitive disadvantages, such as limited advertising time. The Council
considers such a ‘trade-off’ between advantages and disadvantages to be unusual, and
recommends that these arrangements be reviewed.)

In New South Wales, competitive neutrality is applied to Public Trading Enterprises,
State-owned corporations and General Government Businesses, where significant business
activities are defined on a case basis. At the local government level, competitive neutrality
is applied as follows: Category 1 businesses (which have annual sales turnovers/annual
gross operating income higher than $2 million) must adopt a corporatisation model and
apply full cost attribution. Category 2 businesses (less than $2 million annual gross
operating income) are free to determine the extent of separation from mainstream
activities, but must apply full cost attribution and make subsidies explicit.

In Victoria, the determination of significance for a government business (or a local
government business) is based on the importance of the business in the market as
measured by its size, competitive impact and the resources that it commands. Victoria
does not apply competitive neutrality principles to some businesses — including businesses
that do not compete with private companies; business activities that are small in relation
to their markets in terms of size and competitive impact; and businesses that have mainly
advisory or regulatory functions. Local government businesses in Victoria are subject to full
cost attribution on a case basis.

(continued)

2 Chapter 4 refers to competitive neutrality in the forestry sector.
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Box 2.3 continued

Queensland classifies State Government businesses as ‘significant’ (for the purpose of
implementing competitive neutrality principles) according to the scale of the business and
its impact on the market. Queensland applies an indicative framework in assessing
significance — that is, an expenditure threshold of $10 million is used as a guide to
significance. Larger local government businesses are also subject to competitive neutrality,
while financial incentives are used to encourage the application of competitive neutrality
principles to smaller council businesses. Several smaller Queensland councils are still
considering the application of competitive neutrality reforms to their business activities.

Western Australia determines significance on the basis of the importance to the State
economy of the market in which the government business activity takes place. At the local
government level, businesses with turnover of $200 000 or more are potentially subject to
competitive neutrality.

South Australia uses impact on the market as the principal determinant of significance.
Most councils are involved in small-scale business activities and cost-reflective pricing is
the most common approach to competitive neutrality at the local government level.

In Tasmania, all GBEs, public trading enterprises and public financial enterprises at the
State government and local government level apply corporatisation principles. The
significance of other entities for competitive neutrality application is based on impact on
the market. Tasmania is currently undertaking a review that will seek to more clearly
identify significant business activities at the local government level. Tasmania expects to
have revised by mid-2002 its policy statement on the application of competitive neutrality
policy to local government.

In the ACT, the impact of the business on the market is the primary consideration in
determining whether a government business activity is significant. All ACT government
businesses are subject to competitive neutrality requirements.

The Northern Territory considers all ‘government business divisions’ and government
business enterprises to be significant businesses.

Box 2.4: Instances of extended application of competitive neutrality

In its previous NCP annual report to the Council, Queensland reported that competitive
neutrality is being introduced to the Public Trust Office in stages. The latest NCP annual
report confirms that the Public Trust Office has fully implemented the first-stage reforms
during 2001 and full cost pricing. The next stages of reform are being implemented during
2002.

Following a review in 2001, the Queensland Government endorsed the application of
competitive neutrality principles to TAFE institutes — where they compete directly with
private providers on price — and the implementation of a full cost pricing model for
competitive purchasing and fee-for-service programs by February 2002. Legislation is
being introduced to establish a new statutory authority to undertake the regulatory
functions currently administered by WorkCover Queensland.

Western Australia reported in its 2002 NCP annual report that the Government is
considering a competitive neutrality review of native forest timber operations (completed
by independent consultants). The State completed a competitive neutrality review of the
Valuer-General’'s Office in November 2000, which recommended that the office operate
according to competitive neutrality principles. The office has introduced the change by
pricing on a competitively neutral basis. Western Australia is drafting legislation to apply
competitive neutrality to the Bunbury and Busselton Water Boards. The Government
expects to complete competitive neutrality reviews of TAFE colleges and universities in
2002.

(continued)
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Box 2.4 continued

South Australia reports that the then Government decided in late 2001 not to apply the
Public Corporations Act 1993 to the Public Trustee, and that competitive neutrality
compliance options are being considered. In the case of Medvet Science, which is a
subsidiary of the Institute of Medical and Veterinary Services, most commercialisation
reforms have been implemented, with the exception of tax equivalents. This exception is
under review.

Tasmania reported that the review of the exemption of the Port Arthur Historic Site
Management Authority from income tax equivalents and dividends was completed in March
2001. The Government decided to exclude the authority from the national tax equivalents
regime because it does not consider that the authority participates in a contestable
industry and because there are public interest considerations (namely, conserving a major
part of Australia’s history and bringing tourists to the Tasman peninsula, which suffers
from high unemployment).

The Northern Territory Government applied the Government-owned corporations
framework to the Power and Water Corporation from 1 July 2002 while the application of
the framework to other Government Business Divisions is to be considered on a case basis
during 2003.

Defining and funding CSOs

The ways in which governments use their businesses to deliver CSOs can
have a significant impact on resource allocation. Where public sector
businesses are required to fund CSOs through cross-subsidies, they can be
handicapped compared with private sector competitors. By increasing the
prices of goods and services that fund the CSOs, cross-subsidies can hold back
demand for goods and services. In some cases, funding through cross-
subsidies has been supported by regulations that restrict competition for the
government business, or by leniency in the rate of return required of the
business. Such measures have reduced the achievement of competitive
neutrality.

In November 2000, governments recognised (in the CoAG forum) that it is
preferable for CSOs to be clearly identified, funded from the Budget and
reported by the government. This approach eliminates resource allocation
distortions, enhances community awareness of the CSOs and allows a better
comparison with other demands on the public purse. Without careful and
systematic identification and implementation of CSOs, market participants
and taxpayers cannot determine whether the prices charged by a government
business reflect full cost attribution (as required by the CPA clause 3) or
contain an element of subsidy (or penalty) due to government ownership.
Visible CSOs enable private firms to readily identify CSO payments to
government-owned competitors and adjust their business decisions
accordingly. Further, the ability of complaints processes to resolve pricing
complaints expeditiously often depends on governments clearly defining and
costing CSOs.

All governments acknowledged, in their competitive neutrality policy
statements and related pricing guidelines, the need to clarify the objectives
and specify the noncommercial obligations of their businesses. Governments’
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policies and guidelines generally emphasise the importance to effective public
policy of clearly identifying, defining and costing CSOs and explicitly funding
them from the purchasing agency’s budget.

The Council has no role in assessing whether CSO objectives are appropriate
— that is a matter for governments. Rather, governments’ provision of public
information about their CSOs enables the Council to confirm that CSOs are
specified and funded such that effective and transparent provision of CSO
services is encouraged, with minimal impact on the efficient provision of other
commercial services. Public reporting of information about CSO
arrangements is important in verifying that governments’ policy approaches
are consistent with the efficient resource allocation objective of the CPA
clause 3.

Box 2.5 summarises the governments’ approaches to the delivery of CSOs.

Box 2.5: Community service obligation policies

The Commonwealth’s annual NCP report notes that the ‘intention’ of competitive
neutrality is to encourage ‘more effective and transparent provision of CSOs’, with ‘minimal
impact’ on the efficient provision of other commercial services. The Commonwealth’s policy
is that CSOs should be funded from the purchasing portfolio’s budget, with costs
determined as part of a commercially negotiated agreement. If direct funding would entail
proportionately large transaction costs (more likely to be the case with small government
businesses), however, then portfolio Ministers can opt to purchase CSOs by notionally
adding to the provider organisation’s revenue result to calculate the rate of return. Where
this is done, CSOs should be costed as if funded directly from the portfolio department’s
budget.

In New South Wales and Queensland, the relevant government business provides
details of CSO payments in its financial and annual reports. Where any commercialised
government business unit in Queensland delivers a CSO, the Government pays the unit
and a CSO Agreement formally recognises the arrangement.

In Victoria, government business enterprises are required to disclose CSO obligations and
funding in their corporate plans, and some are reporting on them in their annual reports.
Victoria summarised CSO arrangements for all agencies in the supplementary tables of its
2002 NCP annual report. Many Victorian CSOs are funded by the Budget, but some
entertainment or arts venues carry internally the cost of concessional entry fees.

Western Australia, Tasmania, the ACT and the Northern Territory identify and cost
CSOs in their annual Budget process. In Western Australia, various means of funding CSOs
are allowed, but direct Budget funding is the preferred approach. In Tasmania, the
Government purchases CSOs from government business enterprises, and clearly identifies,
justifies and separately accounts for those CSOs. The ACT’s 2002 NCP annual report
provides a table and costing of all of its CSOs.

South Australia’s Public Corporations Act 1993 requires, where relevant, that the
arrangements for CSOs be set out in the charter of a public corporation, including the
CSOs’ nature, scope, costing and funding. The CSOs of commercialised South Australian
entities are identified and costed. In relation to entities subject to cost-reflective pricing,
South Australia advised that there is generally direct Budget funding of noncommercial
functions. South Australia advised that a CSO working group is continuing its work to
improve some procedural aspects of CSO policy arrangements, particularly purchaser—
provider arrangements and the provision of information to the Government to assist its
decisions on the approval and funding of CSOs.
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Investigation of alleged noncompliance

All governments have instituted complaints processes and, in their NCP
annual reports, document allegations and actions taken in response. Some
governments require complaints to be made in the first instance to the
government business that is the subject of the complaint, and then to an
independent body or to the competition policy unit. In some jurisdictions, the
independent body considers complaints only if the relevant Minister(s)
decides this is appropriate.

Design of complaints mechanisms is a matter for each government; the CPA
does not prescribe the mechanisms and processes. The question for NCP
assessment of compliance is whether complaints are heard expeditiously and
effectively, because failure in these regards can be damaging to the
complainant and to general confidence in the competitive neutrality
arrangements. The Council is concerned about the slowness of some
complaints investigations, and encourages governments to consider options
for accelerating them. Private businesses should be able to expect quick
processing of complaints.

Table 2.6: Complaints mechanisms

In those jurisdictions where complaints can be made to an independent body, that body
usually has been established to promote competition, pricing and market conduct
outcomes, especially with regard to government entities. Examples of such bodies are
New South Wales’ Independent Pricing and Regulatory Tribunal, the Queensland
Competition Authority, South Australia’s Competition Commissioner, Tasmania’s
Government Prices Oversight Commission, and the ACT’s Independent Competition and
Regulatory Commission. In New South Wales, the Premier can refer competitive neutrality
complaints about tender bids to the State Contracts Control Board for independent
assessment. The Commonwealth complaints unit is the Commonwealth Competitive
Neutrality Complaints Office (CCNCO), which is located within the Productivity Commission.

In Victoria, the Competitive Neutrality Complaints Unit (located in Treasury) considers all
complaints, although the unit encourages parties to seek to resolve the differences
themselves in the first instance. In Western Australia, the Expenditure Review
Committee of Cabinet handles complaints with administrative support from the
Competitive Neutrality Complaints Secretariat. In the Northern Territory, the Treasury
handles complaints.

Some governments allow complaints to be lodged only against government entities that
are subject to competitive neutrality principles, while others allow complaints to be made
against other government business activities as well. In most States, complaints against
local government businesses must be made in the first instance to the local government,
and then to the complaints body of that State.

Page 2.24




Chapter 2 CPA reforms

Complaints highlighted in the 2002 NCP annual reports

Commonwealth, State and Territory NCP reports indicated that most
governments received new competitive neutrality complaints in 2001.3

At the Commonwealth level, the CCNCO conducted investigations of four
competitive neutrality complaints over the nine months to the end of
March 2002. The CCNCO'’s consideration of a complaint against ARRB
Transport Research Limited, which has 10 governments as its members,
found no evidence that competitive neutrality principles had been
breached. The CCNCO suggested, however, that member governments
consider specification and funding of non-commercial public interest
research undertaken by ARRB.

A complaint about the Bureau of Meteorology’s services to the aviation
industry was resumed in May 2001 following a ‘stay’ previously requested
by the complainant. The CCNCO found that a component of these services
(those provided in addition to Australia’s international obligations)
constitute a business activity and should be subject to competitive
neutrality and competitive provision. The CCNCO recommended that the
Commonwealth should complete its consideration of introducing such
competition. The Commonwealth has since decided that the Bureau of
Meteorology should continue to be the sole provider of basic meteorological
services to satisfy community service and international obligations. The
Government also decided to introduce competition in the market for ‘value
added’ weather services during 2002.

The CCNCO found that no action under competitive neutrality policy is
required with respect to land leasing activity at Sydney and Camden
airports.

Investigation of a complaint against Docimage Business Services found
that it had made appropriate competitive neutrality cost adjustments.

During the 1 January 2001 to 30 March 2002 reporting period, the New
South Wales Government did not receive any new requests for competitive
neutrality complaints to be referred to the Independent Pricing and
Regulatory Tribunal or the State Contracts Control Board. The
Department of Local Government was not requested to review any actions
in response to complaints against local governments.

A complaint lodged by the Conference of Asia Pacific Express Carriers against
Australia Post in 2000 is discussed in chapter 14. Chapter 5 provides information
about a 1999 complaint against two rail freight businesses: National Rail, which was
jointly owned by the Commonwealth, New South Wales and Victoria, and
FreightCorp, which was owned by the New South Wales Government. Both of these
rail freight businesses were privatised in February 2002.
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¢ In Victoria, complaints investigations were suspended in late 1999 while
the new Government prepared a new competitive neutrality policy. This
policy was released in October 2000 and complainants were encouraged to
try to resolve their concerns with the government entities about which
they were complaining. Some complaints were not reinstated, while the
Competitive Neutrality Complaints Unit investigated (or is investigating)
others (together with some new complaints). Several of the investigated
complaints were against local government business activities, including
waste and recycling services, leisure centres, child care centres and
livestock exchange. Where the complaints unit has completed its
investigation, the councils have made appropriate competitive neutrality
adjustments or undertaken to conduct a public interest test, with the
complaints unit to prepare a follow-up report. Other complaints have been
against State Government businesses, including an interpreting service, a
school and a supportive residential service.

e The Queensland Competition Authority completed its investigation of four
complaints (by one party) against the Network Services Division of
ENERGEX and found that two were substantiated. The Queensland
Premier and Treasurer accepted this finding and ENERGEX (in
association with the Electrical Safety Office) is taking remedial action.
Similarly, aspects of a complaint against Queensland Rail’s livestock
transportation business, Cattletrain, were substantiated. Subsequently,
the open-ended financial arrangements between Queensland Rail and
Cattletrain ceased, thus removing the main cause of the complaint.# Local
governments received no formal complaints, but one informal complaint
resulted in the Department of Local Government and Planning requiring a
council to establish a complaints-handling process and to deal with the
particular complaint. The department has taken steps to ensure all local
councils have mechanisms to deal with complaints.

e Western Australia’s Complaints Secretariat did not receive any formal
competitive neutrality complaints during 2001. It received three informal
complaints about Government activities that are not required to apply
competitive neutrality principles (a hospital, prisons and a government
tree seedling service), and it is investigating them.5

4 Chapter 5 provides more information on this complaint.

5 On 1 July 2002, the Council was advised by representatives of a private radiation
oncology company in Western Australia of the company’s concerns about competition
from the radiation oncology department of a Perth public hospital, which it believes
reflects advantages arising from the hospital’s public ownership. Western Australia’s
Complaints Secretariat has informed the radiation oncology company that that
State’s competitive neutrality policy does not apply to health sector businesses. The
matter has been raised by the Complaints Secretariat with the Department of
Health. The Minister for Health is responsible for instigating any change in the
policy regarding application of competitive neutrality to health sector businesses in
Western Australia. The Council is discussing this matter with the Complaints
Secretariat.
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e In South Australia, three complaints were carried over from 2000. The
Competition Commissioner’s investigations are continuing in two
instances, while the third complaint was withdrawn. The Competition
Commissioner received five new written complaints during 2001, but
found only one to be within the scope of South Australia’s legislation
relating to competitive neutrality. The Commissioner is still investigating
this complaint. Local governments did not receive any complaints in the
reporting period.

e Tasmania’s Government Prices Oversight Commission received one
competitive neutrality complaint in 2001, about Hobart City Council’s off-
street parking business. The business had not been formally endorsed as a
significant business activity, and the matter was referred to the
Department of Treasury and Finance. The department discussed the
matter with the council, which agreed to separate the financial reporting
of its on-street and off-street parking businesses. The commission has
advised that this will meet the council’s competitive neutrality obligations.

e No competitive neutrality complaints were lodged in the ACT or the
Northern Territory during 2001.

Productivity Commission report on financial
performance of government trading enterprises

Government trading enterprises (GTEs) are usually larger government
businesses, and all governments include most of them in their significant
business activities that are subject to competitive neutrality principles.

On 9 July 2002, the Productivity Commission released the third of its series
of annual reports on the financial performance of GTEs (PC 2002c). The
information used by the Productivity Commission in preparing this report
included data provided by States and Territories and extracted from GTE
annual reports.

The Productivity Commission’s report provides significant information on the
application of competitive neutrality by the Commonwealth, State and
Territory governments. The report covers the financial performance of 64
GTEs, and found that in 2000-01 only 45 per cent of them earned pre-tax
returns of capital that exceeded the 10 year Commonwealth Government
bond rate of 5.8 per cent.¢ The Productivity Commission report indicates that
average profitability deteriorated in 2000-01 (PC 2002c, pp. 5-6).

6 The Commonwealth bond rate is typically used as the benchmark for the risk free
rate of return, and GTEs should seek to achieve a rate of return that is equivalent to
the risk free rate plus a margin for the degree of risk of the business (around 3
percentage points for low-risk businesses and 7 percentage points for high-risk
businesses).
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The Productivity Commission report comments that the low rates of return
could raise competitive neutrality issues, as they may indicate that GTEs are
charging lower prices than private competitors. The report acknowledges,
however, that low returns could also reflect other factors, such as inherited
costs being too high, overvalued assets, and inadequate government
payments for CSOs (PC 2002c, pp. 6—8). The Council notes that weak market
conditions or inadequate enterprise management may also explain poor
returns for some GTEs, at least for a year or two. Noting that the prices of
goods and services provided by many GTEs are regulated, the Productivity
Commission’s report suggests that the poor returns by some GTEs may
possibly reflect regulatory error or a tendency of some regulators to favour the
short-term interests of consumers (PC 2002c, pp. 8-9 and p. 44). The report
comments that regulators must ensure that the asset valuations implicit in
their price determinations are robust, because ‘appropriate asset valuations
are central to the formation of efficient policies regarding both capital
investment and pricing regimes’, and that GTE managers also should take
care in asset valuations (PC 2002c, pp. 44-45).

The Productivity Commission’s report provides information on governments’
practice in estimating the ‘stand-alone’ credit ratings of their GTEs (the
ratings that they would achieve if they were not government owned and
therefore not enjoying an implicit government guarantee of their debt). Each
GTE’s credit rating determines the debt guarantee fee that it faces on top of
its borrowing rate, and is therefore a significant factor in determining the
GTE's costs, and thus its pricing and adherence to competitive neutrality.
Some jurisdictions commission credit rating agencies to estimate the stand-
alone rating. In other jurisdictions, the Treasury makes the estimates for all
GTEs or for smaller GTEs (in some cases, the GTEs make their own
estimates). Some jurisdictions require the rating assessments to be made
more frequently than others. The Productivity Commission report also finds
that the some governments apply the debt guarantee fee to a more limited
range of GTEs’ financial liabilities than other governments, and suggests that
this may encourage some GTEs to use certain ways of raising finances to
avoid the debt guarantee fee (PC 2002c, pp. 63-66). The variations in
governments’ debt guarantee policies have implications for competitive
neutrality outcomes. The Council will discuss this matter with governments
over the period to the 2003 NCP assessment.

Further to the earlier discussion in this chapter on CSOs, the Productivity
Commission’s report comments that:

Direct funding of CSOs improves transparency and makes financial
performance easier to assess. This facilitates accountability of GTE
management and strengthens incentives to improve financial
outcomes. (PC 2002c, p. 70)

The Productivity Commission notes that most governments argue in principle
for an avoidable cost approach (involving estimation of the cost, net of any
revenue associated with the CSO, that would have been avoided if the CSO
were not provided) to estimating the value of CSOs, but in practice use a
range of methods. These methods include revenue forgone (the difference
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between the cost of supplying the CSO and the revenue derived from
providing the service) and fully distributed cost (PC 2002c, pp. 72-73). The
Council’s recent staff discussion paper on competitive neutrality suggested
that the avoidable cost approach to costing CSOs is the most appropriate
method (Trembath 2002, p. 33).

The staff discussion paper also suggested that, under best practice,
governments would directly fund CSOs rather than require cross-
subsidisation within government businesses. In addition, the government
business and the providing government agency would cost and transparently
account for CSOs, and each jurisdiction’s Treasury would enhance
transparency further by publishing a table of all CSOs in its annual budget
papers (Trembath 2002, p. 33). Box 2.5 indicates that governments’ policies
generally require direct government funding and transparent reporting of
CSOs. The Productivity Commission reports, however, that there are
instances where these policies have not been followed. Its survey of the
annual reports of the 64 GTEs it is monitoring found that 27 GTEs reported
direct government funding of CSOs, that other GTEs did not disclose direct
funding that they had received, and that some governments have required
particular GTEs to fund CSOs from their own resources. Some GTEs do not
report the activity to which CSO funding relates. In some instances,
governments have provided payments for non-commercial activities to GTEs,
but neither party has reported them as CSOs (PC 2002c, pp. 73-79).

The Council will be discussing the matters of costing, funding and reporting
of CSOs with governments over the period to the 2003 NCP assessment.
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This chapter discusses governments’ compliance with the four related reform
obligations set out in the Agreement to Implement the National Competition
Policy and Related Reforms and augmented in associated intergovernmental
agreements. The four related reform obligations relate to electricity, gas, the
water industry and road transport.

Electricity

Governments embarked on a program of reform in the electricity sector in the
early 1990s. Specific government reform commitments were set out in the
Agreement to Implement the National Competition Policy and Related
Reforms, the Competition Principles Agreement (CPA) and other agreements
on related reforms for the electricity sector (electricity agreements).

All State and Territory governments have obligations relating to structural
reform and legislation review under the CPA. In addition, the Council of
Australian Governments (CoAG) agreed to a series of electricity sector-
specific reforms contained in the electricity agreements. These reforms
revolved around creating a fully competitive national electricity market
(NEM), featuring a national wholesale electricity market and an
interconnected national electricity grid. Specific objectives set out in the
electricity agreements for a fully competitive NEM included:

e an ability for customers to choose which supplier (including generators,
retailers and traders) with which they will trade;

e nondiscriminatory access to the interconnected transmission and
distribution network;

e no discriminatory legislative or regulatory barriers to entry by new
participants in generation or retail supply; and

e no discriminatory legislative or regulatory barriers to interstate and/or
intrastate trade.

The reform obligations under the electricity agreements apply to only
jurisdictions participating in the NEM — currently, New South Wales,
Victoria, Queensland, South Australia and the ACT. Tasmania expects to
become a NEM participant in 2004, on completion of the Basslink
interconnect with Victoria.
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Structural reform

All State and Territory governments have structural reform commitments
arising from clause 4 of the CPA. Clause 4 requires governments to take
certain steps before introducing competition into a market traditionally
supplied by a public monopoly and before privatising a public monopoly. They
are obliged to remove any responsibilities for industry regulation from the
public monopoly and to review structural and competitive arrangements in
the industry (often referred to as a clause 4 review).

All jurisdictions, other than Western Australia, have completed structural
reform of their electricity sector against the CPA clause 4 requirements.
Reform measures have included separating generation and transmission
activities, ring fencing retail and distribution businesses, and moving
responsibility for industry regulation from the public monopoly to
independent industry regulators.

Western Australia

Structural reform of the electricity sector is less advanced in Western
Australia than in other jurisdictions. Western Power Corporation (Western
Power), a wholly Government-owned corporatised business entity, is the
State’s major generator, transmitter, distributor and retailer of electricity.
There are several privately operated generators throughout the State,
primarily supplying their own mining, mineral processing or other operations,
and small townships.

The Western Australian Government established an independent Electricity
Reform Task Force in August 2001 to develop recommendations on:

e the extent and phasing in of the disaggregation of Western Power;

e the structure of the electricity market to be established in Western
Australia;

e a Western Australian Electricity Access Code; and

e appropriate market and regulatory arrangements to move towards full
retail contestability by 2005.

The task force is also examining issues such as separating regulatory
legislation for the electricity industry from Western Power’'s enabling
legislation, ensuring competitive neutrality is achieved, and ensuring
transparent funding arrangements for the delivery of community service
obligations (CSOs). It is expected to deliver its recommendations to the
Western Australian Government by August 2002.

The National Competition Council is satisfied with the progress that Western
Australia has made in meeting its obligations in regard to structural reform
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in the electricity sector. It will consider the recommendations of the task force
and Western Australia’s further progress as part of the 2003 National
Competition Policy (NCP) assessment.

