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Terms of reference

I, PETER COSTELLO, Treasurer, pursuant to Parts 2 and 3 of the Productivity
Commission Act 1998, hereby refer the following inquiry to the Commission for
inquiry and report within nine months of receipt of this reference. The
Commission isto hold hearings for the purpose of the inquiry.

Background

1.

In 1995 the Australian, State and Territory Governments agreed to a
program of competition policy reform. National Competition Policy (NCP)
and related reforms provide a timely, coordinated and comprehensive
approach to reform across all levels of government. There has been
substantial progress in the implementation of NCP over the past eight
years, including in the related reform areas of electricity, gas, road
transport and water. This has delivered significant benefits to Australia.
The States and Territories have shared in these gains, including through
competition payments made by the Australian Government.

In November 2000, the Council of Australian Governments (CoAG) agreed
to afurther review of NCP arrangements by September 2005.

It is therefore timely to undertake an independent review of these
arrangements to consider the extent of the benefits the reform program has
delivered to date and to inform an assessment of the most worthwhile
competition related reforms that could be achieved in the future, including
competition related reforms which could apply beyond current NCP
arrangements.

Scope of Inquiry

4.
a)

b)

The Commission isto report on:

the impact of NCP and related reforms undertaken to date by Australian,
State and Territory Governments on the Australian economy and the
Australian community more broadly. To the extent possible, such
assessment is to include:

I.  impacts on significant economic indicators such as growth and
productivity, and to include significant distributional impacts,
including on rural and regional Australia; and

ii.  itscontribution to achieving other policy goals.
at the Australian, State and Territory level, areas offering opportunities

for gignificant gains to the Austraian economy from removing
impediments to efficiency and enhancing competition, including through
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apossible further legislation review and reform programme, together with
the scope and expected impact of these competition related reforms.

Considerations

5. In conducting this review, and in recommending changes, the Commission
should take into account the desire of the Government:

a) to focus new review and reform activity on areas where there is clear
evidence of significant potential gains, in particular where clear gains are
possible in Australia’ s international competitiveness, in the efficiency of
domestic markets or for Australian consumers; to ensure possible reform
activity considers appropriately the adjustment and distributional
implications and its contribution to achieving other policy goals.

b) totakeinto account but not replicate significant current and recent review
activity in areas such as the CoAG work on energy and water and the
review of the competition provisions of the Trade Practices Act.

6. In undertaking the review, the Commission is to advertise nationally
inviting submissions, hold public hearings, consult with relevant Australian
Government, State and Territory agencies and other key interest groups and
affected parties, and produce a report.

7. The Government will consider the Commission’s recommendations, and
the Government’ s response will be announced as soon as possible after the
receipt of the Commission’s report. The report will inform the CoAG
review due to be completed by September 2005.

PETER COSTELLO

Received 23 April 2004
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Key points

National Competition Policy (NCP) has delivered substantial benefits to the
Australian community which, overall, have greatly outweighed the costs. It has:

contributed to the productivity surge that has underpinned 13 years of continuous
economic growth, and associated strong growth in household incomes;

directly reduced the prices of goods and services such as electricity and milk;
stimulated business innovation, customer responsiveness and choice; and
helped meet some environmental goals, including the more efficient use of water.

Benefits from NCP have flowed to both low and high income earners, and to country
as well as city Australia — though some households have been adversely affected
by higher prices for particular services and some smaller regional communities have
experienced employment reductions.

Though Australia’s economic performance has improved, there is both the scope
and the need to do better. Population ageing and other challenges will constrain our
capacity to improve living standards in the future. Further reform on a broad front is
needed to secure a more productive and sustainable Australia.

In a number of key reform areas, national coordination will be critical to good
outcomes. These areas — many of which have been encompassed by NCP —
should be brought together in a new reform program with common governance and
monitoring arrangements. Priorities for the program include:

strengthening the operation of the national electricity market;

building on the National Water Initiative to enhance water allocation and trading
regimes and to better address negative environmental impacts;

developing coordinated strategies to deliver an efficient and integrated freight
transport system;

addressing uncertainty and policy fragmentation in relation to greenhouse gas
abatement policies;

improving the effectiveness and efficiency of consumer protection policies; and

introducing a more targeted legislation review mechanism, while strengthening
arrangements to screen any new legislative restrictions on competition.

An ‘overarching’ policy review of the entire health system should be the first step in
developing a nationally coordinated reform program to address problems that are
inflating costs, reducing service quality and limiting access to services.

National action is also needed to re-energise reform in the vocational education and
training area.

Reform is important in other key policy areas, including industrial relations and
taxation, but there would be little pay-off from new nationally coordinated initiatives.

The Australian Government should seek agreement with the States and Territories
on the role and design of financial incentives under new national reform programs.

Xl
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Overview

The National Competition Policy (NCP) has been a landmark achievement in
nationally coordinated economic reform. It has yielded benefits across the
community, though there have been some costs and the implementation process has
not been without defects.

Most of the reforms initially agreed to are now in place, and will provide ongoing
gains. But population ageing and other challenges mean that if Australians are to
enjoy higher living standards in the future, further reform is required.

The Commission was asked by the Australian Government to conduct this inquiry
into the impacts of NCP to date, and report on future areas ‘ offering opportunities
for significant gains to the Australian economy from removing impediments to
efficiency and enhancing competition’. The Commission’ s report is intended to help
inform the Council of Australian Government’s (CoAG) own review of NCP and
possible future reforms, which is currently due to be completed by September 2005.

Why was the National Competition Policy introduced?

The strength of Australia’'s recent economic performance represents a marked
turnaround from a lengthy period of economic malaise. During the 1970s and
1980s, output growth slowed, inflation and unemployment rose, and productivity
growth was consistently low by international standards. By the late 1980s,
Australia’s ranking on the international ladder of per capita incomes had slipped
from 12" to 16"

While external developments contributed to this deteriorating performance, high
trade barriers and various regulatory and institutional restrictions on competition in
the domestic market led to significant inefficiencies across the economy. They also
created a business culture that focussed on securing government preferment rather
than on achieving a competitive edge through cost control, innovation and
responsiveness to customer needs.

In recognition of the policy-related inhibitors on growth, from the early 1980s,
Australian governments embarked on a program of extensive economic reform. The
decade that followed saw the liberalisation of capital market controls, the abolition
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of import quotas and phased reductions in tariff assistance. The heightened
competitive pressure from these changes in turn prompted the introduction of
greater flexibility to Australia’s previoudy rigid and highly centralised labour
market arrangements, and various institutional and regulatory reforms to promote
more efficient delivery of infrastructure services.

As the reform program gathered pace, it became apparent that aspects of Australia’'s
wider competition policy framework were impeding performance across the
economy and constraining the scope to create national markets for infrastructure
and other services. Hence, in April 1995, the Australian and State and Territory
Governments committed to the implementation of a wide-ranging National
Competition Policy — that drew heavily on a blueprint established by an earlier
independent inquiry, the so called Hilmer Review. In effect, NCP represented the
consolidation and natural extension of the reforms of the preceding decade.

What changes were introduced under NCP?

NCP is based on an explicit recognition that competitive markets will generally
serve the interests of consumers and the wider community, by providing strong
incentives for suppliers to operate efficiently and be price competitive and
innovative. A key principle of NCP is that arrangements that detract from
competition should be retained only if they can be shown to be in the public
interest.

Specifically, NCP provided for: the extension of the Trade Practices Act (TPA) to
previously excluded businesses; governance and structural reforms to government
businesses to make them more commercially focussed and expose them to
competitive pressure; regulatory arrangements to secure third-party access to
‘essential’ infrastructure services and, more generally, to guard against
overcharging by monopoly service providers, especially in the infrastructure area;
and a process for reviewing, and where appropriate amending or rescinding, a wide
range of legislation which restricted competition. NCP also incorporated previously
agreed reform programs for the electricity, gas, water and road transport sectors
(see box 1).

This package was implemented through a number of intergovernmental agreements
which, amongst other things, provided for the creation of the Australian
Competition and Consumer Commission (ACCC) and the National Competition
Council (NCC). An important feature of the institutional framework has been the
financial incentives — so called competition payments — made by the Australian
Government to the States and Territories to ‘return’ the fiscal dividend from their
implementation of agreed reform commitments.
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Box 1 An overview of the NCP reforms

General reforms

Sector-specific reforms

Extension of the anti-competitive conduct provisions in the TPA to unincorporated
enterprises and government businesses.

Reforms to public monopolies and other government businesses:

structural reforms — including separating regulatory from commercial functions;
and reviewing the merits of separating natural monopoly from potentially
contestable service elements; and/or separating contestable elements into smaller
independent businesses; and

competitive neutrality requirements involving the adoption of corporatised
governance structures for significant government enterprises; the imposition of
similar commercial and regulatory obligations to those faced by competing private
businesses; and the establishment of independent mechanisms for handling
complaints that these requirements have been breached.

The creation of independent authorities to set, administer or oversee prices for
monopoly service providers.

The introduction of a national regime to provide third-party access on reasonable
terms and conditions to essential infrastructure services with natural monopoly
characteristics.

The introduction of a Legislation Review Program to assess whether regulatory
restrictions on competition are in the public interest and, if not, what changes are
required. The legislation covered by the program spans a wide range of areas,
including: the professions and occupations; statutory marketing of agricultural
products; fishing and forestry; retail trading; transport; communications; insurance
and superannuation; child care; gambling; and planning and development services.

Electricity: Various structural, governance, regulatory and pricing reforms to
introduce greater competition into electricity generation and retailing and to
establish a National Electricity Market in the eastern states.

Gas: A similar suite of reforms to facilitate more competitive supply arrangements
and to promote greater competition at the retail level.

Road transport: Implementation of heavy vehicle charges and a uniform approach to
regulating heavy vehicles to improve the efficiency of the road freight sector,
enhance road safety and reduce the transactions costs of regulation.

Water: Various reforms to achieve a more efficient and sustainable water sector
including institutional, pricing and investment measures, and the implementation of
arrangements that allow for the permanent trading of water allocations.
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Though clearly wide-ranging, NCP did not encompass industrial relations reform,
or arange of competition-related reforms that were being implemented concurrently
— for example, the introduction of competition to the delivery of various human
services, through mechanisms such as ‘purchaser-provider’” models. Nor did it
mandate asset sales and privatisation, compulsory tendering or contracting out of
government service provision, removal of community service obligations (only that
they be made transparent), or require any reductions in infrastructure services to
rural and regional Australia.

NCP also recognised that competition is a means to an end and that it is neither
practical nor desirable to promote competition in every activity and circumstance.
Thus, the NCP's procedural framework explicitly provided for consideration of
social, environmental, equity, regional and adjustment objectives in assessments of
particular reform options.

Most NCP reforms are now in place

In most areas, the agreed reforms under NCP have been, or are being, implemented.
The main areas of unfinished business relate to water reform and to the Legislation
Review Program (LRP).

« Progress in implementing aspects of the water reforms — for example,
environmental allocations and water trading arrangements — has been variable,
with differences emerging between jurisdictions on the best ways forward in
some areas.

« Some significant pieces of anti-competitive legislation have yet to be reviewed,
including Australia's anti-dumping regime and cabotage arrangements. In
addition, the efficacy of review processes and outcomes in several areas have
been questionable. Indeed, most of the deductions to competition payments to
the States and Territories have been for breaches related to compliance with LRP
requirements.

What has NCP delivered?

It has contributed to our recent strong economic performance
Australia’ s economic performance over the last decade or so stands out, not only by
our own standards, but also among OECD countries:

« there have been 13 years of uninterrupted output growth — one of the longest
expansion phases on record;
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« the rate of increase in real per capita incomes in the second half of the 1990s
was as high as at any time during the 20" century; and

+ the unemployment rate is currently at its lowest level in nearly three decades,
with labour force participation at its highest level since WWI.

Underpinning this strong performance has been a surge in Australia’s rate of
productivity growth. For example, in the five year cycle to 1998-99, productivity
growth rates were the highest for at least forty years, with the increase effectively
boosting the ‘average’ Australian household’s annual income by $7000. While
productivity growth slowed after 1999, this seems largely attributable to temporary
phenomena such as the drought. Notably, productivity performance appears to have
rebounded in the past year.

In contrast with the 1970s and 1980s, Australia's recent productivity growth has
also been very strong by international standards. That rapid overall growth has been
sustained despite a decade of economic stagnation in Australia's largest export
market (Japan), and the financial crisis which struck that country and other key
Asian trading partnersin 1997.

While many factors can influence productivity growth, a number of analytical
studies indicate that microeconomic reforms — including NCP — have been a
major contributor to Australia's productivity surge in the 1990s, and to the
economy’s increased resilience in the face of economic disturbances. The reforms
have achieved this by increasing the pressures on both private and government
businesses to be more productive, through increased competition, while
simultaneously enhancing their capacity to respond through more flexible work
arrangements, the removal of unnecessary red tape and the like. Other suggested
causes of the productivity surge, such as recovery from recession or unsustainable
increases in work intensity, have not withstood analytical scrutiny.

That NCP and other microeconomic reforms have yielded a significant payoff in
productivity and income growth should not surprise. Previous model-based
projections by the Industry Commission suggested that the major elements of NCP
could potentially generate a net benefit equivalent to 5.5 per cent of GDP. More
selective analysis, undertaken for this inquiry, indicates that the observed
productivity and price changes in key infrastructure sectors in the 1990s — to which
NCP and related reforms have directly contributed — have increased Australia's
GDP by 2.5 per cent, or $20 billion (see box 2). And such modelling does not pick
up the ‘dynamic’ efficiency gains from more competitive markets.
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Box 2 The economy-wide gains from NCP

Prior to this inquiry, the Commission had twice used quantitative modelling to illustrate
the prospective economy-wide impacts of NCP reforms.

e In 1995, it modelled many of the Hilmer recommendations and estimated that, at the
‘outer envelope’, Australia’s level of real GDP would be 5.5 per cent higher once the
productivity gains, price rebalancing and other changes associated with the reforms
had fully worked their way through the economy.

e In 1999, it undertook a similar ‘outer envelope’ exercise for a smaller sub-set of
NCP reforms of particular relevance to rural and regional Australia, projecting a
boost to GDP in the longer term of 2.5 per cent.

In this inquiry, the Commission was asked to report on the impacts of NCP to date.
Such impacts are very difficult to separate from many other factors influencing
economic outcomes. To provide a partial indication, the Commission sought to quantify
the economy-wide gains from productivity improvements and price changes observed
over the 1990s in the electricity, gas, urban water, telecommunications, urban
transport, ports and rail freight sectors. In a number of these sectors, NCP and related
reforms are widely acknowledged to have been key (though not the only) drivers of
productivity improvements and ensuing price benefits for many service users.

The modelling indicates that observed productivity and price changes in the selected
infrastructure services have boosted Australia’s GDP by 2.5 per cent. However, this
modelling does not cover all areas encompassed by the NCP reforms. Nor does it pick
up impacts from NCP reforms undertaken since 2000, or from earlier reforms that did
not add to productivity until after that time; or make allowance for the ‘dynamic’ benefits
of more competitive markets, such as the stronger incentives for service providers to
continue to improve their productivity and quality and to innovate in order to achieve a
competitive advantage. Even allowing for transitional costs which are similarly not
encapsulated in the modelling, the implication is that the total boost to GDP from the
reforms will ultimately be considerably larger than the figure emerging from this
particular modelling exercise.

The increase in Australia’'s GDP and national income has also substantially boosted
taxation revenue — as the NCP agreement on competition payments anticipated.
This has increased the capacity of all governments to fund a range of services of
benefit to the community, such as health and education, and to provide social
welfare support.

It has delivered direct price benefits, especially for businesses

One of the main ways in which NCP and related reforms have boosted total output
is by reducing the costs and prices of many goods and services. Indeed, NCP has
had a dua role in this regard. Not only has it provided a means to improve
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productivity and thereby lower costs, but by promoting competitive markets, it has
created pressure for most of those cost savings to be passed on to users.

Clearly, it is not possible to isolate with any precision the impacts of NCP from the
myriad of other factors influencing prices in the market place. However, it istelling
that in a number of areas targeted by NCP and related reforms there have been
significant price reductions. For example:

« In the electricity sector, notwithstanding variation across and within
jurisdictions, average real prices Australiawide have fallen by 19 per cent since
the early 1990s.

« There were substantial reductions in rail freight rates in the second half of the
1990s — ranging from 8 per cent for wheat, to as much as 42 per cent for some
coal traffic.

« Rea port chargesfell by up to 50 per cent during the 1990s.

. Since the mid 1990s, average telecommunications charges have fallen by more
than 20 per cent in real terms.

« The average retail price of drinking milk has fallen by 5 per cent in real terms
since full deregulation in 2000, despite the imposition of an 11 cents a litre levy
to fund an assistance package for dairy farmers.

Further, while technological advances have clearly been an important influence on
price reductions in sectors such as telecommunications, there has often been
significant complementarity with reform measures. For instance, the entry of new
players in the telecommunications sector, made possible by the removal of previous
barriers, undoubtedly accelerated the uptake of new technologies and helped to
ensure that users shared in the cost savings.

At face value, businesses generally appear to have benefited more than households.
Across Australia, real prices paid by households for services such as electricity, gas,
water and urban transport have, on average, risen over the last decade or so, though
there has been considerable variation across jurisdictions. Also, there is a limited
amount of evidence suggesting that:

« in overal terms, price rises for households in regional areas may have been
somewhat higher than for their counterparts in metropolitan areas; and

« increasesin household prices for services such as electricity have generally been
greater for households with low demand and often lower incomes.

While price outcomes have varied, and been adverse for some, this does not mean
that the reforms have been unsuccessful in improving performance. Indeed, in some
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cases, price increases for households or consumers in general were an intended
consequence of the reform process.

. For services such as electricity and gas, there has been significant price
rebalancing to address, in particular, previous arrangements whereby business
users had borne a disproportionate share of the costs of service delivery. This
inflated their costs and reduced their competitiveness (and indirectly penalised
all consumers).

. There was a widely accepted need to increase cost recovery levels for services
such as water. Apart from providing a poor return to taxpayers, artificialy low
prices encourage excessive consumption and distorted investment signals, with
sometimes costly consequences for the community and the environment.

Significantly, even where prices have risen, so too has productivity. In urban water,
for example, labour productivity increased by more than 60 per cent over the 1990s.

This is not to underplay the significance of the additional financial burden imposed
on some households by NCP-induced price increases. However, specific
compensation measures for low income households should have lessened the
impacts for many of those least able to cope with these increases (though the
adequacy and targeting of such measures needs to be kept under review).

Further, many households will have benefited from lower prices for other goods and
services made possible by cheaper infrastructure inputs for businesses, as well as
from the longer term stimulus to employment and wages provided by NCP. In this
regard, the Commission’s modelling of the net impacts of productivity and price
changes in key infrastructure sectors during the 1990s suggests that while higher
income households derived the largest benefits, those on lower incomes also gained.

Finally, it is important to recognise that NCP and related reforms cannot be
expected to deliver continual reductions in the prices of services such as electricity.
Some of the price benefits of the reforms will be of a ‘one-off’ nature. And while
the dynamic efficiency gains resulting from more competitive markets will put
ongoing downward pressure on prices, in some years, those pressures may be more
than offset by other cost drivers. The need to fund major new investments to meet
growing demand and sustain service quality over the longer term, and to better
reflect the costs of externalitiesin prices, are but two examples.

It has provided a range of other benefits

Apart from putting downward pressure on the prices of many goods and services,
the more competitive market environment created by NCP and related reforms has
contributed to improvements in service quality and reliability in some sectors. The
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reforms have also led to an expansion in the range of products and services
available to consumers.

« Retail contestability in energy markets means that many users are now free to
choose their supplier. This has increased the pressure on suppliers to provide a
range of new and innovative product and service offerings to attract and retain
customers.

« The advent of new players in the telecommunications market has similarly
contributed to the availability of a much wider range of service packages and, as
noted above, accelerated the introduction of new technologies.

As the consequent changes in shopping patterns illustrate, deregulation of retail
trading hours in most jurisdictions has provided convenience benefits for many
households.

Consumers are not the only ones to have benefited directly from NCP. For example:

. relaxation of controls on the marketing of some grains and lamb has boosted
returns to many producers, with flow-on benefits for surrounding regional
communities; and

. water reforms have encouraged more efficient use of this scarce resource and
generally improved environmental outcomes.

The benefits have been widely spread

Though varying in size, the benefits of NCP and related reforms have been spread
across the community. Contrary to some perceptions, this includes most of rural and
regional Australia. For example, the Commission’s modelling of productivity and
price changes in key infrastructure sectors during the 1990s suggests:

« aconsequent increase in regional output (and by implication regiona income) in
al but one of the 57 regions modelled across Australia; and

. ageneraly small impact on employment (up or down).

For some smaller regional communities facing considerable adjustment pressures,
such a conclusion may seem to fly in the face of the facts. However, many of the
negative influences on activity and employment in parts of country Australia, such
as declining terms of trade and population drift from smaller rura communities
(often to larger regional centres), are of a long term nature and unrelated to NCP.
By putting downward pressure on the costs of some key inputs for rural industries,
such as power and transport, NCP and related reforms may well have helped to ease
the adjustment burden.
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NCP has not been an unqualified success

Not all reforms have delivered

In some cases, even though agreed reforms were implemented, they have proven
insufficient to achieve underlying objectives. For example, the electricity market
reforms have as yet failed to deliver a fully effective national market. And, while
considerable progress has been made in water reform, there is still much more to do
to achieve efficient and sustainable water use across Australia.

Similarly, the legislation review program has had mixed results. Apart from the
failure to proceed with certain reviews, the outcomes from a number of key reviews
have been problematic. The failure to act on recommendations by a national
independent review of pharmacy to relax ownership and other anti-competitive
restrictions is a case in point. The continuing statutory monopoly over export wheat
marketing is another example.

There have been transitional costs

Removing unwarranted restrictions on competition, while benefiting many, will
inevitably impose costs on those who had gained from the restrictions. In this
respect, NCP has been no different from any of the other generally beneficia
economic reforms implemented in Australia over the last two decades. However,
the broadly-based nature of the NCP reform program has often meant that those
penalised by a particular reform have benefited from others.

Even so, for some, the adjustment burden has been considerable. Apart from the
pressures imposed on certain households by NCP-induced priced increases for
several infrastructure services (see above), some regional communities have had to
deal with losses of income and reduced employment opportunities. For example:

« Dairy deregulation has substantially reduced returns to those farmers heavily
dependent on supplying the previously protected market for drinking milk
(though across Austraia, dairy farm income appears to have risen since
deregulation, mainly as a result of higher revenues from milk used for
manufactured products).

. Reforms to improve the efficiency of public utilities and other infrastructure
services have seen reductions in employment in those industries, some of which
have been regionally concentrated.

Though generaly small from an economy-wide perspective, such costs have
sometimes added to other pressures facing particular communities, with the
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cumulative impact threatening the viability of some basic services in these
communities.

Some NCP reforms have aso been procedurally costly to implement relative to the
potential benefits. This has been a particular issue at the local government level and
for smaller State and Territory Governments in dealing with more minor items on
the legislation review program.

Overall the benefits have outweighed the costs

Such transitional costs, and the fact that NCP has not delivered on every goal, do
not detract greatly from the overall benefits it has produced for the community as a
whole, and most groups within it.

Moreover, though many of the costs have now been incurred, NCP will deliver
substantial ongoing benefits. By opening up large new areas of the economy to
competition, the reforms have reinforced the role of tariff reductions and other
policy changes in the development of a more cost conscious, responsive and
innovative business culture in Australia. This will facilitate continuing productivity
improvement and provide a platform for future wages growth and increases in
living standards.

What reform lessons emerge?

NCP has been a highly innovative exercise in national economic reform. Several
factors have underpinned its success:

« recognition by all governments of the need for reform;
« broad agreement on the priority problem aress;

« a solid conceptual framework and information base to guide policy
prescriptions; and

« some highly effective procedural and institutional mechanisms to implement
reform.

In this latter regard, the flexibility afforded jurisdictions in how to implement many
of the reforms, and transparent and independent monitoring of progress and
outcomes, have been especially important. The provision of financial incentives to
the States and Territories, allowing them to share directly in the fiscal dividend
from meeting their agreed reform commitments, has also played a critical role in
keeping the reform process on track.
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But some aspects of the procedural arrangements have been found wanting.

. Implementation of parts of the package, especialy the LRP, has been hampered
by the lack of prioritisation.

« Public interest test requirements have not aways been rigorously applied. Also,
while a key to the success of the NCP reforms overall, putting the onus of proof
on those seeking to retain anti-competitive arrangements continues to be a
source of contention when social and environmental impacts loom large.

. The independence of some legidation reviews has been questionable, and the
conduct of reviews and basis for the outcomes have not always been transparent.

« Measures to lock-in the gains from reforms and guard against backsliding are
underdevel oped.

« The reform framework provides no guidance on the circumstances in which
mechanisms to facilitate adjustment, or to address adverse distributional
consegquences ensuing from the reform process, may be warranted. This
heightens the risk of inappropriate intervention, or failure to provide adequate
and well targeted support when desirable.

Some high level lessons from NCP which the Commission has carried into the
forward looking part of its task are summarised in box 3.

Why further reform is essential

NCP can be seen as the culmination of a reform process that has extended over two
decades. Not surprisingly, after such a prolonged period of policy-induced change
to economic rules, institutions and ways of doing business, there is some evidence
of ‘reform fatigue'. There are aso perceptions in parts of government and the
community that the reform task is largely complete; that it is now time to relax and
enjoy the dividends.

The reality, however, is that there is a pressing need for further reform to enable
higher living standards across Australiain the face of some major challengesthat lie
ahead:

« Integration of the world’s economies is increasing, with large developing
countries like China and India becoming major global players. While this will
provide important new opportunities for Austraia, it will aso heighten
competitive pressures. Our future income growth will depend on how well we
can respond.

. Compounding these ongoing globalisation challenges is the growing emphasis
on preferential trading arrangements relative to multilateral trade reform.

XXIV REVIEW OF NCP
REFORMS



Countries which are able to match the world's best are more likely to benefit
from participation in preferential agreements and cope better with exclusion
from them.

o There will be pressure both domestically and internationally to improve
environmental outcomes and encourage more sustainable resource use. In some
cases, substantial outlays will be needed to achieve these goals.

Box 3 Looking to the future: what to draw from NCP

e That such an ambitious program received support from all governments can be
attributed to much pre-existing evidence of the potential gains from reform, to broad
agreement on the means of achieving those gains and to effective political
leadership.

« A broadly-based reform program improves the prospect that those who might lose
from a specific reform still gain overall. This can make it easier to progress reforms
that might be difficult to implement on a stand-alone basis.

« A reform framework which embodies agreed principles, while providing for some
flexibility in implementation, is well-suited to a multi-jurisdictional reform agenda.

o Reform is likely to progress more effectively where commitments are specified in
advance and there is prioritisation of the reform task.

« An effective public interest test is essential to secure beneficial reform and to
enhance community acceptance of the reform process.

« Independent and transparent review and assessment processes are critical to
secure good outcomes, especially on contentious issues; prevent backsliding; and
promote public understanding of the justification for reform.

e In any reform program, the potential adjustment and distributional implications
should be considered at the outset, with decisions about transitional assistance
guided by appropriate principles.

« Where reforms involve the establishment of new regulatory arrangements, it is
important that those regulations be well scrutinised in advance and periodically
reviewed to ensure the benefits continue to exceed the costs.

« Providing financial incentives for jurisdictions to follow through with agreed reforms
can be very useful in promoting effective outcomes, although the rationale and
value of such payments clearly depend on the nature of the reforms.

But perhaps the biggest foreseeable challenge facing Australia in the next 50 years
is the ageing of the population (see box 4). Though not unique to Australia and
having some important benefits, it will reduce labour supply relative to the
population and substantially increase demands on the health and aged care systems.
This will constrain growth in household incomes and put considerable pressure on
government budgets.
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Continued growth in household incomes, while by no means the sole determinant of
overal community wellbeing, is a pre-condition for promoting many of the other
outcomes that contribute to higher standards of living. Policy initiatives to improve
productive capacity and raise incomes will therefore enhance our ability to meet the
costs of an ageing population.

Box 4 Challenges from Australia’s ageing population

Over the next 40 years, the number of Australians over 65 will increase by more than
70 per cent. Conversely, the numbers of those aged under 15 is set to fall by about
6 per cent.

This change in the age structure will have profound economic impacts:

« It will significantly reduce the growth in labour supply. The additions to the labour
force in the seven year period 2003-04 to 2011-12 will be more than the projected
cumulative additions over the 21 year period to 2044-45. In per capita terms, hours
worked are projected to decline by 10 per cent over the next 40 years.

« Slower labour supply growth will in turn constrain economic growth. Per capita GDP
growth rates are likely to fall to as low as 1.3 per cent a year in the 2020s — a little
over half the present rate. Without ageing, cumulative GDP from 2003-04 to
2044-45 could have been nearly $4000 billion greater.

« Atthe same time, there will be greater demands on the health, aged care and social
security systems. By itself, ageing of the population could add as much as
$1000 billion to the government-funded component of health care spending over the
next 40 years.

While the challenges posed by ageing do not at this stage constitute a ‘crisis’, equally,
their future significance should not be underplayed.

How will further reform help?

To meet these challenges, and to raise standards of living more generally, timely
action is needed to increase Australia’s productivity and improve sustainability. In
essence, sustainability requires that policy settings are consistent with, and help to
promote, the economic, social and environmental needs of future as well as current
generations.

Further competition-related and other economic reform will be an important part of
the policy armoury for achieving these goals. For example:

« Reform-induced improvements in productivity will allow for the production of
more and better quality goods and services from a given bundle of resources.
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« Downward pressure on the costs of infrastructure services and other inputs will
enhance the capacity of Australian firms to operate successfully in more
competitive and complex global markets.

« Sotoo will the greater flexibility, innovativeness and responsiveness to customer
needs engendered by ongoing microeconomic reform.

Competition-related and other reforms can also directly assist in offsetting the
economic impacts of population ageing. For instance, reforms which reduce
constraints on labour supply will ameliorate one of the important aged-related
brakes on Australia’s future growth potential. And, as a variety of recent policy
initiatives across Australia illustrate, carefully considered market-based approaches
can sometimes be employed within a managed framework to improve the cost-
effectiveness (including the quality) of ‘human services and to deliver better
environmental outcomes. Given the projected escalation in expenditure in areas
such as health and aged care, taking advantage of all opportunities to improve the
efficiency of service delivery will be especially important.

Concerns have been raised that a continuing emphasis on competition and market-
based reforms will undermine socia capital and add to existing access and equity
problems in some key human service areas. But with careful implementation and
tailoring to the circumstances at hand, such reforms can be compatible with, and
contribute to, important and necessary social goals. For example, the dividend from
reform-induced improvements in performance can be returned to the community in
various ways, including through better levels of service or more widely accessible
services.

The scope for further gains is large

Notwithstanding the improvement in Australia's economic performance in recent
years, there are still inefficiencies and performance gaps which, if removed, could
yield substantial benefits. For example, if Australian industry could achieve the
same labour productivity levels as in the United States — still below the world’s
highest levels (see figure 1) — gross average household income would be 20 per
cent, or some $22 000 a year, higher.

Whether or not matching US levels of productivity is redlistic, the benefits for
Australia from realising our productivity potential would be substantial and
accumulate over time. Indeed, if Australia could sustain even half the improvement
in the rate of productivity growth achieved during the 1990s, real cumulative GDP
from 2003-04 to 2044-45 would be some $2000 billion higher than if average
productivity growth rates slipped back to the levels of the preceding two decades.
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Figure 1 GDP per hour worked in OECD countries, 20032
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What criteria for a nationally coordinated reform agenda?

As submissions to the inquiry have demonstrated, the opportunities for further
economic reform are wide ranging. In many of these areas, the issues involved are
complex and could be the subject of inquiries in their own right. And, in most,
competition-related measures could play at least some part in delivering better
outcomes. This has posed a considerable challenge for the Commission in reporting
on areas ‘offering opportunities for significant gains to the Australian economy
from removing impediments to efficiency and enhancing competition’.

Reflecting the intent of its terms of reference, the Commission has sought to
delineate an agenda that provides some continuity with, and draws on the
experiences and lessons from, NCP. Specificaly, it has endeavoured to identify
areas of national significance where:

« reform is likely to bring substantial productivity and sustainability benefits for
the Australian community;

. competition-related measures could usefully form part of the reform package
required to deliver those benefits; and
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« thereis likely to be a high return from using a nationally coordinated reform
framework overseen by CoAG or another national |eadership body.

Of course, such criteria do not remove the need for judgement about priorities,
especialy given the limits on the number of reform programs that a body such as
CoAG could provide leadership to at any one time. For this reason, the Commission
has sought to prioritise further those parts of its proposed agenda which would
require the development of major new programs (see later).

Also, in most of the areas that feature on the proposed agenda, the Commission has
not been prescriptive about specific reforms. This is because more fact-finding and
analysis will be required before detailed reform programs can be developed with
confidence. As noted, such detailed preparatory work was a key to securing broad
commitment to reform under NCP. Moreover, this time a nationally coordinated
reform agenda needs to include areas such as health care, for which the objectives
and characteristics of service provision will require the development of principles
and frameworks tailored to a quite different set of circumstances — though a
number of the lessons from NCP will still be relevant.

Finally, the Commission stresses that exclusion of a policy area from its proposed
agenda does not imply that reform in that area is unnecessary or unimportant.
Indeed, it has pointed to a number of other areas where further reform is very
important, and complementary, and which may require action at a national level.
But it has judged that pursuing reforms in these other areas through new
coordinated frameworks involving the Australian and State and Territory
Governments, is unlikely to be particularly beneficial or effective at thistime.

Key elements of a proposed agenda

Infrastructure reform must continue to be a high priority

Infrastructure services are a large part of the Australian economy. They are key
inputs for Australian businesses — and their costs, reliability and quality have a
major bearing on Australia’s international competitiveness. Moreover, affordable
and reliable infrastructure services are central to quality of life in the community.

Economic infrastructure is also capital intensive, requiring maor investment
expenditure on long-lived assets. Poor investment decisions or under-investment
could constrain Australia s growth and living standards for many years. The lack of
capacity at some of Australia’'s major ports that is impeding mineral exports — our
biggest export earner — provides a contemporary example of what can happen
when the supply of and demand for infrastructure are out of balance.
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Notwithstanding the performance improvements secured through NCP and related
reforms, significant impediments to greater productivity and sustainability remain
evident in severa infrastructure areas. Many of these would be most effectively
addressed within a nationally coordinated reform framework. Indeed, CoAG has
already sponsored the development of a suite of new reforms for two of the priority
sectors — energy (the Ministerial Council on Energy reform package) and water
(the National Water Initiative).

Implementation of the new energy and water programs has the potential to provide
substantial benefits — though much of the detailed development work has still to be
undertaken. The Commission considers that it is very important that governments
follow through with these reforms. In addition, it has identified various other reform
issues that need to be progressed in these areas.

« Inthe energy sector these include ensuring that the regulatory regime governing
common ownership across transmission and generation activities is adequate to
facilitate the efficient development of the national electricity market. A more
effective process for addressing regulatory fragmentation in relation to
greenhouse gas abatement and the removal of regulatory constraints on retall
prices once effective competition has been established (see below), are further
key requirements for future performance improvement in the sector.

. Inthe water sector these include: examining ways to reduce inappropriate water
use, including through more effective management of externalities; and
developing the property right regimes and trading arrangements necessary to
provide scope for the transfer of water between irrigation and urban uses.

« In both energy and water there is also a need to ensure that future monitoring
arrangements provide sufficient discipline on all governments to progress agreed
reforms.

The Commission also considers that nationally coordinated reform frameworks
should be developed for freight and passenger transport. Australia's size and
distance from major overseas markets necessitates an efficient, reliable and modally
integrated freight transport system. Similarly, efficient and effective passenger
transport services can promote a variety of economic, social and environmental
goals, including: providing access to employment and community services;
facilitating socia interaction; and assisting with greenhouse gas abatement.

While both of these areas were encompassed by the general provisions of NCP, for
the most part, reforms have been developed and implemented in a piecemeal
fashion within individual transport modes and jurisdictions. And even then, in areas
such as rail transport and coastal shipping, progress in implementing some reform
commitments has been very slow. Hence, Australia still has a long way to go to
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achieve a transport system that encourages an efficient distribution of the overal
freight task between road, rail, water and air; allows for the efficient and seamless
movement of freight along the entire logistics chain; and meets the needs of
commuters in a cost-effective and sustainable fashion.

Many of the current problems stem from the division of policy responsibility
between the Australian and State and Territory Governments. As well as
contributing to an array of inefficiencies in service delivery and in the interface
between different services, this division of policy responsibility has retarded the
development of the sort of institutional arrangements needed to support a more
integrated approach to reform. Thus, without much more effective national
coordination, it seems inevitable that future reform efforts will again fail to deliver
the sort of transport system that Australia urgently needs.

Finaly, though a matter for the Australian Government to progress, a key message
emerging from the NCP legidlation review process is that further reform to promote
competition in the communications sector is very important. In an area that has a
pervasive impact on the competitiveness of business and the quality of everyday
life, Australia can ill-afford regulatory arrangements that hinder the diffusion of
new products or that restrict or inhibit new players to the market.

« Removing the still significant number of unwarranted constraints on competition
in broadcasting — including restrictions on the number of commercial free-to-air
television stations, multi-channelling and datacasting — should be an early
priority.

. Government should also undertake the scheduled review of the regulatory
regime that would apply to a privatised Telstra as soon as possible, and, among
other matters, make explicit provision for that review to consider:

— whether further operational separation of Telstra’'s wholesale and retail arms
would yield net benefits;

— the merits of an access regime for telecommuni cations content; and

— whether the current regulatory regime is adequate to address any future
acquisitions or entry into new activities by Telstra, that could threaten the
development of a more competitive telecommunications market.

A more focussed legislation review mechanism should continue

Though the current Legidation Review Program is nearing completion, the
Commission considers that it is very important that a review mechanism is retained
beyond the current NCP. However, it is proposing that the new mechanism be better
targeted towards significant anti-competitive legidation, and involve greater
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transparency and independence of review processes. In addition to initiating the
scheduled review of anti-dumping legislation, and examining cabotage restrictions
as part of the proposed freight transport review, priority should be given to
undertaking:

. the previously recommended ‘second round’ review of the single desk
marketing arrangements for export wheat as soon as possible; and

. asecond round review of pharmacy regulation, covering all potential restrictions
on competition in the sector, and conducted in time to inform the negotiation of
the 2010 Australian Community Pharmacy Agreement.

In the event that continuing inefficiencies in the provision of workers
compensation insurance cannot be addressed through new national frameworks
foreshadowed by the Australian Government, a second round review of this area
together with compulsory third party insurance would aso be a high priority.

Moreover, processes for monitoring new and amended regulation should be
strengthened to prevent unwarranted restrictions on competition from resurfacing.
The Australian and Victorian Government’ s regulatory ‘ gate-keeping’ arrangements
provide useful models for other jurisdictions to follow, though there is scope for
improvement in these arrangements as well.

Other aspects of the competition and regulatory architecture can be improved

While many of the NCP's ‘systemic’ reforms to promote efficient competition
across the economy appear to be operating effectively, there are shortcomings in
particular aspects. And, in seeking to build on those systemic reforms, some other
legidative frameworks affecting competition across large parts of the economy
require examination.

Apart from improvements to legislation review and gate-keeping arrangements, one
important task is to improve prices oversight arrangements for regulated
infrastructure services. Where explicit price controls remain necessary, they should
include appropriate incentives for providers to properly maintain facilities and to
enhance and augment networks. And in retail infrastructure markets, once effective
competition has been established and adequate mechanisms are in place to protect
disadvantaged groups, regulatory price constraints should be removed.

A national review of consumer protection policy and administration is also
warranted. Such a review would be a natural follow-on to recent reviews of other
aspects of trade practices regulation. Amongst other things, it would provide an
opportunity to examine:
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« whether such policies are continuing to meet the needs of consumers in a more
competitive environment;

« ways to unify competition and consumer protection laws or to otherwise harness
complementarities between them; and

. options for addressing evident shortcomings in the mechanisms for coordinating
the activities of the plethora of Australian Government and State and Territory
bodies involved in policy development and application in this area.

Coordinated national reform should extend to areas beyond NCP

The provision of key human services such as health, education and aged care, and
natural resource management (other than water), has been largely outside the
purview of NCP. Non-economic objectives are very important in these areas, as is
the role of cooperation between providers in enhancing service quality and
promoting equitable access to services. Accordingly, the scope to employ
competition as an effective reform tool is more limited than in infrastructure
provision — though there have in fact been various competition initiatives within
‘managed market’ frameworks (see box 5).

Whatever the particular approaches employed, it is clear that these areas will need
to feature prominently on future reform agendas aimed at enhancing productivity
and sustainability.

. Equitable access to cost-effective human services and sustainable management
of the nation’s natural resources are central to the wellbeing of current and future
Australians.

.« Magor and growing resource commitments are involved in both areas. For
example, over the next forty years, total expenditure on health care is projected
to increase from just under 10 per cent of GDP to between 16 and 20 per cent,
with the aready substantial government funding commitment increasing
commensurately (from 6 to 10 per cent of GDP — see figure 2). Reforms to
address widely recognised performance gaps in some of the key human service
areas have the potential to provide major savings which could be at least partly
used to enhance service quality and accessibility and to cater better for the needs
of an ageing population.

Given the complex nature of these areas and the important social objectives
involved, a range of strategies will be required to deliver better outcomes. In many
cases, competition-related reform will only be a small part of the overall policy
package. Explicit recognition that reform is designed to boost productivity and
sustainability rather than promote competition, and tailoring reform principles and
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frameworks to the particular circumstances involved, will aso be essential, both to
achieve good outcomes and to secure support for change.

Box 5 Harnessing competition to improve human service delivery
and natural resource management

Many areas of human service delivery have traditionally involved an element of
competition, even where a share of funding has been provided by government. These
include private medical practice, services provided by other health practitioners such
as dentists and optometrists, private hospitals, private schools and child care.

But more recently, competition or ‘market-based instruments’ have been introduced
into a broader range of human services largely funded and/or delivered by
governments. Some focus on creating better incentives for providers to improve their
efficiency and to deliver the levels and quality of service required by users, for
example:

« ‘yard-stick’ competition involving performance benchmarking against other providers
of the same service; and

« performance-based funding (eg. casemix funding for hospitals) and competitive
tendering and contracting out, including devolution of responsibility for providing the
entire service under ‘purchaser-provider arrangements (eg. Job Network, hospital
services for Veterans).

Others seek to improve performance by signalling to providers the value which users
place on the services concerned and discouraging wasteful consumption, for example:

e giving users scope to choose their service provider (eg. ‘User Choice’ arrangements
in Vocational Education and Training); and

e requiring users to meet at least part of the cost of the services they receive (eg.
co-payments for subsidised pharmaceuticals and higher education charges).

Similarly, market-based instruments are increasingly being used to achieve better
resource management outcomes. Apart from the creation of tradeable water rights — a
key focus of recent water policy reform — examples include: levies on waste disposal
and other polluting activities; the purchase of desired environmental outcomes through
programs such as BushTender in Victoria; and the salinity and nutrient trading regime
in the Hawkesbury Nepean river system in New South Wales.

In the Commission’s judgement, the human service area that currently offers the
largest potential benefits from a nationally coordinated reform approach is health
care. Australian governments also need to take collective action to energise
vocational education and training (VET) reform. And greenhouse gas abatement is
but one aspect of natura resource management where enhanced national
coordination of the reform process would be highly beneficial.
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Figure 2 Projected growth in government-funded health expenditure
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Health carereformis at the crossroads

Though Australia’ s health care system still performs adequately against a number of
overal outcome indicators, it is beset by widespread and growing problems.
Inefficiencies in resource use, poor outcomes for some community groups and
increasing difficulties with access are all indicative of scope for significant
improvement. Overlapping roles and responsibilities between the Australian and
State and Territory Governments either cause or contribute to some of these
problems.

Moreover, underlying demand and costs have been increasing rapidly as a result of
strong income growth and advances in medical technology. Over the next forty
years, an ageing population will see demand grow even more quickly. It is far from
clear that current service delivery and funding arrangements will be able to cope
with this potent demand cocktail and its attendant implications for the cost of
meeting future health care needs.

In the Commission’s view, hedth care is therefore a prime candidate for a
nationally coordinated reform approach under the auspices of CoAG or another
national leadership body. While performance deficiencies and the challenges posed
by population ageing and advances in medica technology are generdly
acknowledged, there is little agreement evident across jurisdictions about the best
way forward. A circuit breaker is needed.

The first step would be to convene an independent public inquiry into Australia’s
health care system, akin to the Hilmer inquiry that preceded NCP. This inquiry
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should draw on other recent reviews and the work of the Health Reform Task Force
established by the Prime Minister in October. It should cover all aspects and sectors
of the health care system, but with a particular emphasis on the development of
options to clarify roles and responsibilities and associated funding arrangements,
and to ensure effective coordination across individual service areas and with aged
care services. The findings and recommendations of this broad inquiry would in
turn inform the development by Australian governments of an agreed reform
framework and program, a timetable for implementation, and mechanisms for
monitoring and reporting on progress.

National action isrequired to re-energise training reform

Australia needs a high quality education and training system, both to meet genera
community aspirations and to provide the workforce with the skills necessary to
sustain our place in an increasingly competitive global environment. Thereisalso a
strong link between educational achievement and workforce participation. Hence, as
well as enhancing workforce productivity and the capacity for innovation, a world
class education system will help to offset the impacts of population ageing on
labour supply.

Parts of the education system — for example, the university sector — have been
subject to some maor recent changes which should ideally be monitored and
evaluated before further significant changes are contemplated. And, though there
are aspects of school education where a more coordinated approach would be
helpful in progressing reform, the challenges posed by joint Federal and State and
Territory involvement in the funding and delivery of services do not appear to be of
the same order of magnitude as in heath care. Moreover, some new initiatives
designed to improve outcomes at the nationa level have recently been announced.
Accordingly, the Commission is not convinced that a new wide ranging national
initiative in these parts of the education system is warranted at this stage.

In the case of VET, however, there is a considerable risk that efforts to move
forward in a nationally coordinated fashion could unravel. Implementation by the
States and Territories of agreed reforms in this area has been progressing very
slowly. Indeed, increasing concerns about the capacity of the existing regime to
address emerging skill shortages has led the Australian Government to announce
funding for ‘paralel’ VET arrangements. Collective action by governments to
re-energise the reform processis therefore essential.
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Coordination of natural resource management needs to be improved and extended

To date, CoOAG’s role in this area has focussed predominantly on the water sector.
And while there have been efforts to pursue some other aspects of reform to natural
resource management through nationally coordinated frameworks, the results have
generally been disappointing.

An immediate and high priority is better national coordination of greenhouse gas
policy. Divergent approaches to greenhouse gas abatement across jurisdictions, as
well as uncertainty about future policy directions, risk impeding necessary
investment in key parts of the economy. Early action to provide greater policy
uniformity and certainty in this areais therefore very important.

The Government has also signalled that CoAG is to play arole in the introduction
of less costly ways of meeting environmental objectives in relation to native
vegetation and biodiversity. Identification of other natural resource management
areas where the pay-offs from national coordination, or more effective coordination,
would be high, should be the subject of afuture review.

Other key reform areas — but outside a nationally coordinated reform agenda

Two other human service areas where the gains from reform are potentially large
are aged care and child care. Apart from promoting broad social objectives, reform
in both areas could have a direct role to play in addressing the ageing challenge —
the former through improving the cost-effectiveness, range and quality of services
available to meet increasing demands on the aged care system, and the latter
through helping parents to remain in the workforce while raising their families.

In the case of aged care, the recent Hogan review has aready put a number of
useful reform options on the table. The immediate priority will be to monitor the
impacts of changes already made in response to that review and to seriously explore
the longer term options proposed, including those calling for greater user
contributions. This is a controversial issue which will need to be handled carefully.
But without greater emphasis on charging those able to pay, especialy for their
ongoing accommodation needs, the provision of an appropriate level and quality
care for other elderly Australians will be that much harder. While new coordinated
reform initiatives do not appear to be needed at this time, it is imperative that
reform momentum be maintained.

Continuing to build on past reforms to the delivery of child care is similarly
important. However, with the private and not-for-profit sector delivering the
majority of services (outside pre-schools) and the bulk of subsidies to parents
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funded by the Australian Government, the sort of large scale coordination problems
that have plagued health care do not appear to be evident in this sector. Hence,
while monitoring and evaluating the outcomes of current policies with a view to
identifying opportunities to better meet underlying objectives will be important, the
pay-offs from developing a nationally coordinated reform approach and strategies
do not seem high at this stage.

The Commission’s proposed agenda for nationally coordinated reform also leaves
out a range of other areas where further policy improvements could be of major
benefit to the community, including labour market arrangements, taxation policy,
urban planning and regional development.

In the Commission’s judgement, most of the issues in the latter two areas are
primarily ones for individual States and Territories to resolve (though some
planning issues would need consideration within the proposed coordinated reform
programs for freight and passenger transport). A key future reform issue in taxation
policy — the interface between the taxation regime and social security support and
its implications for labour supply — lies largely within the province of the
Australian Government. And while there have been some concerns expressed about
current Ministerial Council arrangements for progressing tax changes that require
inter-jurisdictional cooperation, there was no strong push during the inquiry to have
tax reform nominated as an area requiring policy attention from CoAG (or another
national leadership body).

Labour market arrangements are characterised by significant restrictions on
competition which can reduce productivity and constrain the scope for reforms in
other markets. For these reasons alone, notwithstanding considerable reform over
the past two decades, further policy changes to increase the flexibility and
responsiveness of Australian labour markets remain a high priority. In addition,
differences in State and Territory provisions, and their interface with Federa
arrangements, can create significant complications for, and impose substantial costs
on, multi-State employers.

Balancing the costs of divergent approaches against the potential benefits from
competition between jurisdictions on the basis of distinctive features of their labour
market arrangements is not easy. In any event, given evident differences of opinion
at the political level, the development of effective national approaches and
frameworks through a body such as CoAG would be unlikely at this time. Indeed,
the Australian Government has just announced its intention to unilaterally develop a
new national labour market framework. This would retain the current emphasis on
negotiating wages and employment conditions at the enterprise level, with such
negotiations being governed by a nationally uniform set of rules.
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At issuein pursuing a national regime is whether it may still be possible to enhance
the scope for beneficial jurisdictional competition. For example, consideration could
be given to an optional approach like that recently introduced on a more limited
scale for workers compensation insurance. Under that arrangement, some muilti-
State employers are able to opt-in to an alternative national regime. The efficacy of
amore broadly-based arrangement of this sort (for employees as well as employers)
would, of course, depend on the detail.

Suffice to say that building on the labour market reforms of the past two decadesis
vital to support further improvements in productivity and sustainability, including
through easing ageing-related constraints on future labour supply and
complementing reforms in other areas. It is also critical that the much needed
flexibility and capacity to adapt to changed circumstances provided by previous
reforms are not compromised by any backdliding.

Some priorities within the proposed agenda

The proposed agenda developed by the Commission is a challenging and complex
one.

That said, significant parts of it are largely continuations of, or extensions to, NCP.
These could be accommodated within existing frameworks and draw on well-
established reform principles. In several key areas, a considerable part of what is
required to deliver better outcomes has aready been established. Hence,
implementing the additional (or modified) reforms proposed by the Commission for
say energy and water should not involve a major new workload for CoAG (or other
bodies with policy leadership responsibilities).

But a mgor new commitment would be entailed in relation to proposed ‘new’
national agenda areas such as health care. Ideally, CoOAG would be responsible for
coordinating reforms in all of these areas. However, given its already significant
responsibilities, requiring it to action al of the proposed new agenda items
immediately could be counterproductive. In particular, the quality of the review and
reform process in individual areas could be compromised in the face of resource and
time constraints.

Prioritising reforms within the new areas involves considerable judgement. All are
economically, socialy and/or environmentally significant. And in each, there is
evident scope for substantial performance improvement through coordinated policy
action. However, based on the complexity of the coordination task and the extent of
coordination failure to date, the Commission considers that initiation of nationally
coordinated review and reform programs is most pressing for:
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« health care: where the complexity and diversity of service provision and the
current delineation of financing and delivery responsibilities between the
Australian and State and Territory Governments put a premium on effective
coordination, but where it is widely accepted that coordination efforts to date
have been found wanting;

. freight transport: where the development of an integrated system has been held
back by a lack of consistency in policy approaches for individua transport
modes, and where an efficient distribution of the freight task will not be
achieved without considerably more coordination and cooperation at the national
level;

. greenhouse gas abatement: where ineffective coordination has led to divergent
policy approaches in an area where national consistency is critical, putting at risk
important new investments in key parts of the economy; and

. consumer protection policy: where although the benefits and costs are much less
tangible, it seems clear that ineffective national coordination mechanisms have
led to regulatory inefficiencies and inconsistencies, to the detriment of both
consumers and businesses.

In nominating these four areas, the Commission reiterates that progressing
coordinated national reform in the other new areas on its proposed agenda is very
important. One option would be for CoAG to commit to picking up these areas at a
later date. Alternatively, another national leadership body could be charged with
responsibility for initiating the review and reform programs for these areas, or at
least be given initial responsibility as a precursor to later CoAG stewardship.

Robust institutional arrangements will be essential

Successful implementation of the Commission’s proposed agenda will require
considerable effort by, and cooperation among, governments. In most areas, more
detailed work will be needed to determine the most beneficial reform measures and
to develop detailed policy prescriptions.

Robust ingtitutional arrangements will aso be crucia to the success of the
recommended reforms. Indeed, whatever the specific frameworks employed to
progress the proposed agenda, it isimportant that they:

« 9pell out objectives and principles to underpin reform programs (including
effective public interest tests and provision for up-front assessment of
adjustment and distributional issues);

. facilitate the analysis required to develop well-founded specific reform options
and provide for public input to that process;
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« provide for independent monitoring of progress in implementing changes
according to agreed timetables; and

« embody mechanisms to lock-in the gains of past reforms and prevent
backdliding.

Without such features, and strong leadership from CoAG and/or other national
leadership bodies with stewardship responsibilities, any new reform program is
likely to come up short.

A broadly-based approach would be appropriate for much of the proposed agenda

Asto the specific institutional arrangements, a key choice is between:

« encompassing al or many components of the proposed agenda in a broadly-
based successor to NCP, with all reform areas subject to broadly common
coordination and governance arrangements; or

« implementing individual reform programs on a stand-alone basis, with separate
coordination and governance arrangements for each.

To a large extent, the proposed reforms and policy reviews in the areas of
infrastructure, legidation review and the economy-wide competition ‘architecture’
represent a continuation or extension of NCP. Hence, in the Commission’s view,
there would be considerable merit in continuing to employ the broadly-based
approach in these areas. Provision for independent monitoring of implementation
progress and outcomes across a sweep of reforms would be particularly beneficial.
Moreover:

. There are important synergies between greenhouse gas abatement policies and
infrastructure reform, suggesting that the greenhouse area would also fit well
within a broadly-based successor to NCP.

« Though having important social objectives, consumer protection policy has
significant complementarities with competition policy. Hence, in this area too,
there would be advantages in pursuing reform within a broadly-based program.

But not for human service areas

Conversely, in the Commission’s view, it would not be desirable to incorporate the
proposed reform programs for health care and VET (or indeed other human
services) within a direct successor to NCP. While such a broadly-based program
would be concerned with boosting productivity and sustainability rather than simply
focusing on competition-related reform, ‘packaging’ an area like health care with
economic infrastructure and the like would most probably be counterproductive.
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Apart from sending the wrong signal about the motivation for policy change in the
human services area, the inclusion of these two areas in the broadly-based program
could render it unwieldy and undermine effective monitoring of reform progress
and outcomes for all of the constituent elements.

Accordingly, the Commission considers that the proposed nationally coordinated
review and reform program for health care, and the energisation of VET reform,
should be pursued and monitored on a separate, stand-alone basis. However, were
nationally coordinated reform approaches to extend to other human services areasin
the future, commonality of policy objectives and strategies required to secure
desired outcomes, may offer scope for beneficial combination within a separate
broadly-based human services program.

Financial incentives

As noted earlier, competition payments have played a very important role in
keeping the NCP reforms on track. In a number of ways, financial incentives could
similarly help in progressing a new nationally coordinated reform agenda:

« The vertical fiscal imbalance argument for ‘returning’ revenue dividends from
State and Territory NCP reforms would also apply to some of the reforms on the
proposed agenda.

« Reformsin areas such as health care where funding and delivery responsibilities
are shared between the Australian and State and Territory Governments, will
almost inevitably require concomitant adjustmentsin fiscal transfers.

. In some areas, financia incentives could help the States and Territories to
address transitional costs, or any adverse distributional effects from reform, that
are not adequately catered for by generally applicable income support and other
mechanisms.

« They could help to leverage reforms which, in the face of opposition from
vested interests, might otherwise be put in the ‘too hard basket’'. The threat of
even quite small reductions in payments for non-compliance with NCP
commitments appears to have had a salutary effect in this regard.

In the Commission’s view, it follows that any explicit financial incentives should
primarily be directed at prospective reforms. That said, to help lock-in the gains
from past reforms, it would also be useful to have scope to impose financial
penalties for backsliding.
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The potential payoffs would be large

Given its concern with broad priorities for reform, the Commission has not sought
to put a dollar value on the potential gains. In most of the proposed ‘new’ areas,
these would be difficult to estimate with any precision and would depend on the
specific reform measures adopted.

However, given the economic, social and/or environmental significance of most of
the areas encompassed by the proposed agenda, and the evident scope for
performance improvement, the potential pay-offs are likely to be large.

« With productivity levels in most of Australia’s key infrastructure sectors still
below world’s best practice, there remain sizeable prospective gains that further
competition-related and other reforms could help to unlock. Commission
estimates indicate that the flow-on benefits to other parts of the economy from a
10 per cent improvement in productivity in the transport sector alone, could see
GDPrise by 1.5 per cent or around $12 billion annually.

« As noted, health care is a major and growing component of the economy. An
efficiency improvement of 10 per cent in service delivery in this sector would
provide cost savings equivalent to around 1 per cent of GDP at the present time,
and as much as 2 per cent by 2050. Such cost savings could be drawn on to
improve service quality and access to the health care system, and to help meet
the costs of servicing an ageing population.

« Further improving the efficiency of water use and reducing policy fragmentation
and uncertainty in relation to greenhouse gas abatement could increase
productivity in a range of agricultural and infrastructure industries, as well as
promoting a range of environmental objectives.

By building on the role of past reforms in developing a more resilient economy and
a more responsive and innovative business culture, there would also be ongoing
dynamic benefits.

A productive and sustainable Australia

In sum, the Commission considers that implementation of its proposed reform
agenda could play a central role in helping to enhance living standards in the face of
population ageing and other major challenges ahead. Though the proposed agenda
envisages further competition-related reforms, its remit is much broader — namely,
to harness national coordination and cooperation to promote economic, social and
environmental goals and thereby help build a more productive and sustainable
Australia. All jurisdictions need to work together to develop the institutional
frameworks and supporting processes that would allow the nation as a whole to reap
these dividends.
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Recommendations for a national reform agenda

Infrastructure services (chapter 8)

Energy

RECOMMENDATION 8.1

Governments should complete all outstanding National Competition Policy
electricity and gas reforms, including the introduction of full retail contestability.

RECOMMENDATION 8.2

The Ministerial Council on Energy should give high priority to resolving any
outstanding issues concerning the commencement, operation and governance of the
Australian Energy Regulator and the Australian Energy Market Commission.

RECOMMENDATION 8.3

Consistent with the findings of the Parer Review, the New South Wales and Western
Australian  Governments should further examine opportunities for the
disaggregation of their publicly-owned generation assets. Once efficient market
structures have been established, governments which currently own generation
businesses should consider divesting them.

RECOMMENDATION 8.4

An independent national review should be initiated by the Australian Government,
in consultation with Sate and Territory governments, into the competition
implications of cross-ownership of transmission and generation assets in the
electricity industry. This review should consider the adequacy of the current
regulatory regime impacting on such integration, including the access, prices
oversight and merger provisions of the Trade Practice Act 1974. It should also
consider the need for new legislated cross-ownership restrictions proscribing some
forms of integration that involve the transmission network.

RECOMMENDATION 8.5

The Australian Government, in consultation with State and Territory governments,
should: re-establish a process, independent of the Ministerial Council on Energy, to
monitor the implementation and outcomes of the energy market reform program;
and undertake a stocktake of progressin 2010.
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Water

RECOMMENDATION 8.6

All governments should complete outstanding NCP water requirements and give
high priority to resolving the current uncertainty about the future of the National
Water Initiative. Moreover, all parties should work towards the National Water
Initiative being national in coverage through re-assessing the possibility of
involvement by Western Australia and Tasmania.

RECOMMENDATION 8.7

The CoAG water reform process should also give close attention to:

« better integrating the rural and urban water reform agendas, including through
facilitating water trading between rural and urban areas;

. developing ways to better reflect the scarcity value of water and achieve more
efficient and effective management of environmental externalities,

. developing a set of best practice principles to help ensure that urban waste
water recycling proposals are cost effective and environmentally sustainable;
and

« ensuring that monitoring arrangements post-NCP provide a discipline on all
governments to progress agreed water reforms.

Freight transport

RECOMMENDATION 8.8

The Australian Government, in consultation with State and Territory governments,
should initiate an independent national review into the requirements for an efficient
and sustainable national freight transport system (encompassing all freight
transport modes). Taking account of reforms to date by the Australian Transport
Council and individual jurisdictions, this review should map out what is required
to:

. achieve competitive neutrality across all transport modes;
« address barriersto competition and efficiency in individual modes; and
« enhance interfaces between modes.

It should also examine what future institutional arrangements would give best effect
to the next phase of freight transport reform.
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Passenger transport

RECOMMENDATION 8.9

The Australian Government, in consultation with State and Territory governments,
should commission an independent national review of the passenger transport
sector, to assess the impacts of recent reforms and determine what is now required
to deliver further performance improvements in both urban and regional areas.

Communications

RECOMMENDATION 8.10

Unless the reviews currently in progress provide a good case to the contrary, the
Australian Government should simultaneously remove the restrictions on the
number of commercial free-to-air TV stations, multichannelling and datacasting.

RECOMMENDATION 8.11

Any future liberalisation of cross-media ownership rules should have regard to
these and other pre-conditions set out in the Productivity Commission’s review of
broadcasting regulation.

RECOMMENDATION 8.12

The Australian Government should bring forward the scheduled review of
telecommunications regulation prior to the sale of Telstra. The terms of reference
should provide for an assessment of:

« whether further operational separation of Telstra’s wholesale and retail arms
would yield net benefits;

« the merits of an access regime for telecommunications content; and

. whether the current regulatory regime is adequate to address any future
acquisitions or entry into new activities by Telstra, that could threaten the
devel opment of a more competitive telecommunications market.
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Legislation review and gate-keeping arrangements (chapter 9)

The legislation review mechanism

RECOMMENDATION 9.1

Governments should complete the existing legislation review program and agree on
a more targeted program of legislation review to continue thereafter. The modified
mechanism should:

« be limited in its scope to areas where reform of anti-competitive legislation is
likely to be of significant net benefit to the community;

« include provision to bring forward second-round reviews where circumstances
have changed significantly, or where the external monitoring agency has
assessed a previous review outcome to have been *‘problematic’;

« (Qive greater emphasis to independent reviews; provide for adequate public
consultation; and require governments to make review reports public;

« give explicit recognition in the public interest test to distributional, regional
adjustment and other transitional issues,

« involve effectively constituted national reviews where legislation in individual
jurisdictions has a significant impact on the scope to devel op national markets;

« (Qive more emphasis to monitoring whether review outcomes are within the
range of those ‘that could reasonably have been reached’; and

« provide for the monitoring body to be involved in helping to set priorities and
timeframes within the more targeted program.

Gate-keeping arrangements for new or amended regulation

RECOMMENDATION 9.2

All Australian governments should ensure that they have in place effective and
independent arrangements for monitoring new and amended legidlation.

Governments should also consider widening the range of regulations encompassed
by gate-keeping arrangements and strengthen national monitoring of the
procedures in place in each jurisdiction and the outcomes delivered.
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Priority legislation reviews

RECOMMENDATION 9.3

The Australian Government should, as soon as practicable, initiate the independent
review of anti-dumping arrangements previously scheduled under the NCP.

RECOMMENDATION 9.4

The Australian Government, in consultation with the States and Territories, should
initiate a broad review of all of the restrictions on competition in the pharmacy
sector no later than 2008, in time to inform the re-negotiation of the Australian
Community Pharmacy Agreement in 2010.

In re-negotiating the 2005-10 Pharmacy Agreement, the Australian Government
should consider introducing a CPI-X indexing arrangement for PBS dispensing
fees.

RECOMMENDATION 9.5

The Australian Government should initiate an independent, transparent review of
the future of the ‘single desk’ export wheat marketing arrangements in accordance
with NCP principles as soon as practicable.

RECOMMENDATION 9.6

The remit of the foreshadowed Advisory Council to develop nationally consistent
frameworks for workers' compensation insurance should be expanded to encompass
the development of national frameworks for compulsory third party insurance. As
part of that process, the Council should consider whether a further (national)
review of restrictions on competition and efficiency in workers' compensation and
compulsory third party insurance is required to facilitate the development of these
frameworks.

Other competition and regulatory architecture matters (chapter 10)

Application of the TPA to government businesses

RECOMMENDATION 10.1

The Australian Government, in consultation with the States and Territories, should
give consideration to amending the TPA to ensure that all Federal, State and
Territory government procurement activities are covered by relevant sections of the
Act.
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Consumer protection policy

RECOMMENDATION 10.2

The Australian Government, in consultation with the Sates and Territories, should
establish a national review into consumer protection policy and administration in
Australia. The review should draw on, rather than replicate, the findings of recently
completed and current reviews into aspects of trade practices and product safety
legislation. It should focus particularly on:

« the effectiveness of existing measures in protecting consumers in the more
competitive market environment;

« mechanisms for coordinating policy development and application across
jurisdictions and for avoiding regulatory duplication;

. the scope for self-regulatory and co-regulatory approaches,

« ways to resolve any tensions between the administrative and advocacy roles of
consumer affairs bodies, or introduced by the inclusion of measures to protect
small business from unfair competition; and

« possible impediments in the current arrangements to greater economic
integration between Australia and New Zealand.

State bidding for investment

RECOMMENDATION 10.3

The recently signed Sate and Territory agreement aimed at preventing investment
‘bidding wars' should have strengthened provisions to encourage compliance and
be extended to cover all jurisdictions, including the Australian Gover nment.

The competitive neutrality regime

RECOMMENDATION 10.4

The competitive neutrality regime should be retained beyond the life of the current
NCP.

Oversight of regulated infrastructure providers

RECOMMENDATION 10.5

Governments and regulatory agencies should continue to explore opportunities to
improve the efficacy of price setting and access arrangements for regulated
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infrastructure providers. Having regard to approaches outlined in recent
Productivity Commission reports into the National Access Regime and the Gas
Access Code, particular emphasis should be given to improving incentives for
providers to undertake investment to maintain existing facilities and expand
networ ks — including through the implementation of clear and nationally consistent
principles to guide regulators.

In retail infrastructure markets, once effective competition has been established,
regulatory constraints on prices should be removed. Ensuring that disadvantaged
groups continue to have adequate access to services at affordable prices should be
pursued through adequate, well targeted and transparent community service
obligations (or other appropriate mechanisms), that are monitored regularly for
effectiveness.

‘New’ areas for nationally coordinated reform (chapter 11)

Health care

RECOMMENDATION 11.1

The Australian and State and Territory Governments should initiate an independent
public review of Australia’s health care system as the first step in the development
of an integrated reform program. The review should include consideration of: the
key future determinants of demand for and supply of health services, health
financing issues (including Federal/State responsibilities and their implications);
coordination of health care services (including with informal and formal aged care
services); the interface between private and publicly provided services; information
management; and the appropriate balance of resourcing between prevention and
treatment.

Vocational education and training

RECOMMENDATION 11.2

In taking collective action to re-energise the process of VET reform, Australian
Governments should examine whether recent changes to institutional arrangements
are sufficient to provide for effective national coordination, or whether further
changes to frameworks and processes are required.
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Natural resource management

RECOMMENDATION 11.3

The Australian Government, in consultation with State and Territory Governments,
should as a matter of urgency develop a more effective process for achieving a
national approach to greenhouse gas abatement. Australian Governments should
also initiate a review to identify other areas of natural resource management where
the pay-offs from new or improved nationally coordinated reform could be high and
what is required to reap those gains.

Some priorities within the agenda (chapter 12)

RECOMMENDATION 12.1

As well as continuing to provide policy leadership in areas targeted by NCP, CoAG
should give particular priority to leading the development and implementation of
new national reform programs for:

« health care;

. freight transport;

. greenhouse gas abatement policy; and
« consumer protection policy.

Institutional matters (chapter 12)

General frameworks

RECOMMENDATION 12.2
The institutional framework(s) used to progress future nationally coordinated
reforms should be underpinned by:

« sponsorship of, and effective leadership by, key coordinating and decision
making bodies such as CoAG and Ministerial Councils;

« clearly enunciated objectives and reform principles;

. effective preparatory work detailing the benefits of reform in particular sectors
and the specific changes required within jurisdictions to reap those benefits;

. some flexibility for jurisdictions to determine how to implement reforms, but
with sufficient specification of desired outcomes and priorities to allow for
effective monitoring of reform progress,
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. transparent and independent assessment processes, incorporating a
comprehensive public interest test and providing scope for consultation with,
and input from, interested parties;

« atimetable for the implementation of the review and reform program including,
as appropriate, interim targets and provision to refine targets as new
information emerges, or if circumstances change;

. independent monitoring and public reporting on progress made in implementing
the program; and

« mechanisms to lock-in the gains of past reforms and prevent backsliding

including, as appropriate, financial incentive arrangements (see
recommendation 12.4).

RECOMMENDATION 12.3

Those areas of the Commission’s proposed agenda that represent a continuation or
extension of NCP, should be brought together in a broadly-based successor with
‘whole of program’ governance arrangements. The proposed national initiatives for
greenhouse gas abatement and consumer protection policy should also be included
in this broadly-based program.

The proposed national initiatives for health care and vocational education and
training should be progressed through stand-alone sectoral reform programs.
However, monitoring of, and public reporting on, the reform process and its
outcomes in these two areas should be undertaken by a body or bodies independent
from those responsible for policy development and implementation.

Financial incentives

RECOMMENDATION 12.4

The Australian Government should seek agreement with the States and Territories
on the role and design of financial incentives in a future nationally coordinated
reform program, having regard to:

« therevenue impacts of vertical fiscal imbalance on the distribution of the reform
dividend;
« the potential role of incentives in leveraging reform and in helping to address

transitional and distributional costs attaching to the agreed reform program;
and

. the need to orient incentives towards prospective rather than past reforms, while
including, where appropriate, penalty provisions for backsliding.
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Recognition of adjustment and distributional issues

RECOMMENDATION 12.5

The framework(s) used to progress future nationally coordinated reforms should
make explicit reference to the need for up-front assessment of distributional and
adjustment issues. It should also include criteria relating to circumstances in which
support to ease adjustment difficulties or adverse distributional outcomesislikely to
be warranted, and the characteristics such support should embody to facilitate
rather than frustrate adjustment and avoid duplication with generally applicable
income and other support measures.

Communication and consultation

RECOMMENDATION 12.6

Governments should take a lead role in explaining to the community why further
reform is required and what benefits it will bring. They should also ensure that
there is effective consultation and engagement with those parties directly affected
by reforms.

Other key reform areas

Australia’s future reform initiatives need to range more widely than the above
program, which focuses on areas where there would be a high pay-off from
nationally coordinated approaches.

Other important areas for policy attention include:

. building on recent and current initiatives to improve the quality and
responsiveness of primary, secondary and tertiary education and interfaces with
the training regime;

. following through on identified measures to enhance the performance of aged
care services and monitoring their impacts,
« exploring opportunities to further improve the delivery of child care services,

. extending the scope for workplace flexibility within industrial relations
frameworks and addressing constraints on labour supply;

. removing genera inefficiencies and perverse work-incentive effects in the
taxation system, including by improving its interface with social support
programs;
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« finishing the job of removing Australia' s trade barriers;

. promoting the efficient development of our cities and regions, allowing for their
diverse circumstances; and

« ensuring that there are cost-effective mechanisms in place to address market
failures in technological innovation, including appropriate intellectual property
protection.

Like the items included on the Commission’s proposed agenda for nationaly
coordinated reform, policy initiatives in these areas offer the prospect of significant
gains for the community. Indeed, in many cases, they would be complementary.
However, the Commission’s judgement is that new (or additional) nationaly
coordinated approaches in these areas are unlikely to be necessary or effective at
thistime, and hence they have not been included on the proposed agenda.
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1 About theinquiry

1.1 Background to the National Competition Policy

Australia's economic performance during the 1970s and 1980s deteriorated
markedly. Output growth slowed, inflation and unemployment rose, and living
standards (in terms of per capitaincomes) relative to those in many other developed
countries declined. While external developments (such as the oil price shocks of the
1970s) contributed to this deterioration, recognition began to grow that domestic
policy and institutional factors were constraining Australia’ s productivity potential
and were responsible for much of its economic malaise. In particular, tariffs and
guantitative import restrictions, inefficient infrastructure services, excessive
regulation and inflexible labour and capital markets had collectively insulated much
of the economy from competition, led to widespread and significant inefficiencies
and constrained Australia’s ability to adapt to changing international economic
circumstances.

Landmark policy decisions in the early 1980s to float the currency and remove
controls on foreign capital flows signalled the first steps in reversing Australia’'s
declining economic fortunes and establishing a more flexible and outward looking
economy. Trade reforms followed — initialy with the abolition of import quotas
and, from the late 1980s, phased reductions in tariff assistance. In the second half of
the 1980s, a number of reports highlighted the significant inefficiencies in
infrastructure service provision — the overwhelming majority of which were
publicly provided. Such inefficiencies not only imposed costs on domestic users,
but also reduced the international competitiveness of the traded goods sector. In
response, governments at al levels began to focus on improving the performance of
key infrastructure sectors such as energy, transport and communications services.

As the reform program gathered pace into the 1990s, it became apparent that the
limited purview of existing competition policy arrangements (encompassed
primarily within Part IV of the Trade Practices Act 1974) would constrain the scope
for further reform and the development of a more internationally competitive
economy. This view was reflected in the 1991 Prime Ministerial statement —
Building a Competitive Australia:
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The Trade Practices Act is our principal legislative weapon to ensure consumers get the
best deal from competition. But there are many areas of the Australian economy today
that are immune from that Act: some Commonwealth enterprises, State public sector
businesses, and significant areas of the private sector, including the professions.

This patchwork coverage reflects historical and constitutional factors, not economic
efficiencies; it is another important instance of the way we operate as Six economies,
rather than one. The benefits for the consumer of expanding the scope of the Trade
Practices Act could be immense: potentially lower professiona fees, cheaper road and
rail fares, cheaper electricity. (Hawke 1991, p. 1761)

Accordingly, governments saw merit in adopting a coordinated and systematic
approach to competition policy reform. This was manifest in the establishment in
1992 of an independent Committee of Inquiry into a National Competition Policy
for Australia (Hilmer et al. 1993) — known as the Hilmer inquiry after its
chairperson. The Committee's recommendations focused on extending the reach of
competition to previously sheltered activities.

To help it assess the benefits of adopting the Committee’' s recommendations, the
Council of Australian Governments (CoAG) asked the Industry Commission to
guantify the potential economy-wide impacts of key competition policy reforms. In
its report to CoAG, the Commission estimated that once the reforms had fully
worked their way through the economy: Australia s real GDP would be 5.5 per cent
or $23 billion a year greater than otherwise; households would, on average, benefit
by around $1500 per year; aggregate employment could rise by 30 000; and there
would be large revenue gains for the Australian, State and Territory Governments
(1C 1995).

In light of the prospective gains, and in recognition of the benefits from a nationally
coordinated approach, each jurisdiction committed, in April 1995, to a far reaching
Six year program of competition reform (subsequently extended to 2005) broadly in
line with the Hilmer Committee recommendations. This program also incorporated
previously agreed CoAG reforms in electricity, gas, water and road transport.
Commenting on the benefits that the National Competition Policy (NCP) was
expected to deliver, the Australian Government stated:

Implementing this policy is the most important single development in micro-economic
reform in recent years. Ultimately, the ability of the economy to grow, to provide jobs
and an improved standard of living, depends on how well the productive potential of
the economy is employed and enhanced. ... The payoff ... for ordinary Australians is
very real. It paves the way for cheaper prices, more growth and more jobs.

The new integrated and complete approach to national competition policy, which
balances economic efficiency and broader elements of the public interest, will give
Australia one of the most sophisticated competition policies in the world. ... The
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reward will be an economy that provides more opportunities to satisfy the aspirations of
all Australians. (Crowley 1995, pp. 2434-9)

1.2 Scope of the inquiry

The Commission was asked by the Australian Government to conduct an inquiry
into the impact of current NCP arrangements and report on future competition-
related reform priorities. This inquiry report will provide an independent input to
CoAG deliberations on a possible future competition policy agenda which are due
to be completed by September 2005.

The full terms of reference are reproduced at the front of the report. In essence, they
require the Commission to:

« assess the impacts of NCP and related infrastructure reforms undertaken to date
on the Australian economy and the community more broadly; and

« report on areas offering future opportunities for significant gains to the
Australian economy from removing impediments to efficiency and enhancing
competition.

1.3 The Commission’s approach

It has used the terms of reference to set the boundaries for the inquiry

In looking at the impact of past reforms, the terms of reference centre specifically
on NCP, rather than on microeconomic reform in general. To address this
component of its task, the Commission has therefore endeavoured to disentangle the
impacts of NCP initiatives from the many other policy and general economic factors
that have influenced outcomes in areas targeted by NCP. While precise attribution
has (not surprisingly) proved difficult, in many areas it is clear that NCP has been
an important contributor to observed outcomes.

In reporting on future reform opportunities, and in keeping with the terms of
reference, the Commission has focused on areas that are inherently national in
character and which offer the prospect of a significant payoff for the Australian
community as a whole. Accordingly, it has not addressed particular issues raised in
submissions, which athough important in a sectoral or regional context, were not
judged to have significant ramifications for Australia as awhole.
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Moreover, in seeking to build on, and provide continuity with the approach adopted
in the NCP, the Commission has further narrowed its investigations to concentrate
on areas where competition-related reform would be potentially beneficial (though
not necessarily the primary vehicle for delivering better outcomes). And from this
group, it has separated out those areas where nationally coordinated reform
frameworks and programs could be particularly helpful in providing impetus to the
reform process and/or facilitating effective reform.

The focus of the terms of reference is on reform impacts and opportunities rather
than institutional or procedural arrangements. In practice, however, these elements
are interrelated as the achievement of specific reform objectives will depend on a
well designed and functioning institutional framework. Hence, the Commission has
commented on the strengths and weaknesses of institutional settings in the NCP,
including the role of the National Competition Council and financial transfers, and
the pros and cons of some broad approaches for implementing any future nationally
coordinated reform agenda.

It has taken a community-wide perspective

In assessing NCP impacts and reporting on opportunities for further reform, the
Commission has been guided by the operating principles and general policy
guidelines contained in the Productivity Commission Act 1998. Like the terms of
reference, they require the Commission to consider impacts on overall community
welfare, as well as on specific industry and community groups.

This community-wide framework implicitly recognises that policy change typically
involves both winners and losers, benefits and costs. While the costs imposed on
particular groups need to be taken into account, they do not provide a justification
for forgoing reforms where those costs are substantially outweighed by benefits to
the wider community. However, they do point to the need for effective
implementation mechanisms to ease the burden of adjustment and any significant
adverse distributional impacts associated with policy change. The importance of
adjustment issues is recognised explicitly in both the terms of reference for this
inquiry and the Commission’s Act.