Legislation review and reform activity

Table 3.1 summarises jurisdictions’ progress in reviewing and reforming their
electricity-related legislation under clause 5 of the CPA. The evidence before
the Council is that the governments that are still to complete their CPA
clause 5 obligations have all significantly advanced their review activity
and/or their consideration of regulatory reform options since the 2001 NCP
assessment. The Council will finalise in 2003 the assessment of governments’
compliance with the CPA clause 5 obligations to review and reform electricity
sector legislation.

Electricity agreement obligations for NEM
participating jurisdictions

The Council identified in its 2001 NCP assessment the issues that would be
the focus of its 2002 NCP assessment of NEM-participating jurisdictions’
implementation of the electricity agreements. These issues are considered in
the following section.

Further NEM reforms

In its 2001 NCP assessment, the Council highlighted areas of the NEM
design that it considered needed improvement and refinement to achieve the
national market objectives contained in the electricity agreements. These
areas included:

e developing the national market character of the NEM in the wholesale
trading arrangements by improving the despatch and pricing
arrangements;

e encouraging transmission interconnection to develop a national grid
rather than series of regional networks; and

e refining the NEM institutional framework so NEM policy can be
developed and implemented.

A comprehensive discussion of the Council’'s views on appropriate NEM
reform is contained in its public submission to the CoAG Energy Market
Review (the Parer Review). The Parer Review is expected to issue its final
report in February 2003. The Council will consider the Parer Review’s final
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recommendations and governments’ responses to those recommendations in
the 2003 NCP assessment.

Code derogations

The Council considers that derogations to the National Electricity Code (the
Code) should be transitional only and that governments should not seek
additional or extended derogations unless clear public benefit can be
demonstrated. Since the 2001 NCP assessment, the only additional or
extended derogations to the Code relate to the implementation of full retail
contestability in New South Wales and Victoria. The Council accepts the need
for these derogations, which are transitional only and will cease by July 2004.
No government has indicated an intention to add or extend derogations.

Vesting contracts

At the commencement of the NEM, all governments (other than the ACT) put
in place vesting contract arrangements to protect retailers from wholesale
price fluctuations following the introduction of competition in the wholesale
market. Derogations giving effect to these arrangements were transitional
only and have come to an end in New South Wales, Victoria and Queensland.
The arrangements in South Australia will end on 31 December 2002.

In New South Wales the Electricity Tariff Equalisation Fund replaced the
vesting contract arrangements. The fund effectively has the same function as
that of the vesting contract arrangements — to manage the wholesale price
risk faced by retailers which are obliged to supply customers at regulated
tariffs. The Council notes continuing concern by some market participants
that the fund has impacts on the operation of the NEM by, for instance,
affecting pricing or hedging arrangements. The Council understands that
New South Wales intends the Electricity Tariff Equalisation Fund only to be
a transitional arrangement. It notes, however, the New South Wales NCP
annual report did not commit to this arrangement being only transitional.

The Council expects that the Parer Review will consider the effect on the
NEM of the Electricity Tariff Equalisation Fund’'s continued operation. The
Council will consider the Parer Review's expected analysis of the fund,
together with any recommendations, in the 2003 NCP assessment.

Licensing arrangements

The Council expressed a concern in the 2001 NCP assessment in relation to
South Australia’s licensing requirements for potential interconnectors,
particularly in light of the SNI interconnector project. The Council noted that
it would be inconsistent with the State’s NCP obligations were its licensing
arrangements to revisit issues of customer benefit following approval under
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processes set out in the National Electricity Code, particularly where that
assessment focussed on the benefits to the State rather than the market as a
whole.

The Council notes that all necessary South Australian regulatory approvals
for the SNI interconnect project have been granted. The Council, however,
remains concerned about the apparent overlap between national electricity
market and South Australian regulatory processes for new interconnects. The
Council will revisit this issue in the 2003 NCP assessment following the
recommendations of, and governments’ responses to, the Parer Review.

Full retail contestability

The Council considers that the implementation of full retail contestability
(FRC) (under which all customers have the ability to choose their electricity
supplier) is an essential component of the electricity reforms. All NEM
governments have introduced retail contestability to varying degrees. All
customers in New South Wales and Victoria are contestable, while those
consuming more than 200 megawatt hours, 160 megawatt hours and 100
megawatt hours per annum are contestable in Queensland, South Australia
and the ACT respectively.

New South Wales and Victoria

FRC commenced in New South Wales and Victoria in January 2002. Both
jurisdictions continue to have regulatory oversight of retail tariffs for
customers choosing to remain on franchise tariffs. Such arrangements are
intended to be transitional and should cease once the retail market is
sufficiently developed to ensure competitive tariffs.

Both governments sought and obtained Australian Competition and
Consumer Commission (ACCC) authorisation for additional Code derogations
principally dealing with metering arrangements to facilitate FRC. The
derogations limit contestability in the provision of various metering services.
The ACCC accepted that such limitation is appropriate at this stage to
facilitate the introduction of FRC. The derogation is to cease by July 2004.

The Council considers that both New South Wales and Victoria have satisfied
their NCP electricity agreement obligation to introduce FRC. The Council will
assess the development of the retail market, together with the effect of the
additional derogation and regulation of retail tariffs for both New South
Wales and Victoria, in the 2003 NCP assessment.

South Australia and the ACT

South Australia is scheduled to introduce FRC in January 2003. In its NCP
annual report, South Australia noted that it is progressing jurisdictional
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issues associated with the implementation of FRC from the scheduled date.
The Council will assess South Australia’s progress towards the
implementation of FRC in 2003.

In the ACT, the Government referred consideration of whether the benefits of
FRC would outweigh the costs to the Independent Competition and
Regulatory Commission. The commission concluded in its July 2002 final
report that there would likely be a small overall increase in cost of about $6
per month for small residential customers following the introduction of FRC.
Nonetheless, the commission recommended the implementation of FRC,
noting that in the longer term, benefits will arise from a competitive market
that regulation cannot provide. The Council will consider the ACT
Government’s response to the commission’s recommendations in the 2003
NCP assessment.

Queensland

The Queensland Government agreed to implement FRC as part of its
commitments under the 1994 CoAG electricity agreements. As with other
NEM jurisdictions, Queensland implemented contestability in phases
beginning with large customers in 1998. By July 1999, all customers in
Queensland consuming over 200 megawatt hours of electricity per year were
eligible to take contestable terms. Remaining customers in Queensland
continue to be supplied by local retailers on a franchise basis.

At the time of the Council’'s June 1999 NCP assessment, the Queensland
Government was committed to the introduction of FRC by January 2001. By
the time of the Council’'s June 2001 NCP assessment, the Government stated
that it would introduce competition to customers who consume less than 200
megawatt hours per year provided that there was a net public benefit.

The Queensland Government commissioned a review by PA Consulting of the
costs and benefits of introducing FRC in Queensland. PA Consulting provided
its report to the Government in December 2000. The report has not been
publicly released. The report considered the costs and benefits of three
different FRC implementation models. The models related to different
network pricing options, ranging from a capped cost reflective network
approach to a postage stamp approach where all customers pay the same
network charge irrespective of the actual cost of supply. PA Consulting
concluded that for two of the three network pricing models considered, the
benefits outweighed the costs of FRC implementation.

Queensland Treasury undertook additional work to update the analysis in the
PA Consulting review by taking into account:

e a revised FRC start date from 1 January 2002 (considered by PA
Consulting) to 1 January 2003; and

e the May 2001 distribution network price determination by the Queensland
Competition Authority (QCA).
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A summary of Queensland Treasury’'s analysis was made publicly available in
October 2001 (Queensland Treasury 2001).

On the basis of this work, the Queensland Government concluded that the
costs of implementing FRC exceeded the benefits for all FRC implementation
models considered. Accordingly, in October 2001, the Government announced
that it would not implement FRC at this stage, but did agree to:

e review the decision in 2004 once the impact of the introduction of FRC in
other Australian jurisdictions and overseas is known; and

e consider the extension of retail competition to small business customers
who consume less than 200 megawatt hours per year.

The Government subsequently stated that the introduction of FRC after 2004
or the extension of retail contestability in Queensland would only occur
should there be a positive net benefit following a cost and benefit assessment.
The Government has committed to undertaking an updated assessment of the
costs and benefits of FRC in Queensland no later than October 2004.
Queensland Treasury is currently undertaking such an assessment for
customers consuming between 100 and 200 megawatt hours per year and
expects to finalise its recommendations by the end of 2002.

Queensland cost-benefit analysis

Drawing on the main findings set out in Queensland Treasury's 2001
analysis, the Queensland Government noted that the cost of implementing
FRC would be at least $184 million over the five year period from 1 January
2003 (Government of Queensland 2002). In contrast, the Government
estimated the benefits from introducing FRC over this period to be $52
million.

The Government noted that full deregulation of prices is consistent with the
rationale for the introduction of competition. If this is implemented,
consumers would be subject to the actual cost of their electricity. Customers
in regions other than South-East Queensland, however, would face increased
electricity prices if full deregulation of prices occurred.

The Government noted that the other option is to increase CSO payments to
subsidise the costs associated with the introduction of FRC and the loss of
cross-subsidies as low supply cost customers move off the uniform tariff and
take contestable terms. The total cost of additional CSO payments would be
up to an estimated $271 million over five years.

On this basis, the Government concluded that the costs of introducing FRC
outweigh the benefits, and decided not to introduce FRC for all customers
consuming less than 200 megawatt hours per year.
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Assessment

The Council considers the implementation of FRC to be an essential
component of the electricity reforms. In 1994, the NEM Governments, taking
a long term view of electricity reform, considered that FRC was of such
importance to overall electricity reform that FRC implementation was
included as a principle reform objective in the electricity agreements. The
FRC implementation commitment was express and was not conditional on a
favourable cost benefit analysis. The Council, however, accepts that
implementation of the CoAG commitment may, given developments in the
electricity sector and generally, no longer be socially beneficial. The Council
considers that any case to deviate from the original commitment on this basis
must be made out in a clear and unambiguous manner. The case that the
benefits of introduction do not outweigh the costs must be supported by
independent, rigorous and transparent evidence. The key issue for the
Council is whether it is satisfied that the evidence provided by the
Queensland Government in support of its claim that the benefits of FRC
introduction do not outweigh the costs, satisfies this test.

To support its case, the Government referred the Council to the PA
Consulting report, the Queensland Treasury 2001 analysis, and a supplement
to its NCP annual report which considered the costs and benefits of FRC in
greater detail. It also provided additional information in response to requests
by the Council. Queensland provided the PA Consulting report to the Council
on a confidential basis and as such, the Council is unable to refer to the
report’s specific content in the public NCP assessment.

Benefits of FRC
PA Consulting identified the following benefits from FRC:
e lower energy bills for consumers;

¢ incrementally lower wholesale electricity prices than would have occurred
in the absence of FRC;

e enhanced customer choice;

e improved product and service offerings; and

reduced capital investment requirements for electricity infrastructure.

PA Consulting noted that the main source of FRC benefit is customer bill
savings. Bill savings are expected as a result of reductions in wholesale
energy prices, network prices, operating cost reductions on the part of
retailers and the willingness of retailers to reduce margins (or the
inescapability of them doing so given competitive forces). For the purpose of
the calculation of FRC costs and benefits, however, PA Consulting did not
include as a benefit retail operating cost reductions or reductions in margins
because it did not consider these to be significant.
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Queensland Treasury also considered it inappropriate to include as a benefit
wholesale price reductions due to the construction of new generating capacity
or interconnection with New South Wales because it considered these are not
attributable to FRC. Further, the Queensland Treasury considered that bill
savings arising from customers paying actual network costs of supply under
FRC are not a benefit as they are offset by an increase in CSOs (see below for
further discussion). As such, the only benefit taken into account in the
Queensland Treasury analysis is the reduction in incremental wholesale
energy costs, which is a direct result of an increase in competitive pressures
caused by the introduction of FRC. This includes price savings resulting from
the procurement of energy at lower prices by competing retailers. Queensland
Treasury estimated this benefit to be $52 million over five years.

The Council considers it likely that dynamic efficiency benefits will be the
most significant benefits arising from FRC. Dynamic efficiency benefits
include improvements in the efficiency of retailers from changes in the
provision of services over time, such as the development of new product mixes
that add value to customers as retailers compete for market share. Innovation
in product offerings may include improved services and a wider range of
products such as ‘green power’ or dual fuel product offerings. Technological
improvements and cost reductions in metering, for instance, resulting from
increased competitive retail pressures under FRC would also be expected.
Cost savings and service and product improvements resulting from such
innovation would in turn be passed on to customers. While both PA
Consulting and Queensland Treasury noted the likelihood of such benefits,
neither took it into account in the final calculation of FRC costs and benefits
because they considered there to be a lack of empirical evidence on how
valuable these potential benefits are to consumers.

In addition, FRC is expected to improve liquidity in the market for electricity
risk management financial instruments with an increased number of retailers
with specific risk profiles competing in the retail market. Liquidity and depth
in this market is essential to effective wholesale trading arrangements.

FRC is a necessary step to the creation of market conditions conducive to
improved demand management. Retailers in a competitive market have
incentives to manage consumption, particularly at peak periods when prices
are high and demand is short. A dynamic effect of this will be an incentive on
retailers to offer products and incentives to customers to manage demand to
reduce peak period consumption. The use of time-of-use meters within an
FRC environment will enable retailers to effectively offer such products and
incentives, and enable customers to more effectively manage consumption. A
reduction in peak period consumption will have a significant effect on price.
NECA recently referred to United States estimates suggesting a 5 per cent
managed reduction in peak demand can reduce the cost of servicing that peak
by up to 50 per cent (NECA 2002, p. 6). The Australian Bureau of
Agricultural and Resource Economics noted that the largest likely potential
gains from FRC are those associated with effective demand management
(Short et al. 2001, p. 84).
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Further, FRC will have an important impact on upstream markets.
Residential customer electricity consumption in Queensland in 1999-2000
accounted for approximately 30 per cent of the total (ESAA 2001, p. 44).
Exposure of this sector to competition and the actual cost of supply would
likely result in improved price signals to guide more efficient investment in
generation, transmission and distribution network infrastructure. For
example, effective demand management may result in the deferment of
investment in new peak generating capacity.

Queensland Treasury recognised this potential benefit but considered that it
is largely realised through contestability for large customers and through
Queensland’s extensive use of controlled circuit water heating. It also
considered that effective demand management is not achievable in the
absence of interval meters and that domestic demand may be inherently
inelastic so that demand management benefits are small. The Council
considers that with FRC, time-of-use meters will become more common place
over time particularly given expected cost reductions. Further, while demand
elasticity for the overall quantity of electricity consumed may be relatively
inelastic, the time at which much of the consumption occurs can be effectively
managed. The potential benefits from such demand management, particularly
through the reduction of peak time consumption, can be significant.

The full extent of dynamic efficiency benefits and benefits arising from
effective demand management under FRC can only be realised in the medium
to long term. The difficulty with Queensland Treasury’'s analysis is that
consideration of a five year time period is insufficient to capture the most
substantial dynamic benefits of FRC such as improved infrastructure
investment signals, improvements in product and technological innovation
and the benefits of effective demand management. Such a long term approach
was recently adopted by the ACT regulator in its cost/benefit analysis of FRC
implementation for small customers (that is, those consuming less than 100
megawatts per year) in the ACT (ICRC 2002, p. vi). The regulator noted that
“whilst the costs of FRC are immediate and specific, the benefits are generally
delayed and diffuse and therefore difficult to measure” (p. 8). In contrast,
Queensland Treasury argued that a five year analysis timeframe was
appropriate from the perspective of considering and formulating government
policy on the issue.

In addition, the introduction of FRC has invariably been accompanied by
transitional measures, such as the retention of uniform tariffs for customers
not taking contestable terms, intended to protect customers until such time as
the competitive market reaches sufficient maturity. In the United Kingdom,
FRC was implemented in May 1999. By June 2000, 6.5 million customers, 1
in 4, had exercised their choice to change electricity supplier. The aggregate
bill savings to customers that changed electricity supplier was £299 million
since the start of competition representing a 15 per cent reduction in real
terms (OFGEM 2000, p.1-2). The uniform tariff was abolished in the United
Kingdom three years later, in April 2002. As a mature market is necessary for
the full realisation of FRC benefits, consideration of FRC costs and benefits
over a short five year time period is inadequate. The Council considers
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Queensland Treasury’s failure to adequately take into account the long term
dynamic efficiency benefits of FRC in the final quantitative comparison of
costs and benefits to be a significant flaw in its analysis. While the Council
accepts that these benefits are difficult to quantify, the benefits of FRC would
outweigh the costs if the dynamic benefit gains were considered to equal a
mere 1.3 per cent of the electricity retail turnover in Queensland for
customers consuming less than 200 megawatts per year (estimated by PA
Consulting at $1.35 billion per year). The Council considers that this figure is
likely to underestimate benefits, even in the short to medium term.
Considered over a longer period, the Council would expect the relative value
of the dynamic benefits to increase in significance. (For clarity, the figure of
1.3 per cent of turnover is not an estimate of the actual dynamic benefits of
FRC implementation in Queensland. Rather it is used to make the point that
a measurement of the dynamic benefits as even a small proportion of the total
market size would result in the benefits of implementation outweighing the
costs).

Costs of FRC

The Council considers that only reasonable costs incurred as a result of the
implementation of FRC should be included as a cost in the analysis. It also
considers it inappropriate to allocate all of the identified FRC implementation
costs, such as the capital cost of metering, to the five year period considered
in the analysis. Queensland Treasury acknowledged these concerns and
revised its FRC implementation costs estimate to be $141 million over five
years.

The Council notes that Queensland Treasury considered but excluded from
the cost/benefit calculation, costs associated with retailers participating in the
competitive market, in customers considering various retailer and product
choices and the regulation of the contestable market. The Council considers
that these are likely to be small, if not insignificant. In any case, at least part
of these costs is likely to be absorbed by retailers. Taking into account costs or
benefits that are not likely to be passed onto consumers would be inconsistent
with the general approach of PA Consulting and Queensland Treasury, which
have focused on the impacts on consumers as a surrogate measure of
community welfare.

The Council notes that the proposed trading arrangements considered by PA
Consulting in the calculation of FRC costs included global settlement at the
jurisdictional level. Global settlement involves determining retailer purchases
from the wholesale market on the basis of the consumption of all customers.
This differs to current NEM trading arrangements (referred to as settlement
by difference trading arrangements). Under these arrangements consumption
by customers on contestable terms is subtracted from total consumption at a
particular network connection point. The amount remaining is assumed for
the purpose of settlement to be the amount of electricity purchased from the
wholesale market by the incumbent retailer.
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The Council understands that the cost of establishing and implementing a
global settlement system would likely be significant. Implementation would
involve both systems modification and extensive changes to the settlement
provisions of the Code. The Council does not consider it appropriate for
Queensland to include this cost in its cost/benefit analysis for two reasons.
The first is that a change to global settlements may be not be necessary until
such time as the retail market matures and significant numbers of customers
take contestable terms. This may not occur within the five year period
considered in the analysis. Second, such a move would most logically take
place as a NEM-wide initiative with development and implementation costs
being shared among NEM jurisdictions. The Council notes that FRC was
implemented in both New South Wales and Victoria without a change to
global settlement.

CSO impact

Both PA Consulting and Queensland Treasury considered the impact of the
introduction of FRC on the Queensland Government’'s CSOs. They noted that
CSO payments would be higher for all three network pricing models
considered with the introduction of FRC than under existing uniform tariff
arrangements in the absence of FRC.

The Council does not consider it appropriate to treat such an increase as a
cost of FRC as the forecast increase in CSOs would be offset by an increase in
consumer benefits by way of bill savings. Low supply cost customers that took
contestable terms would no longer pay a subsidy to fund supply to higher cost
customers as is the case under existing uniform tariff arrangements. The
removal of the cross-subsidy would translate as customer bill savings but
would equally result in higher CSOs as the burden of funding the subsidy
would shift from low supply cost customers to the Government. Queensland
Treasury considered that any increase in the level of CSO payments as a
result of FRC is a social policy issue and is relevant to the cost/benefit
analysis. They did, however, recognise that changes to CSO payments
amount to transfers between the Government and consumers, and as such,
did not include CSO impacts in the derivation of the direct costs and benefits
of FRC.

Conclusion

Queensland Treasury calculated the costs of implementing FRC in
Queensland for the five year period commencing 1 January 2003 to be $184
million. Taking into account the Council’s concerns in relation to certain cost
items, Queensland Treasury's costs estimate was reduced to $141 million over
five years. This figure does not reflect the Council’'s additional concern in
relation to the trading settlement arrangements adopted in the analysis.

Queensland Treasury estimated that the benefits flowing from FRC would be
$52 million over five years. This figure represents an expected reduction in
incremental wholesale energy costs, which are a direct result of an increase in
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competitive pressures resulting from the introduction of FRC. This figure did
not include a reduction in energy costs due to new generation, savings arising
from customers paying actual network costs and expected retail operating
cost reductions. (The reasons for the exclusions are set out above under FRC
benefits).

The Council accepts Queensland Treasury’s reasoning for the exclusion of
these items as FRC benefits. The Council, however, considers the Queensland
Treasury’'s estimate of the benefits of FRC to be grossly understated
principally because of its failure to factor into the cost/benefit calculation, the
dynamic benefits of FRC. Dynamic benefits such as improved retailer
efficiency, innovation in product and service offerings, technological
development, improved price signals for more efficient industry investment,
enhancement of the financial risk management markets and the potential for
effective demand management are collectively the most significant benefits of
FRC. The realisation of such benefits requires a medium to long term
perspective. The Council considers the five year period of time considered by
Queensland Treasury to be too short to encapsulate the realisation of the
most significant benefits of FRC.

On the basis of Queensland Treasury’s calculations, the difference between
the costs and benefits of implementing FRC is $89 million over five years. The
Council considers that the value of the dynamic benefits of FRC would likely
be greater than this amount, and as such, the benefits of FRC
implementation would outweigh the costs over the five year time period
considered by Queensland. The Council would also expect the relative value of
the dynamic benefits to be greater the longer the time frame considered.

The Council notes the recent report of the ACT Independent Competition and
Regulatory Commission in its cost/benefit analysis of FRC in the ACT. It
expected FRC implementation costs to increase electricity bills for small
customers in the ACT by between 7 and 9 per cent. Nonetheless, the
commission recommended that FRC be implemented in the ACT on the basis
that non-quantifiable potential benefits flowing from FRC will have a positive
net benefit. It noted that in the longer term, benefits will arise from a
competitive market that regulation cannot provide (ICRC 2002, pp. vi and
10).

The Council considers its expectation that dynamic and non-quantifiable
benefits flowing from the introduction of FRC in Queensland to be at least 1.3
per cent of small customer electricity retail turnover to be entirely reasonable
and well within the benchmark estimate applied by the ACT regulator. Such
an estimate of dynamic and non-quantifiable benefits would result in a net
public benefit following introduction of FRC in Queensland.

For the reasons set out above, the Council is of the view that the Queensland
Government has not demonstrated in a clear and unambiguous manner that
the costs of implementing FRC outweigh the benefits. Accordingly, the
Council considers that the Government has failed to satisfy its NCP
assessment obligation to implement FRC. The Council considers this failure
to be serious. FRC is an essential component of competition policy reform in
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the electricity sector. This was acknowledged by governments which expressly
included in the electricity agreements, an obligation to give customers the
ability to choose their electricity supplier. Failure to do so renders the reform
program for the electricity sector incomplete and will have the effect of
stifling expected competitive benefits, not just in the retail sector but
throughout the industry.
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Table 3.1: Review and reform of legislation regulating electricity

Jurisdiction Legislation Key restrictions Review activity Reform activity Assessment
New South Electricity (Pacific Constitution of Pacific Not for review, because the Government has |Act is expected to be Council to finalise
Wales Power) Act 1950 Power established a new State-owned corporation repealed after a assessment in
from Pacific Power’s generation business. transitional period. 2003.
Electricity Safety Act |Requirements relating to | Review is under way and near final The Government expected | Council to finalise
1945 the authorisation and completion. to make a decision on the |assessment in
inspection of electrical review’s recommendations | 2003.
products, regulation of by June 2002.
the sale and hiring of
electrical apparatus
Electricity Supply Act | Regulation of electricity |Review will be undertaken after trends in the Council to finalise
1995 supply fully contestable retail market become clear. assessment in
2003.
Electricity Constitution of the New Act was repealed. Meets CPA
Transmission South Wales Electricity obligations (June
Authority Act 1994 Transmission Authority 2001).
Energy Constitution of the Review was completed. Licence and approval Meets CPA
Administration Act Energy Corporation of requirements repealed. obligations (June
1987 New South Wales 2001) in relation
to electricity-
related provisions.
Victoria Electricity Industry Implementation of Review was completed. Act was replaced by the Meets CPA

Act 1993

electricity industry
reform

Electricity Industry Act
2000. The Electricity
Industry (Residual
Provisions) Act 1993
contains remaining
provisions relevant for
historical purposes.

obligations (June
2001).

(continued)

Page 3.15




2002 NCP assessment

Table 3.1 continued

Jurisdiction

Legislation

Key restrictions

Review activity

Reform activity

Assessment

Victoria
(continued)

Electricity Industry
Act 2000

Implementation
electricity industry
reform

Act was assessed against NCP principles at
introduction. Assessment found the Act’s
provisions to be consistent with NCP
principles, that is, the provisions do not
restrict competition, but rather underpin
existing competition and facilitate its
introduction for domestic and small business
customers.

Meets CPA
obligations (June
2001).

Electric Light and
Power Act 1958

Act was repealed and

replaced by the Electricity

Safety Act 1998.

Meets CPA
obligations (June
2001).

Electricity Safety Act
1998

Safety standards for
equipment, licensing of
electrical workers

Act was assessed against NCP principles at
introduction. Assessment found the
restrictions were justified in the public interest
on public safety and consumer protection
grounds. Act addresses consumers’ inability to
detect hazardous products and assess the
competency of tradespeople.

Restrictive provisions were

retained.

Meets CPA
obligations (June
2001).

Electricity Safety
(Equipment)
Regulations 1999

Standard-setting and
approval requirements
for electrical equipment

Regulations were assessed against NCP
principles at introduction. Assessment found
the restrictions justified in the public interest
on public safety and consumer protection
grounds. Regulations address consumers’
inability to detect hazardous products.

Restrictive provisions were

retained.

Meets CPA
obligations (June
2001).

Snowy Mountains
Hydro-Electric
Agreements Act 1958

Act was repealed.

Meets CPA
obligations (June
2001).

State Electricity
Commission Act 1958

Scoping study has shown that the Act does
not restrict competition.

Meets CPA
obligations (June
2001).

(continued)
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Table 3.1 continued

Jurisdiction Legislation Key restrictions Review activity Reform activity Assessment
Queensland Electricity Act 1994 Licensing requirements, |Review is under way. Review on non safety Safety-related anti- Council to finalise

conduct requirements, related provisions is due to be completed in competitive provisions to |assessment in

restrictions on trading the first half of 2002. be retained will be 2003.

activities, Ministerial Review on safety-related provisions was incorporated into separate

ricing powers T Act by the end of 2002.
P ap completed and Cabinet endorsed the y
recommendations in early 2002.

Western Electricity Act 1945 Regulations concerning Initial review was completed. Further review Council to finalise
Australia mandated supply, being conducted as part of wider electricity assessment in

determination of
interconnection prices,
restrictions on the
sale/hire of non
approved electrical
appliances, uniform
pricing

sector reform.

2003.

Electricity
Corporation Act 1994

Exclusive retail
franchise, entry
restrictions for
generation, competitive
neutrality restrictions

Initial review was completed. Further review
is being conducted as part of wider electricity
sector reform.

Council to finalise
assessment in
2003.

South Australia

Electricity Act 1996

Restrictions on market
entry and market
conduct

Review was completed. No reforms were
recommended as Act facilitates regulation of
electricity supply in conjunction with other
national electricity market reforms.

Restrictive provisions were

retained.

Council to finalise
assessment in
2003.

Electricity
Corporation Act 1994

Restrictions on market
entry and market
conduct

Review was completed. No reforms were
recommended because the Act facilitates
regulation of electricity supply in conjunction

with other national electricity market reforms.

Restrictive provisions were

retained.

Council to finalise
assessment in
2003.

(continued)
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Table 3.1 continued

Jurisdiction

Legislation

Key restrictions

Review activity

Reform activity

Assessment

South Australia
(continued)

National Electricity

(South Australia) Act

1996

Restrictions on market
entry and market
conduct

Review was completed. No reforms were
recommended because the Act facilitates
regulation of electricity supply in conjunction

with other national electricity market reforms.

Restrictive provisions were
retained.

Council to finalise
assessment in
2003.

Tasmania Electricity Supply Licensing requirements, |Review was completed in late 2001. Final review Council to finalise
Industry Act 1995 conduct requirements, recommendations are assessment in
exclusive retail under consideration by the | 2003.
provisions, tariff-setting Government.
procedures
Electricity Act was repealed. Meets CPA
Consumption Levy obligations (June
Act 1986 2001).
Hydro-Electric Acts were repealed and Meets CPA
Commission Act replaced by the Electricity |obligations (June
1944, Hydro-Electric Supply Industry Act 1995 |2001).
Commission (Doubts and the Electricity Supply
Removal) Act 1972 Industry Restructuring
and Hydro-Electric (Savings and Transitional
Commission (Doubts Provisions) Act 1995.
Removal) Act 1982
ACT Utilities Act 2000 Licensing requirements, |Act’s introduction followed public consultation |Restrictive provisions were | Meets CPA
restrictions on business |and review of both existing regulatory retained. Other Acts obligations (June
conduct arrangements and principles for effective amended or repealed 2001).

regulation. include the Electricity
Supply Act 1997, the
Electricity Act 1971, the
Energy and Water Act
1988 and the Essential
Services (Continuity of

Supply) Act 1992.

(continued)
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Table 3.1 continued

Jurisdiction Legislation Key restrictions Review activity Reform activity Assessment
Northern Electricity Act Act was reviewed as part of a broad review of |Act was repealed and Meets CPA
Territory the Power and Water Authority, and under a |replaced by the Electricity |obligations (June

departmental review.

Reform Act, the Electricity
Networks (Third Party
Access) Act and the
Utilities Commission Act.

2001).

Power and Water
Authority Act

Review was completed.

All electricity-related
amendments were made
in 2001 and enacted on 1
July 2002 except for the
removal of the Power and
Water Authority’s local
government rate
exemption. This
amendment has been
made part of
Government-owned
corporations (GOC)
legislation, which will
apply from 1 July 2002.
The authority actually
began paying local
government rate
equivalents from 1 July
2001. Further
amendments are to be
enacted once the
authority becomes a GOC.

Council to finalise
assessment in
2003.
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Gas

NCP commitments

NCP commitments in relation to the natural gas industry arise from specific
CoAG agreements on natural gas, particularly the 1994 CoAG Gas
Agreement and the 1997 Natural Gas Pipelines Access Agreement (1997 Gas
Agreement), and from general NCP agreements such as the CPA. The main
aim of the NCP commitments is to remove all legislative and regulatory
barriers to the free trade of gas both within and across State and Territory
boundaries, and to provide for third party access to gas pipelines.

The Council has previously assessed progress in implementing a uniform
national access regime for transmission and distribution pipelines, structural
reform of gas utilities, and franchising and licensing principles.t
Governments have met their obligations in these areas. The significant
outstanding issues in the gas reform program are Tasmania’s implementation
of the national gas access regime, New South Wales' derogations from the
national gas access regime, the implementation of full retail contestability in
all jurisdictions, and the completion of the legislative review and reform
program.

National gas access regime

Tasmania

The 1997 Gas Agreement requires governments to enact legislation to
introduce a uniform Gas Pipelines Access Law (GPAL) and the National Gas
Access Code, establishing a regime for third party access to the services of
natural gas pipelines. The Council has previously assessed that all
governments, except Tasmania, have met their obligations in these areas.

Tasmania was exempted from having to comply with these obligations (under
clauses 4.3 and 10.1 of the 1997 Gas Agreement) until approval for the State’s
first natural gas pipeline was granted or until a competitive tendering process
for a natural gas pipeline in the State commenced.

To facilitate the development of a natural gas industry in Tasmania, in May
1998 the Government selected Duke as its preferred gas developer.

1 For all governments other than Tasmania.
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Construction of the offshore pipeline across the Bass Strait commenced in
December 2001. The Government expects that the system will be
commissioned in July 2002.

The Government is facilitating the development of the gas retail and
distribution sectors within the State by awarding limited-duration, non
renewable retail and distribution franchises through a tender process, in line
with the requirements of the National Gas Access Code. This tender process
is under way and the outcome is expected to be known by mid-2002.

Tasmania has already implemented the National Gas Access Code through its
Gas Pipelines Access (Tasmania) Act 2000, which was passed in November
2000. Regulations under that Act are being developed. Two further pieces of
legislation were passed in December 2000 regulating the Tasmanian natural
gas industry. The Gas Pipelines Act 2000 provides for regulation of gas
pipeline facilities in Tasmania, including licensing provisions and the
development and approval of gas safety cases. The Gas Act 2000 regulates the
distribution and retailing of natural gas in Tasmania. Regulations are being
developed for both Acts.

The Council considers that Tasmania has made satisfactory progress to date
towards meeting its commitments under the 1997 Gas Agreement. The
Council will assess Tasmania’s progress against its continued obligations in
the 2003 NCP assessment.

New South Wales

Under transitional provisions in the Gas Pipelines Access (New South Wales)
Act 1998, a number of pipelines, described as transmission pipelines in
Schedule A of the National Gas Access Code, where deemed to be distribution
pipelines until 1 July 2002. The provisions applied to the following pipelines:

e Wilton to Newcastle including Wilton to Horsley Park, Horsley Park to
Plumpton, Plumpton to Killingworth, Killingworth to Walsh Point; and

e Wilton to Wollongong.

The effect of these provisions was to ensure that the Independent Pricing and
Regulatory Tribunal (IPART) regulated access to the above pipelines until 30
June 2002. If no further regulations were made before 30 June 2002, access
regulation for those pipelines would automatically be transferred to the
ACCC.

The New South Wales Government, after undertaking a detailed assessment
of the costs and benefits and likely impact on competition of the derogating
provisions, determined to extend the derogation for a further five year period.

As required by the 1997 Gas Agreement, New South Wales sought the
approval of all jurisdictions to amend the New South Wales access legislation
and extend the derogation. New South Wales has advised the Council that all
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jurisdictions, other than the Commonwealth, had approved the extension of
the derogation for a further five years. The Commonwealth approved the
extension for a further three years, concerned that future developments in the
gas industry and prospective changes in the National Gas Access Code might
affect the desirability of the derogation. The Commonwealth, indicating that
it was willing to reconsider its position, sought a number of assurances from
New South Wales relating to the future of the derogation and support for
review and reform of gas regulatory arrangements. New South Wales is still
in discussions with the Commonwealth on this issue.

The Council considers that the New South Wales Government does not have
the approval of all the Ministers to amend its access legislation and extend
the derogation in accordance with the 1997 Gas Agreement. New South Wales
therefore has not fully met its national gas reform obligations. The Council
will consider the matter further after the Commonwealth has finalised its
response to New South Wales, in the 2003 NCP assessment.

Introduction of full retail contestability

Governments have provided (in annex H of the 1997 Gas Agreement) for the
progressive introduction of full retail contestability for all gas consumers. Full
retail contestability means providing consumers with the right to choose the
retailer from whom they purchase their gas. This results in competition
among gas retailers and gas producers, which promotes improved services,
more efficient energy industries and lower prices for customers.

The introduction of full retail contestability is important to realise the
benefits of competition in the gas sector as a whole. Introducing full retail
contestability to promote competition effectively requires more than the
removal of legal barriers. Governments also must implement a package of
business rules including:

e processes for measuring gas use (whether through metering or other
processes);

e protocols for transferring customers from one gas supplier to another;
e consumer protection requirements; and

e safety requirements and gas specification requirements to be met before
interconnection can take place.

The legal removal of most barriers to competition occurred with the
enactment of the GPAL, including the National Gas Access Code (although
some barriers may remain). The business rules must make it practical for
customers to select from among suppliers, thus encouraging suppliers to
compete to secure customers. Similar processes of supplier selection have
promoted effective  competition in  other industries such as
telecommunications.
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Table 3.2: Timetable for introduction of legal contestability under the national gas access regime

Date

New South Wales

Victoria

Queensland

Western Australia

South Australia

ACT

Northern Territory

1 July 1999

>10 TJ per year

1 September 1999

100 TJ per year

1 October 1999

>1 TJ per year

>1 TJ per year

No phase-in
arrangements

1 January 2000

>100 TJ per year

1 July 2000

All customers

Industrial and
commercial
customers <10 TJ
per year

1 September 2000

>10 TJ per year

1 July 2001

>100 TJ per year

All customers

1 September 2001

=5 TJ per year
and <10 TJ per
year?

1 January 2002

>1 TJ per year

All customers®

1 July 2002

1 October 2002

All customers

1 January 2003

All customers®

1 July 2003

All customers®

Unit of measurement: 1 terajoule (TJ) = 1012 joules.

2 Modified from previous timetable of all customers by 1 September 2001.

® Modified from previous timetable of all customers by 1 September 2001.

¢ Modified from previous timetable of all customers by 1 July 2002.

9 Modified from previous timetable of all customers by 1 July 2000.
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In its 2001 NCP assessment, the Council noted that it expected that
governments would have had sufficient time by July 2002 to tackle most, and
in some cases all, of the obstacles that have delayed the implementation of
full retail contestability. This was because the 1997 Gas Agreement
nominated 1 September 2001 as the latest by which access for all customers
and suppliers was contemplated.2 Governments have experienced significant
difficulties, however, in introducing effective full retail contestability in
accordance with their contestability timetables. Some have announced
deferrals of up to 12 months for smaller customers. Difficulties relate to
matters such as:

e the introduction of information technology systems to handle customer
billing and transfer;

e a need for the industry to develop market rules to allow for the orderly
management of customer transfers between retailers;

e the choice and costs of a method of metering (that is, how to measure cost
effectively the use by smaller customers).

In May 2000, the New South Wales Government removed all legal barriers to
full retail contestability. Delays in implementing market structures and
establishing the systems needed to operate a competitive market meant that
the implementation of full retail contestability in gas did not occur
immediately. Since 1 January 2002, however, all customers in New South
Wales have been able to choose their natural gas supplier.

In the ACT, all customers have been able to choose their gas supplier since
January 2002.

In Victoria, from 1 September 2001, the Gas Industry Act 1994 was repealed
by the Gas Industry Act 2001 as the legislation containing all the ongoing
regulatory provisions of relevance to the gas industry. Victoria further
amended the Gas Industry Act 2001 to facilitate the orderly introduction of
full retail contestability in the State’'s gas market. These amendments
included the introduction of a regulatory framework for developing and
approving ‘retail gas market rules’ and fine-tuning the safety net provisions.

Victoria introduced full retail contestability on 1 September 2001 for
industrial and commercial gas users consuming 5-10 terajoules per year. It
has deferred the introduction of full retail contestability for consumers taking
less than 5 terajoules per year from September 2001 to October 2002. Victoria
introduced provisions into the Gas Industry Act to enable the deferral of full
retail contestability to ensure it is introduced in an orderly and effective
manner. According to the Government, deferral is the result of delays in the
development of systems and processes necessary to manage customer
transfers and metering data. Victoria also has attempted to coordinate the

2 Except for Western Australia, where the date was 1 July 2002.
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implementation of full retail contestability in gas with full retail
contestability in electricity, and, to the furthest practicable extent, with full
retail contestability in other jurisdictions.

In Western Australia, the Gas Pipelines Access (WA) Act 1998 sets out the
timetable for access to the AlintaGas distribution system in accordance with
the obligations under the 1997 Gas Agreement. On 1 January 2002, the
market became contestable for those customers consuming 1 or more
terajoules of natural gas per year. The last stage of full retail contestability
(consumers of less than 1 terajoules per year, being most small business and
household consumers) will begin on 1 July 2002 with the removal of legal
impediments to access. Contestability is likely to be delayed in practice,
however, until mid-2003, reflecting the longer than anticipated time required
for implementing the necessary rules, systems and regulatory framework to
support a fully contestable gas market.

In South Australia, all natural gas consumers have been legally contestable
since 1 July 2001, but the Government has identified the inadequate
transmission capacity on the Moomba to Adelaide pipeline as a reason for the
delay in achieving full retail contestability. The Government had anticipated
this problem and has attempted to facilitate the early development of a new
pipeline into South Australia. This process resulted in the proposal to
construct a 45 petajoules-per-year pipeline (the SEA Gas pipeline) from
Western Victoria to Adelaide by December 2003. The Government also has
identified a need for the industry to develop market rules to allow for the
orderly management of customer transfers between retailers

Queensland amended its Gas Act 1965 to defer the introduction of full retail
contestability from 1 September 2001 to 1 January 2003. The first tranche of
contestability, effective 1 July 2001, relates to consumers connected to the
distribution network using 100 terajoules per year or more. The market rules
for this tranche of contestability are being developed in consultation with
industry and are expected to be in place by mid-2002.

Section 12.2 of the 1997 Gas Agreement provides that:

Each Party will ensure that any transitional arrangements or
derogations will:

(@) be limited, in duration and extent, to transitional
arrangements or derogations essential to the orderly
introduction of the competitive arrangements contemplated by
the Gas Pipelines Access Law (including the Code); and

(b) except where otherwise noted in Annex H or Annex | or
approved by all the Ministers under clause 12.1(a), be phased
out, repealed or terminated no later than 1 September 2001, so
that a competitive natural gas market characterised by access
to all gas consumers and all producers in all States and
Territories exists after this date.
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Queensland advised the Council that pursuant to the 1997 Gas Agreement, it
sought the consent of each government to its deferral. It advised that all
governments other than the Commonwealth have approved the amendments
to its full retail contestability timetable. Victoria advised the Council that it
consulted with, but did not seek the consent of all governments before
amending its full retail contestability timetable.

The Council considers that Queensland and Victoria do not have the approval
of all the Ministers to amend their full retail contestability timetables in
accordance with s. 12(2)(b) of the 1997 Gas Agreement. Both States therefore
have not fully met their national gas reform obligations.

Legislative restrictions on competition

Legislation directly relevant to natural gas generally falls into one or more of
the following categories:

e petroleum (onshore and submerged lands) legislation;
e pipelines legislation;

e restrictions on shareholding in gas sector companies;
e standards and licensing legislation; and

e State and Territory agreement Acts.

Additionally, mining legislation (particularly to the extent that it deals with
coal and oil shale, which can produce coal methane gas) and environmental
planning legislation may be relevant. Governments’ progress in reviewing
and reforming relevant legislation is reported in table 3.3. They are making
good progress in reviewing and reforming legislative restrictions in the gas
industry. Since the 2001 NCP assessment, governments have completed a
number of reviews and implemented reforms where appropriate.

Submerged lands legislation

Each jurisdiction has a Petroleum (Submerged Lands) Act, which forms part
of a national scheme that regulates exploration for, and development of,
undersea petroleum resources. These Acts were reviewed in 1999-2000. The
Australian and New Zealand Minerals and Energy Council (ANZMEC)
Ministers endorsed the national review report which was made public on 27
March 2001, following consideration by CoAG.

The review’'s main conclusion was that the legislation is essentially pro-
competitive and that any restrictions on competition (e.g. in relation to safety,
the environment and resource management) are appropriate given the net
benefits to the community.
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The review recommended two specific legislative amendments, focusing on
administrative streamlining and measures to enhance the certainty and
transparency of decision-making. One amendment sought to address
potential compliance costs associated with retention leases and the other
sought to expedite the rate at which exploration acreage can be made
available to explorers. All governments accepted the recommendations.

The amendments have been incorporated into the Commonwealth’s Petroleum
(Submerged Lands) Legislation Amendment Bill 2002, which also proposes
the rewrite of the Commonwealth’s Petroleum (Submerged Lands) Act 1967.
The Bill was introduced into Commonwealth Parliament on 15 May 2002 and
is being considered. Amendments and rewrites of the counterpart State and
Northern Territory legislation will follow once the Commonwealth Bill is
passed. The Council will assess governments’ implementation of the
amendments in 2003.

Santos Limited (Regulation of Shareholdings) Act 1989

In September 2000, the South Australian Government announced an
independent review of the Santos Limited (Regulation of Shareholdings) Act
1989. The Act restricts competition by preventing any one shareholder from
having more than a 15 per cent shareholding in Santos Limited. On 11 July
2001, the Government announced that it had endorsed the findings of the
independent review and resolved to not change the Act because the benefits of
the restrictions outweighed the costs, and the objectives of the legislation
could be achieved only through restricting competition (this decision reflects
the importance to South Australia of gas supply from the Cooper Basin where
Santos has a majority interest in the production of gas). The Council
considers that South Australia has met its NCP obligations in this area.

Stony Point (Liquids Project) Ratification Act 1981

This Act ratifies an indenture between South Australia and a producer to
encourage a major development for the transport and processing of Cooper
Basin liquid hydrogen reserves. At that time (December 1981), it was the
largest development project ever undertaken in South Australia. The Act also
gave legislative effect to State commitments, and authorised and approved
certain agreement for the purposes of part IV of the TPA. Many of the objects
of the Act have now been achieved. A review of this Act (completed in October
2000) concluded, given that many of the benefits to the producers constituted
past or historic benefits, that there is no significant continuing effect that
would amount to a restriction on competition. The review recommended no
change to the legislation. South Australia provided the final review report to
the Council in January 2002. The Council considers that South Australia has
met its NCP obligations in this area.
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Industry standards

Industry standards are relevant to pipeline safety, gas appliance safety, gas
quality and specifications, and consumer protection. Governments have
enacted a range of legislation to deal with matters covered in industry
standards. They have an obligation to review this legislation to ensure
industry standards do not create barriers to competition, and they have a
specific obligation to implement Australian Standard (AS) 2885 to achieve
uniform national pipeline construction standards. Governments have largely
implemented AS 2885; for more detailed information, refer to the Council’s
2001 NCP assessment (NCC 2001).

Gas quality standards

The Australian gas industry has been developing a national gas quality
standard so processed gas can move through all interlinked pipeline networks
without adversely affecting pipelines or gas appliances. In 1999, governments
and industry funded the Australian Gas Association to undertake a gas
qguality appliance testing program. After testing, the working group defined a
specification for natural gas to provide for the safe use of gas in Australia in a
wide variety of appliances and for the safe transportation of gas through
pipelines. A committee called the Natural Gas Quality Specification
Committee (NGQSC)3 was subsequently formed to write a new gas quality
standard specification for general purpose natural gas, which will be
designated AS 4564/AG 864. The specification in this standard defines the
requirements for providing natural gas suitable for transportation in
transmission and distribution systems within or across State borders. It also
provides the range of gas properties consistent with the safe operation of
natural gas appliances supplied to the Australian market. The standard
applies to general purpose uses only; any temporary departures from the
specification are subject to, and provided for, under relevant gas sales
contracts, legislation and/or government guidelines. The draft standard was
issued for public comment on 7 December 2001. The NGQSC is expected to
endorse this standard in 2002, and following that State and Territory
Governments will implement this standard.

The Council considers that a national gas quality standard is essential to: (a)
achieving a national gas market through the removal of barriers to interstate

3 This standardisation committee is constituted under the rules of Standards
Australia and covers a wide cross-section of the gas industry. It includes
representation from the Australian Gas Association, the Australian Pipeline
Industry Association, the Australian Petroleum Production and Exploration
Association, and the Gas Appliance Manufacturers Association of Australia, as well
as organisations such as the Gas Technical Regulators Committee, large industrial
users and other gas consumers. The committee also includes representatives from
governments (including Western Australia, which in not connected to the eastern gas
network).
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gas trade; and (b) implementing free and fair trade in gas. In its 2003 NCP
assessment the Council will monitor the progress of the States and
Territories in implementing the national gas quality standard.

Assessment

The Council considers that the reform process generally has been successful,
with governments making good progress in implementing natural gas reform.
While progress may have been slower than CoAG envisaged in its early
agreements, the original timetable was ambitious, with many complex issues
needing to be resolved. Given this underestimation, combined with the broad,
inclusive consultative processes used to introduce the reforms, the program is
still not completed

The most significant remaining issues are the application by Tasmania for
certification of its access regime for its new gas pipeline service, the
implementation of full retail contestability in all jurisdictions, and the
completion of the remaining legislative review issues. The Council will
monitor progress in these areas for the NCP assessment in 2003 and expects
to be able to sign off on the last of these issues at that stage.

Page 3.29



2002 NCP assessment

Table 3.3: Review and reform of legislation relevant to natural gas

Jurisdiction Legislation Key restrictions Review activity Reform activity Assessment
Commonwealth Petroleum Regulates exploration for | National review was Legislative amendments Two specific legislative
(Submerged and development of completed in 1999 — 2000 are to be developed by the | amendments flow from the review.
Lands) Act undersea petroleum and endorsed by ANZMEC Commonwealth and One addresses potential
1967 resources. This Ministers. reflected in State and compliance costs associated with
legislation forms part of Territory legislation. retention leases and the other
a national scheme. expedites the rate at which
exploration acreage can be made
available to explorers. These
amendments are incorporated in
the Petroleum (Submerged Lands)
Legislation Amendment Bill 2002,
which was introduced into
Parliament on 15 May 2002 and is
being considered. Amendment and
rewrites of the counterpart State
and Northern Territory legislation
will follow.
The Council is to finalise
assessment in 2003.
New South Petroleum Regulates exploration National review was Amendments are to be The Government is awaiting the
Wales (Submerged for, and development of, | completed in 1999-2000 and | developed by the introduction of amendments by the
Lands) Act undersea petroleum endorsed by ANZMEC Commonwealth and Commonwealth before amending
1982 resources. This Ministers. reflected in State and its own legislation.

legislation forms part of
a national scheme.