It has tailored its proposals to the nature of individual activities

The Commission’s assessment of priority areas for future nationally coordinated
reform covers not only activities in the market sector of the economy, but also
publicly provided human services and aspects of natural resource management.
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Some of these activities have been subject to considerable review (including by the
Commission) and public debate in recent years. In several of the ‘traditional’ reform
areas, a broad consensus has emerged on the most appropriate way forward. In these
areas, the Commission has therefore been able to point to some specific policy
initiatives which are likely to deliver effective outcomes.

However, in other areas, while the nature of the problems which need to be
addressed is clear, the way forward is much less so. For example, in the human
services area, differences in service and consumer characteristics, and potential
trade-offs between economic and socia objectives, mean that reform approaches
must be heavily tailored to take account of specific circumstances. This is
particularly so in areas such as health care where access to services by the
community in general, and disadvantaged groups in particular, is a key objective. In
such cases, the Commission has focused on identifying broad service areas where
the pay-offs from addressing inefficiencies through nationally coordinated reform
frameworks and programs are likely to be high, and where reform opportunities
should therefore be subject to more detailed review.

Indeed, in an inquiry of this type — which seeks to identify an agenda for future
reform across a broad range of areas — it is not feasible to undertake a detailed
review of each specific area. Accordingly, the primary purpose of this report is to
raise issues and canvass reform options and approaches which will provide an input
to the development of afuture reform agenda by CoAG.

It has provided opportunities for extensive public input

The Commission has sought to provide the opportunity for a range of interested
parties to contribute to its deliberations.

« At the outset of the inquiry, the Commission released an Issues Paper
(PC 20049g) and invited written submissions on the matters under review. Prior
to releasing a Discussion Draft (see below), it received 135 submissions from a
cross-section of industry, union, government, environmental, welfare, regional
and community interests.

« Over the period April to July 2004, the Commission met with 49 organisations,
groups and individuals covering awide range of interests across all jurisdictions.

. Two formal roundtable discussions were held on specific aspects of the inquiry
in July 2004. The first, in Wagga Wagga, focused on NCP impacts on rural and
regional communities and was attended by representatives from a broad cross-
section of agricultural interests, manufacturing firms, infrastructure service
providers, welfare associations, local government, health care and education
providers. A second roundtable, in Canberra, covered the future reform agenda
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and related priorities and was attended by a group encompassing academic,
consulting, social welfare and public policy interests.

« The inquiry also benefited from feedback at a roundtable discussion on
competitive neutrality issues organised by the Australian Government
Competitive Neutrality Complaints Office. This roundtable, held in Canberra on
15 June 2004, was attended by various State and Territory officials involved in
the development and application of competitive neutrality policy, as well as by
representatives from the National Competition Council.

« In October 2004, the Commission released a Discussion Draft (PC 2004h)
outlining its preliminary analysis and proposals for a future reform agenda. To
elicit views on the Discussion Draft, the Commission held public hearings in
Sydney, Melbourne, Canberra and Perth during November and December. Some
44 organisations and individuals participated in discussions at those hearings. (A
further hearing scheduled for Toowoomba, Queensland, was cancelled due to a
lack of participants wishing to make presentations). The Commission also
received around 130 written submissions responding specifically to the analysis
and preliminary proposals in the Discussion Draft.

More detail on inquiry processes is provided in appendix A, including lists of those
with whom the Commission met, those who made submissions and those who
participated in the roundtable discussions and the public hearings. The Commission
thanks all of the organisations and individuals who contributed to the inquiry.

It has drawn on other relevant analysis

In preparing this report, the Commission has had regard to assessments in recent
published studies examining progress in NCP implementation (in particular those
by the National Competition Council) and the impacts of specific NCP reforms. It
has not reproduced this work in detail. (The studies it has drawn upon are included
in the reference list at the rear of the report). The Commission has also drawn on
related review activity such as the CoAG work on energy and water and the
Dawson Review of the competition provisions of the Trade Practices Act 1974. In
accordance with its terms of reference, it has not replicated this work.

Further, in examining the impacts of NCP to date, the Commission has undertaken
economic modelling to help inform its own assessment of the reform program.
While modelling cannot replicate reality, and is only one of many inputs relevant to
assessing NCP impacts, it can provide indicative orders of magnitude on the
economy-wide effects of productivity and price changes induced by reform, as well
as provide insights into adjustment and distributional impacts — including those on
rural and regional communities.
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However, in contrast to its previous modelling of NCP reforms, the Commission
has not attempted to quantify the gains from the new reform areas identified in this
report. Thisis mainly because it has viewed its task as primarily scoping in nature,
rather than the development of detailed options in individual areas. Moreover, in
areas such as human services and natural resource management, data limitations and
conceptual issues (such as how to place a dollar value on access and equity effects)
render modelling problematic.

The results of the Commission’s preliminary modelling of the impacts of
productivity and price changes in key infrastructure sectors subject to NCP reforms
were made available for scrutiny and comment at a workshop held in Canberra on
26 July 2004. It also held a further workshop on the distributional components of
that modelling in Canberra on 1 February 2005. Feedback from those workshops
has been taken into account in the version of the modelling results presented in this
report. The Commission also had access to the results of modelling undertaken by
the Victorian Government, which focused on the prospective impacts of NCP on the
Victorian economy. A supplement to this report, documenting the Commission’s
modelling results and summarising the workshop proceedings and referees
comments, is available on the inquiry website.

1.4 Guide to the report

The report comprises three parts.
« Theremainder of thefirst part provides:
— asnapshot of progressin NCP implementation (chapter 2).
« The second part looks at impacts of NCP to date. Specifically, it coversthe:
— contribution of NCP to Australia' s recent economic performance (chapter 3);

— price and service quality outcomes for businesses and households and impacts
on the financia performance of government business enterprises (chapter 4);

— socia, employment, regional and environmental impacts (chapter 5); and

— lessons learnt from NCP processes and outcomes that could help inform the
development and implementation of a future nationally coordinated reform
agenda (chapter 6).

. Thefinal suite of chapters covers future reform opportunities. Specifically, they:

— explain the importance of continuing with competition-related and other
reform (chapter 7);

ABOUT THE INQUIRY 7



identify infrastructure areas where there are likely to be high pay-offs for the
community from further reform and where competition-related reform is
likely to be a key element in delivering those benefits (chapter 8);

consider the operation of legislation review and gate-keeping processes for
new and amended legislation, and the scope to improve their effectiveness, as
well asidentifying some priorities for future legislation reviews (chapter 9);

explore ways to improve other institutional and regulatory structures in place
to promote efficient competition across the economy (chapter 10);

look at the role of nationally coordinated reform frameworks and programsin
improving the delivery of some key human services and in enhancing aspects
of natural resource management, as well as briefly canvassing some other
high priority reform areas (chapter 11); and

identify some priorities within the proposed reform agenda and outline
ingtitutional and procedural approaches that would assist in its
implementation (chapter 12).

8
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2 Progressin implementing the NCP

Key points

National Competition Policy (NCP) aims to improve Australia’s economic
performance — and thereby raise living standards — by promoting competition in
previously sheltered activities.

Key reform commitments include extending the reach of the Trade Practices Act
1974 to a range of new businesses (including government businesses), measures
to improve performance in key infrastructure sectors and the review and reform of a
wide range of legislation restricting competition.

While NCP has a presumption in favour of competition, provision was made to allow
restrictions on competition to be maintained where they could be shown to be in the
public interest.

Most NCP reforms have been, or are being, implemented. The main areas of
unfinished business involve the completion of the legislation review program and
reform in the water sector.

While much has been achieved, the agreed NCP initiatives have not always been
sufficient to realise their underlying objectives — a notable example is electricity,
where the reforms have yet to deliver a fully competitive national market.

Competition payments from the Australian Government to the States and Territories
have been an important motivator of reform. Nevertheless, penalties imposed for
non-compliance by some States and Territories in 2003-04 and 2004-05, were
substantial.

The Australian Government has also failed to meet some important NCP reform
commitments, particularly in relation to the legislation review program.

2.1

Introduction

In broad terms, the National Competition Policy (NCP) was aimed at exposing
previously sheltered activities to competition — an explicit recognition that, in most
cases, competitive markets deliver better outcomes than administrative (or heavily
regulated) systems of service delivery (see box 2.1).

IMPLEMENTING NCP 9



Box 2.1 Competition versus administered market arrangements

The role of competitive markets in encouraging efficient resource use and promoting
community well-being more generally has long been recognised. Competitive markets
usually deliver good outcomes because they act to align the interests of consumers
and suppliers. That is, in seeking to maximise profits, suppliers have strong financial
incentives to produce at the lowest cost, to provide the mix and quality of goods and
services required by consumers and to innovate in order to achieve a competitive
edge.

Moreover, competitive markets often need relatively little regulation to function
effectively — relying on prices to convey information about supply and demand, and
thereby conditioning the behaviour of consumers and producers. Importantly, while well
functioning competitive markets require defined and enforceable property rights, they
do not depend on the existence of a large number of firms. Where there is only a small
number of suppliers, the threat of being undercut by new entrants to the market if
prices are too high or quality is poor will often ensure that the needs of consumers are
met efficiently and expeditiously.

However, competitive markets are not feasible in some circumstances. Two examples
are markets with natural monopoly characteristics (where the threat of entry is low) and
those where significant externalities exist — such as in research and development. In
such cases, well designed regulatory interventions that modify market place behaviour
can improve outcomes for the community.

Further, while competitive markets will often deliver cost-effective outcomes, they do
not guarantee access to goods and services. That depends on individual incomes.
Access objectives are often pursued through income transfers to certain community
groups. But governments have also tended to regulate supply in areas where access is
seen as a key priority. Two prominent examples are the provision of health and
education services where governments have traditionally determined what, and how
much, to produce (through a specific budget allocation).

Unlike competitive markets, administered market arrangements often fail to provide
strong incentives for efficiency, to respond to changes in consumer needs and facilitate
innovation. For example, as outlined in chapter 11, administrative delivery of health
services has contributed to a range of problems, including rising costs and
inefficiencies in service delivery. Also, with governments often having a significant role
to play in funding service provision, the adequacy of that funding is critical to the
outcomes achieved.

In response to these sorts of problems, as well as the escalating cost of providing such
services, governments in many countries (including Australia) have been exploring
ways to introduce managed competition into administered markets. Market-based
incentives to improve efficiency (within a framework which maintains service quality,
equity, access and quality) have included performance benchmarking, performance-
based funding, user charges, competitive tendering and contracting out. However, the
scope to use competition depends on the characteristics of the particular service,
meaning that a case-by-case assessment is required (see chapter 11).
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This involved extending the reach of the anti-competitive conduct provisions of the
Trade Practices Act 1974 (TPA) to a range of new businesses, structural and other
reforms to public monopolies (particularly those providing infrastructure services),
the implementation of a national access regime for essentia infrastructure and the
review and, where appropriate, reform of legidation which has restricted
competition across a broad range of areas. Some previously agreed reforms in the
electricity, gas, water and road transport sectors were also brought within the NCP.
A summary of NCP and its institutional framework is shown in figure 2.1. (Some
examples of competition-related initiatives that are often attributed to NCP, but
which are not required by it, are presented in box 2.2.)

Much has been accomplished since NCP was introduced in April 1995. A wide
range of activities — including infrastructure services, agricultural marketing,
professions, occupations, financial services, retail trade and water resource
management — have undergone substantial change. In addition to the direct
economic, social and environmental impacts, NCP has also contributed to a more
responsive and innovative business culture in both the private and public sectors.

That said, the implementation of the package (as a whole) remains incomplete. This
reflects the sheer size of the NCP agenda, differences in the required degree of
reform and the approach adopted across jurisdictions, and extensions to the original
timetable for some initiatives. This chapter provides an overview of progress in
implementing the NCP reforms, with a more detailed description of the package
provided in Appendix B. The outcomes of these reforms are assessed in subsequent
chapters.

2.2 Progress in NCP implementation

Extending the anti-competitive conduct provisions of the TPA

The TPA has been the central legidlative instrument governing competition law in
Australia for the past three decades. Its primary aims are to promote competition
and fair trading. At the heart of the TPA are provisions that prohibit various anti-
competitive practices (unless authorised on public benefit grounds by the Australian
Competition and Consumer Commission — ACCC). These prohibitions cover
collusive agreements (for example, price fixing and market sharing), misuse of
market power, exclusive dealing, resale price maintenance and mergers that are
likely to substantially lessen competition (see appendix B, table B.1).
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Figure 2.1

The National Competition Policy framework

National Competition Policy

Competition
Principles Agreement

e Structural reform

of public
monopolies
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Conduct Code
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Agreement to
implement the NCP
and related reforms
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exempt businesses

Also apply to
related reforms
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Electricity
Gas
Water
Road transport

Competition
payments

Competition Policy Reform Act 1995
Established the ACCC - responsible for
enforcing the TPA, third party acess

regulation and prices oversight and the
NCC - charged with monitoring and
advice on NCP implementation progress

Source: Derived from NCC (1998b).
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Box 2.2 What is not part of the National Competition Policy

Coinciding with the implementation of NCP, a number of other competition-based
reforms have been introduced. These include: the increased use of contracting out and
competitive tendering by government agencies; the introduction of competition
(through a variety of mechanisms) in the provision of some human services (such as
health, education and training, and community services); and the use of market-based
instruments to deliver better environmental outcomes.

These other competition-based reforms are not formally part of NCP (although they do
share the same underlying rationale). Similarly, reforms in other areas of the economy
— such as industrial relations and taxation — are not part of NCP.

Also, NCP does not require, as a matter of course, asset sales and privatisation,
reductions in public sector employment, removal of community service obligations (just
that they be made transparent) or reductions in infrastructure services to rural and
regional Australia, even though these outcomes may have been associated with some
NCP reforms.

Prior to the commencement of NCP, the TPA’s coverage was limited by the scope
of the Australian Government’s constitutional power. Thus, State and Territory
governments, government business enterprises (GBES), unincorporated entities
(such as sole traders and partnerships) and various other activities were generaly
exempt from the conduct provisions.

Extending coverage of the TPA to previously exempt government business
activities and unincorporated enterprises was one of the earliest (and perhaps most
straightforward) NCP reform initiatives. To give effect to this reform, the Australian
Government amended the TPA in 1996 by inserting the Competition Code (Part
XI1A) into the Act to provide for the States and Territories to pass legisation to
enact a modified version of Part 1V, the Competition Code, in each of their
jurisdictions. All States and Territories subsequently implemented the agreed
legidlation to take effect from July 1996.

Reforms to public monopolies

Reform programs for the electricity, gas and water sectors that were previously (and
in some cases remain) dominated by public monopolies, and which had been the
subject of earlier Council of Australian Governments (CoAG) agreements, were
subsequently incorporated into NCP (see below). In addition to these specific
commitments, governments agreed to adhere to certain principles, outlined in the
Competition Principles Agreement (CPA), should they choose to expose their other
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public monopolies — in areas such as railways, ports, airports, public transport,
telecommunications and postal services — to competition or privatise them.

The CPA principles sought to establish the conditions necessary for effective
competition in these markets. They cover four elements:

« structural reforms — including the separation of regulatory and commercia
functions, reviewing the merits of separating natural monopoly from potentially
contestable service elements and of separating contestable elements into smaller
independent busi nesses,

« competitive neutrality — involving the adoption of a corporatised governance
model for significant businesses which remained publicly owned, imposing on
them similar commercial and regulatory obligations (such as liability for taxes or
tax equivalent payments, dividends and rate of return requirements) to those
faced by private sector businesses, and establishing independent mechanisms for
dealing with complaints that these requirements have been breached;

. prices oversight — establishing independent authorities in each jurisdiction to
set, administer or oversee prices for enterprises which remained monopoly
service providers, and

« third party access arrangements — providing legal avenues for firms to use
nationally significant infrastructure services (such as rail networks) owned and
operated by others (on ‘reasonable’ terms and conditions and at ‘fair’ prices) if
commercial negotiations for access to those services are unsuccessful .

Structural reform commitments (many of which were well advanced before NCP
commenced) have resulted in extensive changes to the operations of GBES in most
jurisdictions. These businesses have either been corporatised, privatised and/or had
their statutory monopoly protection removed. Many vertically integrated providers
have been separated into competing businesses, either on an activity or regional
basis, and regulatory functions have in most cases been transferred to independent
authorities. Examples of developments in governance arrangements in the freight
and passenger transport sectors are presented in box 2.3.

In addition, all jurisdictions have published competitive neutrality policy guidelines
and established complaints handling offices. Similarly, each government (where
they had not already done so) established independent prices oversight bodies to
monitor and regulate monopoly service providers. The ACCC was given
responsibility for setting and overseeing prices for monopoly businesses not under
State/Territory control (such as Telstra).
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Box 2.3 Examples of changes to governance arrangements in freight
and passenger transport

Reflecting the flexibility provided by the Competition Principles Agreement, the
approach to reform of governance arrangements in freight and passenger transport
activities has varied across jurisdictions.

Rail

Substantial structural reform in the rail sector occurred during the 1990s, especially in
Victoria and New South Wales. Structural separation of the formerly vertically
integrated public monopolies has occurred in both States, with Victoria opting to
privatise freight services and franchise its passenger services. In contrast, New South
Wales has adopted a corporatisation model for all its separated government business
units. In Queensland, both freight and passenger rail services have also been
corporatised, but they are still provided by a single vertically integrated entity. And
Western Australia has privatised its rail transport businesses.

Ports

Port authorities in all States and the Northern Territory have been corporatised with
most moving to a ‘landlord model’, where the authority is involved in the provision of
core activities only and the more contestable elements such as harbour towage,
dredging and stevedoring are provided by private contractors. Stevedoring activities
are declared services and subject to prices surveillance by the ACCC. Declaration of
harbour towage activities was repealed in 2002.

Airports

As part of the Australian Government’s reform commitments, all major airports have
been privatised. Price regulation of aeronautical services, which initially took the form
of price caps, now involves price monitoring (under the Prices Surveillance Act 1973)
by the ACCC.

Also, a national third party access regime (administered by the ACCC) has been
established, along with a host of industry specific access regimes which have been
certified as *effective’ (meaning they satisfy certain agreed criteria) under the TPA.
Many of these industry regimes are governed by State/Territory legidation and are
administered by their respective prices oversight bodies. They include regimes
providing access to electricity distribution networks, gas pipelines, rail networks,
shipping channels and ports. Federal regimes apply to the national electricity market
and to telecommunications, airports and postal facilities.
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Unfinished business in reforms to public monopolies

While substantial progress has been made in implementing NCP commitments in
this area, the NCC (2004b) indicated that NCP requirements had not been satisfied
in the cases of:

« Western Power — the public monopoly in the Western Australian electricity
sector — where the Electricity Corporations Bill which was introduced in
October 2003 to vertically separate the generation, network, retail and regional
components of the entity, was subsequently withdrawn by the Western
Australian Government;

. Téelstra, where the merits of structurally separating the local fixed network from
its other business have not been reviewed; and

« The Australian Wheat Board, where legislation continues to provide the Board
with a monopoly export position.

In addition, the NCC has pointed to some gaps in the application of competitive
neutrality principles in certain key sectors of the economy — particularly health
services and universities.

Review of anti-competitive legislation

Under the CPA, each jurisdiction agreed to list, review and, where appropriate,
reform all legislation which restricts competition by 30 June 2000. This deadline
was subsequently extended to 30 June 2003, with incomplete or non-compliant
review and reform activity after that date potentially subject to adverse
recommendations on competition payments (see section 2.3). The guiding principle
was that legidlation (either existing or proposed) should not restrict competition
unlessit can be demonstrated that the:

 benefits of the restriction to the community as a whole outweigh the costs; and
« theobjectives of the legidlation can only be achieved by restricting competition.

As such, NCP reverses the usual onus of proof for regulatory restrictions to be
maintained. That is, those seeking to retain such restrictions are required to
demonstrate that removal would not be in the interests of the broader community.

Nonetheless, a central feature of NCP is its recognition that restrictions on
competition may sometimes be desirable. Accordingly, the CPA provides a non-
exhaustive list of factors to be considered in assessing whether particular anti-
competitive legidation is in the public interest and should be maintained
(see box 2.4).
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Box 2.4 The public interest test

The guiding principle under the NCP is that competition will generally enhance
community welfare by encouraging greater efficiency. Governments are given the
flexibility, however, to deal with circumstances where competition is considered to be
inconsistent with social, environmental, equity and regional objectives. Where the CPA
calls for: the benefits of a particular policy or action to be balanced against its costs;
the merits of a particular policy or action to be determined; or for an assessment of the
most effective means of achieving a policy objective — a non-exhaustive list of public
interest factors shall (where relevant) be taken into account. These include:

« laws and policies relating to ecologically sustainable development;
« social welfare and equity considerations, including community service obligations;

« laws and policies relating to matters such as occupational health and safety,
industrial relations, access and equity;

« economic and regional development, including employment and investment growth;
« the interests of consumers generally or a class of consumers;

o the competitiveness of Australian business; and

« the efficient allocation of resources.

In addition, a 2000 CoAG directive to enhance the public interest test requires
governments to consider reform impacts on particular industry sectors and community
groups. However, this directive has not been codified in the public interest test.

Apart from recourse to the public interest test, governments can also secure
exemptions for anti-competitive arrangements through: authorisation of anti-
competitive conduct by the ACCC on public benefit grounds; and statutory exemptions
for certain conduct provided for under Section 51 of the TPA.

Sources: Anderson (2001); NCC (1996b); PC (1999b).

Legidation review schedules were published by each jurisdiction in 1996, with
around 1800 individual pieces of legidation listed for scrutiny. The legislation was
subsequently divided by the NCC into priority areas (those restrictions likely to
have the greatest impact on competition) and non-priority areas (see box 2.5).
According to the NCC's latest published tranche assessment (NCC 2004b), while
considerable progress had been made, no government had fully implemented its
review and reform obligations at that time (see table 2.1).
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Box 2.5 Priority legislation review areas identified by the NCC

Primary industries
Barley/coarse grains; dairy; poultry meat; rice; sugar; wheat; fishing; forestry; mining; food
regulation; agricultural and veterinary chemicals; quarantine; bulk handling.

Planning, construction and development
Planning and approvals; building regulations and approvals; related professions and
occupations (such as architects).

Fair trading and consumer legislation
Fair trading legislation; consumer credit legislation; trade measurement legislation.

Finance, insurance and superannuation
Workers compensation insurance; compulsory third party motor vehicle insurance; professional
indemnity insurance; public sector superannuation scheme choice.

Retail regulation
Shop trading hours; liquor licensing.

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

Professions and occupations

Chiropractors; dentists and dental para-professionals; Health Insurance Act 1973
(Commonwealth); medical practitioners; Medicare provider numbers for medical practitioners;
nurses; occupational therapists; optometrists, opticians, optical para-professionals; osteopaths;
pathology collection centre licensing; pharmacists; physiotherapists; podiatrists; psychologists;
radiographers; speech pathologists; practitioners of traditional Chinese medicine; legal services;
conveyancers; real estate agents; security providers; motor vehicle dealers; travel agents;
employment agents.

Social regulation
Education services; gambling; child care services.

Transport services
Road freight transport (tow trucks, dangerous goods); rail services; taxis and hire cars; ports
and sea freight; international liner cargo shipping (Part X of the TPA); air transport.

Water
Legislation relating to water management, supply, irrigation, trading and water corporations.

Source: NCC (2003a).

At 30 June 2004 (the latest available information), close to three-quarters of the
priority reviews had been completed — that is, the reviews had been finalised and
legidlation passed to implement reforms consistent with the guiding principles. The
completion rate for non-priority areas was close to 90 per cent. Examples of
outstanding priority legislation review matters (where the review and reform of
legidlation was not completed, or completed reviews and/or the reforms undertaken
did not satisfy NCP principles) are shown at table 2.2.
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Table 2.1 Overall outcomes from the review and reform of legislation?

Proportion of complying  Proportion of complying Proportion of total

Government ‘priority’ legislation ‘non-priority’ legislation legislation complying
2003 2004 2003 2004 2003 2004

Australian 33 60 66 77 51 70
New South Wales 69 83 79 84 73 83
Victorian 78 84 83 86 81 85
Queensland 61 83 92 92 71 86
Western Australian 31 46 54 73 44 62
South Australian 37 60 82 90 63 77
Tasmanian 77 82 90 95 84 89
ACT 59 81 97 98 85 93
Northern Territory 47 79 83 90 62 83
All governments 56 74 81 87 69 81

A |ncludes the stock of legislation identified by each jurisdiction in their original legislation review schedules,
jurisdictions’ periodic additions and existing, amending and new legislation containing restrictions on
competition identified by the NCC. Excludes most water, electricity, gas and road transport related legislation.

Source: NCC (2004b, p. 9.6).

Table 2.2 Examples of priority legislation review breaches, as at 30 June

20042
Government Regulation/legislation
Australian e Export marketing arrangements for wheat
e Broadcasting regulations
o Postal services
New South Wales e Chicken meat industry negotiation framework (currently being
reviewed)
¢ Rice marketing (review announced)
Queensland o Liquor legislation restrictions
Western Australia e Retail trading hours
e Liquor legislation restrictions (review announced)
e Potato marketing
South Australia e Liquor legislation restrictions
o Barley marketing arrangements
Northern Territory e Liquor legislation restrictions

a victoria, Tasmania and the ACT had no priority legislation review breaches as at 30 June 2004.
Source: NCC (2004b).

In elaborating on this unfinished business in its latest published assessment, the
NCC (2004b) noted that a number of difficult reform areas remain where
assessments of anti-competitive legislation have been difficult or inordinately slow;
where there has been reneging on commitments; or where there has been a tension
between socia policy and competition policy objectives. A number of reviews
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continue to fail the NCC's assessment on the basis that adequate ‘ public interest’
cases for maintaining restrictions on competition have not been provided. Certain
agricultural marketing arrangements (for example, single desk wheat marketing and
chicken meat), retail trading hours, liquor licensing, professions and occupations,
gambling and the regulation of taxis and hire cars have been some of the most
prominent areas singled out by the NCC (see table 2.2).

Concerns have also been raised regarding the adequacy of review processes for new
and amended legidation restricting competition. Specifically, the NCC has
contended that there has sometimes been a failure to demonstrate a net public
benefit and/or alternative means of achieving legislative objectives. According to
the Council, this partly reflects deviations from the ‘best practice model of
subjecting all proposed legislation to regulation impact assessments and
examination by an independent agency. Thisissue is discussed further in chapter 6,
with some possible design improvements in any future legislation review program
and gate-keeping arrangements canvassed in chapter 9.

Related infrastructure reforms

All governments commenced reforms in the key infrastructure sectors of electricity,
gas, road transport and water in the late 1980s. This led to severa inter-
governmental agreements being drawn up in the early 1990s. They included:

« the 1992 agreement by Australian Transport Ministers on national road transport
reform to improve efficiency and safety, and reduce the costs of regulation;

« the 1993 agreement between the Australian, New South Wales, Victorian,
Queendand, South Australian and ACT Governments to form a competitive
interstate electricity market;

« the 1994 CoAG agreement to provide for free and fair trade in gas between and
within the States and Territories; and

. the 1994 CoAG agreement to implement a framework for the efficient and
sustainable reform of the Australian water industry.

As mentioned earlier, these specific initiatives were subsequently incorporated
within the NCP and referred to as the ‘related reforms’. Where relevant, the generic
NCP reforms aso apply to these sectors and reform packages. The nature of the
related reforms, their broad objectives and progress in their implementation are
discussed briefly below. More detail is provided in appendix B.
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Electricity

Until the late 1980s, electricity supply in Australia was characterised by publicly
owned, vertically integrated monopoly suppliers operating in separate, extensively
regulated, State markets. Excess generation capacity and electricity prices which
bore little resemblance to the cost of supplying different classes of users
characterised the industry.

The cornerstone of reforms in the sector was the concept of establishing a fully
competitive National Electricity Market (NEM) in southern and eastern States. This
was to be achieved primarily through:

« Structural separation of generation, transmission and distribution activities;
« corporatisation of government owned electricity utilities;

. alowing customers to choose their supplier (whether generators, retailers or
traders);

. establishing an interstate transmission network and non-discriminatory access to
the interconnected transmission and distribution network;

. removing al discriminatory regulatory barriers to entry for new participants in
generation or retail supply, and to interstate and/or intrastate trade;

« implementing cost reflective pricing for transmission services with greater scope
for averaging for distribution network services, and transparency and inter-
jurisdictional consistency of network pricing and access charges; and

facilitating inter-jurisdictional dispatch and sourcing of generation capacity
(where cost effective).

As shown in table 2.3, although there are still some important areas of unfinished
business in particular jurisdictions, most governments have met their key
obligationsin this area.

The NEM became operational in December 1998 (although as it has transpired,
interconnection of transmission networks to provide for the sharing of reserve
capacity by most participating jurisdictions has not proved to be particularly
effective). Third party access arrangements for network infrastructure have also
been established in each participating jurisdiction.
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Table 2.3 Progress in electricity reform, as at December 2004

Reform NSW Vic Qld WA SA Tas ACT NT
Structural separation 4 v 4 x 4 v v v
Introduction of 4 v v na v O 4 na
relevant NEM

arrangements

Third party access 4 v v v v v v v
Independent access v 4 v v 4 4 v v
and pricing regulators

Full retail v v x O v O v O

contestability

v'— Fully implemented; O - Implementing; % — Little or no progress; na — Not applicable.

Sources: Commission assessment based on information contained in NCC tranche assessments (2003b,
2004b) and NCC (personal communication).

Competition has been introduced into the generation and retail sectors by permitting
eligible users to negotiate directly with suppliers of their choice. All large customers
(those consuming in excess of 100 megawatt hours per year) are now able to choose
their supplier. Retail contestability for smaller customers (including domestic
consumers) is in place in al jurisdictions except Queensland (where a review is
currently being undertaken to assess the merits of introducing contestability to this

group).

Structural separation of previously vertically integrated electricity providers has
been completed in all NEM jurisdictions, with most opting to maintain government
ownership of the separated entities under a corporatised governance model.
However, Victoria has fully privatised its electricity assets, while South Australia
has chosen a private sector leasing arrangement. The outcomes for prices and
service quality are discussed in chapter 4.

While there has been considerable progress in electricity reform, it has become clear
that the original objective of a fully competitive national electricity market has not
been achieved. For a range of reasons, including inadequate transmission links, the
regional markets have yet to be effectively transformed into a national market.

The recent COAG Energy Market Review noted that while the failure to realise a
fully competitive national market was due partly to incomplete implementation of
the NCP reforms, some unintended consequences of those reforms had also played a
role (CoAG Energy Market Review 2002b, p. 8). Specifically, among the factors
detracting from reform objectives, the review identified inefficient institutional
arrangements (due to multiple regulators); a lack of grid interconnection (arising
from poor incentives for transmission investment and inappropriate pricing
structures); insufficient competition in generation; inflexible price signals for
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residential customers; and regulatory and market features limiting the use of long
term contracts.

In response, COAG has agreed to the establishment of a national regulator — the
Australian Energy Regulator — and an agency to manage the national market — the
Australian Energy Market Commission. It also committed to work towards the
achievement of a National Energy Policy. These initiatives are discussed in
chapter 8.

Gas

Australia’'s natural gas industry also developed on a jurisdictional basis, with
exploration, production and distribution undertaken by vertically integrated (often
government owned) monopolies. Extensive regulation of gas suppliers and
legislation restricting the flow of gas both within and beyond State boundaries were
also features of the industry.

Gas market reform has centred around the development of a national gas market
characterised by more competitive supply arrangements. Specific reform
commitments have involved:

removing al legislative and regulatory barriers to interstate trade in gas;

corporatisation of government owned gas utilities;

« structural separation (or ring fencing) of transmission and distribution activities
in each State and Territory;

« introduction of a national framework for third party access to gas transmission
and distribution pipelines (the National Gas Access Code); and

« full retail contestability allowing consumers to choose gas suppliers.

The majority of these reforms have been implemented, with only a few outstanding
issues for particular jurisdictions (see table 2.4). Structural separation of verticaly
integrated suppliers has been completed and all governments have introduced
legislation to apply the Gas Code to their jurisdictions (although the Queensland
regime has been assessed by the NCC as not being ‘effective’). All government
owned gas utilities have been corporatised and, in many cases, privatised.
Constraints on interstate trade in gas have been removed, contributing to a near
doubling of transmission pipeline investment between 1989 and 2001 (with much of
the increase occurring after the 1994 CoAG agreement). In addition, legislation to
provide for full retail contestability is in place in most jurisdictions (the main
exception being Queensland which has chosen not to implement retail contestability
for customers using less than 100 terajoules of gas per year).
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Table 2.4 Progress in gas reform, as at December 2004

Reform NSW Vic Qld WA SA Tas? ACT NT
Third party access v 4 4 4 v v v v
regime in place

Access regime v v xb v v O v v
certified as effective

Removal of v 4 v v v v v v
legislative/regulatory

restrictions®

Institutional reform (eg v v v v v na v v

structural separation
and corporatisation)

Independent access v v v 4 4 v v v
and pricing regulators
Full retail v v x v 4 O v v

contestability

v'— Fully implemented; O - Implementing; % — Little or no progress; na — Not applicable.

a A natural gas pipeline to Tasmania only became operational in 2002 and the gas industry in Tasmania is in
its infancy. Legislation for an access regime is in place and Tasmania applied to have this legislation certified
by the NCC in October 2004. b The NCC found that the Queensland gas access regime did not meet the
requirements for ‘effectiveness’ under Part IlIA of the TPA. This finding and recommendation against
certification is with the Federal Treasurer. © While most review and reform of legislation relating to natural gas
has been completed, the NCC noted that the review and reform of legislation relating to the exploration and
development of undersea petroleum resources (an upstream issue) had not been completed in any jurisdiction
at the time of its latest assessment.

Sources: Commission assessment based on information contained in NCC tranche assessments (2003b,
2004b) and NCC (personal communication).

But while NCP reform commitments are largely complete, the CoAG Energy
Market Review (Parer 2002) expressed concerns about the impact on new
investment of regulatory arrangements in the Gas Access Regime and the level of
competition in upstream gas supply. As noted above, the Committee's
recommendations in these areas was considered by CoAG in the development of a
National Energy Policy (see chapter 8).

Similarly, in its recent report on the Gas Access Regime (PC 2004i), the
Commission found that the access arrangements could potentially discourage or
distort investment in gas infrastructure. To address this problem, it advocated,
where appropriate, a move away from cost-based price regulation and reliance
instead on price monitoring, as well as the introduction of arrangements providing
scope to exempt new gas pipelines (on a case-by-case basis) from access provisions
for a 15 year period. In releasing the report, the Australian Government
(Costello 2004b) indicated that the Ministerial Council on Energy would be charged
with developing aresponse to the Commission’ s recommendations.
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Road transport

Australia’s road transport industry has historically operated within a diffuse and
inefficient regulatory framework which has imposed considerable costs on road
users. Reform initiatives have primarily involved improving regulations (including
their inter-jurisdictional consistency) and the introduction of road pricing
arrangements that seek to provide greater alignment between heavy vehicle charges
and road usage costs.

In 1992, CoAG agreed on a national approach to road transport reform aimed at
Improving transport efficiency and road safety and reducing the administrative and
compliance costs of regulation. These commitments pre-date NCP and, following
their inclusion in the package, have been modified and extended (see appendix B).
In broad terms, the reforms in this area have attempted to achieve greater uniformity
insix areas:

« heavy vehicle charges;

. arrangements for the transport of dangerous goods;

. Vvehicle operation reforms, covering national vehicle standards, road worthiness,
mass and loading rules, oversize and over-mass vehicles, driving hours, route
restrictions and other road rules,

. anationa heavy vehicle registration scheme;
. anational driver licensing scheme; and

« a consistent and equitable approach to compliance and enforcement of road
transport rules.

Implementation of the NCP road transport reforms is almost complete. Outstanding
Issues mainly relate to specific licensing and registration scheme initiatives in three
jurisdictions. According to the NCC’'s most recent assessment (NCC 2004b), these
outstanding reforms are expected to be implemented during 2004-05.

Despite this progress, concerns have been raised by the road transport industry
about reform inconsistencies and shortcomings in the reform package. In
responding to these claims, the NCC (2003a) stated that the reform agenda to 2001
had not comprised al of the initiatives needed to develop a nationally consistent
regulatory regime.

In this context, a number of reform proposals put forward by the National Road
Transport Commission (now the National Transport Commission) in recent years
have yet to be endorsed by CoAG. They cover, among other things, securing further
improvements in road safety, regulatory compliance and enforcement procedures,
and initiatives that would involve greater reliance on performance-based standards
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and emissions guidelines. The proposals also seek to consolidate a number of earlier
NCP reforms. (More detail on the specific proposals is provided in appendix B.)
Other opportunities to extend transport reform are discussed in chapter 8.

Water

Reform initiatives in this area date back to the early 1980s and were motivated by:
excessive and inappropriate urban and rural water use; the cost of constructing new
water supplies (dams); and the environmental damage caused to river systems, land
(such as sdlinity and waterlogging) and biodiversity by excessive water use
(1C 19983, NCC 2003b). In 1994, CoAG agreed to a reform framework to make the
Australian water industry more efficient and sustainable. The framework was to be
phased in by 2001. Key initiatives included:

« Institutional reforms — involving the commercialisation and corporatisation of
government entities delivering water and sewerage services by 1998, with the
aim of increasing commercia disciplines on these entities; the separation (as far
as practicable) of the roles of water resource management, standards setting and
regulatory enforcement and service provision; and the adoption of integrated
natural resource management arrangements.

« Pricing reforms — involving consumption-based pricing and cost recovery
(including, where practical, a return on the replacement cost of assets); the
reduction or elimination of cross-subsidies; making any remaining subsidies
transparent and, idedlly, paid to the service deliverer as a community service
obligation; and the setting aside of funds for future asset refurbishment and/or
upgrading of government supplied water infrastructure — for urban water
services by 1998 and for rural water supply by 2001.

« Investment reforms — ensuring investment in new rural water supply schemes,
or in the extension of existing schemes, occurs only where an appraisal indicates
that it is both economically viable and ecologically sustainable.

« Allocation and trading reforms — requiring the implementation of
comprehensive systems of water allocations or entitlements, including:
dlocations for the environment with substantive progress towards a better
balance in water use in stressed and over-allocated rivers by 1998; water
property rights separated from land title and entitlements clearly defined in terms
of ownership, volume, reliability, transferability and quality; and permanent
trading in alocations or entitlements by 1998 (including interstate trading where
feasible).

The precise requirements differ between the rural and urban water sectors, with
some initiatives applying only in the rural sector. And, upon their inclusion in NCP
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in 1995, water reform commitments were extended to include groundwater supplies
(artesian and sub-artesian) and initiatives aimed at improving water quality.

All governments are making progress in implementing their water reform
commitments (see table 2.5), although at different rates and using different
approaches. The NCC (2003d) noted that this reflects the complexity of the reforms,
the diversity of administrative and legidlative environments across jurisdictions,
differences in the health of river systems and the different interests of stakeholder
groups. At the time of its 2004 tranche assessment, the NCC (2004b) commented
that satisfactory progress in implementing NCP water commitments had been made
by al governments except New South Wales (with respect to environmental
alocations) and Western Australia (legidation review). CoAG has extended the
original timetable for the allocation and trading reforms with completion of these
components due later in 2005.

More specifically, the reform initiatives that were required of the urban sector are,
for the most part, well advanced, with the widespread introduction of a
consumption-based component in charges to help discourage overuse and
implementation of financial cost recovery by service providers to ensure better
signals for new investment. Various institutional reforms have aso been
implemented to increase the commercial disciplines on, and the accountability of,
those entities delivering water and sewerage services, with most jurisdictions having
corporatised their urban water authorities. In South Australia, the management of
the water supply has been contracted out to private sector operators.

In particular areas in rural water, significant progress against NCP requirements has
aso been made. All jurisdictions have enacted legislation separating water
entittements from land title and introduced arrangements for economic and
ecological appraisal of proposed new water schemes. | mplementation of pricing and
institutional reforms has also led governments to ether create independent
regulatory bodies or bring water within the purview of existing regulatory agencies.
Various administrative reforms have been implemented to improve the efficiency of
the authorities delivering bulk water to irrigators. And according to the NCC
(personal communication), most rural water providers are moving towards cost
recovery, athough some smaller rural services will never achieve this target.
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Table 2.5 NCC assessment of progress in NCP water reform, as at

December 2004
Reform NSW Vic Qld WA SA Tas ACT NT (MDBC
Pricing — urban water
Full cost recovery Js v NG Vs NG Vs Vv Vv na
Two-part tariff NG v Vs v v Vv v v na
Cross subsidies removed, \/ \/ \/ \/ \/ 0 \/ \/ na

others made transparent

Pricing — rural water?

Full cost recovery 0 O Vs 0 na v na na Vv
Two-part tariff Vv NG v Vs na v na na v
Cross subsidies removed,

others made transparent s v v 0 0 v na na J
Investment appraisal Vv NG v N v v N v na
Institutional reformP

Separation of service Vv v v v Vv Vv Vv Vv Vv
provision and regulatory roles

Integrated catchment Vs s 0 s s Vs Vs Vs Vv
management approach

Commercial business focus Vv v v v v v v v v
Irrigation scheme v v Vv Vs Vs Vs na na na

management devolution

Entitlements & tradingb
Legislation separating water J Vv Vv Vv Vv Vv V Vv na

entitlements from land title

Licences converted/ Js Vs Vs Y Vs s Vv Vv na
allocations defined
Trading in water rights 0 0 0 d d Vs U g na

EnvironmentP

Environmental allocations

Stressed and over- Js Js na na na na na na a
allocated river systemsc
Other systems Js Js 0 0 Vv O v a na
surface/groundwater®
Water quality management Js Js 1] | Vs Vs 0 Vs na
Landcare practices (high Vv J Vv v v Vv v v na
value rivers)
Ecological appraisal (new Vv Vv V v Y Vv Vi v na

rural schemes)

a These rural water pricing reforms apply to government owned water businesses. The ACT and the Northern
Territory do not have government owned rural water businesses. South Australia has privatised many of its
former government owned irrigation businesses and intends to privatise the remainder. b NCP reform
requirements in these areas differ between the urban and rural sector. € These systems were self-identified by
each jurisdiction in their 1999 implementation programs.

v — Fully implemented; ¥ s — Substantially implemented; 0 — Implementing; na — Not applicable. MDBC —
Murray Darling Basin Commission.

Sources: NCC (sub. 71, personal communication).
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However, progress in implementing some other NCP rural water reforms —
including pricing that incorporates a component for the environmental impacts of
water storage and distribution, appropriate environmental water alocations, the
establishment of secure water entitlements and the trading of these entitlements —
has tended to be generally slow and variable. In these areas, significant differences
have emerged between jurisdictions in the interpretation of, and approach to
implementing, some reforms.

In response to the complexities involved with the water reform program, CoAG has
since developed the National Water Initiative (NWI) to progress and extend current
NCP obligations. The Inter-Governmental Agreement on the NWI was signed by
most jurisdictions in June 2004 and is discussed further in chapter 8, though thereis
currently some uncertainty about whether the NWI will proceed.

More recently, the Prime Minister (Howard 2004a) announced the establishment of
the Australian Water Fund — a $2 billion initiative primarily aimed at accelerating
the dissemination and adoption of the latest water use technologies and practices
across Australia over afive year period (see appendix B).

2.3 Competition payments

An important feature of the NCP ingtitutional framework is the competition
payments made by the Australian Government to the States and Territories for
satisfactory progress in implementing their reform commitments. The payments are
arecognition by CoAG (1994a) that all governments should share in the benefits of
economic growth and the associated higher taxation revenue resulting from the
reform program and that, with the high degree of vertical fiscal imbalance, much of
the increase in tax revenue would initially accrue to the Commonwealth.1

Funds totalling about $5.7 billion were allocated for competition payments over the
period 1997-98 to 2005-06 (table 2.6).2 This funding level was developed with
reference to the Industry Commission’s (IC 1995) estimates of the benefits of
implementing the reform program. According to CoAG (1994a):

1 While local governments are not formally parties to the NCP, each State and Territory
government accepted reform obligations on their behaf. Some jurisdictions (Queensland,
Victoria and Western Australia) have shared, at various times, part of their competition payment
pool with local governments as an incentive for them to implement relevant NCP reform
commitments.

2 The Australian Government had included an allowance in the Contingency Reserve of the budget
for competition payments to continue in 2006-07 and 2007-08. However, it recently announced
its intention to redirect these funds to the Australian Water Fund (Howard 2004a).
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Table 2.6 Competition payments, 1997-98 to 2005-062
$ million

1997-98 1998-99 1999-00 2000-01 2001-02 2002-03 2003-04 2004-05 2005-06

NSwW 127 139 210 156 243 252 257 262 269
Vic 93 102 152 115 180 182 190 194 199
Qi 74 82 119 73 148 139 146 151 156
WA 38 42 62 46 71 72 75 77 79
SA 34 38 54 36 56 57 59 59 61
Tas 13 14 19 11 17 18 18 18 19
ACT 6 7 11 8 12 12 13 13 13
NT 11 13 14 5 8 8 8 8 8
Total 396 437 640 448 733 740 765 782 802

a Figures for 1997-98 to 2003-04 are final budget outcomes. Figures for 2004-05 and 2005-06 are estimates.
Source: NCC (2003b).

[These estimates] would be used to assist the Council in determining ... the increase in
the Australian Government’s revenue which might be expected from [NCP] reforms
and the appropriate percentage share which should accrue to the States, Territories and
local government.

Assessments of reform progress are undertaken by the NCC. To date, the Council
has completed six assessments — in June 1997, 1999, 2001, 2002, 2003 and 2004.
It has also undertaken supplementary assessments to reconsider certain outstanding
issues. On the basis of these assessments, the Council makes recommendations to
the Federal Treasurer on whether the States and Territories have met their
commitments to implement the NCP reforms and, consequently, whether they
should receive NCP payments in full. The Treasurer is responsible for the fina
decision on the actua level of any penaty. The Austraian Government is not
eligible for competition payments (nor subject to penalties for non-compliance).

The NCC commented in its initial submission that competition payments (and by
extension penalties for non-compliance) have been an important contributor to the
success of the NCP:

Using competition payments to leverage reform outcomes in areas of State and
Territory responsibility has proven highly effective. ... Reform would have been far
slower and less comprehensive without competition payments. These payments (now at
around $800 million per year) may not be large relative to State and Territory budgets,
but nonethel ess represent a significant source of incremental funds. (sub. 71, p. 35)

In assessing the nature and quantum of any penalties that it recommends, the
Council takes into account the significance of the compliance breach, the extent of
the State or Territory government’s overall commitment to NCP implementation
and the effect of that jurisdiction’s reform efforts on other jurisdictions
(NCC 2003a). Penalties fall into three categories:
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. permanent deductions, for specific compliance failures;
« specific suspensions, which apply until predetermined conditions are met; and

« pool suspensions (which can also be recouped), which apply to groups of
compliance failures in non-priority areas of the legisation review program, but
which do not warrant an individual penalty.

Penalties imposed by the Treasurer for 2003-04 and 2004-05 are shown in table 2.7.
In 2003-04 (the first year that significant competition payments were withheld),
penalties totalled around $180 million, equivalent to just under 24 per cent of the
competition payments allocated for that year. The bulk of these penalties were in
the form of (recoverable) specific or pool suspensions. Queensland accounted for
around a third of total penalties, and Western Australia and New South Wales for
around a quarter each. In its latest assessment (NCC 2004b), the Council
recommended the release of nearly all specific and pool suspension payments for
2003-04, in light of action by State and Territory governments to comply with the
NCP commitments concerned. The Treasurer accepted this recommendation.

Penalties for 2004-05 were around $140 million (about 18 per cent of competition
payments allocated for that year) with the maority of these also in the form of
suspensions rather than permanent deductions. New South Wales, Queensland and
Western Australia accounted for more than 90 per cent of the total penalties.

The Australian Government has also been notable for the extent and significance of
its compliance breaches (see tables 2.1 and 2.2).
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Table 2.7

Competition payment penalties for 2003-04 and 2004-052

Penalties imposed for 2003-04

Action on 2003-04 suspensions

Penalties imposed for 2004-05

New South Wales

Water reform obligations

Rice marketing legislation

Chicken meat industry legislation
Regulation of liquor sales
Outstanding legislation review items

Victoria
Outstanding legislation review items

Queensland

Full retail contestability in gas
Regulation of liquor sales

Tranche 4A electricity reforms

Full retail contestability in electricity
Outstanding legislation review items

Western Australia

Structural electricity reforms

Retail trading hours regulation
Regulation of liquor sales

Regulation of potato marketing

Lack of transparency in water pricing
Regulation of egg marketing
Outstanding legislation review items

5% permanent deduction ($12.7m)
5% permanent deduction ($12.7m)

10% pool suspension ($25.4m)
Sub-total $50.8m
5% pool suspension ($9.4m)
Sub-total $9.4m
5% permanent deduction ($ 7.3m)
10% suspension ($14.6m)
15% suspension ($21.9m)
10% pool suspension ($14.6m)
Sub-total $58.4m

10% permanent deduction ($ 7.5m)

5% permanent deduction ($ 3.7m)
5% permanent deduction ($ 3.7m)
10% suspension ($ 7.5m)
5% suspension ($ 3.7m)
20% pool suspension ($14.9m)

Sub-total $41.0m

Release full amount

Release full amount

Release full amount
Permanently deduct funds
Release full amount

Release full amount
Release full amount

Release 5 percentage points ($ 3.7m)
and permanently deduct 15
percentage points ($11.2m)

10% suspension ($26.0m)
5% suspension ($13.0m)
5% suspension ($13.0m)
Sub-total $52.0m
Sub-total $0.0m
5% suspension ($ 7.6m)

5% permanent deduction ($ 7.6m)

15% suspension ($22.7m)
Sub-total $37.9m
15% suspension ($11.5m)
10% permanent deduction ($ 7.7m)
5% permanent deduction ($ 3.8m)
5% permanent deduction ($ 3.8m)
15% pool suspension ($11.5m)

Sub-total $38.3m




Table 2.7 continued

Penalties imposed for 2003-04

Action on 2003-04 suspensions

Penalties imposed for 2004-05

South Australia

Chicken meat industry legislation 5% permanent deduction  ($ 2.9m) — —
Regulation of liquor sales 5% permanent deduction  ($ 2.9m) — 5% permanent deduction  ($ 3.0m)
Barley marketing arrangements 5% suspension ($2.9m) Permanently deduct funds 5% suspension ($3.0m)
Outstanding legislation review items 15% pool suspension ($8.7m) Release 5 percentage points ($ 2.9m) 10% pool suspension ($5.9m)
and permanently deduct 10
percentage points ($ 5.8m)
Sub-total $17.4m Sub-total $11.9m
Tasmania
Outstanding legislation review items 5% pool suspension ($0.9m) Release full amount —
Sub-total $0.9m Sub-total $0.0m
ACT
Outstanding legislation review items 10% pool suspension ($1.2m) Release full amount —
Sub-total $1.2m Sub-total $0.0m
Northern Territory
Regulation of liquor sales 5% permanent deduction  ($ 0.4m) — 5% permanent deduction  ($ 0.4m)
Outstanding legislation review items 15% pool suspension ($1.1m) Release full amount —
Sub-total $1.5m Sub-total $0.4m
Total $180.6m $140.5m

4 |n response to the Council’'s recommendations in its 2003 NCP assessment, the Australian Government applied a range of penalties to governments’ 2003-04 competition
payments. The penalties included permanent (irrevocable) deductions and suspensions of payments. In response to the Council’'s recommendations in its 2004 NCP
assessment, the Australian Government released most of the suspended 2003-04 payments, in addition to applying a range of new penalties to governments’ 2004-05
competition payments.

Source: NCC (2004b).






3 Australias recent economic

performance and the role of NCP

Key points

It was anticipated that NCP would enhance Australia’s economic performance and
community living standards by increasing the incentives for enterprises to be
efficient, innovative and responsive to the needs of consumers.

Previous quantitative modelling by the Commission (in 1995 and 1999) of the ‘outer
envelope’ of potential improvements from implementing NCP reforms yielded
estimates of GDP gains in the long term of up to 5.5 per cent.

Australia’s economic performance has improved markedly since the early 1990s on
a number of measures and has exceeded that of many other developed countries.

A key feature of this improved performance has been a surge in productivity growth.
During the latest productivity cycle, multifactor productivity — a measure of the
efficiency with which both labour and capital are used — grew at more than double
the rate in the previous cycle. The productivity boost yielded the equivalent of an
additional $7000 to the ‘average’ Australian household.

Notwithstanding difficulties in establishing causality, a range of indicators strongly
suggest that microeconomic reform in general, and NCP in particular, have been
principal contributors to the improvement in Australia’s productivity performance and
have delivered significant benefits to the community.

Quantitative modelling by the Commission for this inquiry indicates that recent
productivity improvements and price changes in six key infrastructure sectors have
generated a permanent increase of 2.5 per cent in Australia’s GDP (around
$20 billion). NCP reforms have been an important contributor to these observed
productivity improvements and price changes.

The more flexible, responsive and innovative business culture engendered by NCP
and other microeconomic reforms should provide additional ‘dynamic efficiency’
gains to the community over time.
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3.1 Introduction

Australia’'s economic performance since the early 1990s has shown a marked
improvement compared to earlier periods and the experience of many other
developed countries. Stronger growth in per capita incomes, lower inflation and
(more recently) lower unemployment and sharply higher export growth, have been
hallmarks of this improved performance. Importantly, these outcomes have been
achieved against a backdrop of magor domestic and international constraints on
Australia’s growth potential. Underpinned by a surge in productivity growth, that
performance suggests a more responsive and flexible economy.

Such performance improvement and the ensuing enhancement of living standards
was the key objective of the microeconomic reform program (of which the National
Competition Policy (NCP) was a part) which began in the early 1980s. Obvioudly, it
is not possible to draw an explicit link between specific reforms and the recent
improvement in Australia's economic performance. Time lags between reform
implementation and impact, the complementary nature of many reform initiatives,
the concentration of adjustment costs in the near term and the influence of various
other economic policies and developments (such as population growth and
movements in the terms of trade) mean that care and judgement are required in
reaching conclusions on causality.

Nonetheless, the timing of specific policy changes over the last two decades is
strongly suggestive of a link between economic reform and the improvement in
Australia’s productivity performance that has underpinned the strong recent growth
in per capita incomes. (A summary of key economic reforms over the last two
decades is presented in box 3.1.) Indeed, it is now widely accepted that
microeconomic reform — of which NCP is a part — has played a principal role in
fostering this period of improved prosperity (see, for example: Forsyth 2000;
OECD 2003c; Henry 2004c). The linkages between NCP and the recent
improvement in Australia’' s economic performance are the subject of the remainder
of this chapter.

Concerns have nevertheless been raised that the aggregate economic gains over the
last decade or so have not been distributed evenly across the community and that
inequality of incomes and wealth more generally is contributing to social problems.
The distributional impacts of NCP are discussed in chapter 5.
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Box 3.1 Two decades of economic reform

In addition to NCP and related infrastructure reforms in electricity, gas, water and road
transport, Australia’s program of economic reform over the last two decades has
included extensive policy changes in the following areas:

Capital markets — the Australian dollar was floated in March 1983, foreign exchange
controls and capital rationing (through interest rate controls) were removed
progressively from the early 1980s and foreign-owned banks were allowed to compete
— initially for corporate customers and then, in the 1990s, to act as deposit taking
institutions.

Trade reforms — reductions in tariff assistance (that began in 1973) and the abolition
of quantitative import controls — mainly in the automotive, whitegoods and textile,
clothing and footwear industries — gathered pace from the mid 1980s. The effective
rate of assistance to manufacturing fell from around 35 per cent in the early 1970s to
5 per cent by 2000.

Infrastructure services (pre NCP) — partial deregulation and restructuring of airlines,
coastal shipping, telecommunications and the waterfront occurred from the late 1980s.
Across-the-board commercialisation, corporatisation and privatisation initiatives for
government business enterprises were progressively implemented from around the
same time.

Government services — competitive tendering and contracting out, performance-based
funding and user charges were introduced in the late 1980s and extended in scope
during the 1990s; administrative reforms (for example, financial management and
program budgeting) were introduced to human service provision in health, education
and community services in the early 1990s.

Labour market policies — the Prices and Incomes Accord operated from 1983 to 1996.
Award restructuring and simplification, and the shift from centralised wage fixing to
enterprise bargaining, began in the late 1980s. Reform accelerated in the mid 1990s
with the introduction of the Workplace Relations Act 1996, further award simplification
(through limiting prescribed employment conditions in enterprise bargaining
agreements) and the introduction of individual employment contracts (Australian
Workplace Agreements).

Macroeconomic policy — inflation targeting was introduced in 1993. From the mid
1980s fiscal policy targeted higher national saving (and a lower current account deficit)
and, from the mid 1990s, concentrated on reducing government debt, primarily
financed through asset sales (privatisation).

Taxation reform — capital gains tax and the dividend imputation system were
introduced in 1985 and 1987, respectively. The company tax rate has been lowered
progressively from the late 1980s. A broad-based consumption tax (GST) was
implemented in 2000, replacing the narrow wholesale sales tax system and a range of
state-based duties. And income tax rates were lowered at the same time.

Sources: PC (1996); IC (1998c); Forsyth (2000); Gruen and Stevens (2000).
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3.2 Australia’s recent economic performance

Improved outcomes across a range of indicators

Measured against a range of indicators, the Australian economy could be said to
have experienced a renaissance since the early 1990s.

« There have been thirteen years of uninterrupted output growth averaging around
3.5 per cent a year in rea (inflation adjusted) terms — one of the longest
expansion phases on record.

During the 1990s, real per capita incomes (a better measure of improvements in
living standards, athough just one element of wellbeing — see chapter 7) grew at
the quickest pace since the 1960s — and without the benefit of an unprecedented
boom in global demand for Australian resources which fuelled growth in the 1960s.
Indeed, per capita income growth in the second half of the 1990s was equal to the
highest rates achieved during the 20™ century.

« Inaninternational context, only one other OECD economy, Ireland, grew faster
than Australia in the decade to 2001. And just three OECD countries recorded
higher per capitaincome growth over the same period.

Inflation was also greatly reduced (although this was a global phenomenon).
Underlying growth in consumer prices over the 1990s averaged just 2 per cent —
the lowest since the 1930s and significantly below the very high rates recorded in
the previous two decades. This was a striking outcome given the strength of
economic activity, especialy during the second half of the 1990s. Historically, the
emergence of inflationary pressures has often served (through the need for remedial
policy action) to limit the duration and strength of expansionary phases in the
Australian economy.

Employment growth during the 1990s was somewhat slower than earlier periods
and was characterised by much stronger growth in part time employment. The
slower growth in aggregate employment is partly explained by demographic
influences (which reduced labour force growth) and the boost to jobs in the
preceding period provided by the Prices and Incomes Accord. More recently, the
unemployment rate (an alternative and arguably better measure of labour market
health) fell to a twenty eight year low of 5.1 per cent. This is at a time when the
participation rate (the proportion of the working age population which is either in,
or looking for, work) is at its highest level since just before WWI.

The trend toward part time employment (which accounted for two thirds of total job
increases during the 1990s) largely reflects strong service sector growth and
relatively high demand for part time and casual employment in that sector. While
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the growth in part time employment has raised concerns that the labour force is
under employed (see, for example: Australian Council of Social Service, sub. 106,
p. 5; St. Vincent de Paul Society, sub. 120, p. 3), such growth has helped to deliver
greater workplace flexibility and, arguably contributed to, rather than detracted
from, Australia’s recent productivity growth. It has also met the needs of those who
prefer part time work (particularly students, and some parents and older
Australians).

Encouragingly, there has also been a substantial decline in long term unemployment
from a peak of around 172 000 in late 1993 to just over 60 000 in January 2005,
about the lowest level in more than fourteen years. But, the number of jobless
households remains relatively high, with some 15 per cent of children living in
households where no person is employed (ABS 20044).

Another feature of Australia's recent economic performance has been the rapid
growth in exports. During the 1990s, export volumes grew, on average, by around
7 per cent per year — the highest growth rate of any post war decade. This was
underpinned by a broadening of Australia's export base, with manufactures and
services export growth (of 11 and 9 per cent a year, respectively) outpacing that of
the more traditional resource and rural product groups (which both increased at
around 6 per cent a year). More recently, export growth has stalled. However, this
has been attributed to the (temporary) effects of drought, as well as the appreciation
of the $A, and capacity constraints in some parts of the resources sector and in key
areas of transport infrastructure, such as ports and rail (Stevens 2004). Looking
forward, strong economic conditions in most of Australia’'s major trading partners
and significant growth in investment in the resources sector in recent years, provide
agood basis for aresumption in export growth.

In the face of major domestic and international constraints

The strength of these outcomes needs to be viewed in light of prevailing business
conditions. Importantly, Australia’'s economy has seemingly become more able to
adapt to changing circumstances and ‘external’ shocks. Economic activity in
Australia during the current growth phase has been much less volatile than in any of
the preceding four decades. Thisis so despite:

. two periods of significant declines in Australia’s terms of trade (historically one
of the most important influences on Australian economic stability);

« adecade of economic stagnation in Japan — Australia’s largest export market
—and the financial crisis which struck key Asian trading partnersin 1997;

« theimpact of SARS on travel and tourism exports in 2003;
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« recent severe drought conditions across much of the country which has reduced
GDP growth by around 1 percentage point (Australian Treasury 2003); and

« global economic weakness in 2001-02 caused by a subdued US economy.

Exchange rate adjustments, made possible by earlier deregulation of capita
markets, played an important cushioning role in the face of these constraints and
shocks. For example, the $A fell by around 20 per cent on a trade weighted basisin
the three years following the Asian financia crisis. The resulting improvement in
Australia’ s competitiveness (reinforced by faster productivity growth — see below)
provided opportunities for existing exporters to find alternative markets and for
emerging exporters to develop new markets.

Notably, however, this depreciation did not lead to an outbreak of inflationary
pressures. This has been due, in part, to markedly increased competition in the
economy from structural reforms such as NCP.

Faster productivity growth underpinned these outcomes

As noted, the improvement in economic performance during the 1990s was
underpinned by a surge in Australia’' s rate of productivity growth (especially during
the second half of that decade). In particular, during the latest productivity cycle
(completed in 1998-99), growth in multifactor productivity (MFP) — a measure of
the efficiency with which both labour and capital inputs are used in production —
was more than double the rate in the previous cycle (see figure 3.1). While MFP
growth over the current cycle (which is yet to reach a peak) has slowed, this is
largely explained by the effects of drought as well as global economic weakness,
rather than reflecting an eroson of ‘underlying’ productivity performance
(Parham 2004). In fact, productivity growth appears to have rebounded during
2003-04.

More specifically, during the five year period to 1998-99, both labour productivity
and MFP growth rates were the highest for at least thirty years (the earliest reliable
date available for MFP estimates is 1964-65). The improvement in the average
productivity growth rate over this five year period (of around 1 percentage point)
provided the equivalent of an additiona $7000 to the ‘average’ Australian
household (PC 2003a). As discussed below, structural reforms (of which NCP has
been a part) are likely to have been principal contributorsto this productivity surge.
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Figure 3.1  Labour productivity growth in Australia’s market sector a b, c
Per cent per year
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a Average growth between the productivity peaks in successive productivity cycles for the market sector.
b Labour productivity growth is influenced by capital deepening (increases in the amount of capital available
per worker) and MFP growth. It is measured as output per hour worked and, at an aggregate level, is therefore
highly correlated to growth in GDP per capita (a common proxy for living standards). ¢ Labour productivity has
yet to peak in the current cycle.

Data source: Parham (2004).

Australia’s productivity performance was also strong by international standards,
with only two OECD countries recording higher rates of improvement in MFP
growth during the 1990s (figure 3.2). This followed a long period in which
Australia’s productivity record had been consistently poor compared with other
high income countries and where Australia had made much less progress than other
developed countries in catching up to leading international productivity levels.

Its rate of catch-up was slow even during the ‘Golden Age' of rapid post war
development and also during the global productivity slowdown post-1973. As a
result, Australia s international productivity ranking (measured in terms of GDP per
capita) slipped from 4™ in 1950 to 12" in 1973 and to 16™ by 1990. The resurgence
witnessed during the 1990s saw Australia’ s per capita GDP ranking recover to 8".
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Figure 3.2  Changes in multifactor productivity growth in OECD countries
Average annual percentage point change from 1980—90 to 1990-2000
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Data source: Nicoletti and Scarpetta (2003).

Boosting international competitiveness

Higher productivity growth has enhanced the ability of Australian firms to compete
internationally. Real unit labour costs (real wage costs adjusted for productivity
changes) in Australia fell by close to 15 per cent between 1983 and 2003
(Henry 2004a). But just as importantly, the sustained strong productivity
performance is reflective of a more flexible, innovative and dynamic economy. For
higher income countries such as Australia, such attributes will be crucial to future
competitiveness.

3.3 Determinants of Australia’s productivity revival

In broad terms, productivity growth stems from factors such as technological
advance (through, for example, new knowledge gained from R&D), better
organisation of production (for example, specialisation and elimination of waste),
investment in plant and equipment and human capital development (including skill
formation through education and training).

Domestic competition, openness to trade and foreign investment and organisational
flexibility are important conduits for these sources of growth, as they respectively
provide:
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« incentivesto innovate and lower costs,

. access to overseas capital, as well as the latest knowledge and ‘best practice’
production techniques; and

. the ability to adapt to changing circumstances and take advantage of emerging
opportunities (such as new technologies).

The rapid diffusion of technological advances has been a feature of past periods of
faster global productivity (and economic) growth. In the 1950s and 1960s, for
example, unprecedented levels of technology transfer from the United States to aid
in the post war reconstruction of Europe and Japan underpinned the ‘ Golden Age
of global economic prosperity. During the 1990s, however, there was no evidence
of a widespread international productivity acceleration (PC 1999e). In the absence
of a technological advance specific to Australia, this suggests that the change in
Australia’s relative position from productivity laggard to front-runner was due to
the easing of domestic constraints on productivity growth.

Reflecting the importance of productivity growth to the enhancement of living
standards, the analysis of trends and determinants of Australia’s productivity
performance has been a key area of Commission research in recent years. This
research effort has focused on examining the linkages between the microeconomic
reform program — of which NCP has been a part — and productivity growth
(see, in particular, PC 1999¢).

On the basis of this work, it has emerged that economic policy reforms (including
NCP) have been principal underlying drivers of the surge in productivity over the
1990s. Reforms have enhanced productivity in both direct and indirect ways:

« Policy initiatives such as the reduction in import protection, taxation reform and
the removal of regulatory barriers have redirected resources into more
productive activities.

« Exposing firms to greater competition and increased openness (through trade,
foreign investment and domestic competition policy reforms) has sharpened
incentives to reduce costs and innovate (including through R&D and the
adoption of new technologies) in all areas of firms' activities. Such incentives
have flowed through to higher productivity.

. Industrial relations reforms have enabled greater enterprise and workplace
flexibility — opportunities for which were heavily circumscribed when
employment conditions and work practices were determined solely by centrally
prescribed awards. This has helped firms become more adaptive and responsive
to changing market needs and opportunities.
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Reflecting the structural and behavioural changes in the economy resulting from the
reform program:

« Australia’s trade intensity (the ratio of exports plus imports to GDP) rose from
27 per cent in the mid 1980s to 44 per cent in 2003;

. inward foreign direct investment (FDI) increased from 17 per cent of GDP in the
early 1980s to 30 per cent in 2003, while outward FDI rose from 4 per cent of
GDP to 20 per cent over the same period;

« business expenditure on R&D as a proportion of GDP has doubled since the mid
1980s; and

. investment in information and communication technologies during the 1990s
grew at 15 per cent ayear — higher than most other OECD economies.

Significantly, aternative explanations that the 1990s productivity improvement was
the result of either a cyclical recovery from recession, an unsustainable increase in
work intensity, or a more rapid accumulation of labour force skills are not borne out
by the facts (see box 3.2).

Moreover, the finding that reform has played a key role in Australia’ s productivity
revival is supported by several international studies, including a recent OECD
analysis of differences in growth performance across member countries during the
1990s (OECD 2003f). That study found that policy and institutional settings
affecting competition, trade exposure and flexibility in product and labour markets
went a considerable way toward explaining the diverging economic performances
of OECD countries (described in section 3.1) over this period. Commenting on the
drivers behind Australia’s recent productivity performance in its latest country
assessment, the OECD noted:

...enhancing product market competition has been central to microeconomic reformin
Australia and has been a crucial element in improving general economic performance.
Following the trade liberalisation of the 1970s and 1980s, competition in product
markets has intensified since 1995, as a result of the National Competition Policy
(NCP), the most extensive economic reform programme in Australia's history.
(OECD 20044, p.120)

The International Monetary Fund (IMF) concluded:

Far-reaching structural reforms over roughly the past decade and a haf have
significantly improved Australia’s resilience to shocks and have contributed to the
economy’ s solid growth and productivity performance. (IMF 2003, p.14)

Similarly, Salgado (2000) also attributed Australias strong productivity
performance during the 1990s to structural policy initiatives such as trade
liberalisation, labour market reform and increased competition.

44 REVIEW OF NCP
REFORMS



Box 3.2 Alternative explanations of Australia’s productivity revival

Australia’s productivity surge in the 1990s represented a significant break from past
trends. The timing, strength and internationally atypical nature of the improvement
helps to eliminate some of the ‘usual suspects’ as credible principal causes of the
turnaround.

Firstly, the surge in productivity cannot be explained away as the normal result of
recovery from the early 1990s recession. Business cycle effects are explicitly taken into
account in the Commission’s studies on productivity movements over time. In addition,
Australia’s improved performance was both longer and stronger than during previous
recoveries.

Similarly, the productivity improvement cannot be attributed to more rapid development
of workforce skills — an important contributor to the capability to absorb and develop
new technology and other innovations and thereby to long run productivity and output
growth. Available evidence suggests that skills grew faster and made a greater
contribution to multifactor productivity growth in the 1980s than in the 1990s (Barnes
and Kennard 2002).

Further, contrary to the contention of some commentators (see, for example, Quiggin
2001), greater work intensity — manifest in longer working hours and an increased
pace of work — does not provide a credible explanation for the sustained improvement
in Australia’s productivity performance. The impacts of changes in hours worked are
explicitly accounted for in measures of productivity growth. And claims that the
productivity improvement would be temporary because of an unsustainable pace of
work are inconsistent with the extended period of strong productivity growth that has
been observed in Australia.

Source: PC (2003a).

But, notwithstanding the significant benefits brought by structural reform to date,
there is considerable scope for Australia to do better. Opportunities for further gains
are discussed in the final suite of chapters of the report.

Sectoral productivity estimates provide insights into the contribution of NCP

Sectoral productivity trends provide more scope to examine direct linkages between
productivity improvements and individual reforms. Of course, productivity
outcomes will also depend on a range of other factors. Moreover, attributing
outcomes to specific reforms is further complicated by the fact that reforms have a
range of indirect impacts. This means that observed improvements in one sector
may, in part, be due to reformsin other areas:

One example is provided by telecommunications reform where the entry of new
service providers has led to much lower communications costs, promoted the
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wider uptake of information and communication technologies (such as wireless
telephony and the internet), and contributed to productivity improvements in
user industries.

« Also, the productivity experience in wholesale trade — the best performing
sector of the late 1990s, and one not directly subject to mgjor reform initiatives
— was greatly enhanced by reforms in related product and labour markets. For
example, automotive assistance policy reform in the 1980s pressured suppliers
(including wholesalers) to improve their cost, quality and timeliness
performance. At the same time, industria relations reform promoted enterprise
flexibility and thereby enabled faster adoption of new technologies
(Johnston et al. 2000).

Nonetheless, in many instances, it appears that strong sectora productivity
performance has been directly related to the introduction of industry specific
reforms. In this context, several specific reviews of performance trends in key
infrastructure sectors confirm the general improvement in productivity growth since
NCP (and other) reforms were implemented (although the shift to contracting out,
or outsourcing, means that some of these estimates may overstate the actua
improvement). For example, in:

. telecommunications — where entry restrictions have been removed and an
industry specific access regime and anti-competitive conduct code introduced —
MFP increased by around 7 per cent per year between 1996-97 and 1999-2000
(ACCC 2001);

« rall freight and passenger services — where structural separation of public
monopolies and third party access arrangements have been introduced — total
factor productivity rose by an average of 8 per cent per year between 1989-90
and 1997-98 (PC 19999);

« postal services— where contestability has been introduced to non standard |etter
delivery — MFP increased by an average of 3.5 per cent a year between 1992
and 2002 (ACCC 2002a);

« stevedoring — which has been subject to changes in work arrangements
following industrial relations reform and a relaxation of entry restrictions —
labour productivity increased by more than 70 per cent between 1995 and 2003
(BTRE 2004a).

In key infrastructure sectors which were explicitly the subject of NCP initiatives
(see chapter 2), labour productivity has increased sharply. For example, in
electricity generation, labour productivity more than doubled on average across
Australia between 1993 and 2002 (ESAA 2003) and more than trebled between
1991 and 1999 in Victoria — where reforms were introduced earliest (Short et al.
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2001). In gas distribution, labour productivity rose more than six fold between 1991
and 2000 (AGA 2003).

Severa participants to the inquiry argued that a sizeable part of these productivity
gains and ensuing broader economic benefits can be directly attributed to NCP
reforms (see box 3.3).

Moreover, Salgado (2000) demonstrates that 1ags between reform implementation
and observed improvements in productivity can be quite long. This suggests the
eventual productivity and growth dividend to Australia from NCP (and other)
reforms may be considerably higher than observed to date. Indeed, the Tasmanian
Government contended that many of the dynamic benefits of reform cannot be
directly observed:

It is not even possible to measure the full benefits of competition once it has been
introduced. This is because the dynamic benefits arising from competition, particularly
in terms of greater process and product innovation, are longer term benefits and may
not be readily apparent. (sub. 109, p. 7)

3.4 Quantifying the economy-wide impacts of NCP

Modelling indicates the importance of reform induced productivity growth

As noted in chapter 1, quantitative modelling can be a useful tool in illustrating the
broad impacts of reform and providing insights into adjustment and distributional
issues. However, its results will depend on the underlying modelling assumptions
(both with respect to the economic relationships which underpin the model and the
policy changes or ‘shocks which are applied to it). Hence, the results must be
interpreted carefully in the light of those assumptions.

In recent years, various studies have estimated the economy-wide benefits of NCP
(and associated) reforms. Some of these studies have been concerned with the
impacts of NCP reforms in specific sectors. For example:

« Short et a. (2001) projected that electricity sector reform could increase
Australia’ sreal GDP by as much as $21 billion in rea terms by 2010;

« ACIL-Tasman (2002) estimated that extending NCP reform commitments in the
electricity and gas sectors in line with the recommendations of the CoAG Energy
Market Review (2002b) — see chapter 8 — would cumulatively increase
Australia’ s real GDP by around $8 billion between 2005 and 2010; and

« Allen Consulting (2003) estimated that telecommunications reforms would have
increased Australia’ sreal GDP by $12 billion.
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Box 3.3 Participants’ views on the economic contribution of NCP

Commenting on the impact of NCP in the energy sector, Origin Energy said:

... the dramatic effect of competition on energy market outcomes since NCP was introduced,
in terms of improved labour and capital productivity in generation, lower wholesale prices
and substantial new investment in transmission and generation, is irrefutable. (sub. 89, p. 3)

In rail freight transport, the New South Wales Minerals Council commented:

There is also no doubt that NCP has resulted in significant efficiency improvements in
above-rail operations of Hunter export coal rail freight through the threat of competition. This
in turn has led to an improvement in the ability of the industry to compete on world markets.
(sub. 59, p. 2)

In a more general context, the New South Wales Government said:

The success of the [NCP] structural reform policies can be seen in significant improvements
in the labour productivity of NSW Government businesses since 1994-95 in the areas of
electricity generation, electricity distribution, freight rail and metropolitan water services.
(sub. 99, p. 2)

The Tasmanian Government noted:

... NCP has assisted the State in meeting its objectives of attracting investment, generating
employment and achieving higher levels of economic growth. (sub. 109, p. 2)

The Victorian Government, in modelling the benefits from improvements in productivity
as a result of NCP reforms, estimated that compared to a ‘no reform’ base case:

Victorian Gross State Product (GSP) is ... 2.0 per cent or $3.8 billion higher, in real terms, in
the long run. Victorian consumption increases by 2.3 per cent, investment increases by
1.6 per cent, and GSP per capita increases by 1.7 per cent. (sub. 51, p. 5)

And from a regulator’s perspective, the ACCC said:

NCP and other competition-based reforms have contributed to the impressive performance
of the Australian economy over the past decade. Sustained rates of economic growth and
strong productivity gains are part of the dividend from an ambitious and comprehensive
reform program. These reforms have changed the fundamental structure and incentives that
underpin the operation of the economy and the community, producing a more resilient and
competitive society. These outcomes were achieved through economy-wide and sector
specific reforms. (sub. 111, p. 3)

Others have modelled the potential impacts of NCP in the broad, or significant
components of it. The modelling undertaken by the Victorian Government as input
to thisinquiry provides a recent example (see box 3.3).

The Commission has also previously used general equilibrium modelling on two
occasions to illustrate the prospective economy-wide impacts of NCP reforms.

The first exercise (IC 1995), modelled many of the Hilmer recommendations
and estimated that Australia’ s real GDP would be 5.5 per cent higher once the
productivity gains, service price rebalancing and other changes associated with
the reforms had fully worked their way through the economy.
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« The second exercise (PC 1999b) adopted a similar approach, but was narrower
in scope, concentrating on those NCP reforms most relevant to rural and regional
Australia. In that case, the increase in GDP from full implementation of the
modelled reforms was projected to be around 2.5 per cent.

Both of these studies were of an ‘outer envelope’ nature. That is, they modelled the
benefits that would arise if, for example, reform enabled world best practice
productivity levels at the time to be achieved.

. They did not account for any inherent constraints on the achievement of such
productivity outcomes (such as the comparatively small size of Austraia's
economy and the dispersed nature of its population), or the adjustment costs
associated with the reforms.

« At the same time, however, the nature of the model used meant that the dynamic
benefits of reform, such as the ongoing incentives (from heightened competition
and a more entrepreneurial and innovative business culture) to improve
productivity in line with developments in world's best practice, were not taken
into account.

In this inquiry, the terms of reference specifically ask the Commission to report on
the impacts of past reforms. Hence, it has taken a different approach and used a
version of the Monash Model (see box 3.4) to estimate the economy-wide outcomes
from observed, rather than prospective, productivity improvements and service
price changes in key infrastructure sectors subject to NCP reforms. The sectors
modelled were electricity, gas, urban water, telecommunications, urban transport,
ports and rail freight, with the results relating to the changes observed over the
period from 1989-90 to 1999-00. Accordingly, the modelling encompasses
productivity and service price changes during a period when many of the NCP and
related infrastructure reforms were undertaken, though it does not pick up impacts
of NCP reforms undertaken after 1999-00, or impacts from reforms that did not
flow through until after that date.

As noted above, the observed productivity and service price changes in these sectors
have of course been influenced by reforms other than NCP (such as in industrial
relations), as well as by other factors (such as technological change). However, the
Commission is not aware of any rigorous empirical basis for isolating the impacts of
NCP reforms. Accordingly, the modelling does not purport to quantify the
economy-wide impacts of NCP reforms in the sectors concerned. That said, the
effects of reform and other factors have often been complementary. For example, as
mentioned earlier, the removal of entry barriers in sectors such as
telecommunications is likely to have facilitated the uptake of new technologiesin a
range of user industries — including some of the other sectors incorporated in the
Commission’s modelling.
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Box 3.4 The Monash Model

The Monash Model is a general equilibrium model of the Australian economy designed
for policy analysis and forecasting. It was developed by the Centre of Policy Studies at
Monash University in 1993. In this inquiry, the Commission has used a regional version
of the model with some additional modifications (by the Commission) based on
features of the NCP package of reforms (the Monash Multi-Regional Forecasting
Competition Policy Reform model — MMRF-CR). This version distinguishes eight State
and Territory regional economies (and governments), with 54 industries in each
jurisdiction. NCP related infrastructure activities are covered by 8 of these industries.