Territory legislation.

The Council is to finalise
assessment in 2003.

(continued)
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Table 3.3 continued

Jurisdiction Legislation Key restrictions Review activity Reform activity Assessment

New South Energy Establishes the Ministry Review completed. Licence and approval Meets CPA obligations (June 1999).
Wales Administration of Energy and the Energy requirements were

(continued) Act 1987 Corporation of New repealed by Electricity

South Wales, and defines
its functions.

Supply Act 1995. Sections
35A and 35B dealt with as
part of structural reform of
the gas industry.

Gas Industry
Restructuring
Act 1986

Makes provisions with
respect to the structure
of AGL.

Review was unnecessary
due to repeal of Act.

Act was repealed by Gas
Supply Act 1996, which
corporatised AGL.

Meets CPA obligations (June 1997).

Liquefied
Petroleum Gas
Act 1961 and
Liquefied
Petroleum Gas
(Grants) Act

Review completed.

Act was repealed by Gas
Supply Act 1996.

Meets CPA obligations (June 1997).

1980
Petroleum Regulates the search for, | Review completed. Review recommendations Meets CPA obligations (June 1999).
(Onshore) Act and mining of, dealt with under the
1991 petroleum. licence reduction program.
Authority for exploration is
retained. Business
compliance costs are
minimised.
Pipelines Act Regulates construction Review completed, finding No reform is planned. Meets CPA obligations (June 2001).
1967 and operation of that the legislation did not
pipelines in New South contain any significant
Wales. anticompetitive provisions.
Victoria Energy Act was repealed. Meets CPA obligations (June 2001).

Consumption
Levy Act 1982

(continued)
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Table 3.3 continued

Jurisdiction

Legislation

Key restrictions

Review activity

Reform activity

Assessment

Victoria
(continued)

Gas Industry
Act 1994 and
Amendment

Acts

Substantially amended in
1998 to facilitate
privatisation and the
NCP. Act currently
provides for: (1) a
licensing regime
administered by the
Office of Regulator-
General; (2) market and
system operation rules
for the Victorian gas
market; (3) cross-
ownership restrictions to
prevent re-aggregation
of the Victorian gas
industry; (4) prohibitions
on significant producers
(the Bass Strait
producers) engaging in
anticompetitive conduct.

Full retail contestability
amendments to facilitate
orderly introduction of full
retail contestability via: (1)
a safety net for domestic
customers, including interim
reserve price regulation
power to be reviewed in
August 2004; and (2) a
requirement for retailers to
enter community service
agreements.

Act was replaced by the
Gas Industry Act 2001 and
the Gas Industry (Residual
Provisions) Act 1994 on

1 September 2001. New
Acts are designed to
further facilitate orderly
introduction of full retail
contestability. New Acts
are to be as consistent as
possible with reforms in
the electricity industry.

The Gas Industry Act 2001 and the
Gas Industry (Residual Provisions)
Act 1994 were introduced on

1 September 2001. These
amendments are consistent with
NCP principles and are essentially
similar to those operating in the
electricity context. The ‘safety net’
provisions will be reviewed before
their scheduled expiry on

31 August 2004.

However provisions were
introduced to enable the deferral of
FRC. Further amendments were
also made in 2001, primarily
designed to facilitate the orderly
introduction of FRC.

The Council is to finalise
assessment in 2003.

(continued)
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Table 3.3 continued

Jurisdiction Legislation Key restrictions Review activity Reform activity Assessment
Victoria Gas Safety Act | New restrictive Efforts were made to No further reforms are Meets CPA obligations (June 2001).
(continued) 1997 and regulations introduced in | minimise compliance costs planned.
Regulations relation to Gas Appeals by limiting the scope of
Board, gas installations, restrictions to minimum
gas quality and safety functional requirements and
case. Aim of new avoiding prescription of style
regulations is to ensure or format.
safety. Uniform gas
quality specifications aim
to ensure gas in
distribution pipelines is
safe for end use.
Petroleum Regulates exploration National review was Amendments are to be The Government is awaiting the
(Submerged for, and development of, | completed in 1999-2000 and | developed by the introduction of amendments by the
Lands) Act undersea petroleum endorsed by ANZMEC Commonwealth and Commonwealth before amending
resources. This Ministers. reflected in State and its own legislation.
fag&sg;&q ;cc);’]r:rsngjart of Territory legislation. The Council i.s to finalise
assessment in 2003.

(continued)
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Table 3.3 continued

Jurisdiction

Legislation

Key restrictions

Review activity

Reform activity

Assessment

Victoria
(continued)

Petroleum Act
1958

Act was repealed and
replaced by the Petroleum
Act 1998. New Act retains
Crown ownership of
petroleum resources and
permits lease system, and
removes obstacles to
exploration, production
and administrative
efficiency.

Meets CPA obligations (June 1999).

(continued)
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Table 3.3 continued

Jurisdiction Legislation Key restrictions Review activity Reform activity Assessment
Victoria Pipelines Act Regulates construction Review completed but did Review recommendations Government response is planned
(continued) 1967 and operation of not identify any major are awaiting Government for 2002.

pipelines in Victoria.

restrictions on competition.

consideration

The Council is to finalise
assessment in 2003.

Gas Act 1965
and Gas
Regulations
1989

Queensland

Provisions of the Act
relating to granting gas
franchises (effectively an
exclusive right to lay
pipes in an area and thus
to supply gas to that
area) and requirements
for Government approval
for large gas contracts
establish a virtual
statutory monopoly
situation. Legislation also
enables quantitative
restrictions to be placed
on the supply of gas in
certain (emergency)
situations, while the Gas
Tribunal has the power
to recommend price
restrictions.

Aim is to replace the Gas
Act 1965 and Petroleum Act
1923 with a single Act
covering both areas, dealing
with exploration,
development, production,
transmission, distribution
and, in the case of gas, use.

Review was completed
covering those parts of
Gas Act and Petroleum Act
that were not the subject
of the national review of
the Petroleum (Submerged
Lands) Acts.

The Petroleum and Gas Bill 2002
has been drafted but not
introduced into Parliament.
Queensland Treasury and the
Queensland Department of Natural
Resources and Mines are revising
the content of the Bill following
submissions on the exposure draft
to meet stakeholder expectations
and refine its content in line with
NCP requirements. The Bill is
expected to be introduced into
Parliament in 2002.

The Council is to finalise
assessment in 2003.

Gas Suppliers
(Shareholding)
Act 1972

Act was repealed in
October 2000.

Meets CPA obligations (June 2001).

Petroleum Act
1923

Being reviewed in
conjunction with the Gas Act
1965

(continued)
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Table 3.3 continued

Jurisdiction Legislation Key restrictions Review activity Reform activity Assessment
Queensland Petroleum Regulates exploration National review was Amendments are to be The Government is awaiting the
(continued) (Submerged for, and development of, | completed in 1999-2000 and | developed by the introduction of amendments by the
Lands) Act undersea petroleum endorsed by ANZMEC Commonwealth and Commonwealth before amending
1982 resources. This Ministers. reflected in State and its own legislation.
Llegljtlie:)t:loar: ;Zgrenrigart of Territory legislation. The Council i_s to finalise
assessment in 2003.
Western Dampier-to- Regulations were repealed | Meets CPA obligations (June 2001).
Australia Bunbury on 1 January 2000.
Pipeline
Regulations
1998
Energy Amended to introduce a Review of new provisions No reform is planned Meets CPA obligations (June 2001).
Coordination gas licensing system that | found restrictions were
Act 1994 provides for regulation of | minimal and were the most
companies operating cost-effective means of
distribution systems and protecting small customers.
supplying gas to
customers using less
than 1 TJ per year.
Energy Provides monopoly rights | Review recommended Restrictions on LPG trading | Meets CPA obligations (June 2001).
Operators over sale of LPG and removing the monopoly over | were lifted with the
(Powers) Act provides energy sale of LPG and retaining enactment of the Energy
1979 (formerly | corporations with powers | the land use powers of Coordination Amendment
known as of compulsory land energy corporations. Land Act 1999 and Gas
Energy acquisition and disposal, use powers are necessary to | Corporation (Business
Corporations powers of entry, certain facilitate energy supply. Disposal) Act 1999.
(Powers) Act planning approval and
1979) water rights, and
indemnity against
compensation claims.

(continued)
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Table 3.3 continued

Jurisdiction Legislation Key restrictions Review activity Reform activity Assessment
Western Gas Creates the Gas Act was repealed Meets CPA obligations (June 2001).
Australia Corporation Act | Corporation to run December 2000.

(continued)

1994

certain publicly owned
gas assets.

Gas
Transmission
Regulations

Regulations were repealed.
Access and related matters
are now regulated under

Meets CPA obligations (June 2001).

1994 the Gas Pipelines Access
(WA) Act 1998.
North West Act was repealed and Meets CPA obligations (June 1999).
Gas replaced by the 1994 Act
Development of same name (see next
(Woodside) entry).

Agreement Act
1979

North West
Gas
Development
(Woodside)
Agreement
Amendment
Act 1994

Act is retained without
reform. Retention of
restrictions is justified by
sovereign risk issues.

Meets CPA obligations (June 1999).

Petroleum Act
1967

Regulates onshore
exploration for, and
development of,
petroleum reserves.

Review is to be conducted
after outcome of Petroleum
(Submerged Lands) Acts is
finalised.

The Government is awaiting the
introduction of amendments by the
Commonwealth before amending
its own legislation.

The Council is to finalise
assessment in 2003.

(continued)
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Table 3.3 continued

Jurisdiction Legislation Key restrictions Review activity Reform activity Assessment

Western Petroleum Regulates exploration National review was Amendments are to be The Government is awaiting the

Australia (Submerged for, and development of, | completed in 1999-2000 and | developed by the introduction of amendments by the

(continued) Lands) Act undersea petroleum endorsed by ANZMEC Commonwealth and Commonwealth before amending
1982 and resources. This Ministers. reflected in State and its own legislation.

Regulations

legislation forms part of
a national scheme.

Territory legislation.

The Council is to finalise
assessment in 2003.

Petroleum
Pipelines Act
1969 and
Regulations

Regulates construction
and operation of
petroleum pipelines in
Western Australia.

Review completed. Common
carrier provisions are to be
considered following the
Petroleum (Submerged
Lands) Acts review.

Minor amendments are to
follow.

Meets CPA obligations (June 2001).

South Australia

Cooper Basin
(Ratification)
Act 1975

Ratifies the contract for
the supply of gas by
Cooper Basin producers
to AGL.

Review completed, finding
substantial public benefits in
continuing granted
concessions and exemptions
on grounds of sovereign
risk.

Some amendments are
being considered. Draft
legislation is awaiting
comments.

Meets CPA obligations (June 1997).

Gas Act 1997

Provides for separate
licences to operate
pipelines and to
undertake gas retailing.

Review in 1999 found
restrictions to be in the
public interest.

No reform is planned.

Meets CPA obligations (June 1999).

Natural Gas
(Interim
Supply) Act
1985

Provides for Ministerial
power to restrict the
production and sale of
gas from outside the
Cooper Basin, determine
the use of ethane from
the Basin, and restrict
NAGASA from interstate
trading in gas.

Reviewed was completed in
1996.

Key restrictions were
repealed in 1996.

Meets CPA obligations (June 1997).

(continued)
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Table 3.3 continued

Jurisdiction Legislation Key restrictions Review activity Reform activity Assessment
South Australia Natural Gas Establishes access Act was repealed by s. 50 Meets CPA obligations (June 1999).
(continued) Pipelines regime for natural gas of the Gas Pipelines Access
Access Act pipelines in South (South Australia) Act
1995 Australia. 1997. For transitional
purposes the Act continues
until access arrangements
are set under the National
Gas Access Code and any
continuing arbitration
proceedings are finalised.
Petroleum Regulates exploration National review was Amendments are to be The Government is awaiting the
(Submerged for, and development of, | completed in 1999-2000 and | developed by the introduction of amendments by the
Lands) Act undersea petroleum endorsed by ANZMEC Commonwealth and Commonwealth before amending
1982 resources. This Ministers. reflected in State and its own legislation.

legislation forms part of
a national scheme.

Territory legislation.

The Council is to finalise
assessment in 2003.

Petroleum Act
1940

Regulates onshore
exploration for and
development of
petroleum reserves.

Act was replaced by the
Petroleum Act 2000. The
new Act incorporates
principles proposed by the
ANZMEC Petroleum Sub-
Committee in regard to
acreage management. The
Government directed
efforts to facilitate new
explorers entering Cooper
Basin and to encourage
the development of a
voluntary access code for
access to production
facilities.

Meets CPA obligations (June 2001).

(continued)
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Table 3.3 continued

Jurisdiction Legislation

Key restrictions

Review activity

Reform activity

Assessment

Santos Limited
(Regulation of
Shareholdings)
Act 1989

South Australia
(continued)

Restricts any one
shareholder from having
more than a 15 per cent
shareholding in Santos
Limited.

In September 2000 the
Government announced an
independent review of the
Act.

On 11 July 2001, the
Government announced
that it had considered the
findings of the
independent review and
resolved to make no
change to the Act.

The benefits of the restrictions
outweighed the costs and the
objectives of the legislation could
be achieved only through
restrictions on competition. The
main reason is the importance to
South Australia of gas supply from
the Cooper Basin where Santos has
a majority interest in the
production of gas.

Meets CPA obligations (June 2002).

Stony Point
(Liquids Point)
Ratification Act
1981

Authorises behaviour
contrary to TPA.

Review was completed in
October 2000. No reform
was recommended.

Final review was forwarded
to Council in January
2002. No reform is
planned.

Many of the objects of the Act have
now been achieved. The review
concluded that given that many of
the benefits to the producers
constituted past or historic
benefits, there was no significant
continuing effect that would
amount to a restriction on
competition. No reform was
recommended.

Meets CPA obligations (June 2002).

(continued)
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Table 3.3 continued

Jurisdiction Legislation

Key restrictions

Review activity

Reform activity

Assessment

Tasmania Gas Act 2000

Regulates the
distribution and retailing
of gas in Tasmania. It
includes provisions for
the appointment of the
Director of Gas, and the
Director of Gas Safety
and for the licensing of
gas distributors and
retailers.

Intended that Gas
Regulations to be made
under the Act to deal with,
among other things,
applications for distribution
and retail licences and the
contestability arrangements
for the Tasmanian retail gas
market.

Council will assess the parts of the
Act dealing with licensing of gas
retailers and distributors and
arrangements to support gas retail
contestability, as part of
Tasmania’s application for
certification of its gas access
regime

The Council is to assess progress in
2003.

Gas Franchises
Act 1973

Act was repealed.

Meets CPA obligations (June 2001).

Hobart Town
Gas Company’s
Act 1854

Act was repealed

Meets CPA obligations (June 2001).

Hobart Town
Gas Company’s
Act 1857

Act was repealed.

Meets CPA obligations (June 2001).

Launceston
Gas Company
Act 1982

Gives the Launceston
Gas Company powers
that are not available to
potential competitors in
the gas supply market:
for example, the power
to “break up public
roads” without council
approval, needing only to
give 24 hours notice.

Act was substantially
amended by new
legislation. Remaining
sections are to be repealed
once an accurate map of
the pipeline network has
been completed.

This Act has been substantially
repealed, with remaining sections
to be repealed once an accurate
mapping of the pipeline network
has been completed.

The Council is to finalise
assessment in 2003.

(continued)
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Table 3.3 continued

Jurisdiction Legislation Key restrictions Review activity Reform activity Assessment
Tasmania Petroleum Regulates exploration National review was Amendments are to be The Government is awaiting the
(continued) (Submerged for, and development of, | completed in 1999-2000 and | developed by the introduction of amendments by the
Lands) Act undersea petroleum endorsed by ANZMEC Commonwealth and Commonwealth before amending
1982 resources. This Ministers. reflected in State and its own legislation.
legislation forms part of Territory legislation. . -
a national scheme. The Council is to finalise
assessment in 2003.
ACT Essential Act was repealed and Meets CPA obligations (June 2001).
Services replaced by the Utilities
(Continuity of Act 2000.
Supply) Act
1992

Gas Act 1992

Act was repealed.

Meets CPA obligations (June 1999).

Gas Levy Act
1991

Act was repealed.

Meets CPA obligations (June 1999).

Gas Supply Act
1998

Act was repealed and
replaced by the Utilities
Act 2000 and Gas Safety
Act 2000.

Meets CPA obligations (June 2001).

(continued)
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Table 3.3 continued

Jurisdiction Legislation Key restrictions Review activity Reform activity Assessment
Northern Energy Establishes the Review completed and found | No reform is planned. Meets CPA obligations (June 2001).
Territory Pipelines Act regulatory framework for | anticompetitive provisions in
construction, operation, Act were justified in public
and maintenance of interest. Impact of
energy pipelines in the restrictions was considered
Northern Territory. to be low. Potential public
safety and environmental
benefits derived from
regulating construction and
operation of energy
pipelines are likely to exceed
direct enforcement, industry
compliance and broader
economic costs. Approaches
such as negative licensing,
co-regulation and self-
regulation were rejected as
being unlikely to achieve the
objective of the Act more
efficiently than the existing
legislative framework
achieves it.
Oil Refinery Imposes conditions on Review was completed. Act In view of lack of Act is to be repealed after the due
Agreement Mereenie Joint Venture in | is not considered to be relevance, the Act is to be date for renewal of the leases in
Ratification Act | respect of the proposed anticompetitive. considered for repeal at 2002-03.
oil refinery in Alice the time of the renewal of . -
Springs. Refinery was Mereenie petroleum leases The Council 1S to finalise
not constructed because in 2002-03. assessment in 2003.
it is currently
uneconomic, so
legislation is of no
practical effect.

(continued)
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Table 3.3 continued

Jurisdiction Legislation Key restrictions Review activity Reform activity Assessment
Northern Petroleum Act Regulates onshore Review Steering Committee Government endorsement of
Territory exploration and recovery | is considering the final review outcomes is being sought.

(continued)

of petroleum in the
Territory; grants
exclusive rights; and
provides for technical
and financial
prescriptions.

review report.

The Council is to finalise
assessment in 2003.

Petroleum
(Submerged
Lands) Act
1982

Regulates exploration
for, and development of,
undersea petroleum
resources. This
legislation forms part of
a national scheme.

National review was
completed in 1999-2000 and
endorsed by ANZMEC
Ministers.

Amendments are to be
developed by the
Commonwealth and
reflected in State and
Territory legislation.

The Government is awaiting the
introduction of amendments by the
Commonwealth before amending
its own legislation.

The Council is to finalise
assessment in 2003.

Petroleum
(Prospecting
and Mining) Act

Act was repealed by the
Petroleum Act.

Meets CPA obligations (June 1999).
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Water

Water reform is one of the most complex and challenging of the reform
commitments of Australian governments under the national competition
policy (NCP) package. It may be one of the most rewarding, however, in terms
of favourable economic and environmental outcomes if the reform package is
completely and successfully implemented.

The water reform commitments originated in 1994, when the Council of
Australian Governments (CoAG) adopted a strategic framework for the
reform of the Australian water industry. That framework was subsequently
incorporated into the Agreement to Implement the NCP and Related Reforms
in April 1995, linking progress on water industry reforms with NCP
payments.

The inclusion of water reform in the NCP agreements was a catalyst for
beneficial change in the water industry. The water reform framework has
since been amended and enhanced, but its basic objective — to produce an
economically viable and ecologically sustainable water industry — remains in
place.

The framework shares the economic efficiency objectives of the rest of NCP,
through its provisions for water pricing and cross-subsidies, investment in
new schemes, trading in water entitlements and institutional reform. It is
unique, however, in also having explicit environmental objectives and
obligations. As such, the framework takes an integrated approach that
addresses the environmental, economic and social issues associated with
water use.

The water industry and its impacts

The water industry had assets of over $90 billion (valued at replacement cost)
in 1999 (PC 1999).4 Water is one of Australia’s largest industries, with assets
estimated to be of a similar magnitude to those of the electricity,
telecommunications and airline sectors.

The provision of water and wastewater services to the largest urban areas in
Australia produced $4.6 billion in revenue in 2000-01 and $792 million in
dividends for the government owners of the service providers (WSAA 2001a).
Wastewater treatment and disposal and recycling activities still form only a
minor component of the industry, but their share is increasing. In 2000-01,

4 The estimated replacement cost in 2000-01 of the assets of the major urban water
providers alone was $50 billion.
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7.8 per cent of wastewater was reused — a large increase from 4.9 per cent in
1996-97 (WSAA 2001a).

The water industry, in value added terms, is more than one quarter the size
of the manufacturing and the agricultural sectors, almost half the size of the
electricity industry and three times the size of the gas industry. The potential
economic gains from improvements in its performance are considerable.

Bulk and urban water suppliers are predominantly State and local
government owned, while the management of many rural irrigation schemes
is being devolved to their irrigators. The policy and institutional environment
for the industry is becoming more conducive to private sector involvement,
including through the leasing out of facilities and contracting out of services.®

Water extraction and use has continued to grow rapidly. From 1985 to
1996-97, total use increased by 65 per cent (much the same as the increase in
real gross domestic product (GDP) over the same period). Use for irrigation
grew by 76 per cent, urban/industrial consumption increased by 55 per cent
and rural use rose by 2 per cent. Australians now use around
24 000 gigalitres of water each year. Around 80 per cent comes from surface
water and 20 per cent comes from groundwater sources (PC 2002d). Surface
water predominates in all States and Territories except Western Australia
and the Northern Territory.

The agricultural sector accounts for 70 per cent of water use in Australia,
followed by households (8 per cent), mining and manufacturing, and gas and
electricity (both 6 percent), and other service industries (2 per cent)
(WSAA 2001b).6 Broadacre farming uses more than half of the water
consumed by the whole of the agricultural sector.

Australia’s water supply exceeds that of most other countries in per person
terms, but Australia also has a high level of water consumption per person.
Further, water supplies are not abundant in the areas of highest demand.

The pressure on demand and insufficient regard for the environmental
impacts of water use have led to widespread and extensive degradation and
depletion of Australia’s water resources. Excessive extraction of water has
stressed river systems, resulting in losses of productive land, poor water
quality and reduced biodiversity. The following are some measurable
consequences.

5 United Water and Riverland Water, for example, are large private contractors to SA
Water. United Water manages and operates Adelaide’s water supply and wastewater
treatment systems. Its cost of operations on commencement was 20 per cent below
the historical costs of the operations that it took over from SA Water.

6  The remaining 8 per cent represents delivery losses and unaccounted for losses of
water.
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e More than half of assessed river basins have excessive turbidity and
nutrients, and 32 per cent of assessed basins have excessive salinity
(NLWRA, National Heritage Trust 2001).

e Around 26 per cent of surface water management areas are (or close to)
being overused, compared with sustainable flow regime requirements.
Thirty per cent of groundwater management areas are (or close to) being
overused compared with their estimated sustainable yield. A similar
proportion are fully allocated or overallocated (NLWRA 2001).

e Algal blooms result in some reservoirs being unsuitable for drinking water
supply or recreation for over 25 per cent of the time. The annual cost of
the blooms to water consumers is reported at over $150 million
(Australian State of the Environment Committee 2001).

e The latest National Land and Water Resources Audit found that one third
of the assessed river length has impaired aquatic biota; over 85 per cent of
the assessed river reaches are significantly modified in terms of
environmental features; over 80 per cent of the reaches are affected by
catchment disturbance; and over half of the river reaches have modified
habitat.

Implementation of the reform framework

When adopting the water reform framework in 1994, CoAG stated that the
reforms could be implemented within five to seven years, although it
acknowledged that the speed and extent of reform depended on the
availability of financial resources to facilitate structural adjustment and asset
refurbishment.

The CoAG agreement established completion dates for the major reforms
(1998 for urban water pricing, the institutional reforms, water trading and
allocations for the environment, and 2001 for reform of rural water pricing),
but some of these deadlines were later extended. In particular, the timetable
for environmental water allocations was extended to 2001 for stressed rivers
and 2005 for all river systems and groundwater.

The initial timetable was optimistic; it underestimated the reform task.
Significant constraints on the implementation of the reform framework
include:

e the complexity of some of the reforms (for example, those that require
much research and analysis before effective application);

e the need for extensive consultative and educative processes;

e the demands that the reforms have placed on governments, institutions
and stakeholders, including financial demands; and

e the low base from which many of the reforms were initiated.
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Jurisdictions are introducing the reforms at different rates and in some
different ways. Variances in implementation reflect differences in
jurisdictions’ starting points (in their legislative frameworks for water, for
example) and in the health of their river systems; the diversity of
administrative and legislative environments across States and Territories;
and differences in the interests and strengths of the relevant stakeholder
groups.

Progress in implementation of the reforms has been satisfactory generally,
given unforeseen difficulties and the implications of some reforms for the
interests of key stakeholders. CoAG (2002) noted that ‘substantial progress’
was being made on the national water reforms, but that ‘water management
is currently in a transition phase as jurisdictions implement new water
allocation arrangements’.