The model is underpinned by an input-output database which captures the linkages
between factors of production (labour, capital and land), industries, final demand
categories (consumption, investment and exports) and government finances. Policy
changes or ‘shocks’ are applied to the model (typically in the form of cost or price
changes), with first-round effects dependent on the supply and demand characteristics
of the targeted activity. Second-round effects are determined by the input-output
linkages described above, assumptions about the economic behaviour of firms and
households, and resource constraints. In the context of the specific modelling exercise
undertaken for this inquiry, important structural elements of MMRF-CR include that:

« productivity improvements reduce resource costs;

e producers alter their use of labour, capital and land in response to changes in the
relative cost of these factors;

« producers respond to changes in the competitiveness of Australian industry;

« households vary consumption patterns in response to changes in household income
and the relative prices of goods and services consumed; and

« demand for Australian exports depends on the price of those exports.

Outputs from the model include projected changes in: national spending, as measured
by gross national expenditure; national output, as measured by gross domestic
product; sectoral output, value-added and employment by state; exports and imports
by commodity, nationally and by state; and government revenues and expenditures by
state and for Australia.

Importantly, the model, with its state disaggregation, is especially suited to analysing
the jurisdictionally different infrastructure industry changes modelled in this inquiry. In
addition, the state results can be disaggregated further into 55 sub-state regions (see
chapter 5) using the industry-mix characteristics of each region. This provides for the
modelling of changes in output and employment at the regional level and for
comparisons to be made between metropolitan and regional outcomes. And, income
and expenditure characteristics of households have been used to further analyse the
distributional impacts of the modelled reforms (see chapter 5).

But such caveats aside, it is clear from the modelling that observed productivity
growth and service price rebalancing in these sectors — resulting to varying extents
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from NCP reforms — have contributed significantly to Australia’ s overall economic
performance. Moreover, the modelling aso provides some insights into the
outcomes of that productivity growth and service price rebalancing across the States
and Territories, between income groups and between metropolitan and
rural/regional areas (see chapter 5). This, in turn, can help to inform assessments of
the distribution of NCP reform benefits across the community — keeping in mind
that arange of other factors will also have impacted on observed outcomes.

Projected impacts on GDP from the modelling are presented in figure 3.3. (A
supplement to this report providing detailed results, a summary of the proceedings
of two workshops convened to discuss preliminary results and referees’ comments,
is available on the inquiry website.)

Specifically, once observed productivity improvements and service price
rebalancing in the modelled infrastructure sectors have fully worked their way
through the economy, Australia’'s real GDP is projected to be around 2.5 per cent
(or $20 hillion) higher compared to a‘no change’ base case.

« The largest contributions to the total projected increase in GDP come from
productivity improvements and ensuing price changes in the telecommunications
and electricity sectors, and reflect the significance of these services to both
business and households.

- Productivity improvements and price changes in ports and rail freight services
are also projected to deliver sizeable economic benefits, highlighting their
importance to the traded goods sector of the economy.

The Commission reiterates that these results are not directly comparable to those
from the earlier modelling. However, it is notable that the total GDP gains projected
in this exercise, which include the impacts of non-NCP factors, were equivalent to
earlier (PC 1999b) projected ‘outer envelope’ GDP gains from NCP reforms alone
for this same set of sectors. This is consistent with the proposition that the reform
effort during the 1990s was not sufficient to close all of the previoudy identified
performance gaps reflected in the earlier modelling work. Moreover, ‘world’s best
practice’ productivity levels could be expected to have advanced considerably since
then. Thus, the productivity data used in the current modelling exercise lend support
to the notion that the reform task is far from complete. Opportunities for further
reform in these and other sectors are the subject of the latter part of this report.
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Figure 3.3  Estimated impacts on GDP of productivity and price changes in
key infrastructure industries, 1989-90 to 1999-00
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3.5 Conclusion

Notwithstanding the difficulties in establishing causality, a range of indicators
suggest that microeconomic reform in general, and NCP in particular, have
improved Australia’ s productivity performance and delivered significant benefits to
the community. At an aggregate level, it is difficult to attribute the productivity
surge witnessed over the 1990s to other factors. In addition, a range of productivity
improvements have been observed in sectors specificaly targeted by the reform
program, with many inquiry participants attributing those improvements largely to
NCP reforms. The Commission’s modelling indicates how important such
productivity improvements and ensuing price changes have been to Australia's
overall economic performance.

Moreover, the full gains from reform are yet to be realised. In particular, the more
responsive and innovative business culture engendered by NCP and other reforms
should be a source of dynamic efficiency gains for the community over time.

That said, aggregate indicators of the benefits of reform-induced productivity
growth (such as higher average household incomes) on which this chapter has
focused, do not provide a complete picture of what reform has meant for overall
community wellbeing. How such reform dividends have been distributed among
businesses, households and taxpayers, as well as among different income groups
and between city and country areas, is also important. These matters are the subject
of the next two chapters.
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4  Prices, service quality and GBE
performance

Key points

« The prices of several key economic infrastructure services have fallen in real terms
since the early 1990s — though there has been considerable variation across
sectors and jurisdictions.

— NCP and related reforms have been significant (and sometimes major)
contributors to those price reductions.

« Businesses have generally benefited more than households, with many enjoying
substantial price reductions. This partly reflects intentional ‘rebalancing’ of prices
between businesses and households to more closely reflect the costs of providing
services to each.

— As a result, for services such as electricity and gas, while real prices to
businesses have fallen markedly, prices paid by households have increased.

e Average real prices for residential water and urban transport have similarly risen,
because of the need to link charges more closely to the underlying costs of service
provision.

« However, the impacts on households of these price increases have been partially
offset by price reductions for other goods and services made possible by the input
cost savings for businesses arising from NCP reforms.

e In general, price reductions do not appear to have come at the cost of reduced
service quality. Indeed, service quality has improved in some areas and consumers
have benefited from access to a wider range of services.

— But there are concerns that prices of some infrastructure services may not be
sufficient to ensure investments needed to sustain service quality in the long
term.

« There has been a pronounced improvement in the financial performance of GBEs
since the early 1980s, attributable to NCP and related governance reforms.

— Nevertheless, around half of Australia’s GBEs continue to record rates of return
below the risk-free government bond rate.

« The removal of restrictions on competition under the NCP has also provided price
and service quality benefits in many other areas of the economy. Examples can be
found in retail trading, professional and occupational services, and in the marketing
of agricultural commaodities.
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The analysis in the previous chapter points to significant improvements in
productivity and strong economic growth over the last decade. These outcomes
reflect the net effects, for the economy as a whole, of changes stemming from NCP
and a range of other factors. Hence, to understand the implications of NCP and
related reforms for households, businesses, governments, regions and other groups
in the community, it is necessary to delve deeper and look at some of the more
specific impacts of NCP that impinge on living standards. To this end:

. this chapter examines trends in the price and quality of infrastructure services
and the financial performance of government businesses delivering those
services, aswell as impacts for certain goods and services that have been subject
to reform under the legislation review program; and

« chapter 5 explores NCP' s social and distributional effects (including the impacts
on regional Australia), as well asits environmental implications.

4.1 Price impacts of NCP

Prices perform an important role as signalling devices in a market economy. If they
are ‘too high’, they can stifle demand, reduce the competitiveness of user industries
and penalise consumers. If they are ‘too low’, they can unduly stimulate demand
and encourage the wasteful use of resources.

It is difficult to state simply what exactly constitutes an ‘efficient’ price structure.
However, prices will generally promote economic efficiency if, over the medium to
longer term, they reflect least cost production and are sufficient to cover al costs,
including a commercial (risk-adjusted) return on the assets employed.

In competitive markets, rivalry among suppliers generally provides incentives for
least cost production and for prices to mirror costs. However, until the late 1980s,
many of Australia' s economic infrastructure services — such as electricity, rail,
telecommunications, post and port services— were provided by government-owned
monopolies that faced little or no effective competition. Consequently, prices were
determined administratively, often with scant regard to commercial redlities or to
the cost of service provision.

A number of studiesin the 1980s identified widespread inefficiencies in the pricing
practices of infrastructure service providers. These included the maintenance of
uniform pricing policies in the face of significant differences in the cost of
supplying different user classes and regular requirements for governments to fund
on-going financial losses — see, for example: 1AC (1989); NSW Commission of
Audit (1988).
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A magor am of the NCP and related reforms — in particular, initiatives to
corporatise government utilities involved in the provision of infrastructure services
and to expose them to greater competitive pressure — was to overcome
inefficiencies in both the structure and level of prices. More specifically, the
reforms sought to more closely align prices with the costs of supply and to improve
cost recovery by GBEs to enable them to earn a commercial return on their assets.

The overall impact of NCP on prices was not expected to be uniform.

. There was an expectation that the reform initiatives would initially lead to lower
overall prices for many infrastructure services, as efficiency improvements
moved service providers closer to ‘best practice’ productivity levels.

. However, it was recognised that prices for such services could not be expected
to fall indefinitely (despite the ongoing dynamic benefits from reform), with the
likelihood that input cost pressures, and requirements to refurbish existing assets,
provide additional capacity and, in some cases, account for externaities, would
likely lead to real price increasesin particular years or over time.

o The need to ‘rebalance’ prices between different classes of users (such as
businesses and households) to better reflect costs implied that, in many cases,
price outcomes would vary between user groups.

« Moreover, the requirement for GBEs to earn a commercial return on their assets
over the longer term was anticipated to result in higher overall prices for some
infrastructure services.

The actual changes in infrastructure prices, and the influence of NCP on those
changes, are discussed below.

Price changes across infrastructure services

Analysis of the price effects of NCP and related reforms for economic infrastructure
servicesis constrained by data limitations.

. Comprehensive and consistent price data are only available for certain services.

. Thedatado not account for any quality changes that may have occurred.

« Price data for households (but not businesses) include increases related to the
Goods and Services Tax (GST).

. Thedatarelate only to ‘first round’ or direct effects. Thus, for example, they do
not reveal gains realised by consumers if they buy goods more cheaply because
infrastructure input costs (for example, energy) have fallen.
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However, for the purposes of this inquiry, the mgor limitation is that the data show
the net effect of all factors that influence infrastructure prices, not just NCP reforms.

Notwithstanding these limitations, the available data provide some useful insights
into price changes in infrastructure services over the last decade or so, from which
some inferences on the likely impacts of NCP can be drawn.

A summary of trends in real (inflation-adjusted) prices of a range of economic
infrastructure services is presented in figure 4.1. Where possible, the reported
changes cover the period 1990-91 to 2003-04. In most instances, the changes are for
Australia as a whole, and thus do not pick up the sometimes significant
jurisdictional variations in price outcomes for particular services (see below).

As shown in figure 4.1, in overall terms, real prices for severa key infrastructure
services fell. Thisis most evident for port services, rail freight, telecommunications
and electricity:

« port service pricesfell by up to 52 per cent between 1990-91 and 2000-01,

. ral freight charges decreased by up to 42 per cent between 1995-96 and
1999-2000;

« telecommunications prices fell by up to 29 per cent between 1996-97 and
2002-03; and

. éelectricity prices declined by 19 per cent, on average, between 1990-91 and
2003-04.

In contrast, prices rose substantially for urban transport services (up by 31 per cent
between 1990-91 and 2003-04) and country passenger rail services (up 19 per cent
between 1990-91 and 1996-97).

These aggregate trends mask some significant variations between household and
business users, and across jurisdictions. For instance:

. éelectricity charges for households increased by 4 per cent between 1990-91 and
2003-04, while business users experienced price reductions of 27 per cent over
the same period,;

« athough electricity prices for households increased on average across Australia,
jurisdictional outcomes varied from areal price reduction of 13 per cent in Perth
to an increase of 35 per cent in Adelaide;

« between 1990-91 and 2003-04, average real gas prices for households rose by
13 per cent, while prices paid by business users fell by a similar amount;
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Figure 4.1 Real price changes in infrastructure services?
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Figure 4.1  continued
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& Household prices are for capital cities only. Household prices are GST-inclusive (except for water and
sewerage, which are exempt from the GST). Business prices are GST-exclusive. However, GST is included in
the CPI (all groups) index used to deflate nominal prices to real prices. b 2000-01 to 2003-04 business prices
are estimates. ¢ Gas business price data based on gas prices paid by manufacturers. d Fixed line and fixed to
mobile. € Envelopes, stamps and postage. f Bus, tram, ferry, train and taxi fares. 9 Data covers 1996-97 to
1999-2000 only. h port prices cover charges that are directly levied on ship and cargo owners for
containerised and bulk freight (eg wharfage, tonnage and berth hire; and navigation and environmental levies).
Stevedoring services and indirect charges (eg pilotage, towage and mooring) are excluded. The range of
prices for individual ports is reported, rather than a single average change in price. ! Highest and lowest prices
for the ports of Sydney, Melbourne, Brisbane, Fremantle and Burnie. ] Highest and lowest prices for bulk ship
cargo (wheat, coal, ore, cement, sand, petroleum and oils) at the ports of Sydney, Melbourne, Fremantle and
Burnie.

Data sources: Household prices: Electricity, gas, post and urban transport - ABS (Consumer Price Index,
Cat. no. 6401.0); Water and sewerage — PC estimates based on ABS (Consumer Price Index, Cat no. 6401.0)
and PC 2002h; Telecommunications — ACCC 2004b and prior years; ‘Household and business’ and ‘business’
prices: Electricity — ESAA 2004 and prior years; Gas — ABS (Producer Price Index, Cat. no. 6427.0);
Telecommunications - ACCC 2004b and prior years; Rail freight — PC 2002h; Passenger rail - PC 1999a;
Ports - PC 2002h; Road freight — BTRE 2001.
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. onajurisdictiona basis, gas prices for small and medium-sized manufacturing
businesses have falen by 2 per cent in New South Wales, 9 per cent in South
Australia and around 30 per cent in Victoria since the mid 1990s. In contrast,
general gas prices for businesses in Western Australia have risen by about 10 per
cent (IPART 2003, 2001 and prior years; SA Government 2003 and prior years,
WA Government 2002 and prior years;, PC 2002; ESC 2003).

. water charges for households increased by 8 per cent between 1990-91 and
2003-04, while regulated water tariffs for business users fell substantially in
some jurisdictions (by 30 per cent in Sydney) and rose in others (with both Perth
and Brisbane recording increases of around 3 per cent) (IPART 1996, 2000;
ERA 2004); and

« urban transport fare increases over the period 1990-91 to 2003-04 ranged from
26 per cent in Tasmaniato 38 per cent in Western Australia.

More information on price changes in individual jurisdictions is available in the
Commission’s report on trends in Australian infrastructure prices (PC 2002h).

In considering these outcomes, it is important to recognise that the introduction of
the GST in July 2000 would have magnified the differences in the observed price
changes between households and businesses. More specifically, while the GST is
now included in the prices paid by households for all infrastructure services referred
to in figure 4.1 other than water, the input tax rebate system effectively exempts
businesses from the GST. Box 4.1 provides more detail on the impact of the GST on
household prices.

Further, as the data relate only to direct price changes, the ‘true’ price effects on
both households and businesses may have been more favourable than those shown
in figure 4.1. For example, the small increase recorded for household electricity
prices takes no account of lower prices paid by households for those goods and
services which became cheaper because producers benefited from reduced
electricity prices. Community service obligations (such as concessions to reduce
energy prices) would also have reduced actual prices paid by some lower income or
otherwise disadvantaged groups (see chapter 5).

To shed more light on this issue, as part of its modelling of productivity and price
changes in key infrastructure sectors, the Commission estimated how the resulting
overal increase in national income was distributed across the various income
groups. As reported in chapter 5, while higher income groups benefited the most,
households across the income spectrum were projected to gain from the modelled
changes in productivity and prices.
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Box 4.1 Impact of the GST on household prices

The introduction of the GST on 1 July 2000 increased prices paid by households for
most infrastructure services relative to those paid by businesses.

« For households, GST is equivalent to 10 per cent of the pre-tax selling price.

« However, as the GST is a tax on final consumption, businesses can claim tax
credits for the GST paid on inputs to production.

The impact of the GST on real household prices for infrastructure services depends on
the interaction of a number of factors, including the extent to which some of the tax is
borne by suppliers and the rate of increase in the nominal rate of inflation (as
measured by the CPI). For some infrastructure services, the increase was significant
(see table).

Average annual change in real household infrastructure prices (per cent)

Electricity Gas Water Postal Telephone Urban
& sewerage transport
Pre-GST -0.5 0.0 1.0 -0.7 -2.3 2.6
(1990-91 to 1999-00)
GST implemented 5.0 3.9 -4.1 -2.0 1.2 4.4
(1999-00 to 2000-01)
Post-GST 11 2.7 1.2 0.7 -1.2 0.6

(2000-01 to 2003-04)
Data source: PC estimates based on ABS (Consumer Price Index, Cat. no. 6401.0).

e Real prices increased substantially for electricity, gas and urban transport in the
year that the GST was introduced. In the case of telecommunications, 2000-01 was
the only year since 1990-91 that real prices increased.

« Water charges are exempt from the GST, moderating price increases relative to
other goods and services and contributing to a significant fall in real prices
immediately following the introduction of the GST.

« Postal charges are subject to the GST. However, nominal prices were held fixed
under price regulation and the cost of the GST was absorbed fully by Australia Post.
As a result, real postal charges fell.

That said, it is apparent that changes in infrastructure prices over the last decade or
so have been of greater direct benefit to businesses than to households. To the
extent that NCP reforms have influenced prices, this is not surprising. As noted
above, NCP has involved ‘rebalancing’ of prices to achieve a more efficient sharing
of the costs of infrastructure provision between different classes of users.

It is also important to recognise that rebalancing has occurred across and within
household and business groups. For example, the restructuring of urban water tariffs
to more closely link charges to consumption levels has led to lower charges for low
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use households. Equally, in areas such as electricity, there is limited evidence that
increases in household prices have generally been greater for low demand and often
lower income households.

Finally, in regard to relative price outcomes for metropolitan and regional areas, the
evidence is mixed. In some cases, metropolitan consumers have fared better than
their regional counterparts:

« real household electricity pricesin regional NSW have increased by over 10 per
cent since 2000 (after falling in the early to mid 1990s), while prices in Sydney
have fallen marginally over the same period (IPART 2002, 2004; ABS 2004b);

« real household water prices in Caboolture and the Gold Coast have risen by
more than those in Brisbane since the late 1990s (though water prices have fallen
in Mackay and Toowoomba); and

« changesinreal gas pricesin Victoria and Western Australia since the mid 1990s
have benefited consumers in capital cities more than in regiona areas
(ESC 2003; PC 2002h).

But in other cases, regiona price outcomes have been comparable with those in

capital cities:

« since the late 1990s, average real electricity prices in regional Victoria have
fallen by the same amount asin Melbourne (ESC 2003);

« in New South Wales and South Australia, since the late 1990s the fall in regional
business gas prices has been much the same as in the respective state capitals
(IPART 2003; SA Government 2003 and prior years); and

. in the Hunter Valey, water price declines since the mid 1990s have largely
matched those experienced in Sydney (IPART 2003).

Drivers of price changes

Many of the price changes for infrastructure services are broadly in accord with
available information about productivity improvements (see chapter 3). For
example:

. there is evidence of large productivity improvements in ral freight,
telecommunications and port services, where prices have falen significantly;
and

« productivity gains in postal services — around 3.5 per cent annually between
1992 and 2002 — were somewhat smaller, as was the fal in prices
(ACCC 2002a).
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However, the changes in productivity and in prices reflect the net effect of NCP
reforms and a range of other influences — such as technological advances, changes
in patterns of demand and other reforms. Hence, as the Western Australian
Chamber of Commerce and Industry (and others) observed, it is difficult to
determine the impact on prices of NCP aone:

... measuring the effects of NCP is difficult because they must be separated out from a
range of other demographic, government and market factors that affect economic and
social conditions. (sub. 66, p. 22)

Nonetheless, in some sectors, NCP reforms have driven improvements in efficiency
and contributed to significant observed price reductions. For example, there has
been extensive reform of the electricity industry in most jurisdictions —
encompassing structural separation, corporatisation, some privatisation and the
development of the national electricity market in southern and eastern states
(see chapter 2). Amongst other things, this has resulted in large falls in manning
levels and the introduction of competition to the non-network aspects of electricity

supply.

Although the effect of such NCP-related reforms on electricity pricesis difficult to
quantify, it is broadly accepted that their impact has been significant and that the
reforms have stimulated other changes which have also had beneficial effects. In
this context, Origin Energy stated that:

... the dramatic effect of competition on energy market outcomes since NCP was
introduced, in terms of improved labour and capital productivity in generation, lower
wholesale prices and substantial new investment in transmission and generation, is
irrefutable. Other factors, such as technological change and general improvement in
education and training across the economy, undoubtedly played a role in these
outcomes, but to afar lesser extent. (sub. 89, p. 3)

It seems likely that NCP reforms have also been a major influence on those
infrastructure service prices that increased — water, urban transport and country
passenger rail services. As noted earlier, an important objective of NCP was to lift
cost recovery to commercial levels and reduce the extent to which users were
subsidised by taxpayers. In each of these areas, cost recovery levels were very low
in the early 1990s.

The impact of reforms on prices in some other sectors is less certain. For example,
path-breaking technological advances through the 1990s provided scope for price
reductions in arange of telecommunication services. However, it is a moot point as
to whether, in the absence of reforms to introduce competition to many of Telstra's
markets, the new technologies would have been introduced as quickly as they were.
Furthermore, without the competitive pressures associated with the reforms, the
incentives for service providers to share the cost savings from new communication
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technologies with users would have been considerably less. The significant role
played by competition-enhancing reforms in delivering price reductions in
telecommunication services has been recognised in previous studies and by
participants to thisinquiry. For example, an OECD study noted:

Even controlling for the influence of technological development, increasing product
market competition ... generaly brings about productivity and quality improvements
and reduces the price of al the telecommunications services considered in this analysis.
(Boylaud and Nicoletti 2000, p. 7)

And a paper by Albon noted:

... there is a marked acceleration of productivity growth from when reform began in
the late 1980s, cost levels are moving closer to international best practice, prices have
come down in general, prices are now more efficiently structured, and new
technologies and services have become available more rapidly. (Albon 1998, p. 328)

Reinforcing these observations, a number of participants similarly contended that
NCP reforms have been a major contributing factor to the price changes witnessed
for many infrastructure services (see box 4.2). In this regard, many emphasised that,
as well as underpinning reductions in infrastructure service costs, increased
competition has helped to ensure that the benefits from lower costs have been
shared with consumers. For example, the Australian Rail Track Corporation said:

There is little doubt that the more productive use of the rail infrastructure, improved
above-rail productivity, improved service levels and greater product differentiation has
been driven by above-rail competition on the Melbourne-Adelaide-Perth corridors. This
has, in turn, seen cost benefits passed on to rail users through freight rate reductions in
the order of 30-40 per cent ... (sub. 49, p. 7)

More generaly, research undertaken by the Commission has found that a greater
share of the benefits of productivity gains during the 1990s were passed on to
consumers in the form of lower prices than in the past. According to Parham et a

This is consistent with producers facing stronger competitive pressure in the 1990s.
Competitive pressures thus appear to be important not only in contributing to the
generation of productivity gains ... but also in influencing the distribution of the gains.
Competitive processes are likely to have put some brake on nominal wage increases
and profit growth, and to have encouraged productivity gains to be passed on through
lower prices. (2000, p. xxvii)
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Box 4.2 Participants’ views on how NCP has influenced prices

While it is difficult to demonstrate empirically, a number of participants (to this and
previous Commission inquiries) contended that NCP reforms have been a major
contributing factor to changes in infrastructure prices. The views of some participants
are set out below.

Queensland Aluminium Limited (QAL)

In response to the National Competition Policy reforms ... QAL’s gas transportation tariff
immediately reduced by around 25 per cent and the tariff pricing principles provide for further
incentive pricing as pipeline throughput increases. (IC 1998b, p. 77)

The New South Wales Minerals Council

There is also no doubt that NCP has resulted in significant efficiency improvements in
above-rail operations of Hunter export coal rail freight through the threat of competition. ...
the reduction in rail freight rates for export coal in the period since 1997 has enabled the
industry to better survive the low price phase of the coal cycle. (sub. 59, p. 2)

Energy Users Association of Australia

The implementation of the Gas Access Regime since the mid-1990s has brought benefits to
major gas users. Transmission and distribution network prices have been reduced, reflecting
regulated determinations, which have reduced monopoly rents, and increases in the
economic efficiency of network businesses. ... we are aware that recent contract
negotiations for several large gas contracts have produced more favourable outcomes in
terms of prices than were generally expected. These benefits are thought to be due to the
emergence of a more diverse and competitive gas market. (sub. 123, p. 9)

Pastoralists and Graziers Association of WA

Rail reform in Western Australia has proved a huge windfall for the WA economy and
especially for grain growers, who still rely heavily on the rail system to get their grain to port.
Rail freight rates have fallen by 42 per cent in real terms since deregulation in 1991-92.
(sub. 74, p. 19)

Queensland Government

The success of the Queensland [rail access] regime is demonstrated by its effect on coal rail
freight rates, which have fallen by 20 per cent in real terms between 1998-99 and 2003-04,
and the entry of Pacific National as a major new operator in the general rail freight market
between Brisbane and Cairns. (sub. DR189, p. 9)

How will infrastructure prices move in the future?

Progress in implementing the NCP package varies, with some jurisdictions yet to
implement some significant components of the agreed infrastructure reforms
(see chapter 2). To the extent that outstanding commitments are met, there is likely
to be further downward pressure on costs and prices in some areas.
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That said, some jurisdictions have aso yet to fully align costs with prices. As the
Queendland Government commented:

. price changes, particularly for small gas customers, have often been masked
through price cap and other regulatory and policy mechanisms used by governments to
protect customers from substantial price rises associated with moves towards more
competition (sub. DR189, p. 5).

More generally, as discussed earlier, in the face of offsetting cost pressures, NCP
and related reforms cannot be expected to deliver year-on-year reductions in prices
— even alowing for the ongoing incentives they have provided for performance
improvement.

Indeed, some service providers in sectors subject to price regulation argue that
existing prices for infrastructure services are not ‘sustainable’. Their magjor concern
is that prices are not sufficient to justify new investment required to refurbish
existing assets and to provide additional capacity needed to meet growing demand.
This view has been challenged by some regulators and service users. However, it is
clear that future investment requirements could be substantial and that it is
important to strike an appropriate balance between the short-term interests of users
and long-term investment requirements. For example, the Electricity Suppliers
Association of Australia (ESAA) estimates investment of some $40 hillion will be
required to meet demand over the next 10 to 20 years (sub. 94, p. 6). The ESAA
said:

... every jurisdiction in this country has taken action to place caps on retail prices for

domestic customers, in some cases at levels below the cost of long-run supply ... whilst

almost all of these actions are taken by governments “to protect the consumer”, it is our

submission that they are also having a negative impact which may ultimately end up
costing consumers more. (sub. 94, pp. 7-8)

Thisissueis discussed further in chapters 8 and 10.

4.2 Has infrastructure service quality improved?

As well as providing incentives to operate efficiently and pass on cost savings to
consumers, competition also encourages producers to compete for customers by
offering better service quality (for example, improved reliability and timeliness of
service) and by expanding their product range. However, there have been concerns
that in sectors where even after reforms have been implemented competitive
pressures are limited, cost reductions associated with the reforms may have been at
the expense of service quality. These concerns were echoed by a number of
participants to thisinquiry.
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While it is again difficult to distinguish between NCP and other factors that affect
service quality, there is little evidence of any deterioration over the last decade or
s0. Indeed, service quality seems to have improved somewhat in a number of key
infrastructure areas as markets have become more contestable and the incentives
have increased for suppliers to be more innovative in their product offerings. That
said, caution is needed in drawing strong conclusions.

The subsequent examination of trends in service quality over the past decade or so
focuses on the reliability of supply and supplier/product choice and innovation. It is
largely based on an analysis of outcomes across Australiaas awhole.

Trends in service quality and user choice

Has reliability improved?

Notwithstanding fluctuations since the early to mid 1990s and variability across
jurisdictions, service reliability appears to have been sustained or improved in most
key infrastructure sectors.

The average reliability of electricity supply across Australia has remained relatively
stable for much of the past decade, with some improvements evident over the last
year or so (figure 4.2):

« in 2001-02, customers experienced an average of 2 hours without electricity,
compared with 3 hours or more during the late 1990s; and

« thefrequency of supply outages across Australia has declined significantly since
1999-2000, athough the average duration of each outage has increased slightly
(ESAA 2003 and prior years).

In telecommunications, Telstra' s Australia-wide network performance has improved
since the early 1990s:

. Telstra's local call and long distance network performance — measured as the
proportion of calls that cannot be connected due to network congestion — has
improved significantly since 1991 in both metropolitan and country locations
(PC 2002h); and

« 1IN 2003, 99.1 per cent of services were fault free and, on average, services were
available 99.9 per cent of the time across Australia (ACA 2004).

After a significant decline between 1991-92 and 1997-98, Telstra's fault repair
performance also improved significantly between 1998-99 and 2002-03 (table 4.1).
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Figure 4.2  Electricity supply reliability, Australian average
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Table 4.1 Faults repaired by Telstra within required timeframe

Percentage?
Urban: business Urban: households Rural and remote

Timeframe 1 day 1 day 1 day
1991-92 85 81 76
1997-98 81 56 63

Urban: business and households Rural Remote
Timeframe 1 day 2 days 3 days
1998-99 76 82 65
1999-00 82 86 72
2000-01 88 93 84
2001-02 87 94 95
2002-03 86 93 94

@ pre and post-1997 data are not directly comparable for rural and remote regions due to a change in the
timeframe for fault repairs.

Data sources: ACA (2003 and prior years); PC (2002h).

Differences remain in the access to, and quality of, communication services
between urban and regional locations. That said, in an earlier study requested by the
Australian Government (PC 2001c), the Commission found that rural and remote
telecommunications users were generally no worse off relative to urban users than
their counterparts in other comparable countries. Box 4.3 outlines some other
findings from that study.
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Box 4.3 Telecommunications services — city vs country benchmarked

In 2001, the Commission conducted an international benchmarking study on the
accessibility and quality of telecommunications services between urban and rural
locations in some broadly comparable countries. Some of the key findings were:

e The distance between the user and the local exchange is a major determinant of
data transmission rates over the PSTN. Longer line lengths in remote and rural
areas tend to result in lower data transmission rates in these areas.

« The extent of PSTN (traditional telephone) quality advantage for urban over rural
users in Australia was similar to that in Canada (the only other country with
comparable data).

« Deployment plans are more far reaching for ADSL services (high speed services
over traditional telephone lines) in Australia than in most other countries studied.

« Mobile coverage of Australia’s rural population appears to be similar to that in New
Zealand and greater than in the USA, but less than that in Europe. However, no
country appears to regularly monitor the quality of mobile services in remote, rural
and urban areas.

Source: PC (2001c).

Rail freight on north-south corridors is one of only a few examples where service
quality seems to have deteriorated. However, on east-west routes, where there has
been significant new investment, improved reliability and reductionsin transit times
have been evident. Additional examples of service quality impacts are provided in
box 4.4.

More choice or innovative service delivery?

Some infrastructure service providers now offer greater product choice and/or have
introduced innovationsin service delivery. For instance:

The expansion of gas distribution networks has broadened availability and
consumer choice.

— Over 3.5 million households had access to gas in 2001, compared with
2.7 million in 1995. Over the same period, the number of commercia and
industrial customers increased from 84 000 to 105 000 (AGA 2003 and multiple
years).

— Tasmania is the most recent beneficiary of expanding gas networks, with
initial plans to connect 100 000 households.
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Box 4.4 Examples of changes in service quality

In 2002-03, Australia Post met or exceeded all of its legislated performance standards
for its standard letter service, achieving record on-time delivery of non-bulk letters
(96.5 per cent compared with 93.9 per cent in 1996-97) (Australia Post 2003 and prior
years).

In Victoria, urban transport franchisees operate under incentive-based contracts to
promote better service quality. All train and tram services delivered performance
improvements (measured as passenger weighted minutes of delay) between 1998-99
and 2002-03, although punctuality and reliability results varied among operators
(Department of Infrastructure (Victoria) 2003).

Crane rates and berth availability improved at major container terminals between 1997
and 2003. Conversely, other delays, such as crane breakdowns, late ship arrival or
waiting for labour, were longer in 2003 than in 1997. Ship turnaround times generally
improved in most, but not all, container ports (BTRE 2004b and prior years). However,
as discussed in chapter 8, capacity constraints are now causing problems in some
ports.

Between 1997 and 2000, rail freight reliability and transit times improved on east-west
corridors, but deteriorated on north-south corridors (Booz-Allen & Hamilton 2001).
Some participants also commented in general terms on areas of quality improvement
for rail freight services. For example, Pacific National contended that:
Pacific National built on the efficiency gains already achieved by its public sector
forerunners, National Rail and FreightCorp, to improve productivity and service quality.
Pacific National has driven innovation in rail to take share away from its closest modal
competitor, road. (sub. 61, p. 4)

And the Australian Rail Track Corporation (ARTC) noted that it:

... has strategically invested in infrastructure improvements designed to reduce rail transit
times and increase service reliability (longer crossing loops, capability for heavier axle load
operations) as well as enable more efficient above rail operations. On these corridors rail
transit time has reduced (by around 2.5 hours, Melbourne — Perth), and service reliability
has increased since 1997. (sub. 49, pp. 6-7)

However, the ARTC also reported evidence of an initial deterioration in service

reliability for rail following the sale of the National Rail Corporation and FreightCorp:
During the first year following the purchase [of these entities by Toll Holdings and Patrick
Corporation], ARTC noted some deterioration in service reliability on its part of the interstate
network as PN [Pacific National] sought to maximize other aspects of its business (eg
holding back departure from schedule in order to maximize loading on a train).
(sub. 49, p. 9)

Australia-wide, while there was little change in the number of unplanned water supply
interruptions between 1995-96 and 2000-01, the average duration of each interruption
fell (WSAA various years).

The choice of telecommunications service provider and the range of products
has expanded rapidly since the early 1990s.
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— In 2002-03, there were more than 700 different mobile service plans on offer
and around 200 internet service providers offering broadband services (ACCC
20044).

— Expanded mobile coverage and broadband internet access have raised
business productivity and provided households with wider product offerings.
Although broadband penetration in Australia remains lower than in many OECD
countries, broadband connections have more than doubled over the past year
(ACCC 2004d). Other telecommunications products that are now commonplace
include email, video conferencing, short messaging services and virtual private
networks.

Additional examples of widening product choice and innovation in infrastructure
service provision are provided in box 4.5.

Drivers of change

Changes in service quality reflect a number of factors. Some are outside the direct
control of providers. For example, drought has increased the probability of water
mains breaking, and floods and bushfires affect the reliability of electricity and
telecommunications services. The availability of new technology has aso affected
service quality over the last decade or so. And service quality is, of course, closely
linked to the way in which infrastructure service providers manage their businesses
and respond to changing conditions.

Nonetheless, NCP reform is generally regarded by participants as having
contributed to improvements in quality and reliability, although its contribution
clearly varies between infrastructure services. For example, in the case of gas, NCP
reforms — in particular, the removal of barriers to interstate trade and the
introduction of access arrangements for pipelines — have enhanced both reliability
and availability. The ability to maintain emergency supply following the 1998
accident at the Longford refinery highlights thisimprovement:

The suspension of Victorian gas supplies following the Longford disaster ... would
have left Victoria without gas for emergency services in the absence of NCP reform.
But implementation of the National Gas Pipelines Access Code, a centrepiece of NCP
gas reform, was a critical factor underpinning the construction of a $50 million
‘interlink’ pipeline between New South Wales and Victoria, which allowed emergency
supplies of gas to flow into Victoria from interstate throughout the crisis.
(NCC 19993, p. 8)
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Box 4.5 Expanding choice and innovation

Retail competition in energy markets has given many users the opportunity to choose
their supplier. In many instances, this has also given users scope to select from a
range of new and innovative product and service options, including:

« bundling of products (such as common billing procedures);
« Dbill smoothing (averaging bills over a year);

« specialised tariff structures (for example, options to remove seasonal peak tariffs for
households and service guarantees for small business); and

« rebates (loyalty rebates or rebates for direct debit payment of bills).

To keep pace with competitors in contestable markets, Australia Post has introduced
internet tracking for certain classes of parcel delivery and expanded its retail product
and service range. And its outlets now provide a range of financial services (including
money transfers, travellers cheques and business banking in some rural areas);
undertake passport and citizenship interviews; and, at some outlets in Victoria, issue
drivers’ licences.

Similarly, the New South Wales Government noted that:

... asignificant upstream benefit [of the Gas Access Regime] for New South Wales has
been the diversification of supply sources. In 1996, the Cooper Basin, via the Moomba
pipeline, supplied around 98% of NSW gas consumption. With the addition of the
Eastern Gas Pipelines, the Cooper Basin now provides around 75% of New South
Wales gas consumption. This increase in competition has increased security of supply
and put downward pressure [on] input costs for business and prices for consumers.
(sub. 99, p. 9)

NCP reforms have been accompanied by a greater focus on monitoring and
regulating service quality in some jurisdictions, with compensation payments to
customers accompanying poor performance in some cases. The Pastoralists and
Graziers Association of WA stated:

... without telecommunication reform there would never have been the establishment

of the Universal Service Obligation and the Customer Service Guarantee, which
ensures regional and rural telephone users' rights are protected. (sub. 74, p. 19)

In energy markets, industry players support the view that service reliability has
improved in the more competitive environment brought about by NCP reforms, and
that retail contestability has promoted a business culture that is more responsive to
customers. For example, the ESAA noted:

While the massively increased reliability of generators has improved availability, so too

has distribution reliability improved considerably in recent years. As an example, in
Victoria ... there has been a continuing trend of improvement in the State's supply
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reliability. ... A similar improvement has been seen in most other jurisdictions.
(sub. 94, p. 4)

And Origin Energy said:

Energy market competition, spurred by this transition [to a competitive and nationally
integrated energy market], has undoubtedly contributed to ... consistent levels of
energy system reliability and service quality, and greater innovation in energy product
offerings. (sub. 89, p. 2)

The cultural shift brought about by competition associated with NCP reforms is
likely to encourage ongoing improvements in service quality over time.

Is service quality sustainable?

Competitive forces will tend to encourage better service quality outcomes.
However, as noted previously, some providers have voiced concerns about the
longer term reliability of key infrastructure services unless there are changes in the
way prices of those services are regulated. In this context, the ESAA drew
comparisons with electricity supply failures oversesas:

... every jurisdiction in this country has taken action to place caps on retail prices for
domestic customers, in some cases at levels below the cost of long-run supply. Whilst
we fully understand the reluctance of governments to pass through significant energy
price increases to consumers, this is extremely short-sighted and can have catastrophic
consequences, as seen in California. (sub. 94, p. 7)

Similarly, Energex stated:

Also pertinent is the recent House of Commons review of blackouts in the UK, which
found the root cause to be the intrusive form of regulation applied by the regulator, a
formidentical to that applied here. (sub. 60, p. 3)

Against a backdrop of electricity supply failures, in March 2004 the Queensland
Government commissioned a review of supply security and service quality for the
State's electricity industry. The report of the review group illustrates the interaction
between regulatory arrangements and service performance (see box 4.6).