The reforms

Jurisdictions’ fulfilment of their environmental obligations under the reform
framework is assuming greater importance as the economic and efficiency
objectives of water reform come to be realised. Further, as the problem of
degradation of many of Australia’s river systems remains acute, the need to
progress the environmental aspects of the reforms is becoming more urgent.

The following sections outline the stage that governments have reached in
implementing the various reforms, and the outcomes of the reforms.

Proper pricing of rural and urban water

Proper pricing is to be achieved through consumption-based pricing (where
cost effective); full cost recovery; removing cross-subsidies, or making them
transparent; and disclosing water services supplied at less than full cost,
ideally paying suppliers for community service obligations (CSOs).

Price reform in the cities and the major nonmetropolitan urban areas is
virtually complete, with the result that most Australians in large urban areas
now face water prices that reflect the amount of water they use and that
reward conservation. Most larger urban water suppliers now practise or are
implementing full cost recovery. All are achieving, or seeking to achieve,
positive rates of return. Progress towards reform by the smaller, local
government-owned water businesses has been slower. Price reform has
generally led to higher prices, but the consequential fall in consumption has
meant lower water bills.

e The average bill of customers in urban areas declined in real terms by
around 5.5 per cent over the five years ending 2000-01 (WSAA 2001a).

e Consumption-based pricing rather than pricing based on property values
is giving customers appropriate price signals and control over the size of
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their water bills. It results in equal treatment of customers using similar
amounts of water.

The cross-subsidies between different customer classes have been marked. In
the past, commercial and industrial users paid considerably more for water
than households paid; for example, the average commercial establishment
paid 15 times more for its water than paid by the average household in 1990-
91 (1C 1992).

e Water reform is changing this situation. Real prices paid by low and
medium water use businesses in Sydney fell by 75 per cent and 65 per
cent respectively over the 10 years to 2000-01; high water use businesses
were subject to real water and sewerage price increases of around 9 per
cent. Prices paid by average industrial customers in Adelaide fell by 8 per
cent over the same period (PC 2002d).

Price reform in rural areas is less complete. Water is around 8 per cent of
total farm costs, on average, so higher prices can be a sizeable additional
impost for water-intensive activities.

Where possible, irrigators are being charged for their water use on a
volumetric basis. Cross-subsidies between users are being eliminated and the
remaining ones are being made transparent. Some jurisdictions are moving
faster than others towards full cost pricing, but the situation is complicated
by government subsidies to rural water providers. Full implementation of the
water reforms depends on the removal (or full transparency) of government
subsidies and the efficient management and operation of irrigation schemes.

Investment in new rural water schemes

New schemes and extensions to existing schemes need to be economically
viable and ecologically sustainable before they may proceed. No large new
dams have been commenced since the water reform framework was put in
place, but this principle has been tested by proposals for a dam (which did not
proceed) and for extensions to existing schemes. It has been prominent in
deliberations on new schemes and will be a consideration for new dams being
contemplated in Queensland and Tasmania.

Institutional role separation

This principle requires the function of water service provision to be separated
from the roles of water resource management, standard-setting and
regulation.

The process of separation clarifies the roles and responsibilities of the
institutions, allows them to focus on their core business and minimises the
scope for conflicts of interest. The changes allow accountability and
transparency to be established, and introduce a structural basis for the
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application of other, relevant NCP principles.” All jurisdictions except South
Australia and Western Australia now have independent prices oversight of
most of the major suppliers. Western Australia has committed to introduce
this measure.

Delivery of water services

The objective of this principle is efficient service delivery on a commercial
basis and at the level of international best practice. The principle also
involves devolving the management of rural water districts to their irrigators.

All metropolitan water businesses now have a more commercial focus. They
are involved in an annual benchmarking project that allows their
performance to be compared with other service providers (WSAA 2001a).
Such comparisons provide an important incentive for businesses to improve
their performance. In the rural sector, irrigators have greater involvement in
the management of rural water districts

Improving the commercial focus and performance of water businesses helps to
ensure that the potential benefits from water reforms are realised. These
benefits are large. Modelled macroeconomic effects of the CoAG water reforms
were estimated to improve labour productivity by 16 per cent and capital
productivity by 5 per cent across the water industry (PC 1999b).

Allocations of water for the environment

A major focus of the water reform framework is on producing better
environmental outcomes. Given the severity of the problems, however, gains
from the reforms will take longer to achieve, be expensive initially and be
more challenging than the other elements of the reform framework. Further,
a still limited knowledge base means that the nature and extent of the
environmental improvements will be less predictable than other outcomes
from reform. More recently, gaining acceptance for environmental reform has
been made more difficult by lower water allocations on account of drought in
some areas.

Against this background, one of the most complex and contentious features of
the water reform framework is jurisdictions’ obligation to legally recognise
allocations of water for the environment and to follow that through with
actual allocations based on the best possible scientific research.

Jurisdictions have made progress toward satisfying their environmental
commitments. Given financial considerations, the still developing science for

7 These are the principles relating to independent prices oversight of government
business enterprises, competitive neutrality, structural reform of public monopolies,
legislation review and access to services provided by significant infrastructure
facilities.
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determining allocations, and the effects of allocations on users’ interests,
however, progress has been slow and not always conformed with the
timetable established in the reform framework. Some jurisdictions have not
done as well as others in meeting their obligations.

The National Competition Council’'s assessment of jurisdictions’ compliance
with their reform commitments for 2002 is described later in this chapter and
in the chapters on the individual States and Territories. The following are
examples of measures to improve the environment.

e The most concrete measure taken so far is the establishment in 1995 of a
cap on diversions of water from river systems in the Murray—-Darling
Basin. Prior to the cap, water consumption had been increasing at almost
8 per cent each year, and could have further increased by an estimated
14 per cent had the then river management rules been allowed to
continue. Importantly, the cap does not prevent new developments in the
basin, provided that water for those developments is obtained via
improved water use efficiency or purchases from existing developments.

e More recent initiatives have been the agreement to restore flows along the
Snowy River to 28 per cent of its natural regime (for details, see NCC
2001a) and the Murray-Darling Basin Ministerial Council’'s decision
(April 2002) to develop a business case for the recovery of 350, 750
or 1500 gigalitres of environmental flows for the River Murray. Issues of
equity, property rights and water trading will be considered in the
formulation of the latter initiative (see volume 2 for details of this and
other decisions of the Ministerial Council designed to address
environmental degradation in the Murray—Darling Basin).

e During 2002, the Victorian and South Australian governments agreed to
devote $25 million in total to improving the environmental health of the
River Murray. The joint effort by these governments aims to reduce
salinity, improve water quality and save water. The objective is to achieve
up to 30 gigalitres of environmental flows.

Integrated resource management and water quality

One objective of the water reform framework is the use of integrated
approaches to natural resource management, fully recognising the
interdependency of the different natural resource components, including
water. Jurisdictions have also agreed to develop a National Water Quality
Management Strategy by adopting market-based and regulatory measures
dealing with water quality monitoring, catchment management policies, and
town wastewater and sewerage disposal.

In November 2000, CoAG endorsed a Commonwealth proposal to develop a
National Action Plan for Salinity and Water Quality.
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Box 3.1: The National Action Plan for Salinity and Water Quality

The National Action Plan for Salinity and Water Quality provides for total expenditure of
$1.4 billion to address salinity and water quality problems in 21 priority regions across
Australia. It is beginning to help address environmental issues, particularly dryland
salinity. All States have signed the intergovernmental agreement that sets out the
overarching commitments and obligations of the national plan.

Jurisdictions have agreed to and substantially progressed key policy tools to support the
implementation of the national action plan. These tools include national criteria for
accrediting integrated regional natural resource management plans, a national framework
for natural resource management standards and targets, and a national monitoring and
evaluation framework.

Funding for priority projects in South Australia has been provided (totalling $15 million out
of the planned total joint commitment of $186 million). The Commonwealth and Victorian
Ministers approved in February 2002 foundation funding, priority actions and capacity
building activities costing almost $18 million (from their total joint commitment of
$304 million). More recently, the Commonwealth and New South Wales governments
agreed to jointly commit almost $400 million to practical measures to address salinity and
improve water quality in New South Wales.

At its April 2002 meeting, CoAG agreed to accelerate the implementation of the national
action plan.

Governments are now taking integrated approaches to natural resource
management and, in the process, spending much more on research.

e Just $300 000 was spent on a 1985 review of Australia’s water resources
and water use. In contrast, a sizeable proportion of the $29 million spent
on the 2001 National Land and Water Resources Audit was directed to
water research.

Plentiful water supply in some areas in the past and inefficient pricing
regimes provided little or no incentive for research into supplying and using
water more efficiently and sustainably. The increased focus on research is
producing better decisions on water issues and the adoption of innovative
solutions. It is providing the information required to set and achieve
environmental goals. Much more remains to be done in this area, however.

While progress against the CoAG commitments has not been entirely
satisfactory, there are positive developments in water conservation and in the
recognition and addressing of environmental problems. In rural areas the
reforms are helping move the focus away from increasing the quantity of
water available and towards increasing the efficiency of water use as a means
of stimulating development.

The emphasis in the reform principles on market-determined outcomes also
benefits the environment (although market mechanisms alone are not
sufficient to ensure the required level of environmental protection).
Volumetric pricing for urban customers, for example, is inducing water
savings through efficiencies in use, and reduced consumption is lowering the
cost of treating wastewater and lowering the environmental damage from
water use.
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e Per person water use in Sydney, Melbourne and Newcastle fell
by 7 per cent, 12 per cent and 14 per cent respectively from 1990 to 2000
(WSAA 2001b).8

e Per person consumption by customers from a selection of major Australian
water utilities fell by 17 per cent over the 10 years to 2000-01 (PC 2002).

As Harris (2002) has pointed out, ‘there is a quiet revolution going on —
individual farmers, irrigators, manufacturers and many ordinary people are
beginning to change their practices, minimise their environmental impacts
and focus on quality rather than quantity’.

Water entitlements of rural customers

Jurisdictions have made progress in legislating water allocations for
irrigators. They are also committed to the separation of water title from land
title and to the clear specification of title (including a registry system).

Nevertheless, the issue of the property right inherent in a water entitlement
is receiving increasing attention. Where allocations for the environment
reduce supply for consumptive uses, the value of the water right (and, with it,
farm values) can be affected, although offsetting impacts would derive from
the more certain rights to the water available for rural use.

CoAG (2002) recently re-affirmed the importance of water property rights
issues in dealing with the nation’s salinity and water quality problems. The
Council noted that the implications of changes to water property rights for
investment and the impacts of the changes on water users, particularly
farmers, needed to be considered.

e To clarify these issues, jurisdictions agreed to report to CoAG by
September 2002 on opportunities for, and impediments to, better defining
and implementing water property rights regimes (including water trading
markets and, where appropriate, the responsibilities of water users).
Jurisdictions will also report on how they are addressing uncertainties
about property rights.

e CO0AG has attached a high level of importance to the establishment of an
effective and efficient system of property rights for water, and to the need
for water users to have certainty of access to water.

8  The Water Services Association of Australia notes that technological change and
education campaigns also contributed to this reduction.
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Trading in entitlements

The reform framework provides for trading in water entitlements, including
cross border-trading where it is socially, physically and ecologically
sustainable.

Trading in water is undertaken in primarily New South Wales, Victoria and
South Australia, and is not extensive. While trading was possible in 40 of the
46 systems reported in the 1998-99 Australian irrigation benchmarking
report, permanent and temporary water transfers represented only 7.5 per
cent of total water entitlements of the systems where trade took place (High
Level Steering Group on Water 2000).

e In New South Wales, in 1997-98 11.5 per cent of the total entitlement to
consumptive uses was traded, overwhelmingly through temporary trades
and mostly within the particular river system (Department of Land and
Water Conservation 1999). The value of the trades was conservatively
estimated at $60-100 million.

The volume and value of trade is growing rapidly, however; annual volumes
were less than 100 gigalitres during the 1980s, but now are around
800 gigalitres. Further growth will arise from the removal of trade
constraints imposed by government regulation and irrigation districts, and
the development of better infrastructure for trading, including sophisticated
markets, secure title and registry systems. The incentives for water trading
are growing; water is becoming more expensive and its supply for
consumptive purposes may tighten as a result of drier conditions in some
areas and allocations for the environment.

The gains from trading in water entitlements are considerable. These derive
from the increase in output as water entitlements flow to their highest value
uses.

e Water trading in New South Wales in 1997-98 increased the value of
irrigated agriculture by $65 million (Department of Land and Water
Conservation 1999). This is a conservative estimate because the
availability of water can save a crop in its final stages where otherwise it
might have been lost, and the multiplier effects of the addition to
agricultural income are not taken into account.

¢ In Victoria, the annual increase in returns to irrigators as a result of
trading is estimated at just under $12 million (Department of Natural
Resources and Environment 2002). This figure does not include the
benefits from water traded from Victoria into other States.®

9  The department also points to the employment creating impact of water trading. For
each 1000 megalitres of irrigation water used on horticulture 30 on-farm, processing
and support industry jobs are created. In dairying 15 jobs are created. By contrast,
only one job would be lost from the trade of a similar quantity of water out of
grazing.
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Public consultation and education

The water reforms provide for government agencies and service deliverers to
consult on proposals for change and other initiatives, and to conduct public
education programs (including programs in schools).

The consultations and education programs on water use are leading to more
informed communities, customers and other key stakeholders.
Community-based groups, such as regional water management committees
and customer consultative councils, are now influential in water matters.
Initiatives by governments and water suppliers to encourage conservation in
water use are having positive impacts.

Overall, these activities are producing more informed decisions. Decisions are
more likely to be consensus driven and, therefore, satisfy more interest
groups. Achieving effective community consultation is a complex exercise,
however, and the Council has observed consultation processes that are less
than adequate. In these cases, better community consultation remains on the
reform agenda.

Economic outcomes

Beneficial economic impacts from the reforms are arising faster and are more
apparent than the environmental outcomes of the reforms. This difference
partly reflects the more immediate timetable for implementing the reforms
that have economic efficiency objectives, but also reflects the intractability of
the environmental issues and the long lead times for the environmental
reforms to take effect.

The water reforms constitute an important part of governments’
microeconomic reform agendas. Like most other structural policy initiatives of
governments, the reforms involve initial costs and dislocation for some. The
reforms are expected in the longer term, however, to enhance the
sustainability of economic activity that depends on water and improve overall
economic growth.

Contributions to economic growth will include:
e the more efficient use of resources involved in water provision generally;

e higher value agricultural and other outputs (such as mining) from the
redistribution of water to more productive uses through water trading;

e in water-dependent industries such as aquaculture, fewer losses caused by
poor water quality;

e improved efficiency in resource allocation resulting from reduced
government subsidies to customers and water providers, and fewer
cross-subsidies;
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e more efficient use of new and existing water assets. The ‘economically
viable’ test for new investments in rural schemes is reducing wasteful
investment and ensuring future generations do not have to pay for poor
current decisions; and

e increased recreational and tourist activity induced by cleaner (especially
fewer algal blooms) river systems and storages.

A recent study (Australian Academy of Technological Sciences and
Engineering and the Institution of Engineers, Australia 1999) shows that an
‘adaptive management scenario’ for water use (which incorporates key
features of the Co0AG reforms) produces an outcome for various
macroeconomic variables in 2020-21 that is little different from the ‘trend
scenario’. The latter scenario (which envisages water use growth at past
rates), however, is found to be unsustainable given constraints on water
availability. Under the ‘adaptive management scenario’, the share of
agriculture in the economy remains the same as in the ‘trend scenario’,
although the regional distribution of activities is different, the use of water is
more efficient, and there is a shift to more intensive forms of irrigated
production.

The PC (1999) estimated that the CoAG water reforms will have a positive,
although negligible, impact on GDP, and marginally improve export volumes
and post-tax real wages. The study may have underestimated the positive
GDP impact because the modelling focused on the metropolitan and
nonmetropolitan urban water reforms, and did not account for rural users
(which account for 70 per cent of water consumption) or the effects of the
reforms to water trading, water rights and the criteria for new water
investments.

Moreover, the water reforms are helping to limit the rate of environmental
degradation, thus limiting the reductions in productive capacity and the other
costs associated with a deterioration in water quality and availability.

Future developments

The environmental aspirations of the water reform framework are the most
challenging of its various objectives for governments. They will be an
important, continuing focus of assessments by the Council.

More generally, price tensions are resulting as demand for water for
consumptive and environmental uses grows in the face of constraints on
developing new supplies. The capital cost of a permanent transfer or purchase
in the Murray—-Darling Basin rose to around $800 per megalitre by the end of
the 1990s from levels of around $300 per megalitre in the early part of that
decade.

Fortunately, aspects of the water reform framework (such as full cost and
volumetric pricing) are helping to moderate demand for water and
individuals, business and governments are actively pursuing water
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conservation and efficiency measures. The water savings from these measures
can be significant, as shown by the following examples:

e The planned Wimmera—Mallee pipeline would save 93 000 megalitres of
the 120 000 megalitres currently used by that system. The envisaged
capital cost ($300 million) or around $3200 per megalitre, however, is
considerable.

e A New South Wales cotton farm, by adopting better irrigation techniques,
has raised its yields (as a result of less waterlogging) and increased its
water use efficiency by 45 per cent, giving an overall lift in annual profit of
$100 000 (Australian Financial Review, 24 April 2002, p. C5).

e As much as 40 per cent of water channelled for irrigation is lost to
evaporation and seepage (Australian Academy of Technological Sciences
and Engineering and the Institution of Engineers, Australia 1999). The
Cooperative Research Centre for Freshwater Ecology estimated that
15 per cent of irrigation water from the River Murray is lost to seepage.
The Land and Water Resources Research and Development Corporation
suggests that irrigators should be able to achieve 70-85 per cent water use
efficiency, but many (especially flood irrigators) are operating at below
50 per cent efficiency.10

2002 NCP assessment framework

In December 2001, Senior Officials of COAG endorsed a proposal to prioritise
jurisdictions’ water reform commitments across the 2002 to 2005 NCP water
assessments. They agreed that the 2002 assessment would largely comprise a
follow-up on issues outstanding from the 2001 assessment of jurisdictions’
progress across the entire water reform framework. (These are described as
assessment issues.)

It was also decided that the Council would report on developments in some
areas identified for examination in the 2003 NCP assessment. These areas of
the water reform framework were not to be assessed in 2002, but progress is
reported as a bridge to the 2003 assessment (described as progress report
issues). (As a general rule, the Council will call for progress reports on key
issues in the year before their assessment.) In addition, it was decided that
the Council would consider issues raised in submissions from stakeholders.

As part of the preparations for the 2002 NCP assessment, the Council
publicly released a water assessment framework document (NCC 2002) to:

e setout a clear, transparent basis for the assessment;

10 Note, however, that some of the ‘inefficiencies’ consist of irrigation water lost to river
systems. For this reason, care needs to be taken in measuring the environmental
gains from water efficiency savings.
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e identify the information that jurisdictions should provide to demonstrate
compliance;

e outline the scope of the 2002 assessment and issues identified for future
assessment, to guide public submissions; and

e provide a basis for early identification and bilateral discussion of reform
outcomes that are proving difficult to achieve.

The Council’'s 2002 water assessment framework is available on the Council’s
website (www.ncc.gov.au). Background on the source of jurisdictions’
obligations and the intentions of the reforms is in the Council’'s 2001 water
assessment framework.

In addition to the annual NCP assessment, the Council may conduct
supplementary assessments where they would be of value in furthering the
timely and proper implementation of the water reform framework.

Assessment issues

The main issues set down for assessment in 2002 are:

e aspects of full cost recovery by nonmetropolitan urban water and
wastewater businesses;

e consumption-based pricing through two-part tariffs in certain
jurisdictions;

e aspects of full cost recovery, consumption-based pricing, CSOs and
cross-subsidies in relation to the rural water providers of some
jurisdictions;

e any new rural water schemes, to ensure they are economically viable and
ecologically sustainable;

e aspects of the practices of New South Wales, Victoria and Tasmania in
relation to water allocations in water management plans and water
property rights;

e jurisdictions’ progress in implementing environmental allocations of
water, including actions to alleviate the conditions of stressed rivers;

e aspects of the integrated resource management practices of Western
Australia, South Australia and Tasmania;

e compliance by Western Australia and South Australia with the National
Water Quality Management Strategy; and

e certain issues concerning the public consultation and education
obligations of Queensland, South Australia and the Northern Territory.
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Progress report issues

The Council also has examined some areas due for assessment in 2003,
providing progress reports on:

e the implementation of tax equivalent regimes by metropolitan water
service providers, and developments in the factoring of externalities into
pricing by urban service providers;

e certain aspects of consumption-based pricing in New South Wales,
Queensland and Western Australia;

e the reporting of CSOs by Victoria, Queensland and Tasmania;
e jurisdictions’ reporting of cross-subsidies;
e aspects of institutional reform by jurisdictions;

e jurisdictions’ progress in devolving the management of irrigation schemes;
and

e jurisdictions’ implementation of water trading arrangements.

The assessment process

Regular and intensive consultations were held with jurisdictions during the
course of the 2002 assessment. The Council’s deliberations depend on the
availability of adequate information on the issues being addressed, and
jurisdictions were mostly helpful in responding to requests for information on
progress in implementing their reform obligations.

As in previous years, stakeholders made important contributions to the
assessment process. The Council received 17 written submission on a range of
water reform issues. (A list of the submissions is at Appendix A to volume 2.)
Where possible, those who provided submissions were met, and the Council
received a number of oral submissions in meetings with other groups.

Summary of assessment

The remainder of this chapter summarises, by jurisdiction, the outcomes of
the Council’s deliberations on the 2002 water reform issues. All assessment
issues and some of the major progress report issues are covered in this
summary chapter in this volume of the 2002 NCP assessment. A separate
water reform volume contains chapters that report in detail the progress of
each State and Territory and the Murray—-Darling Basin Commission against
their reform commitments.
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New South Wales

Consumption-based pricing — bulk water services

In 2001, the Council had not received information on bulk water services
offered by Hunter Water Corporation, Gosford City Council and Wyong Shire
Council. In particular, it was not known whether these bodies provided bulk
water services and, if so, whether there was sufficient separation from their
retail service businesses to enable them to calculate an efficient bulk water
price.

New South Wales reports that Gosford City Council and Wyong Shire Council
do not have bulk water supply businesses, so a ringfencing issue does not
arise for them.

The Hunter Water Corporation supplies bulk water services to two customers.
They are charged prices determined by the Independent Pricing and
Regulatory Tribunal. The charges are consumption based and structured as
two-part tariffs. In the light of additional information provided by New South
Wales, the Council considers that this assessment issue has been addressed.

Consumption-based pricing — two-part tariffs

In 2001, the Council had concerns about the rate of progress by some
nonmetropolitan urban water service providers, particularly Tweed Shire, in
reviewing the cost effectiveness of two-part tariffs and winding back free
water allowances. At that time, Tweed Shire had not conducted a review to
demonstrate whether two-part tariffs were cost effective.

For 2002, therefore, the Council was looking for significant progress by
nonmetropolitan urban water service providers (primarily by Tweed Shire) in
reviewing the cost effectiveness of two-part tariffs, winding back free water
allowances, and taking action if these reforms were found to be cost effective.

New South Wales has received written notification from Ballina Shire
Council, Tweed Shire Council, Forbes Shire Council, and Parkes Shire
Council confirming the elimination of across the board free water allowances
and the implementation of full usage-based tariffs from 1 July 2002. Orange
City Council has adopted two-part tariff pricing with a reduced general water
allowance for landowners responsible for nature strip maintenance. New
South Wales also reports that Bathurst Council implemented a fixed annual
charge and an inclining block tariff during 2001-02.

New South Wales also advises that it has given priority over the past 12
months to encouraging noncomplying, large nonmetropolitan urban providers
to move to two-part tariff pricing. New South Wales has continued its policy
of encouraging smaller nonmetropolitan urban providers to move to two-part
tariff pricing, where it is cost effective.

Page 3.60



Chapter 3 The related reforms

The Council is satisfied that New South Wales has made progress on the
outstanding 2001 assessment issue, which required progress, primarily in
relation to Tweed Shire Council, in reviewing the cost effectiveness of
two-part tariffs and winding back free water allowances. Tweed Shire Council
and other large councils, which had previously not moved to full usage based
pricing, have provided commitments which satisfy these requirements. Tweed
Shire is committed to eliminating free water allowances and the
implementation of full consumption-based tariffs from 1 July 2002. The
Council is satisfied that this issue has been met for this assessment. Further,
New South Wales continues to make progress with a number of the larger
local councils on this issue.

The Council, however, notes that a significant number of councils with more
than 1 000 connections are yet to satisfy the CoAG commitment in relation to
two-part tariffs, which was due for completion by the end of 1998. The
Council expects this commitment to be virtually complete by the time of the
2003 NCP assessment.