The important role of regulatory authorities in achieving the ‘right’ balance in
prices between encouraging the efficient use of existing services and providing
appropriate incentives for new investment to sustain or enhance service quality and
reliability is discussed in chapter 10.
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Box 4.6 Some key findings from the Somerville Report on electricity
distribution

« ‘ENERGEX has not spent sufficient amounts in recent years on maintaining its
system and, in particular, has not had an adequate focus on preventative
maintenance, such as on vegetation management and cross arm inspections. This
has significantly contributed to the number and duration of outages across
ENERGEX'’s system.’

e« ‘The Panel has doubts about whether the current regulatory regime provides
appropriate incentives to deliver reliable supply to Queensland customers. The
Panel recommends that the Government and the QCA consider alternative
arrangements for increasing ENERGEX and Ergon Energy’s investment certainty
during a regulatory period ...’

o ‘There are currently no mandatory service standards for distribution services in
Queensland as there are in other states. This has resulted in the distributors not
having sufficient focus on the quality of service they deliver to end customers.’

Source: Department of Natural Resources, Mines and Energy (Queensland) 2004, pp. 28-29.

4.3 The financial performance of GBEs

On behalf of the community, governments invest significant capital in GBEs to
provide economic infrastructure services to businesses and households. This
Investment is subject to competing demands for funding in aress like education and
health. Moreover, in many areas of economic infrastructure, services are provided
by, or could be provided by, private firms. Hence, the community has a right to
expect that GBEs will operate efficiently.

In this regard, a key indicator of GBE performance is the rate of return on capital
(assets). Historically, these rates were very low and sometimes negative, even when
adjusted for unfunded community service obligations. However, over the last two
decades, rates of return across GBEs have improved markedly (see figures 4.3 and
4.4), athough they remain well below comparable private businesses.

Much of this improvement can be attributed to governance reforms, such as
commercialisation and corporatisation, which pre-dated NCP in several key GBE
sectors. However, as a number of commentators have noted (see, for example,
Marsden 1998 and Morton 1999), further changes under the auspices of NCP and
related reforms have also played an important role.
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Figure 4.3  Gross rates of return: public and private trading enterprises,
1967-68 to 1995-962

per cent
20 T~
- -~
18 P
N\
161 N -’ ‘\.,-/-—‘\ ,/‘/
~ — — — -
14 N -7 ~. /7
\I

12
10 +

8

6

4 4

2 4

0 T T T T T T T T T T T T T T T T T T T T T T T T T T T T

1967-68 1971-72 1975-76 1979-80 1983-84 1987-88 1991-92 1995-96

— - — - Private trading enterprises Public trading enterprises

a Rates are for public and private enterprises engaged in comparable activities. Gross rates of return are the
ratio of gross operating surplus to gross capital stock. For both public and private enterprises, gross capital
stock is restricted to non-dwelling construction and equipment. Data that allow for comparison between
comparable public and private enterprises are not available beyond 1995-96.

Data source: ABS (Australian National Accounts: Capital Stock, Cat. No. 5221.0).

That said, there has been considerable variation in rates of return across
infrastructure sectors, not all of which can seemingly be explained by different
levels of risk attaching to service delivery, or variations in the extent of unfunded
community service obligations. Moreover, since the mid to late 1990s, rates of
return have declined in a number of sectors (see figure 4.4). Indeed, of the 84 GBEs
monitored by the Productivity Commission in 2004, only half earned nominal pre-
tax returns above the risk-free return on 10 year Commonwealth Government bonds
(5.4 per cent in 2002-03) (PC 2004c, p. 7). In the light of the underlying market
risks for many GBEs, thisis avery conservative benchmark.

In some cases, sector-specific or short term factors have influenced performance.
For instance, drought conditions have adversely affected the financial performance
of some water authorities. The regulation of monopoly service providers may have
unduly suppressed prices charged by some GBEs. And measures to ensure equitable
access to some public transport services will have impacted on returnsin that sector.
However, these factors do not offer a convincing explanation for such widespread
underperformance.
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Figure 4.4  Trends in average returns on GBE assets?, 1994-95 to 2002-03
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It has also been suggested that the recent downturn in rates of return can be at least
partly attributed to excessive dividend payouts imposed by owner governments that
have reduced the capacity of GBES to invest in maintaining and expanding their
networks, and thus, undermined their financial performance.

There is an obvious need for caution in drawing links here given, for example, long
lead times between some investments and the ensuing effect on financial
performance. However, on the basis of available evidence, it seems hard to sustain a
general argument that excessive dividend payouts are compromising rates of return
and the sustainability of servicesin thelong run.

« Average dividend payout ratios (DPRs) have been quite high (at around
80 per cent of net profits) in recent years and for several individual GBEs more
than 100 per cent. Some GBEs have actually been required to make dividend
payments after reporting operating losses (PC 2004c) — though this has also
been a practice of certain private infrastructure entities.

« In aggregate, the DPRs do not appear to be unduly high relative to those
prevailing in the private sector. For instance,

— NECG (2002) found that the 2000-01 median DPR for 18 water GBES was
broadly consistent with the mean and median payout ratios for the top 50 ASX
listed firms. Furthermore, the individual water authority data showed no short-
term correlation between high DPRs and low rates of return. Rather, a
reasonably strong relationship was evident between the comparatively low
gearing of many water authorities and low rates of return; and

— Somerville (DNRME 2004) concluded that the payment of specia dividends
by electricity distributors in Queensland had not affected their ability to spend on
their networks.

That said, in noting a much greater percentage of DPRs in excess of 100 per cent
among water authorities than for private firms, NECG pointed to the likelihood of
financial problems in the future if such ‘excessive’ dividends were to be sustained
for long periods:

Since water businesses are characterised by the need for lumpy investment, consistent
and continued application of very high dividend payout ratios could lead to
unacceptable levels of financia stress for the affected businesses at some stage in the
future. (NECG 2002, p. 21)

In the absence of ‘mitigating’ factors, the rate of return data presented in figures 4.3
and 4.4 raise questions about GBE management and the efficacy of current
governance arrangements. They also suggest that, in this area, the NCP reforms and
previous governance initiatives have not been entirely successful. This raises the
issue of the merits of continued public ownership of some service providers —
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especially where service provision is contestable. As the Australian Treasury
(1990, p. 1) argued:
If the investment in a government business enterprise is not realising an adequate return
(after alowing for the cost of any government-enforced non-commercial services
provided) the question can rightly be asked why the community should not demand that

at least some of the assets of the enterprise be sold and the resulting funds used in more
productive activities or possibly to pay off public debt.

Governance issues are discussed further in chapter 10.

4.4  Price and service quality impacts for other goods
and services

NCP has directly affected the price and/or service quality of many other goods and
services, mainly through the LRP and the extension of the anti-competitive conduct
provisions of the TPA to unincorporated businesses.

Because many of the changes arising from the LRP have occurred only recently,
information on reform impacts is limited. Accordingly, this section focuses on
outcomes in three areas. retail trading, professions and occupations, and statutory
marketing arrangements for agricultural commodities.

Retail trading

Prior to NCP, State and Territory regulation of retail trading hours differentiated
between retailers on the basis of |ocation, size and products sold. The primary intent
of the regulation was to give small businesses an opportunity to trade without
competition from large retail chains and to reduce the need for employees to work
outside traditional working hours. However, the restrictions prevented many
consumers from shopping at times most convenient to them, or forced them to pay
the higher prices often charged by smaller retailers.

While there is continued opposition to deregulation in some quarters, it has been
met with strong support from shoppers. For instance, the NCC reports:

In Victoria, local councils may hold a plebiscite to determine if a community wishes to
reimpose limits on shop trading hours. To date, only the City of Greater Bendigo
exercised this option. The voluntary poll, conducted in 1998, attracted 72 per cent of
voters, of which 77 per cent voted to support the continuation of Sunday trading.

An attempt by the ACT Government to reinstate trading hours restrictions, after
consumers had experienced a trial period of deregulation, failed after a public outcry.
(NCC 2003b, p. 4.4)
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The NCC (sub. 71, p. 11) also referred to a study by Jebb Holland Dimasi (2000)
pointing out that:

In Sydney and Melbourne around 35 per cent of consumers buy groceries on Sunday
where supermarkets are permitted to open. In Perth and Adelaide, where only small
food stores can trade on Sundays, the comparative figure is 7-8 per cent.1

And, in a report prepared for the Shopping Centre Council of Australia, Access
Economics noted that:

. the survey evidence consistently shows a strong consumer preference for
deregulated trading hours. ... the strong preference data available from consumer
surveys, and the marked shift in consumer behaviour post-deregulation, suggest that the
community values deregulated trading hours very highly, and any dollar value on the
resulting ‘ consumer surplus’ istherefore likely to be very large. (2003, p. 29)

Notably, as discussed further in chapter 5, it does not appear that these benefits to
consumers have come at the cost of reduced employment in retailing overall —
though obviously the distribution of that employment has changed. Some comments
from other participants about the benefits of deregulation in this area are provided in
box 4.7.

Professions and occupations

The professions are an important segment of the economy. In 2001, professionals
— including in the health, legal and building sectors — accounted for 18 per cent of
total employment (ABS 20033).

Professional and occupational regulation has a long history in Australia and
overseas. It often involves fee scales and limits, restrictions on certain forms of
advertising, codes of practice and related disciplinary procedures. And market
structure can be affected by the use of titles, entry and ownership restrictions, and
various other constraints on who can compete with, or within, a professional group.

The LRP reviews have provided an opportunity to assess whether such restrictions
arein the public interest. They have found that many were not justified, or that they
should be modified to achieve their underlying objectives more cost effectively. At
the same time, the review process has affirmed that some regulation is often
required to protect consumers and underpin appropriate service quality.

1 south Australia has subsequently liberalised its trading hours regulation.
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Box 4.7 Some views on the benefits of deregulated retail trading hours

Tasmanian Government

. a major benefit of the removal of restrictions on shop trading hours is the increased
convenience to consumers, in terms of when they choose to do their shopping at the
formerly restricted stores. (sub. 109, p. 4)

Shopping Centre Council of Australia

There is no doubt that Sunday trading is something consumers want. In those states and
territories with Sunday trading, Sunday has become the second most popular trading day of
the week.

Sunday trading in South-East Queensland has been an outstanding success. Overall retail
sales have increased and the disaster for small retailers that was predicted by some has not
occurred. It is overwhelmingly popular with consumers. (sub. 47, p. 2)

Coles Myer
Deregulation of shopping hours has given all customers access to the choice of a wide
range of products and prices at all times. (sub. 107, p. 12)

Woolworths

The States and Territories which have reviewed and reformed shop trading hours have
enjoyed overwhelming economic benefits, to retail sector employment, consumer
convenience, consumer choice and prices. (sub. 115, p. 1)

As noted above, NCP also required the States and Territories to enact legislation to
bring unincorporated businesses within the purview of the TPA. This has
constrained the capacity for professionals — who typically operate in partnership
arrangements rather than as incorporated companies — to engage in anti-
competitive practices.

Several participants commented on the benefits of these reforms for consumers (see
box 4.8). But perhaps the best summary — in an area where relevant information is
difficult to come by — was provided by the New South Wales Government:

e ... Reviews have resulted in the abolition of licensing for employment agents,
replacement of the hairdressers’ licensing system with a requirement that those who
practice hairdressing for a fee must be suitably qualified and the streamlining of
licensing requirements for driving instructors. Asaresult, it is easier for people to enter
into these occupations and transaction costs have been lowered for businesses;

« NCP legidative reviews have delivered greater consumer choice and opened up new
business opportunities. ... For example:

— the removal of the legal profession’s monopoly on conveyancing services has
increased choice of conveyancing service providers. Consumers now pay lower
conveyancing fees — conveyancing feesin New South Wales fell by 17 per cent
between 1994 and 1996;
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Box 4.8 Some views on benefits of NCP reform to the professions

Professions Australia, a national organisation of professional associations, contended

that in overall terms:
... NCP has delivered some positive outcomes in terms of price, improved quality of service
and innovation to consumers of professional services. While a number of the professions
were initially resistant to NCP, it is clear that as a result of competition reforms there has
been significant attitudinal and cultural change across the professions. ... A humber of poor
practices which delivered limited value to consumers have been eliminated, for example, the
legal profession in some states has made significant progress in reducing anti-competitive
practices through the reform of various regulations and structures. (sub. 65, p. 6)

The Real Estate Institute of Australia pointed to the benefits of the deregulation of real
estate commissions in all jurisdictions, except Queensland:
The major benefit of deregulation of commissions is that it provides an opportunity for the
industry to become more price competitive and to deliver flexible services appropriate to the
needs of individual clients. (sub. 17, p. 2)

The Victorian Government noted:

There is increased competition in the market for conveyancing services by removing fee
scale regulation, permitting fee advertising and reductions in restrictions on entry into the
market for conveyancing services. (sub. 51, p. 35)

And, the Victorian Branch of the Australian Dental Association indicated that
deregulation of ownership restrictions applying to dental practices in that State has
resulted in the establishment of more than 100 non-dentist owned practices.
(NCC 2003c, p. 3.16)

— people now have the option of obtaining certain foot treatments from nurses and
medical practitioners, instead of exclusively from podiatrists following the NCP
Review of the Podiatrists Act 1989;

— the monopoly held by the veterinary profession over all acts of veterinary
science was recently replaced with a specific list of veterinary practices that, on
health, welfare and trade grounds need to be restricted to licensed practitioners.
This arrangement will enable a wider range of animal health care services to be
provided by both vets and non-vets. (sub. 99, p. 10)

Agricultural commodity marketing

Historically, a broad range of legidative restrictions applied to the production and
marketing of a variety of agricultural commodities including dairy products, eggs,
grains, potatoes, poultry meat, dried fruit, rice and sugar. Such restrictions — which
were administered through statutory marketing authorities (SMAs) — sought to:

. boost farm incomes by taking advantage of perceived market power in export
markets; and
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« provide farmers with countervailing market power in dealing with processors
and retalers.

However, compulsory acquisition powers afforded to SMAS, and various other
controls implemented to pursue these objectives, imposed significant costs on local
consumers. For example, the Industry Commission (IC 1997b, p. 47) estimated that,
in 1994-95, domestic pricing arrangements and import tariffs needed to support the
activities of SMAs provided gross assistance to producers of about $590 million.
This was effectively paid for by household and business users. In addition, the
controls often reduced the scope and incentives for innovation, to the detriment of
both consumers and producers.

As aresult of the LRP, many of these controls have been removed. For example, the
tariff on imported sugar was removed in July 1997; all States and the ACT removed
their controls on the pricing and supply of drinking milk in 2000; and grain
marketing restrictions have been removed in most States.

Although some changes have occurred relatively recently, there is already evidence
of benefits for consumers. For example, despite the imposition of an 11 cents alitre
levy on consumers to fund an assistance package for dairy farmers, across Australia,
the average retail price of drinking milk has fallen by 5 per cent in real terms since
full deregulation in 2000 (ABS 2004b and prior years). And, as noted by the
Victorian Government (sub. 51, p. 54), the range of milk products available to
consumers has broadened with the introduction of new products to meet various
dietary and health needs.

Changing retail sector practices have had a key influence on milk prices, as
supermarkets bid for a larger share of the drinking milk market. The introduction of
supermarket (or house) brands, in competition with the traditional company brands
provided by processors and farmer co-operatives, has produced innovation in
packaging and marketing and reductions in the prices of key drinking milk products.
Price reductions have been reinforced by supermarkets use of milk as a ‘loss
leader’ — a strategy designed to draw shoppers into the store by reducing the price
of a staple item. In the three years to June 2003, supermarket brands doubled their
share of the supermarket packaged milk market (NCC 2004d, pp. 37-38).

It is also important to recognise that a key feature of the dairy market (and many
other SMA) reforms was the removal of inefficient consumer-funded subsidies to
producers. In ageneral sense, such subsidies were little different from the high tariff
and other assistance previously provided to Australian manufacturers. These tended
to impair efficiency and impose significant costs not just on consumers but also on
other primary producers. In this context, the Victorian Government (sub. 51, p. 54)
noted that dairy deregulation has promoted greater efficiency in the farm and
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processing sectors, resulting in ‘a higher level of specialist production of dairy
products, such as cheeses, produced through groupings of farmers at the local level’.
The impacts of dairy deregulation on farmers and regional areas is explored further
in chapter 5.

In the case of grain, and specifically barley, the removal of compulsory acquisition
and marketing arrangements in some states has delivered a range of benefits for
growers without undermining export prices — suggesting that SMAs had not been
securing price premiums in global grain markets (NCC 2004f). Moreover, in States
where full or partial deregulation has occurred (for grains such as barley, canola and
lupins), growers have more selling options and greater flexibility in financing and
risk management. For example, farmers still have the option of pooling produce and
income, but can also take advantage of cash offers, thereby receiving payment on
delivery rather than waiting until pool sales are finalised. Commenting on these
matters in the context of recent changes in Western Australia that have allowed
more than one entity to export canola, the National Farmers Federation
(sub. 100, pp. 22-23) said that the beneficial outcomes had included increased
grower choice (including an opportunity to increase the cash component of a crop),
more flexibility in borrowing and a greater choice of selling contracts.

In addition, more flexible marketing arrangements facilitated by deregulation in
some of the States are expected to attract new investment into the sector, leading to
greater efficiency in areas such as transport and storage (by, for example, moving
from a storage system to a ‘transport and ship’ system). However, there are claims
by some that the ongoing regulation of export wheat marketing — Australia’'s
dominant grain commodity — is constraining investment in grains more generally
(NCC 2004f, p. 12 and p. 31). This issue is taken up in chapter 9 with further
discussion of the benefits to farmers from recent grain market liberalisation
provided in box 5.5.

45 Summing up

Reforms in governance arrangements and NCP and related initiatives to increase the
exposure of GBES to competitive pressures were intended, among other things, to
promote more efficient pricing practices, improve the financial performance of
GBEs and help ensure that the quality and range of infrastructure services better
reflected users needs. While data constraints preclude definitive analysis, the
available information is broadly consistent with these objectives being met.

It is difficult to separate the impacts of NCP from those of other factors, but for
Australiaas awhole:
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« real prices for several key infrastructure services have fallen significantly in
aggregate,
. by and large, businesses have benefited more than households; and

« real pricesfor household users have risen in anumber of service areas.

However, the adverse impacts on households from such price increases would have
been partially offset by price reductions for other goods and services, made possible
by the cost savings for businesses from lower charges for key infrastructure inputs.
As outlined in chapter 5, the Commission’s modelling of the net impacts of
productivity and price changes in key infrastructure sectors during the 1990s
suggests that, while higher income households derived the largest benefits, lower
income households al so received a boost to their incomes (see chapter 5).

The available data further suggest that service quality has generaly been
maintained, and has even improved in some areas. And there is evidence that many
users have benefited from a wider range of services. While NCP and related reforms
have not been the sole drivers of these beneficial changes, they seem to have been
significant contributors.

Reforms resulting from the legislation review program have also affected prices and
quality of service outcomes. As many of the reforms have been implemented only
recently, in most cases, it is too early to identify their precise effects. However,
there is evidence of price and quality benefits stemming from the removal of
restrictions on competition in retail trading, professional and occupational services,
and the marketing of some agricultural commodities.

At the same time, the financial performance of government infrastructure service
providers has improved considerably. Nevertheless, many GBEs till have a long
way to go to generate commercial rates of return. In some cases, this raises
guestions about the effectiveness of governance arrangements and the sustainability
of service provision.
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5 Socid, regiona and environmental

Impacts

Key points

While causality is difficult to establish, NCP is likely to have contributed to the rise in
average household incomes evident in most parts of Australia over the past decade.

Inevitably, the benefits of NCP will not have been evenly spread across income
groups. However, modelling work by the Commission suggests that:

Price and productivity changes in the infrastructure industries have increased the
purchasing power of households across the entire income spectrum.

The impacts on overall income distribution of differential outcomes across income
groups have been small.

Many of the negative influences on economic activity and employment in parts of
country Australia, such as declining terms of trade for primary products and
population drift from smaller rural communities, are of long standing and unrelated
to NCP.

Indeed, many producers, consumers and communities in country Australia have
benefited from NCP reforms.

NCP may have had some unanticipated adverse effects on the environment — in
particular, higher greenhouse gas emissions associated with reform-related
increases in demand for electricity. However, in those areas where reforms have
explicitly targeted better environmental outcomes (such as in the water sector), the
effects have been positive.

It is inevitable that reforms designed to remove sources of inefficiency in the
economy will create some ‘losers’ as well as ‘winners’. For example, NCP has led to
job losses and reduced incomes in some regional communities, though it is
apparent that other regional centres have often gained from the reforms.

The costs experienced by some individuals or communities, while an important
consideration, are not sufficient reason to forego reforms that are of substantial net
benefit to the community as a whole.

But governments should ensure that the implementation of reform takes account of
any significant transitional and distributional impacts and, where appropriate,
involves the provision of adequate and well targeted support to adversely affected
individuals/groups.
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Economic reform is intended to increase overall living standards. However, reforms
inevitably have transitional costs, involve some redistribution of income and impact
differentially across regions. Some aso affect environmental outcomes.

NCP recognises that some such negative impacts are intrinsic to reform and has
provisions designed to address them. Thus, public interest tests to help ensure that
the benefits of particular reforms outweigh the costs are an integral part of NCP
(see chapter 6). The NCP framework also alows for a variety of transitional
arrangements to alleviate some of the adjustment burden or modify, in part, the
distributional impacts of reform.

While these safeguards are generaly seen as a key part of NCP, many argue that
they have not worked effectively. Some contend that NCP has sacrificed social and
environmental objectives for economic goals and that most of the benefits have
accrued to those living in the major cities (box 5.1).

Box 5.1 Some negative perceptions of NCP

While the ‘big end of town’ and shareholders in the main have benefited, it is the
worker, the ‘little man’ who has suffered and who, in spite of promises that things will
improve, continues to suffer. Social, rural and environmental needs are not being met.
(Country Women’s Association of NSW, sub. 16, p. 4)

The wider community is expected to trust that benefits will eventually flow outwards
and be shared by everyone as improved living standards. Even if this trust can be
justified, the distributive outcomes across society are an even greater concern.
(Australian Council of Social Service, sub. 106, p. 1)

... competition reform in electricity and gas has resulted in a wide distribution of costs
yet succeeded in delivering benefits (and modest gains at that) to a tiny proportion of
the community .... We cannot see that this has served the public interest. (Public
Interest Advocacy Centre, sub. 32, p. 8)

The outcomes of NCP in the forestry sector are disappointing. The failure to fully
implement competitive neutrality and legislation review reforms to forestry has meant
that the environmental issues have not been addressed. (Australian Conservation
Foundation, sub. 54, p. 16)

Whilst recognising the intent of the concept, it is considered that the policy does not
appear to take into account the impact of NCP on rural and regional areas. In that
respect, larger urban economies can benefit from NCP outcomes, however, issues
such as dairy deregulation have a significant impact on both the social and economic
issues of rural/regional areas. (Richmond Valley Council, sub. 6, p. 1)

In this wide-ranging inquiry, the Commission has not attempted to provide a
detailed micro level assessment of the impacts of NCP by industry and region.
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Accordingly, this chapter examines the social, regional and environmental impacts
at arelatively broad level.

Also, as noted in earlier chapters, it is difficult to disentangle the impacts of NCP
from other factors that have been driving recent outcomes. Some caution is
therefore required in drawing conclusions about its effects on social welfare,
employment, regional Australia and the environment. Nonetheless, as the anaysis
in the remainder of this chapter indicates, many of the concerns that have been
raised about NCP in these contexts appear not to be borne out by the available
evidence.

5.1 Social welfare and equity considerations

As noted above, NCP acknowledges that governments have specific social welfare
and equity objectives that need to be taken into account in the reform process. Two
important issues in assessing how well NCP has performed in thisregard are:

« how the gains from NCP-related reforms have been distributed among different
consumer and household groups; and

. whether NCP has undermined community service obligations used by
governments to promote social objectives — such as reducing the costs of
essential services for disadvantaged groups.

However, it is important to recognise that NCP operates alongside policies which
gpecificaly aim to promote social and distributional goals, including taxation
arrangements, the social security safety net and the employment services network.
Such policies will tend to ameliorate any immediate adverse impacts of NCP on
social and distributional outcomes.

Distributional impacts of NCP-related reforms

Australia’'s much improved productivity performance in the 1990s (see chapter 3)
has underpinned the recent acceleration in the growth of average incomes. A
number of studies have examined how this income growth has been distributed
(seebox 5.2).

Although differing on the extent of change, most commentators agree that, by
nearly all measures, inequality has increased in recent years. And while this trend
pre-dates NCP, the dispersion of incomes and earnings appears to have widened
since the mid-1990s.
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Box 5.2 Perspectives on the distribution of recent economic gains

Labour and capital shares

According to previous Commission research (Parham et al. 2000), income growth in
Australia during the 1990s, unlike the period from the mid-1970s through to the end of
the 1980s, was distributed evenly between labour (wages and salaries) and capital
(profits). The research was at a highly aggregated level, however, and acknowledged
that the distribution of income gains between labour and capital is only part of the
distributional picture. For example, while the study also found that productivity gains
had mainly been passed on in the form of lower prices, it did not examine the ensuing
impacts on income distribution of these price changes.

Earnings

The ABS (2000), as reported by the Senate Community Affairs References Committee
inquiry into poverty (SCARC 2004), concluded that inequality in the distribution of wage
and salary earnings of full-time adult employees increased in the 1980s and that this
trend continued through the 1990s. The SCARC also referred to a study by the
Department of Family and Community Services (FACS 2003), which found that:

o between 1990 and 1996, real earnings at the bottom of the income spectrum initially
rose and then remained stable, while earnings for those at the top of the spectrum
consistently increased; and

e between 1996 and 2000, real earnings grew across the income spectrum, although
the increase was most rapid for the highest earners.

Incomes

Data on the distribution of income in Australia take into account government taxes and
transfers as well as earnings. Recent studies all indicate an increasing dispersion of
incomes. For example, the ABS (2003b), as reported in (SCARC 2004), and Saunders
(2003) both concluded that there has been some increase in income inequality since
the mid-1990s. And, a NATSEM study (AMP-NATSEM 2004) reported that over the
five years to 2001 there was a modest increase in household income inequality
between the richer and poorer postcodes in Australia.

Distribution of wealth

According to a NATSEM study (Kelly 2001), the overall distribution of wealth remained
stable between 1986 and 1998. While the distribution of most types of wealth — home
equity, business assets and cash deposits — became more unequal over the period,
this was neutralised by the accrued superannuation of lower income groups,
associated with the introduction of the Superannuation Guarantee.

Some participants (for example, VCOSS, Brotherhood of St Laurence and The
Centre for Public Policy) suggested that there may be a link between NCP and
increased inequality. And though not suggesting alink, ACOSS commented:
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... the extent to which NCP has contributed to or ameliorated the level and shape of
contemporary poverty in arich country, against a backdrop of rapid industry, trade and
workforce reform, remains avalid question. (sub. 106, p. 5)

In broad terms, it would be surprising if the NCP and related reforms had not
contributed somewhat to the increasing dispersion of household incomes. This is
because productivity improvements and consequent growth in ‘factor incomes
generally favour those in employment, who tend to be ‘over-represented’ at the
higher end of the household income spectrum.

However, the more pertinent question is whether the contribution of NCP has been
significant, relative to the many other factors that would have influenced income
distribution over the 1990s.

To help shed light on this issue, subsequent to the release of the Discussion Draft,
the Commission incorporated a distributional component into its modelling of
productivity and price changes over the 1990s in key infrastructure sectors
(see box 5.3). Some key results from that modelling are:

. higher national production associated with productivity and price changes would
have increased real household purchasing power by around 1.2 per cent;

« household incomes are projected to have risen across the income spectrum; and

. aswould be expected, the boost to purchasing power is estimated to have been
larger for higher income households (seefigure 5.1).

As outlined in earlier chapters, the Commission’s modelling does not differentiate
between changes induced by NCP and other factors. Nonetheless, it suggests that
the impacts on income distribution of productivity improvements and price
rebalancing in the infrastructure sectors — and by implication the effects of NCP
and related reforms — have been small. In particular, the magnitudes of the
projected changes in income levels relative to actual income growth during the
1990s are small. Hence, even had the income benefits of the projected changes been
more evenly alocated across household groups, the implied impacts on broader
distributional trends over this period would have been minor. Moreover, support for
low income and other disadvantaged groups provided through community service
obligation arrangements applying to infrastructure services (see below) or other
income support payments would have potentially ameliorated some of the projected
Impact on distribution.
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Box 5.3 Modelling the distributional impacts of infrastructure industry
changes

The Commission’s modelling of the distributional effects of productivity and price
changes in key infrastructure sectors incorporates the feedback effects on wages,
business income and subsequent changes operating through the tax and social
security systems. It uses a tops down framework, whereby the increased real
purchasing power of households generated by the projected growth in national output
(see chapter 3) is disaggregated to household income groups using household
characteristics reported in the 1993 Australian Bureau of Statistics Household
Expenditure Survey (ABS 1993, Household Expenditure Survey - Australia, Cat. no.
6257.0). Details of the methodology are provided in the modelling supplement to this
report.

The aggregate modelling suggests that higher national production would increase real
household purchasing power by around 1.2 per cent, mainly as a result of the price
and productivity changes in the electricity and telecommunications sectors. This
projected increase in purchasing power is equivalent to around $6 billion in current
(2003-04) values.

Moreover, while the projected increases in income at the household level are largest
for higher income households, the modelling indicates that the purchasing power of
households across the entire income spectrum is higher as a result of the modelled
changes in the infrastructure industries (see figure 5.1 in text).

The Commission notes that the projected increase in aggregate household disposable
income is considerably less than the projected rise of 2.5 per cent for national
production reported in chapter 3. The difference mainly reflects a decline in the terms
of trade as net exports increase, but also higher investment. Such investment would
contribute to the income flowing to households at some stage in the future — though
its likely distribution across the income spectrum is unclear.

As well, the modelling assumes that increased net revenues to government, resulting
from the growth in national incomes, are distributed to households in a ‘neutral’ fashion
— that is, in proportion to the income of households before the price and productivity
changes in the infrastructure industries. (The government revenues are net of
increased public spending in areas such as health and education, which is not
distributed in the model). While this is the approach conventionally adopted in this sort
of modelling, clearly governments could elect to distribute their additional revenue from
higher national income in other ways. Were, for example, most of the additional
revenue used to fund services mainly used by lower income households, or to increase
social security payments, then the ultimate income benefits of the modelled
infrastructure changes would be more evenly distributed than indicated in figure 5.1.

Similarly, the modelling results reflect distributional changes for households classified
according to their actual gross incomes. If the analysis had been conducted using
equivalent household income (that is, with adjustments to take account of the varying
make-up of households) — as is sometimes the case in such studies — the projected
income gains would again have been somewhat more evenly distributed than in
figure 5.1. This is because high income households tend to have more members.

Source: Commission estimates using the MMRF—-CR and Income Distribution models.
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Figure 5.1  Projected effects of price and productivity changes in
infrastructure industries on the purchasing power of
householdsab

Per cent
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Income groups (quintiles)

@ Changes estimated over the period 1989-90 to 1999-00. b Households have been allocated to five gross
income groups or quintiles — group 1 and group 5 represent the lowest and highest income groups
respectively. The income ranges are indicative of household income groups in 2003-04 and were derived by
rebasing average weekly earnings in the 1993-94 Household Expenditure Survey to average weekly earnings
in 2003-04.

Data source: Income distribution model estimates.

What impact on community service obligations?

CSOs in the NCP context

An important category of transfers in the context of this inquiry, which could be
expected to have a bearing on distributional outcomes, is community service
obligations (CSOs).

CSOs are government requirements for service providers to engage in non-
commercia activities to meet affordability and access objectives. They apply in a
range of sectors and take two principa forms:

. direct funding by governments, including concessions targeted at low-income
earners (for example, in energy and water) and the provision of ‘uneconomic’
services (for example, certain rail — mainly freight — services); and
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« universa service obligations (standardised service requirements for some basic
postal and telecommunication services).

NCP did not require governments to remove or reduce CSOs. Rather, the main
thrust of NCP was to have governments review their CSO policies to improve their
identification, costing, funding and delivery, with aview to helping decision-makers
assess the appropriate level and type of CSOsto be provided.

A number of significant changes have subsequently ensued, the most important
being that al governments have adopted a commonly agreed definition of CSOs
and have accepted the principle that the costs of CSOs should be transparent and
funded directly from consolidated revenue. However, afew major CSOs continue to
be funded by cross subsidies, including the Australian Government’s universal
service obligationsin postal services and telecommunications.

A range of concerns about CSOs were raised by participants in this inquiry. Many
related to perceived deficiencies and inconsistencies within and across jurisdictions
in the groups targeted by CSOs. For instance, the Council of Social Service of New
South Wales noted:

Community Service Obligations (CSOs) policies in NSW utilities tend to focus on
pensioner concessions on energy and water bills and “one-off” emergency type
assistance for households facing disconnection or serious hardship. These CSOs, like
many other concession regimes, are inconsistent and do not explicitly target other
people on very low fixed incomes and the growing number of working poor.
(sub. 86, p. 2).

And, the Western Australian Council of Social Service (sub. DR230) claimed that
clients were often unaware they were eligible for concessions or rebates. In this
context, it said that utility service providers do not readily volunteer information
regarding concessions and rebates to customers.

However, perhaps the main issue in this area is whether the NCP initiative to make
CSOs more transparent through direct (budgetary) funding, coupled with increased
competition pressures, has resulted in a decline in the level of CSO support
provided, and thereby reduced the affordability of key services for disadvantaged
households. In this regard, several participants, including VCOSS, Brotherhood of
St Laurence and the Centre for Public Policy claimed that, under NCP, there has in
fact been an erosion of CSO funding leaving some low income users worse off. For
example, in relation to electricity market outcomes, VCOSS said that:

In Victoria ... low consumption customers (who tend to be low income households)

have uniformly faced price increases without adequate compensation from government.
(sub. DR155, p. 9)
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How have NCP changes impacted on the level of CSOs?

In broad terms at least, the contention that NCP and other reforms may have
materially diminished the overall value of CSOs seems difficult to sustain. Based on
the explicit or direct payments made by governments to 51 government trading
enterprises monitored continuously by the Commission between 1998-99 and
2003-04, real direct funding of CSOs has increased substantially (table 5.1). While
funding through cross-subsidy for the universal service obligations of Australia Post
and telecommunications has declined in real terms, the dollar value of this reduction
Is much less than the total increase in payments for directly funded CSOs.

Table 5.1 Changes in funding of CSOs in infrastructure services

Sector 1998-99 2003-04a Nominal change Real change
$ million $ million % %

Direct funding P

Electricity 93 178 +91 + 63

Water 410 496 +21 +3

Rail © 1037 1472 +42 +21

Urban Transport 207 291 +41 +19

Other d 16 15 -6 -20

Total © 1763 2452 + 39 + 18

Cost to provider of

usof

Post 70 79 + 13 -4

Telecommunications 280 232 -17 -30

& Preliminary data. b pata are for 51 Government Trading Enterprises continuously monitored by the
Commission. € Latest available data are for 2002-03. Data for 2003-04 are not comparable with 1998-99 data
due to industry restructuring in NSW and WA. d Includes ports and regional air services. € Rail component of
the total comprises 2002-03 data. f Australia Post and telecommunications service providers are responsible,
through cross subsidies, for funding the Australian Government’s Universal Service Obligations.

Sources: PC (2005b); Australia Post, Annual Report (various issues).

Another perspective is provided by comparing changes in the value of CSO funding
with changes in service prices. As the examples in box 5.4 illustrate, in some cases,
increases in funding for CSOs have not kept up with price increases (for example,
electricity in Melbourne and gas in Sydney). But in others, the effective value of the
concessions has increased (for example, water in Melbourne). Similarly, the fall in
the value of the telecommunications universal service obligation (seetable5.1)
needs to be viewed in the context of a significant real decrease in average service
prices over this period (see chapter 4).

At a more disaggregated level, there will clearly be instances where particular
disadvantaged consumers, or consumers living in specific regional locations, will
have seen CSO transfers fall or withdrawn as a result of the reform process.
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However, overall, NCP reforms do not appear to have had any significant impact on
the degree of redistribution effected through CSO arrangements.

Box 5.4 The changing value of energy and water concessions

Since the inception of NCP, changes in the value of concessions for energy and water
services relative to movements in the price of those services have been mixed.

For energy:

« In Victoria, the estimated value of the average energy concession declined by
14 per cent in real terms between 1996-97 and 2000-01. Over the same period,
electricity prices for Melbourne households declined by 10 per cent and gas prices
by around 8 per cent (both in real terms).

« In New South Wales, the estimated value of the average energy concession
declined by 2.7 per cent in real terms between 1996-97 and 2000-01. Over the
same period, electricity prices for Sydney households declined by around 1 per
cent, while gas prices increased by nearly 8 per cent (in real terms).

« In South Australia, the annual electricity concession for pensioners increased from
$70 to $120 in January 2004, a 22 per cent increase in real terms since the
concession was last changed in 1990. Between 1990-91 and 2002-03, electricity
prices for Adelaide households increased by 24 per cent in real terms.

For water:

« The value of average household water and sewerage concessions in Victoria
increased by just over 1 per cent in real terms between 1996-97 and 2000-01. Over
the same period, water and sewerage prices for Melbourne households declined by
around 20 per cent in real terms.

Sources: DHS Concession Unit Annual Report (various issues); New South Wales Government (2004);
PC (2002h); Rann (2003).

5.2 Employment effects

Over the longer run, the stimulus to economic growth and incomes provided by
competition and other reforms (see chapter 3) can be expected to result in
potentially sizeable employment increases. However, much of the immediate impact
of NCP reforms has involved reallocating labour to more productive uses. Hence,
the short to medium run impacts on economy-wide employment levels are likely to
be small.

Of more interest, therefore, are changes in the distribution of employment across
sectors, types of business and localities. These depend on such things as the pattern
of activity in particular cities and regions.
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This section examines recent employment changes within two key sectors, namely
infrastructure industries and small businesses. Again, these changes reflect the
collective impact of a variety of factors, not just NCP reform. However, in the
infrastructure industries at least, much of the employment change has seemingly
been heavily influenced by NCP and related reforms. Regional aspects of these
employment changes are discussed in section 5.3.

Infrastructure industries

Large employment changes in the infrastructure industries are not new. For
example, in the 1980s, recognition of considerable overmanning led to substantial
labour shedding in therail, electricity and telecommunications sectors.

More recent productivity improvement and restructuring in these industries, to
which NCP and related reforms have been important contributors, has similarly
resulted in some large direct employment impacts.

. Between 1990 and 2003, there was a net employment reduction across all
infrastructure sectors of 31 000 (figure 5.2).

. Ove this period, employment losses were recorded in al of the key
infrastructure sectors except communications and road transport. Job |osses were
most significant in the rail and water sectors.

. However, the bulk of the employment reductions occurred in the first half of the
1990s, prior to the introduction of NCP. Indeed, after declining by 50 000 jobs
between 1990 and 1995, total employment in the infrastructure sectors actually
increased by 19 000 in the subsequent eight year period.

Accompanying these aggregate infrastructure employment changes, has been a
more significant change in the distribution of employment between the public and
private sectors.

« Between 1990 and 2003, public sector infrastructure employment fell by
147 000 (figure 5.2). But this was largely offset by the creation of 116 000 new
private sector jobs, mainly in communications, electricity and road transport.

« Part of the decline in employment in the public sector reflected continuing
improvements in labour productivity. However, privatisation of some services
and contracting out of aspects of service provision that remained in public hands,
led to atransfer of other jobsto the private sector.

« Private sector infrastructure employment was also boosted by growth in demand
for existing privately provided services and the entry of new players to the
market (especially in areas such as telecommunications).
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Figure 5.2  Employment changes in infrastructure industriesa, 1990 to 2003
‘000 employees

Total

Non-metropolitan

Metropolitan L

Private

Public

-200 -150 -100 -50 0 50 100 150 200

& Comprises electricity, gas, water, road transport (including passenger services), rail, telecommunications,
and postal and courier services.

Data source: ABS (Survey of Employee Earnings, Benefits & Trade Union Membership, Cat. no. 6310.0,
unpublished data).