In particular, the Council expects all remaining nonmetropolitan urban water
providers with more than 1000 connections to have made a commitment to
introducing two-part tariffs or adopting other usage based pricing policies
which meet the CoAG requirements!! within an appropriate timeframe where
cost effective, and a significant reduction in the use of free water allowances
and property value based charging.

Because of the low rate of compliance among smaller local governments, it is
the Council's view that New South Wales needs to pursue a strategy to
improve performance of these councils over the next 12 months. The Council
notes in this regard that New South Wales has taken positive action by
releasing the Water Supply and Trade Waste Pricing brochure. In order to
meet the requirement to have implemented two-part tariffs by June 2003,
New South Wales will need to implement such a strategy by the end of 2002
at the latest, in order for local governments to be in a position to make the
necessary commitments by June 2003.

Consumption-based pricing — trade waste

While the Council has recognised that in most cases volumetric charging for
wastewater is not cost effective, volumetric pricing should be considered for
large dischargers or businesses with high strength waste in order to provide
an incentive to minimise waste. In 2001, the Council found that trade waste
charges were not extensively used in New South Wales and that the absence
of such charges could lead to nontransparent and inefficient cross-subsidies
between large and small dischargers.

11 The Council will look at the structure of these tariffs in 2003 to ensure they are
consistent with CoAG commitments.
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New South Wales reports that, in general, local governments levy waste
charges when discharges from commercial or industrial premises reach
certain threshold levels. The Council notes the recent release of new
guidelines for the operation of trade waste sewerage services and streamlined
administrative arrangements for trade waste regulation in New South Wales.
However, New South Wales did not provide evidence that thresholds are
being set in a manner that promotes efficiency. The State has taken some
measures to promote volumetric charging, including new pricing guidelines
for water supply, sewerage and trade waste.

The new pricing guidelines for water supply, sewerage and trade waste are an
advance in the processes used by New South Wales. The Council, however,
ultimately needs to assess the outcomes of reform. For this reason, the
Council will revisit the extent of adoption of trade waste charges in the 2003
NCP assessment for urban pricing. New South Wales has made sufficient
progress in winding back property value based charges for nonmetropolitan
providers for this assessment.

Consumption-based pricing — Sydney Water Corporation

In 1996, Sydney Water Corporation eliminated domestic property value based
charges for water services and commenced phasing out the use of property
values for commercial water charging.

The 1999 assessment reported that remaining property value based tariffs
would be eliminated by 2002. For the current assessment, the Council
required an update on progress in phasing out property based charges.

The current IPART determination for Sydney Water Corporation is due to
end in June 2003. New South Wales expects there would be a further decline
in the use of property values for pricing in the next determination. The
Council is satisfied that the 2001 NCP commitment is being met.

Full cost recovery — rural price paths

In its 2001 assessment, the Council concluded that New South Wales had not
met its commitment to achieve full cost recovery by rural water schemes or to
provide a timetable for achievement. The Council committed to reassess this
issue in 2002, when it expected guidance to be available from New South
Wales on price paths for achieving full cost recovery.

In December 2001, the Independent Pricing and Regulatory Tribunal
announced caps on annual price rises for bulk water supplied by State Water,
a ringfenced business unit within the Department of Land and Water
Conservation. The Tribunal’'s 2001 three year bulk water determination sets
an increase in State Water’s recovery of costs from 61 per cent in 2000-01 to
74 per cent in 2003-04. Further, the Council has found that when this figure
is disaggregated by water source, the regulated rivers (80 per cent of all water
use in New South Wales) will be achieving 94 per cent of costs by the end of
the determination period. Only 31 and 32 per cent for unregulated and
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groundwater sources respectively, however, will have met full cost recovery
commitments. The Council recognises that full cost recovery for rural water
supply will be largely an issue for unregulated and groundwater sources in
future assessments.

The Council also notes that that the cost-base is likely to increase over time,
due to the increasing need to mitigate environmental impacts. New South
Wales has argued that this added variable makes an end date for full cost
recovery difficult to determine. Whilst New South Wales has not proposed an
end date for reaching full cost recovery, the Council has confidence in the
mechanisms used in New South Wales to achieve it, particularly the
independent role of the Tribunal in reaching full cost recovery which is
tempered by the ability of customers to absorb these costs. The Council will
reassess this issue in 2004 where it will expect New South Wales to have
continued to pursue rural full cost recovery with the same previously
displayed rigor.

A key issue for 2003 will be institutional reform arrangements between the
Department of Land and Water Conservation and State Water as this may
impact on determining the individual elements of full cost recovery. The New
South Wales Government is proposing to conduct an independent review of
the governance structure of State Water. Consequently, the Council has
delayed its assessment of whether New South Wales has met the institutional
reform commitments. This will be a significant issue for New South Wales in
the 2003 NCP assessment.

Water allocations and property rights

In 2001, the Council had insufficient information to determine whether New
South Wales had fully addressed its property rights obligations. The Council
considered suspending the State’s 2001-02 NCP payments, given the
importance of property rights reforms and the delays in finalising these
arrangements. Because the New South Wales Government committed to a
comprehensive action plan for reform, however, the Council considered that
the best approach was to allow an additional time period for implementation.

The Council called for a re-examination of progress by New South Wales
through a supplementary assessment (January 2002) and as a key issue for
the June 2002 assessment. The Council signalled its intention to consider
payment recommendations if New South Wales had made insufficient
progress by that time.

The January 2002 supplementary assessment considered the proposed form
of the register of water entitlements. It concluded that the register model
being developed was sound and that the consultation being undertaken was
sufficient.

The property rights elements assessed in 2002 are: the water sharing plans;
the State water management outcomes plan; the information systems for the
interim register; and licence conversions and licence and approval policies
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and processes. All these elements are important for defining water property
rights.

In conducting the 2002 NCP assessment, some groups were continuing to
express serious concerns about aspects of the New South Wales system of
implementing water property rights reform. Irrigators, for example, are
concerned about the certainty of their water allocations. The banking sector is
concerned about mortgage security with the conversion to a new licensing
system, because the owner of the land may not be the owner of a water
licence. While there is broad support for the register, media articles have
noted stakeholders’ demands for a register to be established similar to that
conducted by the Land Titles Office.

The State water management outcomes plan targets have not been finalised.
New South Wales will not be able to confirm any targets until the
Government has finalised the plan. The current target to reduce (or phase
down) the total volume of water specified on licences to no more than 200 per
cent of the long-term average diversion limit in surface water systems is still
under consideration. The targets are being developed in consultation with
communities, having regard to social and economic factors as well as scientific
factors. If a large number of committees raise concerns about the same target
then New South Wales may need to revisit the targets in finalising the State
water management outcomes plan. The Council will need New South Wales to
provide information to indicate that the final cap target is reasonable given
the natural variability in the availability of water and high variability of use.

By the end of June 2002, 36 of the 39 draft water sharing plans had been
made public. The Council has examined a number of the plans. The property
rights approach in these plans is to set plan and cap limits for diversions over
the life of the plan.

The Council’'s approach to property rights looks for all States to deliver
certainty in ownership of the property right and surety as to its
characteristics. The registry system is important, particularly for ownership.
Further, the State water management outcomes plan, the water sharing
planning process and the licence conversion process are important for
defining property rights.

Water sharing plans, once finalised, will be legally binding for the next
10 years. The plans will provide security of access for environmental water
and for all water users during the 10 year term. Licence holders will be able
to claim compensation if their water access is reduced during a plan’s term
where the plan’s bulk access regime is varied for unspecified purposes.

The Council is satisfied with the rollout by New South Wales of its new water
property rights arrangements and considers that it is making every effort to
comply with its CoAG commitments. For the 2001 NCP assessment, New
South Wales provided a timetable of property rights commitments to be
implemented over two years — the State is on track with implementing each
element.
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At this stage, however, the Council considers that there is insufficient
information to conclude that New South Wales has complied with all its NCP
commitments in this area for this assessment. There have been further
delays, although New South Wales has been doing all it can to address this
particularly difficult issue, and is making significant progress in meeting
each of the relevant requirements.

The Council has examined the draft water sharing plans and considers that
some of them are likely to change significantly before finalisation, given that
they contain some aspects that are inconsistent with the Water Management
Act 2000, State Government policy and that the targets in the State water
management outcomes plan are yet to be finalised. There have also been a
number of problems with the process involved in implementing this first
round of plans. These process problems have complicated the transition to a
new property rights system.

The water sharing plans represent significant progress in the management of
water resources in New South Wales. Water management committees have
undertaken considerable work in considering the gamut of issues raised and
the nature of trade-offs that may be required. The Council recognises that the
process of balancing the wide ranging views and opinions of interest groups
with the technical information required for decision making is difficult.

The Council intends to conduct further assessments of the performance of
New South Wales on this issue.

e The Council will conduct a supplementary assessment before the end of
2002 to consider the final State water management outcomes plan, the
final water sharing plans and the first round of annual implementation
programs. As part of that assessment, the Council wants to discuss with
New South Wales the process and timeframe to develop the next round of
water sharing plans.

e Progress against the property rights timetable will continue to be a key
issue for New South Wales in the 2003 NCP assessment.

Provision for the environment — the State water management
outcomes plan

In the 2001 NCP assessment, New South Wales notified its intention to
develop a water management outcomes plan to set the overarching policy
context, targets and strategic outcomes for the development, conservation,
management and control of the State’s water resources. The plan would set a
clear direction for water management action and ensure that environmental,
economic and social river flow objectives were specifically addressed.

In 1997, the New South Wales Government asked the water management
committees to recommend a package of environmental flow rules. An upper
limit on the impact the rules could have on irrigation supplies was set at 10
per cent of the long term average cap figure. Flow targets set by the State
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water management outcomes plan would be referred to water management
committees to ensure the water sharing plans comply. If an environmental
target is adopted, the Council would need to be convinced of the scientific
basis for the target. The Council undertook to assess this issue in the 2002
NCP assessment.

The Council has found that the New South Wales water reform process
recognises that the science of water management is constantly improving.
The State’s legislation and the water sharing plans being developed recognise
that a truly scientific approach must incorporate active adaptive
management.

The Council’'s 1999 assessment forecast a 7 per cent reduction in diversions in
the long term as a result of the 1998 interim environmental flow rules. The
interim State water management outcomes plan shows the actual impact on
diversions of the flow rules, ranges from 3 per cent (for the Namoi River) to 17
per cent (for the Macquarie River), and up to 5 per cent for the remaining
rivers. The plan contains targets that call for a 10 per cent improvement in
the frequency of ‘end of system’ flows where this is less than 60 per cent of
predevelopment levels. At the time of writing, draft water sharing plans for
the Namoi, Lachlan, Murrumbidgee, and Gwydir regulated rivers provide a
marginal improvement in environmental allocations, but still are some way
from reaching some of the targets in the State water management outcomes
plan.

At the time of writing, the targets in the State water management outcomes
plan were being reviewed. Some changes to the plan are expected, with many
of the changes designed to clarify the intent of the targets. The revised
targets will go back to water management committees with a view to the plan
being finalised in September 2002. The Government believes that the changes
made in finalising the State water management outcomes plan will not affect
the viability of the water sharing plans.

The State water management outcomes plan sets both long term outcomes
and five year management targets for water resource management. It is a
guide for planning. The targets do not seek to establish an ultimate position
or standard for each water sharing plan but rather to establish a significant
but practical step in the process of continuous improvement. Not all targets
will be relevant to every plan. The State water management outcomes plan
process is being run in parallel with the water planning process on an
iterative basis.

Given likely further movement on the targets between the interim State
water management outcomes plan and the final plan, the Council has
insufficient information to conclude that the State water management
outcomes plan targets meet the State’s NCP commitments. The Council does,
however, support the direction the plan is taking. It will assess the final State
water management outcomes plan as part of a 2002 NCP supplementary
assessment to be conducted by the end of the year, including how the plan’s
targets are incorporated in the final water sharing plans.
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Provision for the environment — water sharing plans

In 1999, the Council assessed the 1998 New South Wales interim
environmental flow arrangements for all regulated rivers. The Council was
satisfied that New South Wales had met minimum commitments to act on
stressed rivers.

For the 2002 assessment, the Council undertook to examine the first round of
New South Wales water sharing plans (which aim to improve the outcomes of
the interim environmental flows decided in 1998 and establish new
environmental flow provisions for key unregulated and groundwater
systems). The Council would assess the timeliness and quality of the reforms
in these plans against the national principles for the provision of water for
ecosystems.

The Council considers that some plans may change significantly between the
draft and the finals, particularly given that the State water management
outcomes plan targets are still to be finalised and that the Minister’'s notes
raise a range of issues. The Council is therefore not in a position to assess
whether the final water sharing plans comply with CoAG commitments. This
is not due to lack of effort on the part of New South Wales, but because the
plans must be finalised before the Council can make a definite conclusion.
The Council is therefore unable to assess at this time whether the water
sharing plans comply with CoAG commitments.

The water sharing plans will build on the environmental flow rules already in
place on the regulated rivers. The Council therefore thinks it is not
unreasonable, given the State’s efforts, to allow New South Wales extra time
to properly complete this important reform. These efforts include embarking
on the most comprehensive stressed rivers assessment process undertaken in
Australia, passing legislation capable of providing significant outcomes for
the environment, and progressing a process for delivering water plans for
more than 80 per cent of the State's water resources. The Council will defer
examination of the final water sharing plans to a supplementary assessment
to be conducted by the end of 2002.

To aid all parties in the possible directions of the 2002 supplementary
assessment, the Council believes it is useful to point out some observations on
the process so far and to identify where a number of plans may evolve in a
way that might not comply with CoAG commitments. The Council notes that
the plans have not been finalised and that the New South Wales Government
is working with committees to address these issues. The Council has limited
its comments to those aspects of plans that are considered to be problematic.

In the 2001 NCP assessment, the Council deferred its assessment of New
South Wales progress on stressed rivers against the national principles for
the provision of water for ecosystems. For this 2002 NCP assessment, the
Council has again decided to defer an assessment of progress against the
national principles until the final water sharing plans are in place. A full
assessment of the final plans against the national principles will occur in the
2002 supplementary assessment. On the basis of the draft water sharing
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plans that have been publicly released, the Council can infer that some plans
in their present state may not meet the requirements of the national
principles.

With regard to the plans, the Council has raised concerns about timeframes
for achieving sustainable resource use and the lack of transparency in water
sharing decisions. New South Wales will need to address these matters in
finalising the plans and they will be key areas for consideration in the 2002
NCP supplementary assessment to be conducted by the end of the year.

The Council believes that the proposed provisions in some draft plans may
lead to a marginal improvement in the conditions of stressed river
ecosystems. For the end of 2002 NCP supplementary assessment, the Council
expects to see final plans contain environmental allocations that ultimately
provide for an improvement in the condition of the rivers. The Council draws
particular attention to the Namoi and Murrumbidgee river draft water
sharing plans as needing modification before the Council can be satisfied the
State has met its NCP obligations.

In relation to monitoring and performance indicators for the plans, at the
time of writing the New South Wales Government was yet to develop generic
performance indicators for each water source,*2 and so all drafts contain
Minister's notes that these indicators are still to be finalised. These
performance indicators have implications for the development of monitoring
arrangements to deliver the objectives of the water sharing plans. These
performance indicators will also be assessed in the 2002 supplementary
assessment, as a key issue for the delivery of the final water sharing plans.

Victoria

Full cost recovery — urban

In 2001, the Council concluded that a number of nonmetropolitan urban
providers (referred to in Victoria as regional urban water authorities) were
not operating on a commercially viable basis as defined by the CoAG
guidelines. The Victorian Government noted its intention to announce a price
path that would establish full cost recovery within three years. Victoria also
announced that an Essential Services Commission would be created as an
independent economic regulator to oversee the implementation of the price
paths.

12 These are being developed and will include indicators for low flows, moderate to high
flows, ecological health (generally or for specific ecological communities or habitats),
water quality, the economic benefits of consumptive water use, equity among licence
classes, basic rights, and town water supplies.
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The Council noted that demonstration of further progress on full cost
recovery, particularly among the regional urban water authorities, would be a
significant issue for its 2002 assessment.

In late June 2001, the Minister for Environment and Conservation released
details of a new framework for water pricing. It caps prices that Victorians
will pay for water over the three years to June 2004. Victoria states that the
price framework provides an appropriate balance between the need to meet
the economic imperative of responsible financial management and the social
imperative of protecting customer interests by minimising pricing impacts. It
was introduced following extensive industry and community consultation.

Victoria expects all regional urban water authorities to be operating between
the lower and upper CoAG pricing bounds by the end of the 2004 price path.
The methodology used to calculate price paths for the regional urban water
authorities appears to be consistent with the CoAG pricing principles.

Full cost recovery — rural

For the 2001 NCP assessment, Victoria provided indicative information only
on the level of full cost recovery by the rural water authorities. For Goulburn—
Murray Water, the largest rural authority, 25 of 34 schemes were recovering
an amount consistent with the lower bound of the CoAG pricing guidelines.
Goulburn—Murray Water advised that the nine schemes that were not
operating on a commercially viable basis (10 per cent of Goulburn-Murray’s
total rural services), would be shown to be commercially viable for 2000-01.

Victoria has now provided information indicating that some districts supplied
by Goulburn—Murray Water are still not recovering full costs. For the fourth
consecutive year, sales revenue was well below normal due to drought
conditions reducing the amount of water available in the Goulburn system. In
2001, Goulburn—Muray Water reviewed and revised its tariffs to achieve full
cost recovery.

Victoria is in the process of developing several initiatives that will enhance its
approach to cost recovery in the rural sector. While the role and
responsibilities of the Essential Services Commission for the rural water
sector are yet to be determined, a proposals paper foreshadowed special
arrangements to apply to the rural water authorities. These authorities, in
consultation with their rural customer committees, will prepare and submit
pricing proposals (consistent with a set of pricing principles defined by the
Government) to the Essential Services Commission for review. Where the
principles are complied with, the Commission will recommend to the
Government that it accept the proposed prices. Where proposed tariffs are not
consistent with the pricing principles, the Commission will recommend to the
Government that it reject the prices and that the rural water authority be
required to submit revised tariffs.

Victoria’'s 2002 NCP annual report stated that an asset valuation practice
statement which adopts the deprival value concept has been developed. For
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the time being, the new accounting policy excludes water businesses due to
uncertainty about the application of fair value measurement of the
infrastructure assets they hold. Consultation with these businesses will be
undertaken to resolve these issues.

Victoria reports that an initial draft of the guidelines for renewals annuities
was developed late in 2001. Further work is required, however, before
consultation with rural water businesses can commence. The Council will
reassess the situation when Victoria has finalised its approach.

Renewal annuities are the preferred approach to reflecting the future
requirement for refurbishing and replacing water and wastewater
infrastructure assets. The Council is satisfied that Victoria’'s draft guidelines
for renewals annuities reflect the CoAG pricing commitments. These are,
however, non-prescriptive guidelines subject to change, and the extent of
adoption of this methodology by water and wastewater businesses remains to
be seen.

Victoria states that, on average, all rural water services achieve full cost
recovery. Victoria also intends the Essential Services Commission to
oversight the prices of all rural water authorities from 2004. Given Victoria’s
intention that recent changes in its pricing policy will reduce temporary
under recovery in some schemes in the Goulburn-Murray region, the Council
will conduct a progress report on this issue in 2003.

Full cost recovery — rural dividend payments

In its 2001 assessment, the Council noted that dividends paid by rural water
authorities were not based on the CoAG commercial principles — these state
that dividends should be set at a level that reflects commercial realities and
simulate a competitive market outcome.

Victoria has committed to work on a commercially based dividend framework,
and will consult with the rural and regional urban water authorities as part
of that process. Victoria intends that a framework for dividends will apply to
regional urban water authorities for 2002-03.

The Council has not received sufficient information from Victoria to
determine whether the current methodology for determining dividends and
actual dividend payments are consistent with commercial principles. Given
Victoria’s intention to develop a dividend framework, the Council will
reassess Victoria's progress on dividend payments for both regional urban
water authorities and rural service providers in 2003.

Rural full cost recovery — community service obligations and cross-
subsidies

In its 2001 NCP assessment, the Council was concerned about the lack of
transparency in community service obligations (CSOs) among rural water
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authorities. It accordingly suggested that the noncommercial elements of the
rural water authorities be separately identified and reported.

The Council was also of the view that Victoria had yet to meet cross-subsidy
commitments in full. While progress in reforming cost recovery and
consumption based pricing had decreased the scope for nontransparent
cross-subsidies, a more rigorous consideration of this issue was needed to
meet CoAG commitments. At that time, Victoria advised that it would
consider the issue of identifying and reporting cross-subsidies over the twelve
to eighteen months period following the 2001 NCP assessment, with a view to
establishing a preferred approach before the Essential Services Commission
assumed responsibility for regulating water prices. Victoria will also require
rural water businesses to report CSOs in their annual reports, commencing in
2001-02.

In its 2002 NCP annual report, Victoria indicates that it is yet to develop
guidelines on the identification, measurement and reporting
of cross-subsidies. It may do so, however, subject to finalising new regulatory
arrangements to transfer prices oversight to the Essential Services
Commission.

While the regulatory arrangements for the Commission have yet to be
finalised, Victoria expects the pricing principles under the framework will
ensure that cross-subsidies are identified and transparent. If the
Commission’s regulation reveals significant cross-subsidies between services
and/or customers, Victoria will reconsider the need for guidelines for its water
businesses.

The Council is satisfied with the actions Victoria proposes for the reporting of
CSOs by rural water businesses. The Council remains concerned, however,
about the lack of a rigorous consideration of cross-subsidisation. In 2001,
Victoria advised that it would consider the issue over the next 12—-18 months.
There has been no progress on this commitment over the past 12 months, but
Victoria argues that there are few, if any, rural cross-subsidies.

The Council recognises that some mechanisms are now in place to reduce the
occurrence of cross-subsidies in the rural water sector. The Council will
reassess this issue in 2003.

Water allocations and property rights

In June 2001, the Council found that Victoria’'s system of water property
rights met the CoAG commitments. The Council considered, however, that
progress in the rollout of Victoria’s implementation program of bulk
entitlements, streamflow management plans and groundwater management
plans had been slower than anticipated. The Council undertook to reassess
Victoria’'s progress in June 2002.

An issue that emerged in 2001 concerned the cumulative impacts on property
rights and the environment of the capture of surface runoff by farm dams. At
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that time, Victoria was in the process of developing a policy on this issue, so
the Council committed to reassess this issue in 2002.

For the 2002 NCP assessment, the Council also undertook to assess the
property rights aspects of Victoria’'s proposed river health strategy. Further,
the Sunraysia rural water authority had announced that the tenure of private
diverters’ licences would be reduced from 15 years to five years on renewal.
The Council was concerned that this decision effectively undermined
irrigators’ property rights.

The Council considers that the Farm Dams Act 2002 is a significant
achievement by Victoria in reaffirming water property rights and addressing
environmental river health. Prior to the Act, there was no mechanism to
control irrigation dams constructed off waterways to capture overland flow.
Landholders could build farm dams on their properties to capture such flow
with no consideration of the effect on downstream users. The Council
commends Victoria on the manner in which it has addressed its commitment.

Victoria’'s progress on its bulk entitlement program and streamflow
management plans has further slowed. No more plans have been finalised
beyond the three that were endorsed and in operation in June 2001.
Nevertheless, the Victorian river health strategy has set some robust targets
for completing the bulk entitlement program and advancing the key
streamflow management and groundwater management plans.

The Victorian river health strategy requires winter sustainable diversion
limits to be in place by December 2002 and proposes that overall sustainable
catchment limits be in place by 2005 for all catchments and aquifers. Limiting
extractions protects the security of existing consumptive users and
environmental flows, and provides for the sustainable use of groundwater
systems. The Council considers that the system of diversion and catchment
limits proposed by Victoria provides a suitable mechanism to protect the
environment from excessive diversions and to ensure water users understand
the limits of the available resource.

Victoria is progressing arrangements with the Sunraysia Rural Water
Authority, although the path to resolving this issue remains uncertain.

The Council is satisfied that Victoria is addressing property right issues and
will re-examine progress in this area in 2004.

Provision for the environment

In 2001, the Council concluded that Victoria had made insufficient progress
in increasing environmental allocations and restoring the health of its
stressed rivers. In that assessment, however, Victoria committed to a
comprehensive program over three years to address its most stressed rivers.
By June 2002, Victoria was to have completed a publicly endorsed river
health strategy and begun implementing action plans for its stressed rivers.
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Given the delays and the importance of allocating sufficient water to
Victoria’'s stressed rivers, the Council made the reassessment of this issue a
priority for 2002. The Council signalled its intention to consider payment
recommendations if Victoria made insufficient progress.

In March 2002, the Victorian Government released the draft Victorian river
health strategy for public consultation. The strategy was developed to protect
and restore Victorian rivers over the long term.

A key question for this assessment was how Victoria sets an appropriate
environmental flow regime. Clarifying current entitlements to divert water
for consumption sets bulk entitlements, which are legal entitlements under
the Victorian system. Environmental flow needs are then assessed and a
trade-off is made based on an analysis of the predicted environmental
benefits and the impact on the security of users. Victoria has argued that this
process complies with the CoAG requirement of achieving a better balance in
water resource use (including allocations for the environment).