Small business employment

Given its size, over the longer term, the small business sector could be expected to
account for a substantial proportion of the employment gains from improved
economic performance induced by NCP and other reforms. However, there have
been more immediate concerns that small business has borne much of the burden of
the short-term adjustment associated with competition policy reforms, with adverse
conseguences for employment in the sector.

Competition reforms have targeted some areas where small businesses were
previously sheltered from competition. In particular, various legidation reviews
have led to the removal of regulatory restrictions benefiting small business in the
retail and services trades — for instance, constraints on the range of goods that
competing larger businesses could sell and on the hours they could trade. A number
of participants contended that such market liberalisation has led to substantia job
losses in the small business sector. For example, the Council of Small Business
Organisations of Australia observed:
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Small businesses and families have felt the brunt of changes in the past. Independent
retail shops, gift and home wares stores, hairdressing salons, taxi drivers, bakers and
soon it seems, pharmacists have found reductions in their revenue due to the
introduction of unlimited free trade in their sector due to large more powerful
companies operating in their market and buying increased market share. (sub. 53, p. 5)

However, while the fortunes of the small business sector are clearly important to
Australia’'s overall economic health, the removal of regulations which constrain
more efficient providers — whether large or small — will, in most cases, be of
benefit to consumers and Australia’ s economic performance more generaly. Also,
the impacts of NCP on small businesses must be viewed in the context of broader
structural pressures that are driving greater market concentration in many industries.
Asthe Business Council of Australia noted:

. relatively high levels of market concentration in Australia are not the result of
obstacles to competition but are related to the smallness of domestic markets and the
need for firms to achieve scale economies. (sub. 84, p. 5)

Moreover, not all of the impacts of NCP on small business will have been negative.
For example, while putting pressure on small businesses in some suburban areas,
liberalisation of retail shopping hours in most jurisdictions has provided new
opportunities for small business operators within the maor retail centres. In
commenting on this matter, the Shopping Centre Council of Australia said:

Those who oppose giving consumers greater choice in trading hours claim it will lead

to everything from higher prices to the demise of small business and a decline in retail
employment. Y et when tested none of this has occurred. (sub. 47, p. 3)

Indeed, despite broader structural pressures and the impacts of NCP and other
reforms, both the number of small businesses and the number of people employed
by them continued to grow throughout the 1990s. Accordingly, the most that could
reasonably be said about NCP in this context is that it may have made some
contribution to the slowdown in growth in small business employment apparent in
the second half of the 1990s (table 5.2).

The impacts of NCP on regional small businesses are considered further below.

5.3 Regional impacts of NCP

The key concern about NCP in rural and regional Australiais that it has generally
been much less beneficial to residents in non-metropolitan areas than those living in
the magjor cities. Allied to this is the perception that particular rural regions have
been significantly disadvantaged by the reforms.
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Table 5.2 Trends in small business numbers and employment2

1990-91 1995-96 2000-01b
(‘000) (‘000) (‘000)
All industries
Number of small businesses 726 899 1122
Numbers employed 2518 3195 3259
Retail trade
Number of small businesses 149 155 163
Numbers employed 544 605 596

a Excludes agricultural businesses. Includes working proprietors and partners of unincorporated employing
and non-employing businesses. Working directors of incorporated businesses are classified as employees.
Most recent available data.

Source: ABS (Small Business in Australia, Cat. no. 1321.0, various issues).

The same concerns were evident during the Commission’s earlier inquiry that dealt
specifically with the regional impacts of NCP (PC 1999b). In that inquiry, the
Commission found that while there were inevitably costs associated with
implementing a reform program of this kind, it would bring net benefits to the
nation over the medium term, including to rural and regional Australia as a whole.
That said, it acknowledged that the early effects appeared to have favoured
metropolitan areas more than rural and regional areas, and that there was likely to
be more variation in the incidence of benefits and costs of NCP among country
regions than in metropolitan areas.

NCP in context

The Commission’s earlier inquiry showed the importance of considering NCP in the
context of broader forces driving change in country Australia — a requirement
which is equally valid today. NCP reforms have coincided with a range of other
economic and socia influences that have, collectively, brought about changes in
output, employment and living standards in regional and rural areas.

For one thing, NCP has come on top of other policy changes and reforms, including
tariff reductions, financial market deregulation, industrial relations reforms, local
government amalgamations and wider rationalisation of functions within the public
sector.

In addition, and outside the policy sphere, many other changes have affected
farmers, miners and regional businesses over the last two decades or so. Indeed,
most of the key influences on country Australia have been of along-term nature and
largely beyond government control (box 5.5).
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Box 5.5 Long-term drivers of change

In its earlier inquiry (PC 1999b), the Commission observed that the circumstances of
country Australia had been influenced strongly by longer-term forces, including:

« changes in the overall structure of the Australian economy, with agriculture, mining
and manufacturing declining in relative importance and the services sector
accounting for a growing share of GDP;

e a downward trend in world prices for agricultural commodities, which has been
reflected in a decline in farmers’ terms of trade;

o technological advances, such as improved transport and telecommunications,
agronomic developments and adoption of new mining techniques. (In some cases,
increased mechanisation and other technological change has made farming less
labour intensive and resulted in population drift from some rural communities.);

e changes in consumer tastes, such as the decline in the demand for wool and
increased expenditure on tourism, which have had markedly different regional
effects;

e rising incomes and changing lifestyle preferences, reflected in increased internal
migration to coastal areas; and

e government policy changes, such as the lowering of trade barriers, deregulation of
the financial system and increased regulation to protect the environment.

The role of these influences is equally apparent today.

For example, over the last half-century, world prices for many commodities —
including a variety of agricultural products — have declined significantly in real
terms. As a consequence, the terms of trade for agricultural products have been
trending downwards since the early 1950s and today are around one-third of their
level 50 years ago (figure 5.3).

Farmers have responded well to these pressures by raising their productivity
through the use of better technology and greater realisation of scale economies.
However, while helping to sustain the competitiveness of Australia's agricultural
sector, an inevitable consequence has been that farming has become much less
reliant on labour, with obvious employment implications for surrounding
communities.

Of course, the impacts of these long-term pressures have not been uniform,
depending heavily on the characteristics of, and pattern of economic activity in,
particular regions. For example, regions with above average reliance on agriculture
have generally experienced lower rates of employment growth than regions with
more diversified activity bases (PC 1999b).
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Figure 5.3  Declining terms of trade for agricultural products, 1946-47 to
2003-042
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& Ratio of index of prices received by farmers, in Australian dollars, to index of farmers’ input prices.
Data source: ABARE (unpublished data).

Aspects of NCP have added to the pressures facing parts of regional Australia
However, in most cases, they are likely to have played a minor role relative to these
broader influences — a point acknowledged by some rural and regional interestsin
both this and the Commission’s previous inquiry, and reinforced by the modelling
undertaken for thisinquiry (see below).

Some broad regional trends

In assessing the implications of NCP and related reforms for regional communities,
and in particular the significance of the associated adjustment pressures, it is aso
helpful to have a picture of what has been happening recently to activity and
employment levels in these communities. That is, adjustment to the reforms and
other pressures will generally be easier for regions that are performing relatively
strongly.

Recent changes in population, employment, unemployment and income in some
broad regional groupings — based on ABS data— are shown in tables 5.3 and 5.4,
and figure 5.4.
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Table 5.3 Population and employment growth, 1991-20012

Per cent
Region 1991-1996 1996-2001 1991-2001
Population Employment Population Employment Population Employment
Metropolitan 6.7 8.0 7.1 9.8 14.3 18.5
Regional - 9.0 9.7 5.3 7.2 14.8 17.6
coastal
Regional - -2.3 -0.1 1.7 5.7 -0.6 5.1
inland
Remote 17.3 16.9 2.7 3.5 20.5 21.3
Australia 6.2 7.4 6.0 8.7 12.6 16.7

& Most recent available Census data. Classification of regions used in this table is based on a system

proposed by ABARE.
Source: ABS (Census data).

Figure 5.4  City and country unemployment rates, 1989 to 20042 b
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@ Excludes the Northern Territory and the Australian Capital Territory. b As at June in each year.

Data source: ABS (Labour Force, Australia, Cat. no. 6202.0, various issues).
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Table 5.4 Average weekly gross household income, by regionab

Regional area Income (2001) Change 1996-2001 Proportion of all
persons

$ % %

Major cities 1291 17.1 66.9
Inner regional 1034 15.1 20.7
Outer regional 1013 13.3 10.1
Remote 1154 14.7 15

& Gross income adjusted on the basis of the household’s size and composition to allow the relative standard
of living of different households (eg couples with and without children) to be compared. b Derived from latest
available Census data.

Source: Siminski and Norris (2003).

Though the high level of regional aggregation means that some caution is required
in drawing general conclusions, the data suggest that many regions are growing and
have shared in Australia’ s increased prosperity of late.

« Population growth has been strong in all identified areas except inland regiona
Australia. Population in remote areas and coastal regions has grown more
strongly than in the cities.

« Employment has been growing faster than population, with all of the regions
sharing in the national job gains. Moreover, as in metropolitan aress,
unemployment rates in non-metropolitan areas have trended down since the
early 1990s.

« While those living in the mgor cities recorded the greatest increases in incomes
between 1996 and 2001, the difference in income growth between the cities and
other areas was relatively small.

NCP-related reforms have benefited many regions

In examining the regional impacts of the NCP reforms in the context of these long-
term drivers of change and broad regiona trends, the Commission has drawn on
economic modelling. As outlined in chapter 3, Commission staff modelled the
regional as well as the Australia-wide impacts of productivity and price changesin
key infrastructure sectors over the 1990s. Though these productivity and price
changes are not attributable just to NCP, in several sectors the reforms have been a
key driver of recent changes. (Details of that modelling work and the full results are
presented in a modelling supplement available on the Commission’ s website.)

Of course, the modelling provides only a partial perspective of the impacts of NCP
and related reforms. For example, it does not pick up the effects of some key
reforms of relevance to country Australia, such as the abolition of statutory
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marketing regimes for many agricultural products and the road transport reforms.
And, though encompassing 57 regional areas, it is not sufficiently disaggregated to
illustrate the impacts of NCP on smaller rura communities. Accordingly, in
exploring the NCP's regional impacts, the Commission has also drawn on a range
of other data and input from participants. A broad profile of the 57 regions included
in the analysisis presented in table 5.5.

Collectively, the modelling and other information support the conclusion in the
Commission’s previous inquiry that many regional areas have benefited from the
NCP reforms (PC 1999b). Also, while some mainly smaller communities have been
adversely affected (see next section), reforms such as the liberalisation of grain
marketing in some States have arguably led to a more even distribution of overall
benefits between country and city areas than at the time of the Commission’s last
inquiry.

Positive impacts from infrastructure changes

A number of participants commented in general terms on the benefits for rura and
regional Australia of NCP reforms in the infrastructure sectors. For instance, the
New South Wales Government said:

In some cases, NCP has helped industries to cope with long term external pressures and
to manage the transition to a more competitive environment. For example, competition
reforms have helped rural industries by reducing major input costs such as energy, rail,
transport and communications... Lower costs of transport and communications are of
particular importance for remote areas since the “tyranny of distance” imposes
significant costs for businesses and individuals in such areas. (sub. 99, pp. 13, 16)

Reductions in prices paid for electricity by many farmers provide a specific
Illustration of these benefits. Between 1996-97 and 2003-04, average real prices for
this group fell in al jurisdictions, with the declines ranging from 2 per cent in South
Australia to 34 per cent in Victoria (ESAA 2004). As noted, it is widely
acknowledged that NCP and related reforms have been major contributors to price
reductions in the electricity sector.

The Commission’s modelling similarly suggests that price and productivity changes
in several key infrastructure sectors during the 1990s — that were at least partly
attributable to NCP and related reforms — have boosted output in most parts of
Australia and thereby contributed to the recent income growth evident in both city
and country Australia. Specifically:

. asaresult of the changes, output is estimated to be higher than otherwise in all
but one (Great Southern in Western Australia) of the 57 regions across Australia
in the model;
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Table 5.5

Regions included in the Commission’s analysis2

Region State Main centre Other urban centres
Sydney NSW  Sydney Campbelltown, Gosford, Katoomba, Parramatta, Sutherland
Hunter NSW  Newcastle Cessnock, Maitland, Muswellbrook, Port Stephens, Singleton
lllawarra NSW  Wollongong Kiama, Mittagong, Moss Vale, Shellharbour, Shoalhaven
Richmond-Tweed NSW  Lismore Ballina, Byron Bay, Casino, Tweed Heads
Mid-North Coast NSW  Coffs Harbour Grafton, Kempsey, Port Macquarie, Taree
Northern NSW  Tamworth Armidale, Glen Innes, Gunnedah, Inverell, Moree, Tenterfield
North Western NSW  Dubbo Bourke, Cobar, Coonabarabran, Gilgandra, Mudgee, Walgett
Central West NSW  Orange Bathurst, Blayney, Cowra, Forbes, Lithgow, Oberon, Parkes
South Eastern NSW  Queanbeyan Bega, Bombala, Cooma, Crookwell, Goulburn, Yass, Young
Murrumbidgee NSW  Wagga Wagga Cootamundra, Griffith, Gundagai, Hay, Narrandera, Tumut
Murray NSW  Albury Balranald, Deniliquin, Holbrook, Tumbarumba, Wentworth
Far West NSW  Broken Hill Tibooburra, Wilcannia
Melbourne VIC Melbourne Altona, Dandenong, Lilydale, Mornington Peninsula, Sunbury
Barwon VIC Geelong Apollo Bay, Colac, Lorne, Queenscliff
Western District VIC Warrnambool Camperdown, Hamilton, Portland
Central Highlands  VIC Ballarat Ararat, Bacchus Marsh, Daylesford
Wimmera VIC Horsham Dimboola, St Arnaud, Stawell
Mallee VIC Swan Hill Kerang, Mildura, Ouyen
Loddon VIC Bendigo Castlemaine, Maryborough
Goulburn VIC Shepparton Benalla, Echuca, Kyabram, Rochester
Ovens-Murray VIC Wodonga Beechworth, Bright, Mount Beauty, Rutherglen, Wangaratta
East Gippsland VIC Sale Bairnsdale, Omeo, Orbost
Gippsland VIC Traralgon Moe, Morwell, Wonthaggi
Brisbane QLD Brisbane Beenleigh, Logan, Mount Gravatt, Redcliffe
Moreton QLD Coolangatta Burleigh Heads, Caloundra, Ipswich, Noosa, Surfers Paradise
Wide Bay-Burnett QLD Maryborough Bundaberg, Gympie, Hervey Bay, Mundubbera
Darling Downs QLD Toowoomba Dalby, Goondiwindi, Stanthorpe, Warwick
South West QLD Charleville Quilpie, Roma, St George
Fitzroy QLD Rockhampton Emerald, Gladstone
Central West QLD Longreach Barcaldine, Blackall, Winton
Mackay QLD Mackay Clermont, Proserpine
Northern QLD Townsville Ayr, Bowen, Charters Towers, Ingham
Far North QLD Cairns Atherton, Cooktown, Innisfail, Mareeba, Mosman, Weipa
North West QLD Mount Isa Cloncurry, Hughenden, Normanton
Adelaide SA Adelaide Glenelg, Henley, Hindmarsh, Marion, Salisbury
Outer Adelaide SA Mount Barker Barossa Valley, Kangaroo Island, Onkaparinga
Yorke and Lower SA Yorketown Bute, Riverton, Wallaroo
North
Murray Lands SA Renmark Murray Bridge, Pinnaroo
South East SA Mount Gambier Bordertown, Kingston, Naracoorte
Eyre SA Port Lincoln Ceduna
Northern SA Whyalla Coober Pedy, Port Augusta, Port Pirie, Woomera
Perth WA Perth Armadale, Fremantle, Joondalup, Rockingham, Stirling, Wanneroo
Peel WA Mandurah Mandurah
South West WA Bunbury Busselton, Collie, Manjimup, Margaret River, Pemberton
Great Southern WA Albany Denmark, Katanning
Wheatbelt WA Northam Merredin, Moora, Narrogin
Goldfields-Esperance WA Kalgoorlie Boulder, Coolgardie, Esperance
Mid West WA Geraldton Meekatharra, Mount Magnet
Gascoyne WA Carnarvon Exmouth
Pilbara WA Port Hedland Karratha, Newman, Tom Price
Kimberley WA Broome Derby, Kununurra, Wyndham
Greater Hobart TAS Hobart Clarence, Glenorchy, Sorell
Southern TAS Geeveston Bicheno, Huonville, Triabunna
Northern TAS Launceston Deloraine, Georgetown, St Helens
Mersey-Lyell TAS Burnie Devonport, Queenstown, Smithton, Ulverstone, Zeehan
Northern Territory Darwin Alice Springs, Katherine, Nhulunbuy, Tennant Creek
Australian Capital
Canberra

Territory

& Regions included in the Monash Multi-Regional Forecasting — Competition Policy Review model.

Sources: Adams and Dixon (1995); ABS 1995 (Australian Standard Geographic Classification (ASGC), Cat.

no. 1216.0).
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« regions specialising in mining and related processing activities (for example,
Goldfields-Esperance and the Pilbara in Western Australia, and the Hunter and
Illawarrain New South Wales), are generaly projected to experience growth in
output above the national increase of 2.5 per cent; and

. regions with diversified industrial bases are generally projected to experience
output growth close to that national increase.

In the modelling, national employment is assumed to be determined by broad
economy-wide factors and not influenced by the productivity and price changes in
the infrastructure sectors. However, these changes do affect the distribution of that
employment across industries — for example, improvements in labour productivity
in an infrastructure industry can release labour for use in other activities. Such
redistribution of labour will in turn have implications for employment in individual
regions, according to their patterns of economic activity.

Specifically, the Commission’s modelling projects that the productivity and price
changes in the infrastructure sectors will have led to higher employment than would
otherwise have prevailed in 16 of the 57 regions, and lower employment levels than
otherwise in the remaining 41 regions (table5.6). Half of the regions where
employment is projected to be higher are in New South Wales. However:

« in the large majority of the 57 regions, the projected total employment effects
(up or down) are equivalent to less than one year’'s actual average employment
change in those regions; and

« inthree of the eight regions experiencing actual employment declines during the
1990s, changes in the infrastructure industries were projected to provide a boost
to employment levels.

Viewed in conjunction with the projected growth in output in all but one of the
57 regions, this suggests that the regiona adjustment pressures associated with the
redistribution of employment from changes in the infrastructure industries have
generally not been great.
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Table 5.6 A comparison of the modelled employment effects with actual
changes in regional employmenta

Regions with actual employment declines but employment gains from infrastructure
changes

New South Wales

Far West, Northern

Western Australia

Pilbara

Regions with actual employment declines and employment losses from infrastructure
changes

Victoria

Gippsland, Loddon
South Australia
Northern

Tasmania

Mersey Lyell, Southern

Regions with actual employment increases and employment gains from infrastructure
changes

New South Wales

Sydney, Hunter, lllawarra, Mid-North Coast, North Western, Richmond-Tweed
Queensland

Mackay, North West

South Australia

Adelaide

Western Australia

Goldfields-Esperance, Kimberley, Mid-West

Australian Capital Territory

Regions with actual employment increases but employment losses from infrastructure
changes

New South Wales
Central West, Murray, Murrumbidgee, South Eastern
Victoria

Melbourne, Barwon, Central Highlands, East Gippsland, Goulburn, Mallee, Ovens-Murray, Western
District, Wimmera

Queensland

Brisbane, Central West, Darling Downs, Far North, Fitzroy, Moreton, Northern, South West, Wide
Bay-Burnett

South Australia

Eyre, Murray Lands, Outer Adelaide, South East, Yorke and Lower North
Western Australia

Perth, Gascoyne, Great Southern, Peel, South West, Wheatbelt
Tasmania

Greater Hobart, Northern

Northern Territory

& Modelled employment changes are those projected to result from productivity and price changes during the
1990s in the electricity, gas, urban water, telecommunications, urban transport, ports and rail freight sectors.

Sources: PC estimates based on the MMRF-CR model; ABS (Population Census, Cat. no. 1502.0).
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Other benefits for rural and regional areas

The Commission was provided with various examples of benefits for rura
producers and surrounding regional communities from other aspects of the NCP
reforms. For example, while participants such as the South Australian and
WA Farmers Federations (subs. 28, 83 and DR 195) questioned whether liberalising
statutory marketing arrangements would be of overall benefit to rural communities,
their partial deregulation or abolition in several states has often facilitated the
expansion of rural activities and provided opportunities for new and innovative
activities. Thus, the Pastoralists and Graziers Association of WA observed:

On the whole, the PGA supports the National Competition Policy reforms, as the PGA
supports a free market system without Government interference to allow Australian
producers to obtain the top market price from their own property. The PGA believes
deregulated production and marketing through individual enterprises is the key to the
future sustainability of Australian agriculture. (sub. 74, p. 3)

The experiences in the grain and lamb sectors in some States (see box 5.6) provide
specific examples of the benefits of introducing competitive markets. And, though
deregulation in the dairy industry has disadvantaged some regional communities
(see below), the negative impacts on farm profitability have been short term and
trangitional in nature (Harris 2005). Notably, a recent NCC-commissioned study
concluded that in the period following deregulation, total dairy farm income across
Australia had risen:

At anational level, taking account of effects of the change in farmgate income from the
loss of market milk premiums, better returns from manufactured products and the
industry’s adjustment package, gross farm income is about $300 million per annum
better off (including an element of DSAP payments) across the national industry
compared to the year prior to deregulation. This is based on total output which, in
2003-2004, was smaller than that in 1999-2000. (NCC 20044, p. 6).

Indeed, even excluding support from the industry adjustment package (estimated at
around $215 million between 2000 and 2004), aggregate returns appear to have
increased. Farmers that mainly supply ‘manufactured milk’ markets have been the
main beneficiaries.

This increase in industry-wide income reflects a combination of increased output,
Innovative practices and adjustment assistance. As Harris (2005, p. 10) observes
about the post-deregul ation period:

Some farmers decided to exit the industry. Others have made a variety of on-farm
changes according to their individual circumstances. They have increased their scale of
operation, increased productivity by adopting new technologies and improved
management practices, diversified their farm businesses and increased off-farm income.
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Box 5.6 The benefits to farmers of reform in the grain and lamb sectors

Grain

« The Australian Grain Exporters Association (sub. 75) said that since deregulation of
barley marketing in Victoria, growers are getting full world market price (or better
domestic bids). In addition, since 2001, Victorian cash prices for feed barley have
regularly been the highest of all the major barley exporting states.

e The Victorian Government (sub. 51) said that the reforms to barley marketing had
resulted in considerable innovation and structural change in the sector, including:

— the entry of new competitors and innovation in related services, such as financing
for growers;

— considerable rationalisation and vertical integration across the grain industry to
achieve benefits of scale and scope; and

— increased investment by growers in on-farm storage and segmentation, to take
advantage of niche market opportunities.

e The Grain Growers Association (sub. 37) similarly contended that NCP reform has
resulted in benefits for grain growers, domestic users, exporters and the broader
industry — such as the emergence of new markets and professional development.
Furthermore, it said that competition in the wheat finance market has provided
wheat growers with millions of dollars in savings.

Lamb

« Both the National Farmers’ Federation (sub. 100) and the Pastoralists and Graziers
Association of WA (sub. 74) said that since deregulation and the abolition of the
single desk for domestic and export lamb marketing — for which the industry
received $5 million in compensation — the lamb industry has thrived, along with the
rural communities that support the industry. According to the PGA, deregulation of
the Western Australian lamb industry has resulted in a ‘win-win situation’ for both
sides of the market (producers, processors, marketers and consumers):

— exposure to clearer market signals has made producers more conscious of market
needs (breeds etc.), leading to higher returns and more incentive to continue
producing better lambs;

— there has been significant investment in the industry, including in more efficient
abattoirs; and

— new and lucrative markets have emerged.

Some regions have experienced adverse impacts

While at a broad level, most regions have enjoyed generally favourable economic
conditions in recent years, a number of smaller regional communities have endured
difficult circumstances. Job losses in particular can have significant consequencesin
these communities as alternative employment prospects are generally more limited.
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As discussed above, the adjustment pressures and costs emanating from NCP
generally appear to have been smal relative to the wider pressures causing
structural change in rural and regional Australia However, the effects of NCP
reforms in adding to other pressures should not be ignored.

Some negative impacts from infrastructure changes

The Commission’s modelling projects that productivity and price changes in key
infrastructure sectors over the 1990s have boosted output (and by implication
average incomes) in virtualy all major regiona areas (see above). Moreover, the
projected employment impacts (up or down) are generally small in relation to actual
recent changes in employment levels in the majority of these regions, with job
losses projected in some capital cities as well as in certain country areas. These
projections are seemingly consistent with the infrastructure employment data
reported in figure 5.2 which show:

. areatively modest net loss of 31 000 actual jobs in the infrastructure industries
over the period between 1990 and 2003 — less than 7 per cent of employment in
these industries at the beginning of the period; and

. areasonably even distribution of that net loss between metropolitan and non-
metropolitan areas.

That said, the Commission’s modelling indicates that there are a few regions —
Gippsland and Loddon in Victoria, Northern in South Australia, and Mersey Lyell
and Southern in Tasmania — where the changes in the infrastructure industries are
likely to have compounded other pressures and contributed to an overall decline in
employment during the 1990s (see table 5.6).

In Gippsland, the projected reduction in employment of more than 11 per cent from
the infrastructure changes is nearly three times greater than the next largest
projected decline of 4 per cent in the Wheatbelt in Western Australia. Hence, the
modelling confirms that change in the electricity sector in particular, much of which
has been due to NCP and related reforms, has imposed significant adjustment
pressures on the Gippsland region. A broad indication of how the region has
managed these and other adjustment pressuresis presented in box 5.7,

SOCIAL, REGIONAL & 109
ENVIRONMENTAL
IMPACTS



Box 5.7 Aspects of the adjustment experience in Gippsland, Victoria

The Gippsland region is located in south-eastern Victoria and encompasses the
Latrobe Valley (which includes the cities of Moe, Morwell, Sale and Traralgon, and
accounts for slightly less than 50 per cent of both the region’s population and
employment). Major industries in the wider region are based on the availability of
natural resources. In particular, extensive brown coal resources led to the
establishment of a large electricity generation industry in the Latrobe Valley area. Other
significant activities in the region include, agriculture (dairy and beef) and up-stream
processing, other energy production (oil and natural gas), forestry and tourism.

Structural reforms in the electricity industry during the 1990s had a particularly severe
impact on economic activity in the region.

« The Commission’s modelling indicates that the adverse employment effects of
changes in the electricity sector far outweigh the positive effects of the other
infrastructure changes, leading to a projected fall in employment in Gippsland
(relative to what it would have been in the absence of the infrastructure changes) of
11.3 per cent.

e The projected employment results are broadly consistent with actual employment
data for the Gippsland region, which show a net decline in employment in the
infrastructure industries (electricity, gas, water and transport) of around 4400
persons over the decade to 2001, or some 7 per cent of total regional employment
at the start of that decade.

« However, the modelling also projects that the negative effects of changes in the
electricity sector on regional output were offset by the effects of changes in other
infrastructure industries.

The significant loss of employment in Gippsland’'s electricity industry had flow-on
effects to other areas of regional economic activity. For example, VCOSS claimed at
the public hearings that:

... there is a job multiplier effect from SECV jobs — every one SECV job had a multiplier
effect in the wider economy, creating 2.6 jobs. (trans., p. 225)

According to a number of regional studies (such as: Birrell 2001; Gibson, Cameron and
Veno 1999; Kazakevitch and Enzinger 1999; People Together Project 1996), the job
losses, which were particularly evident in the first half of the 1990s, were found to have
had a number of adverse social impacts including:

¢ high unemployment rates in some locations;
« welfare dependency among working age males twice the Melbourne average;
« lower household incomes leading to reduced business activity; and

« barriers to mobility caused by the initial ‘collapse’ and subsequent weak state of the
housing market in the region.

(Continued next page)
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Box 5.7 (continued)

VCOSS further contended that a significant loss of apprenticeships following
privatisation of the electricity industry has been a major contributor to current skill
shortages, notably in the electrical and engineering trades.

Against a backdrop of declining infrastructure-related employment (and lower
employment in ‘government administration and defence’, ‘agriculture, forestry and
fishing’, and ‘mining’) and associated social impacts, economic diversification to
promote new job opportunities has been the major challenge for the region.

To this end, Gippsland has been the recipient of considerable adjustment assistance
from the Australian and Victorian Governments. For instance, it is one of eight regions
identified for support under the Australian Government’s Sustainable Regions
Program. Support at the State level has ranged from grants to encourage industry
relocation in the region, to re-training, further education and a fast rail link project. A
key initiative was the Latrobe Valley Ministerial Taskforce 2000, one outcome of which
was a $106 million package of new and previously foreshadowed social and
development initiatives, announced by the Victorian Government in June 2001.

Such initiatives have contributed to the strong employment growth evident in the wider
Gippsland region since the mid-1990s. Following a decline of 11.8 per cent between
1991 and 1996, employment grew by 7.3 per cent between 1996 and 2001 — primarily
as a result of expanded job opportunities in the services sector. Job growth has
continued apace since then, with the number employed rising by a further 27.6 per
cent between 2001 and 2004. (This compares with employment growth of just 3.7 per
cent for regional Victoria over the same period.) The unemployment rate in Gippsland
has fallen over the same period (from 8.2 to 7.0 per cent), while it has risen slightly for
regional Victoria as a whole (from 6.6 to 6.9 per cent).

Sources: ABS (Census data — various years); Birrell (2001); DEWR (2004a); DOTARS (2004b); Gibson,
Cameron and Veno (1999); Kazakevitch and Enzinger (1999); Latrobe Valley Ministerial Taskforce (2004);
People Together Project (1996).

Also, in afew areas where employment has been growing very slowly — Wimmera
in Victoria, South West and Central West in Queensland, Y orke and Lower North in
South Australia and the Wheatbelt in Western Australia— declines in employment
associated with NCP reforms may have created considerable adjustment pressures.
In this context, the Commission’s modelling projects that the employment
reductions in these regions from changes in infrastructure industries were equivalent
to more than five years' actual employment growth.

Adverse impacts from SMA reform

It is commonly perceived that Statutory Marketing Authority (SMA) reforms have
been of limited benefit to consumers and detrimental to the interests of regional
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Australia. For instance, the Milk Industry Liaison Committee quotes Ross
Fitzgerald in The Australian as contending that:

The NCP's gift to the major retail chains and others can be summed up neatly: Eggs
$416 million a year; Sugar $334 million; Milk $1.13 billion — conversely, farmers,
workers and consumers are every year $1.879 billion poorer. (sub. DR169, p. 10)

And the Grains Council of Australiasaid that:

The effects of deregulating primary industries impact disproportionately on rural and
regional Australians, due mostly to their higher dependence on income derived from
primary production. (sub. DR171, p. 9)

However, these perceptions are misleading:
. SMA reforms have delivered price benefits for consumers (see chapter 4); and

« as discussed above, in some cases, they have been of considerable benefit to
primary producers and surrounding regional communities.

Not surprisingly though, some of the SMA reforms have had adverse effects for
particular regional areas. For example, athough total dairy farm income across
Australia has risen since deregulation (see above), the income changes have been
uneven across major dairying regions. As noted in a number of studies
(see, for example, ABARE 2001, NCC 2004d and Harris 2005), the negative
impacts of dairy deregulation have been greater for those regions most highly
dependent on the dairy sector for employment and whose farmers relied heavily on
supplying the previously protected ‘drinking milk’ market (for example, in areas of
northern NSW and southern Queensland, and parts of WA). Where those farmers
have been unable to improve their productivity and/or diversify, they have seen
their incomes fall — though the payment of adjustment support has moderated the
magnitude of the fall for some.

More broadly, productivity improvement driven by the more competitive market
environment has also put pressure on employment in a number of primary
industries. Thus, while employment levels in four of the key agricultural sectors
subject to SMA reforms have changed little since 1989, dairy farming and
sugar/cotton recorded significant declines between 1999 and 2004 (figure 5.5). Yet
even here, it would be inappropriate to attribute al of these employment reductions
to NCP. Indeed, in the case of the sugar industry, developments in world markets
have clearly been highly influential (see box 5.8).

112 REVIEW OFNCP
REFORMS



Figure 5.5  Agricultural employment in selected sectors, 1989-2004
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Data source: ABS (Labour Force, Australia, Cat. no. 6202.0, various issues).

The cumulative impacts of NCP and other pressures

A number of participants also drew attention to the collective impact of NCP
reforms and other pressures confronting regional communities. A particular concern
was that reduced employment and subsequent population decline can sometimes
threaten the viability or availability of key social services, including educational and
health facilities (see box 5.9).

A lack of social infrastructure and services may have significant impacts on the
local communities concerned. Social capital has been ascribed many benefits,
including enhanced health, better educational outcomes, improved child welfare and
lower crime rates. It has also been linked to productivity improvements and income
growth (PC 2003f).

But as only one of many factors contributing to employment reductions and ensuing
population drift from some regional areas, NCP cannot be held primarily
responsible for the difficulties confronting those areas. As Canegrowers observed:

... Competition Policy cannot be blamed for a number of the changes in service level

that have occurred in regional areas in the last ten years. The closure of banks, the
rationalisation of privately provided services etc. are not the result of National
Competition Policy. (sub. 78, p. 4)
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Box 5.8 Factors influencing the performance of the sugar industry

While most of the deregulation in the sugar industry occurred in the late 1980s, its
deteriorating performance in recent years — flat sales and falling incomes — has been
attributed by some to NCP-related reforms. In reality, however, the problems facing the
industry are primarily due to low world prices, exacerbated by unfavourable weather
conditions in Australian growing regions.

Returns to Australian sugar growers depend primarily on conditions in world markets
(the Australian industry exports around 80 per cent of its raw sugar output). World
prices are significantly influenced by production and export subsidies provided by the
United States and the European Union. Increased production by low-cost producers,
such as Brazil, has also put downward pressure on prices. The collective result has
been declining prices (down around 30 per cent over the decade to 2003-04) and
reduced returns to Australian producers.

NCP reforms have affected the industry in two main ways.

« First, is the requirement that the statutory marketing authority, Queensland Sugar,
sells sugar on the domestic market at the export parity price. According to the
industry, this has reduced returns to growers by between $4 million and $8 million a
year.

o Second, NCP infrastructure reforms have apparently resulted in higher prices for
electricity and water used by canegrowers.

However, such impacts have not been large in the context of broader pressures
confronting the industry. For example, the reduction in the value of domestic sales
attributable to export parity pricing is a mere fraction of the industry’s total sales value
of more than $1 billion a year. Moreover, much of the NCP-related change has arisen
from the withdrawal of subsidies previously provided by consumers and taxpayers —
through inflated prices and through the input subsidies inherent in prices for services
such as power and water which did not cover the costs of service provision.

Sources: ABARE (2004); Hildebrand (2002); Robson (2004); Whitehall (2004); NFF (sub. 100).

Furthermore, it is important to recognise that not al people leaving small rural
communities are lost to the country. Some of them move to larger regional centres
where there are greater employment opportunities, and where a wider and cheaper
range of goods and services is typicaly available. Indeed, some regiona centres
have grown quite rapidly, partly by drawing population from surrounding districts.
As noted in the Commission’s earlier inquiry on competition policy (PC 1999b), the
growth of these ‘sponge cities' is probably helping to strengthen the long-term
growth prospects of the regions in which they are located by providing an economic
and socia environment more comparable to metropolitan areas. Recent population
changes in selected sponge cities are shown in table 5.7.
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Box 5.9 Loss of social amenity in some rural communities

Employment reductions in rural and regional Australia, due to reduced economic
activity or industry restructuring, can have repercussions for the social infrastructure of
some communities.

Job losses in small communities, where alternative employment opportunities are
limited, often lead to population decline. This may have adverse flow-on effects for
local businesses and service provision and may threaten the population threshold
necessary to sustain the continued provision of important social services (such as
schools and medical facilities).

The potential for multiple adjustment impacts was described by the Regional
Development Council of Western Australia:

. in regional communities — particularly smaller regional communities — the flow-on
impacts from the closure of a small business or public facility can be widespread. Hence, the
cost of reform is not confined to the few but is borne by individuals and businesses other
than those directly affected, as well as families and entire regional communities. Moreover,
the dynamics of the impacts of reform are likely to be different in regional communities than
for large urban centres. The second and subsequent rounds of adverse impacts in smaller
rural communities may not be dampened but instead are likely to be amplified as they
spread throughout the community ... (sub. DR199, p. 2)

Some participants contended that these effects are the typical outcome of the
increasing centralisation of functions in regional centres and capital cities, and
contribute to the social dislocation of those left behind. Some also claimed that
competition policy has played a significant role in this process. For example, the
Combined Pensioners and Superannuants Association of NSW contended:
The results of competition, deregulation and rationalisation has seen the movement of most
young people from rural and regional areas to the large cities seeking work, training and
occupations. This has caused an imbalance of the demographics in rural and regional areas,
putting greater strain on infrastructure to service an older population. (sub. 8, p. 4)

And Gulf Savannah Development Inc said:
...implementation of competition policy in remote regions has ... in some cases ... led to
significant disadvantages through the loss of services and social capital. (sub. 34, p. 1)

However, as discussed in the text, NCP has been only one of many factors contributing
to such changes.

At the same time, it is important not to underplay the significance for the
communities involved of employment losses and population drift. For this reason,
the Commission is arguing that adjustment costs — and in particular the cumulative
impacts of reforms and broader pressures — be afforded greater policy attention in
the future (see chapter 12).
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Table 5.7 Growth in selected regional ‘sponge cities’

Number of

Population, surrounding

Average surrounding Average municipalities

Population annual growth district annual growth  with declining

Local Government Area 2001 1991-2001 2001 1991-2001 population
persons % persons % No.

Dubbo 37 659 1.1 40 864 -0.4 50f 6
Wagga Wagga 55 056 0.3 40 494 -0.3 50f8
AIbury-Wodongaa 80 832 1.1 35 650 -0.2 7 of 8
Horsham? 17 807 0.2 40 116 -0.9 8 of 8
Mildura 44 194 1.2 17 863 -0.9 4 0of 4

& The ‘surrounding district’ differs from that in table 2.6 of PC 1999b.
Source: Derived from ABS Census of Population and Housing data for 1991 and 2001.

Mixed impacts for regional small business

Asin the mgjor cities, small business is a major employer in regional areas. Hence,
the health of the sector is an important issue for most regional communities.

A number of participants referred to negative flow-on effects for regional small
businesses from NCP and related reforms. For example, where particular
agricultural industries have been adversely affected by SMA reforms, or where
local infrastructure facilities have been wound back, it was argued that the loss of
regional income has adversely affected small and other businesses in the retail and
service industries. A related concern was the perceived failure of NCP to ensure that
small businesses in rural and regional areas have the ability to compete on a ‘fair’
basis with larger firms (box 5.10).

Small businessesin rural and regional areas may face some additional difficultiesin
responding to the demands of a more competitive market place. For example, the
Commission was told that smaller firms in many of these areas do not have the
ability to react as quickly to changed market conditions and new opportunities as
their counterparts in metropolitan areas. Also, asis the case with employment, there
are often likely to be fewer alternative opportunities for displaced small business
operators than in the major cities.

However, while many small businesses in country Australia are undoubtedly facing
testing times, this is also the case for their counterparts in the cities. In essence,
businesses everywhere — small and large — are facing greater competition from
both domestic and international sources. To help meet this competition and the
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demands by consumers for better value for money, many businesses are looking to
achieve greater economies of scale through rationalisation and consolidation.

Box 5.10 Some participants’ concerns about competition between small
and large businesses in country Australia

During this inquiry, several participants voiced concern about the impacts of
competition policy and structural pressures more generally on small businesses
operating in country Australia.