Victoria also advised that for catchments that are relatively undeveloped with
ecologically healthy rivers, the Government's emphasis is on protecting
existing environmental values. In rivers where the water resources are highly
developed and generating significant economic activity, the emphasis needs to
be on achieving an appropriate balance between the needs of the environment
and consumptive users.

Another key issue is the nature of the trade-offs made in deciding what the
environment receives. In making a decision on an appropriate environmental
flow regime that either does not meet (or does not meet in the short term) the
scientifically recommended one, Victoria’'s view is that the community has
agreed to accept a higher level of environment risk and/or a certain level of
environmental degradation as a consequence. It is the Council's view,
however, that to do this properly there needs to be independent science that
models scenarios that identify levels of risk to the environment to allow the
community to make informed choices.

The Council has been concerned to ensure the risks to the environment posed
by the negotiated environmental flow regimes are explicitly and
transparently acknowledged. The Council has seen the terms of reference for
the recently announced independent technical review panel that is to provide
advice on environmental flow requirements to consultative committees. The
environmental flow studies, the draft water management plans, and the
reports of the independent technical review panel will be made publicly
available. The Victorian Government has also committed to include in the
draft guidelines to be used by consultative committees the need for plans to
incorporate a description of the risks both to the environment and to the
users of an agreed flow regime. The Council has also sought to ensure that
the Victorian system provides for a balance of broader community interests.

While generally satisfied with the mechanisms in the Victorian river health
strategy, the Council has been concerned that the timeframes may be too
long. The strategy provides two stages to provide water for the environment
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in developing individual river health strategies, but it is the Council’'s view
that the consultative committees may need to consider the two stages
simultaneously, especially for the stressed rivers of high value identified in
regional river health strategies.

With regard to the nominated stressed rivers program, Victoria has advised
that there are a number of flow rehabilitation studies under way, and it is not
possible to commit to stage 2 funding at this stage until the costs are known
and weighed against the environmental benefits. Victoria expects, however, to
deliver stage 2 flow regimes in more than the nominated rivers over the next
three years.

The Council is satisfied that the mechanisms contained in the river health
strategy provide the tools for Victoria to meet its stressed rivers commitment.
The 2001 commitment to develop an overarching river health strategy has
been met. The Council will assess the first round of five stressed river plans
in the 2003 NCP assessment against the stage 1 and 2 mechanisms of the
river health strategy. To prepare for that assessment, the Council’'s
Secretariat will hold quarterly consultative meetings with Victorian officials
to monitor progress in developing these plans in accordance with the proposed
reform path.

Compliance with principle 3

Principle 3 of the national principles for the provision of water for ecosystems
requires the legal recognition of environmental water provisions.

In 2001, the Council found that the Water Act explicitly recognises
environmental conditions on bulk entitlements, but the environmental
allocations set by streamflow management plans were not statutory based.
For the 2002 NCP assessment, the Council undertook to review this issue.

The Farm Dams Act 2002 has provided statutory backing for the provisions of
streamflow and groundwater management plans. The Minister may now
decide to accept or reject a plan if it is not consistent with the legislation, or
the proper process has not been followed. The Council is satisfied that the
changes embodied in the Farm Dams Act 2002 address principle 3 and meet
the outstanding issue raised in the 2001 NCP assessment.

Compliance with principle 5

Principle 5 states that where environmental water requirements cannot be
met due to existing uses, action (including re-allocation) should be taken to
meet environmental needs.

In the 2001 NCP assessment, the Council found that the streamflow
management plans and bulk entitlement provisions were insufficient in
providing environmental water requirements for the stressed rivers. For this
assessment, the Council committed to reassess progress against principle 5 in
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the light of the Victorian river health strategy and the three year action plan
for stressed rivers that appeared in the 2001 NCP assessment.

It is the Council’'s view that the bulk entitlement and streamflow
management plan processes alone will not be sufficient to meet this principle.
Nevertheless, Victoria has agreed that the consultative committees may
simultaneously consider and recommend stage 2 proposals for stressed rivers
identified to be of high value in regional health strategies. The Council will
therefore be looking for Victoria to invest in stage 2 proposals, with priority
consideration being given to rivers in the nominated three year stressed
rivers program.

In 2001, Victoria was given an extension of time to meet its commitments on
stressed rivers. In future NCP assessments, the Council will need to assess
whether the environmental outcomes in individual plans are being delivered,
given that the State has yet to meet the 2001 commitment for action on
stressed rivers. Progress on the initial five stressed river plans will be a key
issue for Victoria in the 2003 assessment.

Compliance with principle 6

Principle 6 states that further allocation of water for any use should only be
on the basis that natural ecological processes and biodiversity are sustained.

In 2001, the Council found that Victoria was meeting principle 6. The Water
Act requires a water authority to consider the impact on the environment and
other users before issuing a licence. An emerging issue in 2001, however, was
the cumulative impact of winterfill dams on water resources. The Farm Dams
Review recommended processes to deal with this impact. In indicating its
intention to reassess compliance with principle 6 in 2002, the Council advised
that it would examine the Government’'s response to the 2001 Farm Dams
Review recommendations.

As a result of the Farm Dams Act, streamflow management plans and
groundwater management plans will specify monitoring and compliance
conditions, and rural water authorities must publicly report on compliance
with the provisions of plans. The Council, accordingly, is satisfied that
Victoria is meeting principle 6 and has addressed the outstanding 2001 issue.

Queensland

Full cost recovery — urban

Queensland has reported that all local governments with more than 5000
retail water connections, but outside the big 18 local governments, have now
implemented, or are committed to implementing full cost pricing. For local
governments with between 1000 and 5000 connections, the Council's 2001
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NCP assessment noted that there were still a significant number that were
either still considering full cost pricing or that had decided not to introduce it.

The Queensland Government has now reported a significant improvement in
reform implementation by these local governments — all but one have decided
to implement full cost recovery. There are 125 local governments in
Queensland. Of these only six have neither implemented water reforms nor
committed to their implementation. Of these six, five are small service
providers with less than 1000 connections.

Queensland has achieved a high degree of success through the Government's
Business Management Assistance Program. There has also been a substantial
increase in the level of understanding within local government about the
reforms and their benefits. The Council considers that Queensland has met
its 2002 NCP commitments for the implementation of full cost recovery by
local government.

Full cost recovery — water boards

At the time of the Council’'s 2001 assessment, information on cost recovery
levels for certain water boards was only available for the period prior to
commercialisation. The Council then proposed to look for competitive
neutrality adjustments, such as tax equivalent regimes and commercial rates
of return, by these boards in its 2002 assessment.

The information provided by Queensland indicates that prices for both
Gladstone Water Board and Mount Isa Water Board include competitive
neutrality adjustments and a positive rate of return, and therefore meet the
CoAG commitments. The Townsville—-Thuringowa Water Board has indicated
its intention to comply with the CoAG full cost recovery obligations.

Consumption-based pricing

In the 2001 NCP assessment, the Townsville Council failed to demonstrate
that it had objectively analysed the cost effectiveness of two-part tariffs and
provided a public interest justification on why it would not implement price
reforms. Two years had passed since the Council first expressed its concerns
and this matter was still unresolved. Consequently, the Council
recommended a permanent reduction in Queensland’s NCP payments
of $270 000 from 2001-02.

The Council stated it would reconsider Townsville’s approach to two-part
tariffs in its 2002 NCP assessment, and whether a continued reduction in
NCP payments was warranted.

Townsville City Council commissioned independent consultants to carry out a
second assessment of the two-part tariff pricing policy. The Council has
reviewed this assessment and raised several concerns with the Queensland
Government. The findings of the second report are currently being assessed
by the Queensland Competition Authority as part of its assessment of local
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governments’ progress in implementing competition reforms. The Authority
will be assessing whether Townsville's second report meets the requirements
set down in the Government's guidelines for evaluating two-part tariffs, and
whether the report's recommendations rejecting two-part tariffs are
supported by rigorous analysis.

There has been some progress on this issue since the 2001 NCP assessment,
and the Council supports the Queensland Government’s decision to have the
Queensland Competition Authority review the report. It is now three years,
however, since the Council first expressed its concern regarding this issue
and hence the Council has found that Townsville is still non-compliant. The
implications of this issue for Queensland’s NCP payments are considered in
the Council’s findings and recommendations section in this NCP assessment
report.

Consumption-based pricing — trade waste charges

At the time of the 2001 NCP assessment, the Council understood that some
local governments levied trade waste charges but no details of the charging
arrangements had been provided. The Council stated that it would further
consider the issue of trade waste charges in its next assessment.

Queensland has advised that legislation requires local governments operating
sewerage systems to develop a trade waste environmental plan by 1 July
2003. To support this legislation, Queensland has produced a model trade
waste environmental plan.

Under the plan, local governments are encouraged to operate their trade
waste services on a full cost recovery basis. All local governments must have a
complying trade waste environmental plan in place by 30 June 2003 if they
operate a sewerage business. Advice indicates that the model plan has
widespread industry support and is seen as the benchmark for sewerage
business pricing throughout Queensland.

Fifteen of the big 18 local governments are operating a charging structure
similar to the model plan. The remaining three are in the process of adopting
a policy and pricing structure similar to the plan.

The Council is satisfied that Queensland has a program in place to encourage
the adoption of trade waste charges, that the program is being implemented
by local government and that Queensland has a mechanism to review and
assess the level of implementation. The Council concludes that Queensland
has met this reform commitment.

Allocations — provision for the environment

In 2001, the Council concluded that Queensland had generally met its
environmental commitments with the exception of the Condamine—Balonne
Basin. The Council found emerging evidence that the basin is a stressed river
system. It examined the adequacy of the three options contained in the draft
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Condamine—Balonne water resource plan (WRP) to address the
environmental problems identified, but concluded that if any of the three
options were implemented it may be appropriate to recommend a substantial
penalty in the 2002 NCP assessment for noncompliance with reform
commitments.

For the 2002 NCP assessment, the Council was expecting to see a final WRP
for the Condamine—Balonne consistent with CoAG water reform
commitments.

In September 2000, a comprehensive moratorium was placed on the starting
of any new works in the Condamine—Balonne catchment that would lead to
an increase in the taking of water, either in watercourses or as overland flow
water. This moratorium has effectively put an interim cap on the capacity to
divert and store water in the basin.

A satisfactory Condamine-Balonne WRP is critical for Queensland’s
compliance with the water reform framework, and as a means to set
Queensland’s diversion limits under the Murray—Darling Basin cap. Work is
currently underway on attaining appropriate environmental allocations of
water in the Condamine-Balonne Basin, including negotiations with the
Commonwealth on financial assistance for the purchase of Cubbie Station in
order to achieve environmental flows. Queensland has advised that finalising
the Condamine—Balonne WRP is on hold whilst these negotiations continue.
In this context, the State Government has commissioned a six-month
independent review of the science associated with the impact on the
environment from water use in the Basin and committed to act on the
findings of the review.

At the time of writing, the Queensland Government released a salinity
hazard map for Queensland’s section of the Murray—Darling Basin, including
the Condamine—Balonne Basin. The map shows some 26 million hectares of
land have the potential to develop significant salinity problems in the next
30-50 years. Extensive public consultation with key stakeholders was
underway to develop urgent solutions to the problem. This consultation is to
culminate in a forum on 2 August 2002 to discuss solutions. The Government
stated that without urgent changes to land practices, serious salinity
problems will threaten the environment as well as the existence of towns such
as Dirranbandi and St George in the Condamine—-Balonne Basin. The
Queensland Government has recognised that salinity is but one issue that
must be addressed in the broader context of water, vegetation management
and land use issues.

Queensland has been discussing a wide range of possible options for
addressing these issues with the Commonwealth and the New South Wales
Governments. As noted above, options include the Queensland Government
acquiring Cubbie Station, Australia’s biggest cotton producer, as part of its
efforts to restore the Condamine—Balonne river system. The volumes of water
extracted and stored, and the way water is used will be considered. Further,
the suitability of certain land uses and the need for industry incentives,
readjustment, and restructuring will also be assessed. Any Queensland
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proposal is expected to provide end of valley flows for the Narran Lakes in
Northern New South Wales, a wetland of international importance, a
national park on the Queensland-New South Wales border and other areas of
national importance.

A question the Council has raised during this assessment is what Queensland
would do in the event the Commonwealth did not provide any assistance.
Queensland advised that it would then have to reconsider its approach.

The Council notes that the Condamine—Balonne is a Queensland river system
and it is Queensland’s obligation to address its stressed condition. Given that
a proposal to address this issue is presently being considered by governments,
the Council has decided, on balance, that there are grounds for delaying
judgement until more information is available. The Council has therefore
decided it appropriate to conduct a supplementary NCP assessment on the
Condamine—Balonne WRP in February 2003.

The Council considers this is an appropriate approach given that evidence
emerged only in 2001 that the basin was stressed and given the efforts being
made by the Queensland Government to address this issue.

Nevertheless, the river system is stressed and should insufficient progress be
made on this issue by the time of the supplementary assessment the Council
would consider an NCP payments recommendation.

Burnett Basin WRP

In 2001, the Council examined the Burnett Basin WRP and found that it met
CoAG commitments. In December 2001, however, the Queensland
Government passed legislation that amended a number of the environment
objectives in the WRP. The Council needed to re-examine the modified WRP
to be satisfied that it still complies with Queensland’'s CoAG commitments.

The Queensland Government has argued that the legislative amendments
resulted in small changes to a handful of objectives in the original Burnett
Basin WRP, and that those changes have not, in any way, threatened the
integrity of the WRP or its effectiveness as a tool for managing the water
resources of the Burnett Basin.

The Council notes that while the modifications have not altered the stated
general outcomes of the WRP, they enable an additional 66 000 megalitres
per year to be allocated for consumptive use, resulting in an alteration to the
plan’s ecological outcomes. In this regard, Queensland has indicated that it is
considering measures to address this alteration.

It is the Council's view that the revised WRP incorporates a minor level of
change in the medium and high water flow objectives. In a number of
instances, however, the flow objectives have moved further away from those
presented as the environmental flow limits, and this is a potential concern.
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The Council does not consider that the modification of the WRP means the
Burnett is now a stressed system. Given that the amended WRP has resulted
in only minor changes from the outcomes contained in the original WRP, the
Council reaffirms its 2001 finding that the WRP complies with CoAG
commitments. To be certain, however, the Council will review the provisions
of the forthcoming Burnett Basin resource operation plan (ROP). This is
consistent with the Council’s findings in the 2001 assessment in relation to
the Burnett WRP. The Burnett ROP will need to show how it will achieve the
general and ecological outcomes stated in the WRP to ensure that ecologically
sustainable outcomes will be realised.

Compliance with national principle 4

Principle 4 of the national principles for the provision of water for ecosystems
states that in systems where there are existing users, provision of water for
ecosystems should go as far as possible to meet the water regime necessary to
sustain the ecological values of aquatic ecosystems while recognising the
existing rights of other water users.

The 2001 NCP assessment found that no ROPs were advanced enough for
examination at that time, so the Council deferred examination of compliance
with this principle until the 2002 NCP assessment when the Fitzroy Basin
ROP was expected to be in place.

Queensland has advised that work is progressing to release a draft ROP for
the Fitzroy Basin in August 2002. Some 40 submissions on the proposal are
being considered. The ROP will be released for three months public
consultation. Subject to any further studies that may be necessary, the ROP
process is expected to be finalised in early 2003.

The Council will examine ROPs for the Fitzroy Basin, and possibly the
Burnett Basin, against principle 4 in its next NCP assessment.

Compliance with principle 5

Principle 5 states that where environmental water requirements cannot be
met due to existing uses, action (including reallocation) should be taken to
meet environmental needs.

The 2001 NCP assessment concluded that the Council would look to
Queensland’s response on the development of a new Condamine—Balonne
WRP to assess whether the State had met principle 5. Queensland committed
to treat this issue as a priority, so the Council undertook to review the WRP
against principle 5 in 2002.

The new WRP will contain the new environmental flow objectives. The
Council will assess developments and compliance with principle 5 in the
February 2003 supplementary assessment of the new Condamine—Balonne
WRP.
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Compliance with principle 8

Principle 8 states that environmental water provisions should be responsive
to monitoring and improvements in understanding of environmental water
requirements.

The 2001 NCP assessment found that Queensland was undertaking scientific
assessments to determine future monitoring programs to ensure the data
collected measure the performance of WRPs. A pilot program was being
applied in the Condamine—Balonne Basin and, if successful, would be applied
to other river systems in the State. The Council decided to consider the
application of principle 8 in the 2002 NCP assessment as further
developments occurred.

The Council will assess the new Condamine—Balonne Basin WRP and the
Fitzroy Basin ROP against principle 8 in 2003. The Council may also examine
other WRPs and ROPs, monitoring reports and any other relevant documents
with regard to this principle.

WRPs for other stressed systems

In 2001, the Council concluded that the process of setting environmental
flows is an adaptive one and that the results from Queensland’'s WRPs, ROPs
and monitoring of ecological outcomes were yet to be seen.

Queensland has a moratorium on withdrawals from its portion of the
Murray—-Darling Basin system, which includes the Border Rivers. The
finalisation of the Condamine—Balonne Basin WRP will define Queensland’s
adoption of the Murray-Darling Basin cap. The Condamine—Balonne Basin
accounts for the bulk of the Murray-Darling Basin water sourced from
Queensland.

The Condamine—Balonne Basin is the only area in Queensland where a WRP
is being developed that is acknowledged as being, or at risk of becoming,
stressed or overallocated.

Public consultation

In 2001, the Council found that Queensland continued to actively consult
with all stakeholders in all aspects of its reforms and had ongoing
consultation and education mechanisms. The Council was satisfied that
Queensland had met its commitments in this area.

The Council found, however, a need for greater transparency in the WRP
process. For the 2002 NCP assessment, the Council committed to monitor
developments in public consultation on WRPs.

In relation to the modified Burnett WRP, the Queensland Government had
enacted legislation to amend the Water Act requirement for public
consultation, for reasons of administrative expediency, but the Council
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considers that such processes do not help to instil public faith in the
transparency of Queensland’'s WRP arrangements.

Queensland has reaffirmed its commitment to transparency. In particular,
reports required by legislation will now be augmented. The next such report
(on the Condamine—Balonne) will include the augmented information. The
Council will reconsider this issue in 2003 when it assesses the final
Condamine—Balonne WRP.

Progress report issue: new rural schemes — the Paradise Dam

In 2001, the Queensland Government announced an intention to proceed with
the design of the Paradise Dam project in the Burnett Basin region. The
development proposals include a major dam on the Burnett River (with a
capacity of up to 300 000 megalitres) to support agriculture and industrial
expansion in the lower Burnett region.

After assessing all relevant material, including over 200 public submissions,
the Coordinator-General recommended in October 2001 that the Burnett
River Dam proceed. The Coordinator-General determined that the adoption of
a series of mitigation measures could adequately address the detrimental
impacts of the development. The project has received Commonwealth
environmental approvals subject to certain conditions.

Completion of an environmental impact assessment process does not
automatically lead to a decision to invest in the project. This decision will
occur when the potential investors (public or private sector) have established
that appropriate rates of return will be achieved on their investment.

The results of testing have demonstrated that the outcomes specified in the
Burnett Basin WRP would be retained following the development of the dam
project, given that the flow release strategy associated with the dam will
essentially comply with the WRP’s environmental flow objectives. Any
departures from the WRP objectives are minor.

The Queensland Government allocated $35 million for the Burnett River
infrastructure development project in the 2002 State Budget. The
Government cited this decision as evidence of its commitment to build a major
dam on the Burnett River. A final decision has not been taken, but the
Queensland Government has projected a starting date for construction of late
2003 or early 2004.

The Government is aware of its obligations in terms of CoAG water reform
that should the dam proceed it will need to be shown it is economically viable
and ecologically sustainable.
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Western Australia

Provision for the environment

In its 2001 assessment, the Council noted that Western Australia might need
to revise its 1999 implementation plan for developing water management
plans and environmental provisions, to align it with new data and priorities.
The Council indicated that it would continue to monitor both the progress
made in developing water management plans and any increased water use
that may require particular plans to be completed earlier than scheduled.
Western Australia has provided an updated implementation plan for the 2002
NCP assessment.

Western Australia continues to progress water allocations for the
environment. Its revised program for the implementation of water
management plans shows no stressed or overallocated surface water systems
that required action by June 2001. The State has until 2005 to fully
implement its implementation program. The Council is satisfied that Western
Australia has met the 2001 NCP commitment.

Environment and water quality — integrated catchment management

In the 2001 NCP assessment, the Council was concerned with Western
Australia’s slow progress in implementing actions to address broader
catchment management issues. It undertook to review the State’s
implementation of integrated catchment management in the 2002 NCP
assessment.

Western Australia has endorsed an integrated catchment management—
natural resource management policy. Partnership agreements between the
Western Australian Government and natural resource management groups
are in development to provide support, clarify expectations and quantify
deliverables.

Since June 2001, there has been some progress in the development of regional
strategies. Western Australia has signed an intergovernmental partnership
agreement with the Commonwealth as part of the National Action Plan on
Salinity and Water Quality. The development of the regional strategies to
achieve integrated catchment management objectives, including salinity
management, will be negotiated as part of final bilateral agreements under
the National Action Plan. The Council is satisfied that Western Australia has
met the 2001 NCP commitment.

Environment and water quality — National Water Quality
Management Strategy

In 2000, Western Australia developed a State Water Quality Management
Strategy as the framework to implement the requirements of the
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intergovernmental National Water Quality Management Strategy. The
endorsement of the strategy meant Western Australia met minimum
commitments for the 2001 NCP assessment, but the Council expressed
concern at the rate at which the State was adopting the strategy.

In 2001, Western Australia provided the Council with a provisional timetable
outlining a process to implement the strategy. Given the delays in
implementation, the Council determined that it needed to examine evidence
of progress against the timetable over the next three NCP assessments. In
the 2001 NCP assessment, the Council stated that it would expect certain
outcomes for the 2002 assessment.

Western Australia has since advised that the State Water Quality
Implementation Plan was not released in 2001-02 due to priorities associated
with the recent drought. Work by Western Australia on ten of the guidelines
scheduled for commencement in 2001-02 has not started and is not scheduled
to commence in 2002-03 either.

Western Australia has argued there is a need to change the agreed timetable
it provided in the 2001 NCP assessment and that it does not believe that
noncompliance with the timetable should be the sole basis for assessment of
its commitment to implementing the strategy.

Western Australia also submits that it has applied the national water quality
management strategy in a variety of practical and meaningful ways outside
the program submitted to the Council in 2001. It is also Western Australia’s
position that development of implementation plans for some of the national
guidelines is not warranted at this time given the low numbers of relevant
industries in Western Australia.

Western Australia has not met the outstanding 2001 NCP commitment and
has made little progress against its water quality commitments in the water
reform agreements. Western Australia has made little progress against its
three-year timetable and has withdrawn from some of the commitments it
made. The Council is not aware of any good reasons why the national strategy
has not been implemented in Western Australia by now.

While Western Australia’'s failure would ordinarily be a significant
consideration in the Council’s decision on whether the State should receive all
of its NCP payments, the Council is prepared to allow the State more time for
the implementation of its water quality commitments and to get the program
back on track.

The Council agreed that Western Australia would fully meet its relevant 2002
NCP assessment commitments if it can complete and implement those plans
identified by the Council in the 2001 assessment. Such action would give the
Council confidence that Western Australia can deliver the outcomes of the
national strategy and meet its water quality commitments.

Consultative meetings will be held in December 2002 and March 2003
between the Council’'s Secretariat and Western Australian officials to ensure
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sufficient progress is being achieved. It is proposed that a number of
milestones be reached by the time of those meetings.

Should the Council consider insufficient progress has been made by those
meetings, it may submit a report to the Treasurer recommending a
suspension of some of Western Australia’s quarterly NCP payments. In 2003,
the Council will consider, as part of the assessment of compliance by all
States with the National Water Quality Management Strategy, whether
Western Australia continues to make sufficient progress against its
commitment.

South Australia

Pricing and cost recovery

In 2001, the Council recognised the sound financial performance of SA Water
and commended its efforts to improve service quality and efficiency. It was
concerned, however, that the increasing proportion of profits being returned
to the Government as dividends may limit the scope for future investment by
the business.

SA Water paid dividends of $175.2 million in 1999-2000, representing 124 per
cent of profit after tax. The Water Services Association of Australia reported
SA Water’'s 1999-2000 dividend payment as the highest (relative to profits)
among the country’s large metropolitan services.

The Council stated that it would review the matter in 2002 to ensure South
Australia’s dividend policy is consistent with the CoAG pricing guidelines,
which require that dividends where paid reflect ‘commercial realities and
simulate a competitive market outcome’. Two primary considerations in this
regard are the potential impact of limited reserves being retained within SA
Water for the funding of future investment from retained earnings, and the
erosion of the asset base of SA Water.

The Council considers that a reasonable upper bound for the dividend
distribution policy of a government water service business is the corporations
law requirement that dividends may be paid only out of profits, given, among
other considerations, the CoAG requirement that dividends reflect
commercial realities. The adoption of the limit in the corporations law would
safeguard the authorities against being left with insufficient financial
resources, which could undermine service quality. This approach would also
help satisfy competitive neutrality principles.

In some limited circumstances a dividend distribution that exceeds
100 per cent of the after tax profits of a statutory authority service provider
may not have adverse consequences. It may be warranted, for example, by an
authority wanting to move to a better capital structure by increasing its debt
ratio. Such a move could help minimise the authority’s weighted average cost
of capital. SA Water's gearing ratio is low (at approximately 23 per cent), but
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South Australia has not indicated that its dividend policy is a means of
moving to a more efficient capital structure.

Overall, the Council has concerns about South Australia’s dividend policy. Its
approach runs the risk of running down assets, reducing financial viability
and reducing service standards below minimum requirements. The Council
will be reviewing the dividend payment policies of all jurisdictions in 2003. At
that time, it expects that South Australia will have in place appropriate
safeguard mechanisms against the potential adverse effects of high dividend
payout ratios.

Consumption-based pricing

In the September 2000 supplementary assessment, South Australia
undertook to reform the pricing of commercial water. In the 2001 NCP
assessment, the Council decided to monitor the implementation of these
water pricing reforms. With regard to commercial wastewater, however,
South Australia found that consumption-based wastewater charges were not
cost-effective. The Council, however, remained concerned that the use of
charges based on property values may result in nontransparent
cross-subsidies that are inconsistent with CoAG commitments, and that the
pricing arrangements made transparent consideration of the issue virtually
impossible.

With regard to trade waste, the Council considered that the new trade waste
arrangements represented a significant improvement on the existing system.

South Australia is continuing to implement the reforms envisaged in the
September 2000 supplementary assessment, consistent with the timetables
provided in that assessment. It now has a legislated price path that will
eliminate commercial free water allowances over a five-year period.

In the absence of an independent process for reviewing prices, however, the
Council will continue to monitor prices in South Australia, particularly those
that contain components based on property values because there is a risk of
nontransparent cross-subsidies.

Arrangements to implement the new broader trade waste charges are well
advanced. South Australia is continuing to implement the reforms envisaged
in the supplementary NCP assessment of September 2000, consistent with
the timetables developed in that assessment. The Council remains concerned
that property values are being used as a basis for allocating costs among
customers, albeit reducing in proportion to total cost. This process has the
potential to result in nontransparent cross-subsidies that are not consistent
with CoAG commitments.

The Council is satisfied that South Australia has made adequate progress in
meeting its 2002 wastewater and trade waste commitments. For the reasons
outlined above, however, the Council will re-assess commercial charging
arrangements in South Australia when it assesses urban price reform in
2003.
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New rural schemes

In 2001, South Australia was considering two proposals for the supply of
irrigation water to existing high value adding irrigation areas. It had
continued to transfer the remaining two Government-owned irrigation areas
to irrigation trusts managed by the irrigators and, as part of the transfer
process, each district's water supply infrastructure was being refurbished. At
the time of the 2001 assessment, the Council noted progress on these four
projects. For the 2002 NCP assessment, the Council sought further
information and evidence to demonstrate the ecological sustainability of the
projects.

In relation to the Loxton rehabilitation project, the Council is satisfied that
the studies of the project demonstrate that South Australia has met
commitments to ensure its ecological sustainability. In relation to the Barossa
Infrastructure project, water allocations will be purchased from the trading
market to ensure the proposal is consistent with all necessary management
plans for the Murray—Darling Basin. The Council considers that the project
complies with the CoAG commitment regarding ecological sustainability. A
decision to proceed with the Clare Valley project and Lower Murray
rehabilitation project has yet to occur.

Provision for the environment

In 2001, South Australia identified a need to improve knowledge of
environmental water needs and definitions of stress. As called for by the
State Water Plan 2000, a stressed resources assessment review was to be
conducted, with the outcomes to be used to advise the Government on how to
identify water resources under stress (or at risk of stress) and how to respond
appropriately. This review was expected to occur in late 2001. The Council
undertook to report on developments in South Australia’s progress, including
the stressed resources assessment review, in the 2002 NCP assessment.

The review is to commence in July 2002. A 12-month timeframe has been
allocated for it and the outcomes will be considered when the current water
management plans are reviewed, with the first reviews expected to begin in
18 months.

South Australia is continuing to improve its knowledge of environmental
water requirements, with a number of new investigations and research
activities underway. In addition, in October 2001 the River Murray
catchment water management board released the draft water allocation plan
for the River Murray. The plan sets a total volume of River Murray water
that may be allocated each year. Specific volumes are defined for particular
uses pursuant to South Australia’s compliance with the Murray-Darling
Basin Ministerial cap. The plan also proposes a maximum of 200 gigalitres
each year for wetland management purposes.

The plan sets a target to increase median flows for South Australia’s portion
of the River Murray. The current median flow of the River Murray is
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4850 gigalitres per year, or 38 per cent of the natural median. The median
flow target of 7025 gigalitres over the life of the plan would improve the flow
to 55 per cent of the natural median and enhance river health.13 The water
allocation plan is scheduled to be finalised in July 2002.

In addition to the draft water allocation plan, in April 2002 South Australia
and Victoria agreed to establish a $25 million joint fund to improve the
environmental health of the River Murray. The aim of the fund is to achieve
an additional 30 gigalitres of environmental flows for the river. South
Australia has committed to provide $10 million to the fund by 1 July 2005.

Finalisation of the draft water allocation plan for the River Murray will
complete South Australia’s implementation program to establish water
allocation plans. Fourteen of the original 15 water allocation plans were
complete in January 2002, with only the River Murray plan remaining.

The Council continues to be satisfied that South Australia is making
satisfactory progress and has met its NCP commitments.

Compliance with principle 5

Principle 5 of the national principles for the provision of water for ecosystems
provides that where environmental water requirements cannot be met due to
existing uses, the jurisdiction needs to take action (including reallocation) to
meet environmental needs.

At the time of the 2001 NCP assessment, evidence indicated that the Marne
River and the Inman River may be stressed. The Marne River and potentially
other river systems in the eastern Mount Lofty Ranges have become stressed
by high levels of water extraction. The Inman River has been identified as
stressed in terms of water quality.

CoAG commitments require action, including reallocation for the
environment, in stressed and overallocated rivers by 2001. The Council
considered that action to re-allocate water to the environment should occur by
2002 and called for a reassessment against this CoAG principle in 2002.

In relation to the Marne River, South Australia advised that a research
project looking at science and use information is being undertaken to
determine the river’'s environmental water requirements, as well as those of
other eastern Mount Lofty Ranges watercourses. The Minister has declared
an intention to prescribe the Marne River and Saunders Creek as a result of
concerns about sustainability. Public consultation — due to end in May 2002
but extended — is being undertaken on the need for prescription to set legally

13 The Council notes that achievement of these targets may require actions from other
Murray—Darling Basin States, because the proportions exceed South Australia’s
allocation under the Murray-Darling Basin cap.
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binding mechanisms to provide water for the environment in accordance with
a water allocation plan.

If these water resources are prescribed, water allocation plans will be
developed for these systems. The Council considers that the Marne River and
any other eastern Mount Lofty system that may be prescribed are additions
to South Australia’s implementation program, so the Council will assess the
water allocation plans for these systems as they are completed.

Environment and water quality — integrated catchment management

In 2001, the Council found that South Australia was well advanced in the
development of catchment water management plans in the areas surrounding
Adelaide. It noted, however, the seemingly slow planning and implementation
of catchment management in areas further away. South Australia has
advised that the initial focus of catchment water management boards was the
preparation of water allocation plans. With these plans now endorsed, the
boards are now completing their catchment water management plans. South
Australia provided a timetable for the development of the remaining plans,
and the Council undertook to reassess progress against this timetable in the
2002 and 2003 NCP assessments.

The Water Resources Act requires the South Australian Water Resources
Council to develop a report on the implementation of the State Water Plan
2000. This will include the development of catchment water management
plans. A consistent report card framework has been developed for the review
of these plans, and it is being trialled as part of the reporting process. The
Water Resources Council will make recommendations to the Minister based
on the outcomes of the reviews.

The Government is considering new arrangements for integrated catchment
management. The broad vision is to ensure integrated natural resource
management is based on the development of water catchment areas and the
continuation of ‘skill-based boards’.

Since June 2001, South Australia has made some progress in developing
catchment water management plans. It is on track to have all plans
completed by mid-2003. The Council considers that South Australia has met
the outstanding commitment for this assessment.

Environment and water quality — National Water Quality
Management Strategy

In 2001, South Australia released a draft environmental protection (water
quality) policy to implement the policies and principles that comprise the
intergovernmental National Water Quality Management Strategy. The
Council then found that South Australia showed an ongoing commitment to a
coordinated approach to water quality management. The Council was
concerned, however, about the slow pace of finalisation of the policy to
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implement the national strategy. The Council undertook to reassess this issue
in 2002 and expected the policy to be implemented by then.

South Australia has advised that development of the policy has taken longer
than anticipated because a large number of submissions were received during
the extensive consultation period required under the Environment Protection
Act. Changes made as a result of the submissions must be subject to a further
round of consultation. In May 2002, South Australia provided the Council
with a timetable for the completion of the policy.

The Council notes, nevertheless, that governments first agreed on the
National Water Quality Management Strategy for freshwater and marine
water quality in 1992. South Australia has not met the outstanding
commitment and has made little progress. The Council, however, accepts the
Government’s reasons for the delay in implementing the reform, including the
need for full consultation.

The Council will next assess compliance by all States with the National
Water Quality Management Strategy guidelines in the 2003 NCP assessment.
In 2003, it will assess South Australia’s compliance against the timetable
published in this assessment and expects the Government to have released
draft modules for public consultation, showing the proposed implementation
of specific guidelines for freshwater and marine water quality, drinking
water, and water quality monitoring and reporting. If the environmental
protection (water quality) policy is not in place for the 2003 NCP assessment,
the Council will need to take this aspect of noncompliance into account in its
NCP payments recommendations.

In 2001, the Council found that the Inman River was a stressed system in
terms of water quality. The development of a new treatment plant by SA
Water should address the water quality concerns with the Inman River.

Progress report issue: institutional reform — structural separation

The Minister for Government Enterprises is the owner of SA Water and has
the authority to decide water prices. The Council’'s 2001 assessment
framework noted that if the same Minister is responsible for regulation and
service provision, the Council would require information about how any
resulting potential conflicts of interest were addressed.

In 2001, the Council concluded that South Australia appears to have
processes for transparency in setting and monitoring customer service
standards. With pricing, however, there is no similar transparency. This
makes it difficult for the Council to be confident that pricing decisions will be
consistently based on the principles set out in the CoAG water agreement.
The Council accordingly needs to closely monitor all pricing issues in South
Australia and review all changes to confirm their consistency with the water
reform agreements. This includes continuing to seek information to confirm
that cross-subsidies are transparently reported.
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All of these issues would be resolved if there were an independent body to
review the pricing arrangements and publicly release a report. The
government could respond to that report and present a statement of reasons if
it decided to adopt an approach divergent from the recommendations of the
report. All other jurisdictions have introduced, or have committed to
introduce, independent processes for monitoring or regulating prices.

The South Australian Government released a position paper on Establishing
the Essential Services Commission in June 2002. The paper states that the
role for the Commission in water will be restricted to providing oversight of
the quality and reliability of services provided by SA Water. The government
has decided that the economic regulation of water will be excluded from the
initial functions undertaken by the Commission.

Tasmania

Full cost recovery — urban

In 2001, the Council was concerned that a substantial number of the largest
urban water and wastewater businesses were not operating on a
commercially viable basis. The Council committed to revisiting progress by all
service providers in 2002, when the Government Prices Oversight
Commission would have completed its 2000-01 audit of the commercial
viability of local government water providers.

The Council also decided that it would look for further information on
Tasmania’s progress with asset valuation and competitive neutrality costing.

The Tasmanian Government has since provided the Council with the results
of the Government Prices Oversight Commission’s audit of local government
compliance with its urban water pricing guidelines. The focus of the audit is
to determine whether local governments have achieved full cost recovery
consistent with the CoAG water reform commitments.

Tasmania provided the Council with full cost recovery information that
shows:

e 19 of 28 local government water businesses were commercially viable (as
defined by the CoAG guidelines) in 2000-01 — an improvement from 14
for 1999-2000; and

e 20 of 27 local government wastewater businesses were commercially
viable in 2000-01 — an improvement from nine for 1999-2000.

Despite progress toward full cost recovery by local government water service
providers, the Council is concerned that a significant proportion of
Tasmania’s largest service providers are still not commercially viable.
Moreover, of the five large local government service providers highlighted in
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the 2001 NCP assessment, none operated within the bounds of full cost
recovery in 2000-01.

The Council has concerns about the level of transparency in the Commission’s
audit process. The audit reports provide no detail on the actual costing
approaches used by local governments. The results of the audit are not
publicly available and no formal mechanism exists to ensure problems
identified by the Commission are rectified.

Given that the Commission’s role is to make recommendations only and its
report is not made public, it is difficult to see how the current process can
generate the momentum to ensure reforms are implemented. The Council is
looking for jurisdictions to demonstrate that they have processes in place that
will continue to achieve the objectives of water reform beyond the life of the
Council’s assessment process.

In respect of asset valuation methods, Tasmania has developed guidelines for
local governments to apply, but the Council is unaware whether local
governments are adopting these methods. It is difficult to compare
performance across providers and to determine whether CoAG full cost
recovery against the bottom of the pricing band is being achieved.

The Commission’s audit discusses asset values only in general terms.
Further, Tasmania has not provided sufficient information on asset values or
asset valuation methods applied by local government water services for the
Council to determine whether the approaches used are consistent with the
water reform commitments.

The Council has three key concerns with urban pricing in Tasmania.

¢ Insufficient information has been provided to make a full assessment of
the extent of urban pricing reform.

e Based on the available information, a significant number of local
governments still appear to have levels of cost recovery outside the CoAG
pricing band.

e There is insufficient transparency in the Government Prices Oversight
Commission’s audit process to deliver ongoing reform.

The Council recognises that Tasmania has a number of mechanisms in place
to support the implementation of water reform by local governments, but the
Council’s assessment is based on whether these programs and processes are
producing outcomes. Nevertheless, the Tasmanian Government has
committed to working with the Council to resolve concerns about urban
pricing. In a letter to the Council, it noted that in the area of urban pricing it
would provide by 31 August 2002:

e a report on local governments’ adoption of asset valuation methodologies
consistent with CoAG guidelines;

e reasons for alternative valuation approaches being adopted; and
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e responses to any assessment issues emerging from this information.

Tasmanian also undertook to provide the strategy that will be adopted to
improve the rate of progress in cost recovery for those businesses identified in
the GPOC audit as either under-recovering or over-recovering their costs. The
GPOC audit will be made publicly available by 31 August 2002.

Based on this commitment, the Council has decided that it will conduct a
supplementary assessment in October 2002 on all issues raised in this section
relating to full cost recovery. The Council is expecting significant outcomes
from this supplementary assessment, and believes its expectations are
warranted given cost recovery reforms for urban water and wastewater
services are now three years overdue.

Consumption-based pricing

In 2001, Tasmania provided a report on local government water service
providers’ progress against the two-part tariff implementation timetable. In
that assessment, the Council was satisfied that Tasmania had continued to
achieve progress in implementing two-part tariffs. Given that this reform
commitment was initially due by the end of 1998, however, the Council
decided to review progress again in 2002. For any delays in implementation,
the Council would need a robust justification.

Tasmania has now reported significant progress in two-part tariff reform,
with 17 of the 18 schemes now having implemented two-part tariffs, in line
with targets. The remaining scheme was due to commence two-part tariffs in
July 2002. The lack of transparency in costing, price calculations and
community service obligations is, however, resulting in concerns on the part
of some customers.

In the 2001 NCP assessment, the Council had not been advised whether any
service providers levied trade waste charges. The Council considers that
significant gains would result from a rigorous investigation of the
introduction of trade waste charges where cost effective.

The Council has found that the application of trade waste charges appears to
be ad hoc. There is a system of managing waste, but no consistent approach
to pricing. The Council strongly urges Tasmania to adopt a trade waste
charge that captures those customers who pay less than the incremental cost
of discharges into local government sewerage infrastructure. The absence of a
charging regime that reflects the quantity and/or toxicity of the waste
provides scope for nontransparent cross-subsidies and has the potential to
undermine the CoAG endorsed principle of consumption-based pricing.

Water allocations and property rights

In June 2001, the Council considered that Tasmania's system of water
property rights met CoAG commitments. The Council noted, however, the
cumulative impacts on property rights and the environment of the capture of
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surface runoff by Tasmanian farm dams. Tasmania was in the process of
developing a farm dams policy to be in place by mid-2002. The Council then
undertook to review developments with this policy in the 2002 NCP
assessment.

There is no statutory requirement to consider the cumulative impacts of farm
dams. Tasmania recognised, however, that it needed to develop, in
consultation with stakeholders, a policy to manage these impacts. The aim of
the policy is to:

e provide a strategic framework to improve the management of the impacts
of incremental dam development; and

e guide decision-makers in assessing the cumulative impacts of new dam
permit and water licence applications.

The policy will address the farm dams issue in two ways:

e managing the impact that allocations have on high flushing
environmental flows; and

e specifying mitigating physical requirements in the building of dams, such
as fish passage.

Public consultation on a discussion paper and policy options will be
undertaken in July—August 2002 and the policy is now due for completion by
September 2002. Interim guidelines are being used until the policy is
finalised.

The Council is satisfied that Tasmania is addressing this issue and has
implemented appropriate interim measures while developing a final position.
The Council considers that the development of this policy is very important,
especially given that the Tasmanian Government has established
a $10 million program for water development.

Provision for the environment

The Council noted last year that the South Esk and Meander rivers could be
classified as overdeveloped during the summer months. The Council
undertook to review the management plans for these rivers to determine
whether Tasmania has addressed the issue of allocations for the environment
over this critical period.

The Council also noted that the processes for determining environmental
water requirements have been slower than Tasmania anticipated. At the time
of the 2001 NCP assessment, no water management plans had been
developed. While Tasmania was confident that water management plans
would be completed by 2005, the Council undertook to reassess this year
Tasmania’s progress against the implementation program.
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Tasmania has made substantial progress in identifying environmental flow
requirements in river systems. The State is currently finalising the Great
Forester Water Management Plan, which will be the first such plan to be
completed. The environmental flows work was completed and the catchment
was deemed to be a good model for the water management planning process.

Tasmania advised that there had been a great deal of opposition to the Great
Forester draft plan on the grounds that it would have a severe economic
impact on water users. An independent analysis of the impact of the proposed
water flow regime in the draft plan was accordingly commissioned.

This consultancy concluded that the increase in environmental flows would
reduce the amount of water available to irrigators and potentially reduce
agricultural production by $2.3 million per year at the farm gate level and
have flow-on losses of a further $4.7 million and 22 jobs at the State level.

These findings have resulted in Tasmania announcing a review of the Great
Forester Plan and a proposed change in the method for developing water
management plans in general. As a result, more time and resources than
anticipated have been needed for negotiations on the draft Great Forester and
other water management plans. The environmental water provisions
contained in the draft plan are therefore to be reviewed in light of the study.
A working group of major stakeholders has been formed to further consider
the plan.

As a result of the controversy surrounding the release of the original draft
Great Forester Water Management Plan, some other catchments across the
State have shown an unwillingness to engage in developing water
management plans until a clearer picture emerges of the Government's
direction in reviewing the Great Forester Plan.

The Council has reviewed the consultants report and has some concerns with
it and the possible direction Tasmania may be taking in relation to the
development of water management plans. The Council is concerned about the
precedent that may be created by the plan for the circumstances in which
such socio-economic assessments are used. While such studies are a necessary
input to the decision-making processes and may help determine transition
paths to reform, attempts to use socio-economic arguments to put off or
relegate the legitimate needs of the environment could raise a question about
Tasmania’s compliance with the environmental obligations of the CoAG water
reforms.

The Council is highly concerned at the emergence of this issue across a
number of jurisdictions, namely, the use of socio-economic studies based on
protecting current consumption putting off or watering down the legitimate
needs of the environment, resulting in ongoing environmental degradation.

The Council also does not accept the argument that the science for the
environment has to be perfect before environmental provisions are decided.
All governments have committed to the precautionary principle. This states
that in order to protect the environment, a precautionary approach should be
widely applied by States in setting allocations according to their capabilities.
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Where there are threats of serious or irreversible damage, lack of full
scientific certainty shall not be used as a reason for postponing measures to
address environmental degradation.

This assessment issue has not been satisfied. Nevertheless, the Great
Forester Plan is still a draft and the Council needs to ascertain the extent of
the proposed changes to it. Given the precedent value of the plan, the Council
is of the view that another examination needs to occur in the 2003 NCP
assessment to consider the final plan and any other plans, such as the
proposed Meander River plan, as well as the direction Tasmania proposes to
take to meet its CoAG obligations. The Council, however, does not want to see
environmental water provisions and the water management plan process
diluted by the inappropriate use of socio-economic studies.

Environment and water quality — integrated catchment management

In 2001, the Council found Tasmania had met the minimum NCP
requirement for this reform commitment. At that time, the major relevant
development was a proposal to prepare a State Natural Resource
Management Strategy to coordinate the development of catchment
management plans at the regional level. Given the importance of the
Strategy, the Council undertook to review developments this year.

Following extensive consultation with stakeholders, the Tasmanian
Government finalised and endorsed the Tasmanian Natural Resource
Management Framework in February 2002. The framework covers issues
such as administrative arrangements at State and regional levels, proposed
legislation, natural resource management principles and priorities, and
integration with relevant statutory and nonstatutory instruments.

Tasmania is on track to have regional strategies completed and in place by
mid-2003. The Council is satisfied that Tasmania has met its outstanding
commitment.

Progress report issue: new rural schemes — the Meander Dam

The 2001 State Budget provided $10 million to finalise a Water Development
Plan to recommend the construction of new water storages across the State.
One of the aims of the plan is to support the Government's objective of
doubling the value of Tasmania’s primary production over the 10 years to
2008. The 2002 State Budget allocated an additional $4.5 million to progress
water development in partnership with private enterprise. The plan was
finalised and released in August 2001.

The Tasmanian Government subsequently announced its intention to
proceed with the design of the Meander Dam project, 50 kilometres south
west of Launceston. The 43-gigalitre dam will inundate 332 hectares of land.
The dam has been designated under the Commonwealth Environment
Protection and Biodiversity Conservation Act 1999.
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A decision on whether the Meander Dam will proceed cannot be made until
2 August 2002 at the earliest, when all environmental clearances (including
those by the Commonwealth Government) are obtained. If all approvals for
the dam are forthcoming, Tasmania intends to let the contract for design and
construction in August 2002 and aim for construction to be completed by
August 2004.

In responding to the consultants report that shows the dam is not financially
viable, Tasmania advised the Council that further work will be done to
demonstrate the economic viability of the dam proposal, including the
additional benefits the dam will generate for environmental flows and the
public good. The Government is aware of its obligations in terms of CoAG
water reform to show that any new investment is economically viable and
ecologically sustainable.

A number of submissions expressed concern about the Meander Dam
development. The Council will consider and assess these issues in a future
NCP assessment if the Tasmanian Government decides to construct the dam.

Based on the above timeframe, the development of the Meander Dam and all
issues raised by submissions may be a significant 2003 NCP assessment
issue.

Australian Capital Territory

Full cost recovery — urban

ACTEW's (the ACT’s electricity and water provider) dividend to the ACT
Government in 1999-2000 amounted to the whole of ACTEW's earnings in
that year. The previous year’'s dividend payment also accounted for all of
ACTEW's earnings.

Last year, the Council noted its concern that limited reserves were being
retained within ACTEW for future investment, including to make provision
for population growth or unexpected capital costs, such as a facility
breakdown. In such circumstances, ACTEW would have to increase its debt or
the Government would have to provide an injection of capital.

In its current assessment, the Council considered whether the ACT’s dividend
policy is consistent with the CoAG reform commitment that requires
dividends, where paid, to reflect commercial realities and simulate a
competitive market outcome.

The ACT argues that dividend policy should be driven by the objective of a
competitive capital structure. ACTEW's planned debt ratio for the end of
2001-02 is 38 per cent and has been much less in past periods. The 100 per
cent dividend policy has assisted in moving ACTEW's capital structure closer
to an efficient level based on industry practice. The ACT also argues that
ACTEW has numerous options for financing changes to its capital base.

Page 3.97



2002 NCP assessment

The Council remains concerned about ACTEW'’s dividend payout ratio of
100 per cent of after tax profits. There are, however, some mitigating factors
relevant to the Council’'s assessment. For instance, the governing legislation
and licences for ACTEW set appropriate standards (including investment in
replacing, upgrading and maintaining the infrastructure needed to provide
services 