The effect of the structural changes experienced in the Australian economy due to NCP,
which has the stated aim of fostering efficiency and lowering consumer prices, has, in reality
simply seen a transfer of market share, profits and income from small business to larger
ones. Businesses have been allowed to grow large through mergers, deregulation and
globalisation through successful commercial strategies to the detriment of small business
and regional and remote business communities. (Commerce Queensland, sub. 35, p. 3)

During the term of the NCP operation, there has been a steady movement of financial gains
towards larger businesses, institutions and industries away from their smaller counterparts,
particularly in regional areas. Many of the latter have been either absorbed into larger
concerns or else becoming unviable and going out of business altogether. (Combined
Pensioners and Superannuants Association of NSW, sub. 8, pp. 1-2)

Small businesses in rural and remote areas that are locally owned and rely on a low
population base are struggling to survive under the umbrella of “fair competition” from the
massive retail outlets that have a wider scope to choose where they obtain their produce,
including imports, thus undercutting the smaller corner stores and in some cases removing
them altogether ... The ability of the larger retail outlets to swallow up the competition and
be the major players will eventually eliminate all competition. (Hon Bob Katter MP, sub. 30,
p. 3)

While such industry deregulation may allow large and powerful corporations to artificially
drive down prices in a large regional centre, there is a real danger that smaller competitors
in surrounding rural communities are driven out of business by the ability of the large and
powerful corporations to cross-subsidize the lower prices at the regional centre through
higher prices at other less competitive centres. In this way, cross-subsidization can be used
by large and powerful corporations in a devastating manner to destroy smaller rural
competitors and, in turn, the small communities that they help keep alive. (National
Association of Retail Grocers of Australia, sub. 11, p. 7)

But in the Commission’s view, many of the presumptions and arguments underlying
these concerns are not borne out by the facts (see text).

Thus, as aluded to above, additional competitive pressure on (large or small)
businesses, whether in regional or city areas, should not of itself be a reason to
change public policy (though it is clearly relevant in a transitional or adjustment
context). As some participants at the Commission’s regional round table in Wagga
Wagga observed, such competitive pressures in the retail sector, in particular, are
delivering significant benefits to consumers, including those living in country areas.
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Moreover, a conclusion that could be drawn from ‘experimental’ ABS data on the
performance of small businesses in city and country areas (table 5.8), is that recent
competitive pressures confronting small businesses have not been universally
greater in regional areas. Specifically, in the four-year period following the
introduction of NCP:

« while not growing as fast as in metropolitan areas, the number of small
businesses outside the capital cities increased by 3.4 per cent, or more than
20 000; and

« average incomes for small businesses grew at much the same rates in city and
country areas.

Cost savings from NCP and related reforms, as well as income growth resulting
from the reforms, will have helped to cushion the impact of the broader pressures on
the regional small business sector.

Table 5.8 Growth in the small business sector: the regional dimension

Increase 1995-96 to 1999-00 (per cent)

Number of businesses Average real income
Capital and other major cities 11.3 5.2
Regional areas 3.4 5.1

Note: This ‘experimental’ data set is based on information supplied to the ABS by the Australian Tax Office
and thus is not directly comparable with the ABS survey data used to compile table 5.2. Data are also
available from this source for 2000-01, which show a marked decline in the number of regional small
businesses in that year. However, the ABS has cautioned about the use of these data. Specifically, it has
indicated that the introduction of the GST may have delayed the lodgement of many business tax returns and
therefore ‘impacted on the number of business returns on the 2000-01 file'. Later data will not be available
from this source until July 2005.

Source: ABS (Experimental Estimates, Regional Small Business Statistics, Australia 1995-96 to 2000-01, Cat.
no. 5675.0).

54 Environmental considerations

Aside from water, reforms which specificaly target improved environmental
outcomes have not been a major focus of NCP. As the ACF commented:
Most of the NCP reforms (with the exception of the water reform program) were
designed to increase competition, improve efficiency, and provide consumers with

better quality goods and services at lower prices. They were not designed to achieve
environmental objectives. (sub. 54, p. 1)

Indeed, there were initially some concerns that the environment could be sacrificed
to achieve efficiency improvements.
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However, notwithstanding its primary focus on efficiency, NCP has not ignored
environmental issues. Consideration of the environment is explicitly embodied in
the ‘public interest test’ component of the Competition Principles Agreement.
Specifically, in assessing the merits of reformsin relation to competitive neutrality,
the review of anti-competitive legislation and the structure of public monopolies,
governments agreed to take into account, amongst other things, legislation and
policies relating to ‘ ecologically sustainable development’ (box 5.11).

Box 5.11 ‘Ecologically sustainable development’ policy

The original concept of ‘sustainable development’ emerged from the 1987 World
Commission on Environment and Development (the Brundtland Commission)
(WCED 1987, p. 8) and was defined as:

... development that meets the needs of the present without compromising the ability of
future generations to meet their own needs.

The concept of ‘ecologically sustainable development’ (ESD) was brought to the fore in
Australia through the National Strategy for Ecologically Sustainable Development
(NSESD), endorsed by all governments in 1992. This followed growing concern
through the 1970s and 1980s about the impacts of prevailing patterns of economic
growth and development on the environment. The Strategy (CoA 1992, p. 6) states
that ESD:

.. aims to meet the needs of Australians today, while conserving our ecosystems for the
benefit of future generations.

The three core objectives articulated in the NSESD are to:

e enhance individual and community wellbeing and welfare by following a path of
economic development that safeguards the welfare of future generations;

« provide for equity within, and between, generations; and

e protect biological diversity and maintain essential processes and life support
systems.

The NSESD also outlines a number of guiding principles, including:

« the need for decision making processes to effectively integrate long term and short
term economic, environmental and social considerations; and

« that a lack of full scientific certainty should not be used as a reason for postponing
action to promote environmental amenity — known as the precautionary principle.

Sources: CoA (1992); PC (1999c); WCED (1987).

Such issues have been important considerations in several legislation reviews,
including those covering fisheries, forestry, agricultural and veterinary chemicals,
transport, water, planning approvals and building and construction regulations and
approvals. For instance, a review of the Water Resources Act in South Australiain
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1995 recommended the retention of restrictions on competition primarily because
they reduced the risk of environmental damage (NCC 1999a, p. 71). Equally there
has been at least one instance — potato marketing in Western Australia — where
restrictions on competition claimed to be harmful to the environment have been
retained. According to the NCC (2003b, vol. 1, p.4.4), the review of those
restrictions found that production area quotas encouraged high fertiliser application
(to increase yields), with adverse impacts for groundwater quality.

Beyond this, the NCP Implementation Agreement included a number of reforms in
water, and to a lesser extent in energy and road transport, which explicitly targeted
better environmental outcomes, and some others, which produced ‘incidenta’
environmental benefits (box 5.12). While progress in advancing reforms in these
areas has often been dower than intended, the significance of the benefits for the
environment should not be underplayed. Thus, the Western Australian Government
stated:

In addition to raising Australia’s productivity and economic growth, NCP reforms,
have either aready, or will in the future, contribute to the achievement of
environmental policy goals. (sub. 117, p. 16)

Indeed, the benefits for the environment inherent in the NCP water reform process
underscore the ACF's proposal that natural resource management (as a whole) be
subject to an NCP-type program (see chapter 11). In elaborating on this, the ACF
said:
The ACF's involvement with NCP has highlighted ... the benefits that a process like
the NCP assessment process could have for other key national environmental reform

priorities. ... the NCP water reform program ... [has|] demonstrated how a program
such as the NCP can incorporate and address environmental issues. (sub. 54, pp. 2-3)

The Commission has only been able to identify a few instances where the NCP
reform process has arguably been associated with a deterioration in environmental
outcomes. In this regard, several participants voiced particular concern about the
recent increase in greenhouse gas emissions from electricity generation.

This increase has been exacerbated because the most cost-efficient way to meet
higher demand for electricity resulting from lower prices and economic growth has
been to use existing excess capacity, much of which wasin coal-fired plants. In fact,
between 1999 and 2002, the level of CO, emissions per unit of output in the
Australian electricity generation sector, as distinct from its total volume of
emissions, declined by a small amount (AGO 2004). Also, coal-fired generators —
particularly those using brown coal — are very costly to build. Thus, when future
increments in demand necessitate the construction of new power stations, there
could be a greater reliance on gas-fired plants, which in turn would lead to further
reductions in the ‘greenhouse intensity’ of Australia’ s generation activity.
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Box 5.12 Examples of environmental benefits arising from reforms in

water, energy and road transport

In the water area:

structural reforms (specifically, separation of regulator and service provider
functions), in concert with allocation reforms (where the environment has formally
been recognised as a legitimate user of water), have led to improvements in the
way agencies operate and manage Australia’'s water systems, with benefits for the
environment. For example, in 1997 and 1998, the New South Wales Government
introduced reforms to promote a better balance between river health and use, and
better management of stressed river systems. This has resulted in increased
diversions for the environment. In addition, increases in allocations for
environmental uses have increased opportunities for native fish breeding and
migration, improved the success of bird breeding in wetland areas, helped to
suppress algal blooms and exotic species, and improved the health of in-stream
ecology;

pricing reforms (by, for example, greater resort to consumption-based pricing) have
encouraged water conservation — savings of around 20 per cent have been
recorded in many regional urban areas of New South Wales and Queensland — as
well as recycling initiatives, thereby freeing more water for other uses, including
(potentially) the environment;

trading reforms (involving the introduction of tradeable water allocations) have
created opportunities for water to be transferred to higher value, more water efficient
and less polluting (including environmental) uses; and

investment reform (which requires all new water infrastructure to satisfy the twin
tests of ‘economic viability’ and ‘ecological sustainability’) has injected
environmental criteria into the assessment process for new facilities, including
dams. According to the NCC, this has led to a significant reduction in the number of
dams and other (non-environmentally friendly) water infrastructure being built.

In the energy area:

the creation of wholesale trading arrangements under the NEM has allowed
suppliers to sell ‘green energy’ into the peak-load market and made it easier for
consumers to buy energy from renewable sources;

the growth in interstate trade in electricity has encouraged the more efficient use of
existing generating capacity by, to some extent, allowing States with shortfalls to
acquire power from those with surplus capacity, thereby reducing the adverse
environmental effects of the premature construction of new power stations;

the national ‘access’ codes for electricity and gas have encouraged the more
efficient use of power lines and pipelines and thus discouraged the wasteful and
environmentally damaging duplication of these facilities; and

(continued next page)
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Box 5.12  continued

« the removal of regulatory barriers to trade in gas has promoted an expansion of the
network and resulted in substitution of gas for electricity in many residential and
industrial uses. This has reduced the level of increase in overall greenhouse gas
emissions in Australia (as natural gas emits less carbon dioxide per unit of energy).

In the road transport area:

« the national implementation of more stringent vehicle emission standards, new
cleaner fuel standards (reduced sulphur and lead levels) and restrictions on air
brake usage have had beneficial impacts on air and noise pollution; and

« improved regulation of the transport of dangerous goods has, through their safer
carriage, reduced the potential for environmental damage.

Sources: NCC (1999b); OECD (2004b); participants’ submissions.

More broadly, it is important to recognise that any inherent ‘over-reliance’ on
electricity generation with high CO, emissions is a reflection of the failure to price
for externalities, rather than from the introduction of greater competition. That is, as
Hamilton and Denniss (2001) argue, prices for electricity from whatever fuel source
do not fully reflect the social costs of provision.

Similarly, pricing inefficiencies aso underlie concerns about the environmental
impacts of greater road use — to which the NCP road transport reforms may have
made some contribution. Specifically, some participants claimed that the failure to
address broad competitive neutrality issues across transport modes has led to
excessive use of road transport and thereby higher levels of pollution and growing
congestion problems. For example, Pacific National commented that:

Rail is more efficient, has lower associated costs and is characterised by lower
externalities than road. However, rail pricing is unable to reflect these advantages over
road because of current distortions. (sub. 61, p. 8)

The contention that road transport is subsidised relative to rail freight has been the
subject of some debate (see chapter 8). But this does not undermine the basic
proposition that further reforms to the pricing of services such as transport and
energy, to include all costs, could have significant environmental benefits. For
example, arecent EU study estimated that if externalities were fully accounted for,
the cost of coal-generated electricity would double, while that of gas-generated
electricity would increase by only 30 per cent (EC 2003). As discussed in chapter 8,
the Commission sees externality pricing as an important element in the future
infrastructure reform agenda — though there are limits on what price-related
solutions can achieve.

122 REVIEW OF NCP
REFORMS



5.5 Summing up

In assessing the social and regional impacts of NCP, it isimportant to recognise that
the package has operated against the backdrop of some major ongoing economic,
social and regional pressures affecting outcomes for various groups in the
community. For example, longer-term structural changes have been the major factor
influencing rural economic activity and causing population shifts away from smaller
regional communities over the years. Failure to acknowledge the role of these
broader factors has sometimes given rise to false impressions or misrepresentations
about the influence of NCP.

Indeed, since the inception of NCP, most parts of Australia have enjoyed strong
economic growth, higher household incomes, higher employment and lower rates of
unemployment. While there are problems in disentangling the impacts of NCP from
other factors that have been contributing to these outcomes, it is hard to sustain a
case that the social, regional or environmental impacts of NCP have been generally
detrimental .

« The Commission’s modelling of productivity and price changes in key
infrastructure industries suggests that the impacts of NCP on overall income
distribution have been small relative to other influences. Moreover, although
higher income households are projected to have benefited the most, the
modelling also suggests that NCP has increased household incomes across the
board.

« While there have been undeniable adverse impacts in some regional areas —
especially in smaller communities — many producers, consumers and
communitiesin country Australia have benefited from the NCP reforms.

. Though there may have been some unanticipated adverse impacts on the
environment — in particular, increased greenhouse gas emissions from the
reform-related stimulus to demand for electricity — in those cases where NCP
has explicitly targeted better outcomes for the environment (such as in water
reform), the effects have been positive.

This is not to downplay the adverse impacts on particular individuals or smaller
communities, or the impact of NCP in adding to other pressures. Accordingly, the
Commission has recommended that more attention be given to adjustment and
distributional issues in any future program of nationally coordinated reform
(see chapter 12).
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6 Lessonsfrom NCP

Key points

NCP represented the consolidation and natural extension of a reform process that
began with the systematic opening of the Australian economy from the early 1980s.

That such an ambitious program received support from all governments can be
attributed to much pre-existing evidence of the potential gains from reform, to broad
agreement on the means of achieving those gains and to effective political
leadership.

Almost a decade of experience with NCP points to a number of lessons with
potential relevance to any future nationally coordinated reform agenda.

A broadly-based reform program improves the prospect that those who might lose
from a specific reform still gain overall. This can make it easier to progress reforms
that might be difficult to implement on a stand-alone basis.

A reform framework which embodies agreed principles, while providing for some
flexibility in implementation, is well suited to a multi-jurisdictional reform agenda.

Reform is likely to progress more effectively where commitments are specified in
advance and there is prioritisation of the reform task.

An effective public interest test is essential to secure beneficial reform as well as
community acceptance of the reform process.

Independent and transparent review and assessment processes are critical to
secure good outcomes, especially on contentious issues; they help prevent
backsliding and promote public understanding of the justification for reform.

In any reform program, the potential adjustment and distributional implications
should be considered at the outset, with decisions about transitional assistance
guided by appropriate principles.

Where reforms involve the establishment of new regulatory arrangements, it is
important that those regulations be well scrutinised in advance and periodically
reviewed to ensure the benefits continue to exceed the costs.

Providing financial incentives for jurisdictions to follow through with agreed reforms
can be very useful in promoting effective outcomes, although the rationale and
value of such payments clearly depend on the nature of the reforms.
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National Competition Policy (NCP) has been a distinctive innovation in economic
policy reform. Prior to NCP, many of Australia' s microeconomic reform initiatives
were limited in scope and the result of governments acting largely independently. In
contrast, NCP has involved a comprehensive and integrated national approach to
reform with coordinated actions from the Australian and eight State and Territory
governments.

As evident from the overview provided in chapter 2 and the wider profile of NCP
initiatives presented in appendix B, NCP has notched up substantial achievements
since 1995.

Against this backdrop, and reflecting almost a decade of experience with NCP, this
chapter comments briefly on some factors which provided a foundation for the NCP
reform process. It then draws out various lessons from this process that are relevant
to the consideration of institutional arrangements for a future nationally coordinated
reform program (see chapter 12).

6.1 The underpinnings of NCP

Underlying the inception of NCP was a recognition by all governments of the need
for competition policy reform, broad agreement on the main problem areas and a
solid conceptual framework and information base to guide policy prescriptions.

A key building block for the development of NCP was the growing recognition by
governments, from the mid to late 1980s, that the international competitiveness of
Australian industries and the living standards of the community were being
impaired by policy-related impediments within Australia. Earlier reform efforts had
concentrated on reducing barriers at Australia’ s borders to expose trading industries
to greater international competition. As trade liberalisation initiatives progressed,
they in turn exposed significant performance problems in the non-traded sector of
the economy. Notable amongst these were inefficiencies in infrastructure industries
dominated by public monopoly suppliers, costly regulation of many other product
markets and rigidities in labour markets which impaired enterprise competitiveness
and productivity growth.

From the late 1980s, governments started to tackle some of these problems through
avariety of commercialisation and corporatisation reforms to government business
enterprises, liberalisation of some product markets and making a start on labour
market reform.

Even so, reviews of Australia’s performance at the time highlighted the need for a
shift from a piecemeal to a more systematic national approach to microeconomic
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reform. In particular, it had become plain that, in many areas, separate jurisdictional
reforms lacked the coherence and consistency needed to build an efficient national
market. This saw the emergence of the Special Premiers Conference process in the
early 1990s. It provided a forum at the highest political level within which to
explore improved ways of tackling domestic barriers to efficiency and competition
within the economy as awhole. In October 1992, agreement was reached within this
forum about the need to develop a national approach to competition policy reform.

A magor independent inquiry — now known as the Hilmer inquiry after its
Chairman, Fred Hilmer — was launched in Australiain 1992 with the support of all
Australian governments. According to Hilmer (1993), the imperative for developing
anational competition policy rested on three main factors:

« increasing acknowledgment that Australia was for all practical purposes a single
integrated market;

. the fact that many goods and services provided by public utilities, professions
and some areas of agriculture remained sheltered from international and
domestic competition despite the existence of the Trade Practices Act (TPA);
and

« recognition that the domestic pro-competition reforms implemented previously
had been progressed on an inefficient sector-by-sector basis, without the benefit
of abroader policy framework or process.

As the Victorian Government noted in its submission (sub. 51, pp. 1-2), the Hilmer
Report provided clear and comprehensive support for the implementation of the
NCP framework. Moreover, the framework comprised a reform agenda
(see chapter 2) well matched to tackling key domestic impediments to improved
international competitiveness and living standards.

The report by the Industry Commission to CoAG on the Growth and Revenue
Implications of Hilmer and Related Reforms (IC 1995) provided a detailed
assessment of the potential benefits of a broadly based competition reform
framework. The Industry Commission’s analysis demonstrated that NCP offered the
prospect of substantial gains in income (and government revenue) which helped to
galvanise political support for the reforms.

As a result, the Australian and all State and Territory governments were able to
agree, in April 1995, on what has been a highly innovative approach to competition
policy reform. Distinguishing features of NCP were its nationa focus, extensive
agenda, agreed framework of reform principles, commitments and time frames, with
contingent financial payments from the Australian Government to the States and
Territories.
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NCP has been operating now for aimost a decade. It is clearly an enduring policy
innovation. Indeed, the NCC (sub. 71, p. 35) has characterised it as ‘the most
extensive economic reform program in Australia’'s history’. However, though
delivering many good outcomes, as the discussion in chapters 4 and 5 illustrates,
NCP has not been an unqualified success. Hence, in aforward looking context, it is
useful to explore both what features of the NCP framework have contributed to its
success to date and at aspects that could be improved in any future reform program
of thistype.

6.2 Some lessons from the NCP experience

The value of a broadly-based and integrated reform program

The broadly-based and integrated reform agenda encompassed within NCP
provided a clear signal about the role of competition policy reform in creating
incentives for improved performance across large parts of the economy and, often,
the desired direction of change. Australia was formally recognised as a single
market rather than a series of markets defined by state borders. Moreover, many of
the elements of NCP, outlined in chapter 2, provided governments with incentives
to systematically review and reform unwarranted impediments to competition.

In its report on the Growth and Revenue Implications of Hilmer and Related
Reforms to CoAG, the Industry Commission (1995) commented in the following
terms:

... the benefit of reforms are widely distributed. Very few industries are projected to
lose from the reforms. The majority of industries are quite clear winners. With a broad
base of reforms, the losses from one reform tend to be offset by gains from other
reforms and the small impacts of individual reforms add up to widespread, substantial
gains. (p. 83)

Commenting on this aspect, in its submission to this inquiry, the New South Wales
Government echoed the views of alarge number of participants in observing that:

... it must be recognised that ‘losers’ from one area of NCP reform may have received
‘wins from another area of reform.

Despite the difficulties in measuring the impact of NCP, the total value of reform needs
to be taken into account in assessing whether the net outcomes have been positive or
negative for sectors of the community, and the community as a whole. Many pro-
competitive reforms have helped rural industries cope with external pressures by
reducing the costs of major inputs such as energy, transport and communication.

... The improved competitiveness of businesses which supply small regional firmsis
likely to be of indirect benefit to country communities. Costs of adjustment, often short
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term, need to be weighed against benefits generated from other NCP-related reforms.
Importantly, NCP will have enduring, economy-wide benefits on output, incomes and
employment. (sub. 99, p. 16)

Thus, a key lesson from the NCP experience is that a broadly-based and integrated
reform agenda improves the prospect that those who might lose from a specific
reform can benefit from others and gain overall. As such, a broadly-based program
Is more likely to moderate adjustment costs and adverse distributional effects. This
can make it easier to progress reforms that might be difficult to implement on a
stand-alone basis.

The importance of a ‘flexible’ reform framework

The NCP process combined agreed principles with some jurisdictional latitude or
flexibility in their application. Many participants commented favourably on this
feature. For example, the NCC observed that:

A major strength of the NCP agreements is their reliance on the * spirit’ of reforms and
the flexibility afforded to governments in meeting their commitments and to the
Council in assessing progress. The agreements extend over many years, yet are flexible
enough to cope with changing circumstances and different approaches while remaining
sufficiently clear to facilitate an objective assessment.

The Council has no doubt that rigid highly prescribed agreements set down in black
letter law would have been an inferior model. (sub. 71, p. 35)

Underlying NCP is the notion that, in many circumstances, competition can create
incentives for improved economic performance. Reflecting this, the aim is to
facilitate effective competition to promote economic efficiency, while
accommodating situations where competition does not have that effect, or where it
conflicts with other objectives.

Thus, while the NCP agreements provide a framework of agreed principles for a
number of reforms — including competitive neutrality, the reform of public
monopolies and the legislation review program (LRP) — each jurisdiction has been
free to determine its own reform agenda consistent with these principles.

. For example, in relation to competitive neutrality, the Competition Principles
Agreement (CPA) identifies some broad requirements with which government
businesses should comply. Jurisdictions are, however, free to determine their
own implementation mechanisms, but only to the extent that application of
competitive neutrality yields benefits which outweigh the costs.

« A gsimilar reference framework applies to the reform of public monopolies and
the LRP. Thus, rather than having to mechanistically apply a rigid tops down
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model, governments are free to use different mechanisms to meet the different
reform agendas and have been assessed on the basis of outcomes relative to the
guiding principles.

In the context of a federation, with responsibilities for reform split between
sovereign governments, there was obviously a need for flexibility. This flexibility
has in turn harnessed the benefits of ‘ competitive federalism’ to advance the reform
process. That is, the NCP framework has provided opportunities for governments to
learn from the outcomes of different approachesto reform in other jurisdictions.

Beyond this, in areas of NCP which included specific commitments as part of a
reform program, there has been scope for modifications to adapt commitments,
including scheduling, over time. The sector-specific component of the program —
that is, electricity, gas, water and road transport — and the LRP provide good
examples of this aspect of NCP.

The reform program has aso alowed governments and the NCC (in its assessment
role) to take account of particular circumstances, such as the different starting points
of individua jurisdictions, the complexity of the reform task, the desirability of
extending reform commitments in some areas (such as water and road transport)
and the need to provide more time to develop transitional mechanisms.

Of course, the advantages of the flexibility provided by NCP have not come without
costs or criticism. For example, reflecting on future institutional arrangements and
processes, the Victorian Government observed:

Victoria is concerned at the potential for ‘scope creep’ in obligations. In the past this
has arisen from the broad interpretation of obligations imposed upon jurisdictions. In
all cases, any increase in jurisdictions' reform obligations must require explicit COAG
endorsement. (sub. 51, p. 16)

Nonetheless, the Queensland Government, amongst others, affirmed the desirability
of retaining the flexibility of the existing institutional framework in any future
arrangements noting that:

Under any extended or new arrangements, CoAG (or an enhanced equivalent) should
be the prime driver (through Ministerial Councils where appropriate) and the rightful
role of individual governments in setting and implementing policy should be fully
recognised. (sub. 119, p. 2)

In sum, experience with NCP affirms the importance of building some flexibility
into a multi-jurisdictional reform agenda, while ensuring that principles and
objectives are clear and generally accepted, and that there is sufficient detail about
desired outcomes to enable effective monitoring of reform progress.
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A need for clarity and prioritisation

The ambitious nature of the initial timetables for NCP reforms placed a premium on
clear specification of reform commitments and priorities. In the event, weaknesses
in this area caused several problems and demonstrate the need for any reform
program to be realistic about what can be achieved.

In the case of infrastructure related reforms, while the initial reform commitments
for electricity and gas were quite specific, those for water and road transport were
more general. The need to clarify what was to be done, to resolve differences
between the States/Territories in their approaches to implementation, and to put in
place institutional arrangements to support agreed initiatives, led to considerable
delays.

Further, notwithstanding the priority status afforded infrastructure reform under
NCP, formulating the reform agenda, assigning priorities and managing them
effectively did not prove straightforward.

« The CoAG reform commitments for road transport have captured only a
relatively small proportion of the reform proposals developed by the (then)
National Road Transport Commission in concert with the Australian Transport
Council. Beyond this, as noted by some participants, delays in organising funds
for the upgrading of roads and bridges delayed regulatory approvals to raise
mass limits for heavy vehicles in some jurisdictions, even though a large
proportion of the gains from road transport reform were estimated to come from
mass limit increases.

« Priorities for rail transport reform were left with individual jurisdictions to
determine as part of the generic reform components of NCP — namely,
structural reform of public monopolies, third party access and implementation of
competitive neutrality. This approach effectively accorded a lesser priority to rail
reform, despite earlier model-based assessments of the potential gains being
double those for road transport and water (IC 1995). Moreover, with rail being
handled generically and separately from road, there was less scope to ensure that
reform initiatives in these two areas were consistent with the broader and
important objective of achieving a more integrated and competitively neutral
transport system (see chapter 8).

Under the LRP, the initial target date for completion of the 1800 or so items of
legidlation listed for review was June 2000. Individua jurisdictions were left to
determine their priorities for the reviews. However, the absence of clear guidelines
in relation to coverage and priority setting seems to have given rise to some
anomalies. For example, divergences across States in the approach taken to listing
legislation for review arose from differences in the cut-off points for recently
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reviewed legidation, as well as from variations in assessments about whether
legidation included anticompetitive restrictions. That said, the opportunity for
jurisdictions to amend their lists over time, and for the NCC to review these listsin
consultation with jurisdictions, helped to address some coverage anomalies.

Perhaps more importantly, variations in the jurisdictional sequencing of reviews led
to some questionable prioritisation. Some jurisdictions (such as Victoria and New
South Wales) elected to schedule reviews involving more significant restrictions on
competition early in the review process. But others focused on less difficult areas of
legislation and adopted a somewhat slower lead-in to the review process. The NCC
(19968, p. 19) expressed concerns about this aspect of the LRP early in the process,
noting:

... the Council also questions the priorities being placed on important reviews by some

governments ... one example of a government failing to schedule important reviews

early isthe Commonwealth’s planned examination of the Wheat Marketing Act 1989 in
1999-2000.

To some extent, these variations reflected differences in the time taken to set up
review processes, as well as in strategic judgements about the risks associated with
tackling challenging reviews sooner rather than later. However, with limited
resources to undertake reviews, the upshot has been that many reviews involving
areas with potentially large pay-offs for the community have only recently been
completed, or have yet to be completed (see chapter 2).

A number of participants suggested that these problems could have been avoided
had relatively minor legislation been excluded from the LRP. For example, the
Australian Council for Infrastructure Development observed:

. everything was to be examined, otherwise states would lose their competition
payments. The application of the consultants ‘80-20 rule’ in seeking 80 per cent of the
benefits for 20 per cent of the effort could have led to greater community acceptance.
Also, the wide ranging nature of the review process enabled governments to avoid (or
at least delay) the issues where there were strong vested interests. (sub. 76, p. 7)

Similarly, the Western Australian Government stated:

With the benefit of hindsight there has perhaps been too much emphasis placed on
legislation reviews that were not material, and that this issue could be resolved by the
inclusion of a materiaity test in deciding if legidation review is warranted.
(sub. 117, p. 34)

A stronger focus on legidation involving potentially large restrictions on
competition would also have helped to address some other concerns raised by
jurisdictions about the process, including the time and costs of undertaking reviews
(see, for example, the ACT Government sub. 112, p. 7). This has been particularly
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problematic for minor areas for which the transaction costs are often
disproportionate. Also, as the costs of undertaking many of the reviews are unlikely
to vary appreciably between jurisdictions, the LRP has tended to place a heavier
burden on smaller jurisdictions. For example, in its submission on the Discussion
Draft, the Northern Territory Treasury observed that:

. the Territory experiences significant diseconomies of small scale in public
administration due to its relatively small population. These scale-related cost
disabilities have been most prevalent in undertaking the legislation review program,
where the Territory had the highest per capita review burden of all jurisdictions.
(sub. DR204, p. 2)

At least from this perspective, focusing on high pay-off reviews and exploiting
opportunities for inter-jurisdictional cooperation — joint reviews — where common
Issues arise, should have facilitated more cost effective outcomes.

It is, however, important to recognise that a large number of individualy small
reforms can collectively deliver significant benefits to the community. Hence, while
an initial focus on areas where the pay-offs from reform were likely to be large
would have been desirable, this does not diminish the importance of reviewing
many of the other areas on the LRP schedule. Indeed, in establishing a program as
broad ranging as the LRP, it was inevitable that the significance of the regulation
included would vary. But with such an arrangement now up and running and much
case history available on the more significant types of anticompetitive regulation,
the case for, and capacity to, prioritise in this areais now much greater.

It is also important to note that the prioritisation problems experienced with the LRP
were not solely a function of the inclusion of some relatively minor items of
legislation. The very ambitious initial timetable for the LRP was also a contributing
factor. The deadline for completing the LRP has now been revised on three
occasions. In recognition of slippage and weaknesses in priorisation, in 2001, the
NCC nominated ten priority areas, namely legislation covering: primary industries,
planning, construction and development; fair trading and consumer legidation;
finance, insurance and superannuation; retail regulation; communications;
professions and occupations, socia regulation; transport services, and water
(see box 2.5).

At the time of the latest published tranche assessment of the LRP by the NCC
(2004b), 87 per cent of the non-priority legislation had been reviewed, whereas the
completion rate for the 800 priority reviews was only 74 per cent (seetable 2.1).

Experience with progressing reform under NCP attests to the value of specifying
reform commitments in advance and effectively prioritising the reform task. Where
the reform agenda includes challenging elements, monitoring of progress allows for
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the modification, as appropriate, of reform commitments and associated priorities,
as well asthe consideration of alternative reform strategies.

An effective public interest test is fundamental to good outcomes

A core principle of NCP is a presumption in favour of competition, notwithstanding
that competition is seen as a means to an end rather than an end in itself. Hence, in
the case of the LRP, the public interest test (see box 2.4 for a description) places the
onus of proof on those benefiting from a restriction on competition to demonstrate
that it should be retained.

An evidence-based approach to reform is consistent with good public policy making
in the broad and should be seen as a strength of NCP. However, the presumption in
favour of competition along with the scope and application of the public interest test
have attracted considerable criticism. As noted in earlier reviews of NCP, some of
this criticism reflects a poor understanding of the public interest test (Quirke 1999,
PC 1999Dh). But, it is also apparent that aspects of the way in which the test has been
applied in some reviews have not been particularly helpful in ensuring good
outcomes and effective participation by interested parties.

The reversal of the traditional burden of proof

The requirement for governments to demonstrate that regulations are in the interests
of the community is, in itself, unexceptionable. Further, the presumption in favour
of competition — and against regulation that restricts competition — can be seen as
alogical extension of the approach taken in the TPA in relation to anticompetitive
business practices. The TPA prohibits anticompetitive conduct, but allows the
ACCC to authorise such conduct where it can be shown to yield public benefits
which exceed any anticompetitive detriment. (Factors taken into account as ‘ public
benefits' by the ACCC are set out in box B.1.) Examples of such authorisations by
the ACCC are provided in box 6.1.

Even so, the extension of this approach under the LRP to established regulations
restricting competition has proven contentious because it reverses the traditional
onus of proof in policy reform. Traditionally, the proponents of a policy change
have had to demonstrate that the change is worthwhile. Given the costs and
uncertainties associated with policy changes, it is not unreasonable to require agood
case to be made for change.
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Box 6.1 Examples of ‘anticompetitive’ authorisations granted by the
ACCC

Professions and occupations

Fourteen professional/occupational related authorisations have been finalised since
1996 — seven for health-related groups, three for building-related groups, two for real
estate agents and one each for employment agents and showmen.

Only one of these applications was unsuccessful. An application by the Australian
Society of Anaesthetists to enter into agreements with health funds covering standard
and agreed rates and conditions for the supply of services was denied. In the ACCC'’s
assessment, the proposal was likely to lead to the creation of an effective minimum
price scheme for these services, to the detriment of the community.

Of the thirteen authorisations granted, four involved unconditional authorisations
(although with provision for a review within three to five years) and nine involved
modifications to the original proposal.

« Three of the unconditional authorisations related to the building sector, where the
ACCC found that while charging a membership levy to assist with the training of
apprentice bricklayers would probably raise the price of bricks, it would also
generate public benefits by alleviating skill shortages and moderating cyclical
fluctuations in bricklaying costs. The other unconditional authorisation involved the
employment services industry, where a Code of Conduct of the Recruitment and
Consulting Services Association was judged as unlikely to restrict competition.

« None of the nine conditional authorisations were granted indefinitely. The conditions
are case specific and are designed to ensure that the public benefits likely to arise
from the authorised conduct outweigh the anticompetitive detriment.

Rural industries

The ACCC has dealt with applications for authorisation in many rural industries and
recognised important public benefits in granting authorisations.

o Collective bargaining schemes in several rural industries were authorised to
facilitate the transition to a deregulated environment. In the case of dairying, the
ACCC argued that the industry would suffer if efficient producers were not able to
counteract the power of processors by collectively negotiating terms and conditions

of supply.

o Export enhancement was recognised as a public benefit in the authorisations
granted to the Australian Wool Exchange and CSR in the sugar industry.

e To the extent that being able to collectively negotiate may stop efficient producers
leaving an industry, rural communities may benefit from the maintenance of
employment and commercial activity. This was accepted as a public benefit in the
authorisation applications of CSR and the Oyster Growers Association.

Source: ACCC (2004c).
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However, in the case of NCP, governments endorsed the approach proposed by
Hilmer (1993, p. 190) and reversed the onus of proof on the grounds that theory and
evidence strongly suggest that removing restrictions on competition will typically
be in the public interest. Also, requiring those who benefit from legidative
restrictions on competition — and thus who typically have most incentive to see
them retained — to address the wider community effects, can act as a counterweight
to political pressure to ignore the less readily identifiable costs. The Western
Australian Government recognised this motivation noting that:

The influence of vested interests is often not recognised by the community and those
groups are often skilled in presenting arguments which can gain wider public support.
Vested interests in some cases maintain that legislation that prevents the entry of new
competitors is for protecting the community from a social harm that will arise if new
competitors are allowed to enter the market, without disclosing their interest in
avoiding competition. (sub. 117, p. 31)

In public policy, it is, of course, often hard to ‘prove’ anything. Consequently, in
general terms, it would seem desirable to put the onus of proof on those favouring
the more ‘problematic’ a priori outcome. For most regulation of product or factor
markets the current onus of proof in NCP is unexceptional. However, for regulation
where social or environmental considerations loom large, judgements about the
onus of proof are more finely balanced. In this context, the Council of Socia
Service in New South Wales submitted that for liquor retail outlets and gambling:

... the existing public interest test in NCP is not robust enough to ensure that the social
impacts and the public interest are effectively addressed ... . (sub. 86, p. 1)

Even so, the current onus of proof arrangement in NCP has not prevented
consideration of important social issues or the retention of restrictions on
competition in appropriate circumstances. Various restrictions on competition have,
for example, been retained on the basis of consumer protection and/or public health
and safety considerations (table 6.1). In commenting on the use of the public
interest test for this purpose, the then President of the NCC, Wendy Craik (2004)
stated:

... State and Territory Governments are in control of how they reform their ... laws and
can ensure that they continue to retain controls that serve the public interest. (p. 55)

In responding to the Discussion Draft, a number of participants endorsed the notion
that the traditional burden of proof has a stronger justification in the more
‘complicated’ areas of social or environmental regulation. For example, TasCoss
observed:

We welcome the recognition in the Discussion Draft that the presumption in favour of
competition should not apply in all cases ... . (sub. DR219, p. 2)
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Table 6.1 Examples of LRP reviews where anticompetitive restrictions
have been retained

Area of activity Public interest grounds for retention

Child care Consumer protection (competence, good
character) public health and safety

Teachers Consumer protection and public safety
(competence, good character)

Electricians Public safety (information asymmetry and
negative externalities)

Plumbers Public health and safety

Health professions Public health and safety, consumer protection
(information asymmetry, conflict of interest)

Veterinarians Consumer protection (competence, information
asymmetry)

Vocational education and training Consumer protection (minimum standards,

certainty about nature of courses)

Source: Derived from NCC (2003c).

Other participants, however, questioned the workability of the two tiered approach
that this would imply. For example, the Western Australian Department of Treasury
and Finance submitted that:

Having two different approaches, each dependent on the significance of social or
environmental objectives, may lead to confusion for agencies carrying out reviews as to
which approach is the most appropriate for their particular review. It is aso unclear
how using the traditional onus of proof in legisation reviews where a range of factors
are impacted upon (by removing a restriction on competition), will necessarily lead to
better outcomes. (sub. DR236, p. 16).

It isimportant to recognise that the existing public interest test encompasses a broad
list of illustrative criteria which include efficiency, equity and environmental
considerations. The reference criteria are not intended to be exhaustive and can be
augmented as appropriate (see box 2.4). Notwithstanding an in principle case to
vary the onus of proof depending on the nature of the regulation in question, in
practical terms, this would be very confusing. To avoid the sort of problems raised
by the Western Australian Department of Treasury and Finance, it would be most
appropriate to continue to apply the existing NCP onus of proof to all legislation
reviews under the existing and any future LRP.

Importantly, regardless of where the onus of proof formally lies, it is incumbent on
reviewers of legislation or regulation to demonstrate that their proposals — whether
for change or to retain the status quo — are likely to yield a net benefit to the
community.
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The scope and application of the public interest test

Despite the wide range of factors that can be taken into account in applying the
public interest test, there have been various calls for it to be more broadly based and
for better guidance to be provided on the appropriate handling of costs and benefits
and the weighting of public interest criteria.

As noted above, governments are free to augment the non-exhaustive list of
considerations specified in the test to ensure that relevant costs and benefits are
included in the evaluation framework for particular reviews. There are aso no
defined weightings attaching to the public interest criteria, thus providing flexibility
to reviewers and governments to take into account the individual circumstances of
particular legidlation.

However, according to several participants, the absence of adequate explanations or
guidelines on the application of the public interest test has impaired the
effectiveness of the LRP. For example, the Australian Local Government
Association claimed that:

The public interest test has had a significant impact on local government. During the
introduction of competition reforms, inadequate explanations of the public interest test
and its method of application led to negative public perceptions. (sub. 105, p. 8)

Even so, the Association went on to observe that:

Local government considers the public interest test broad enough to enable
consideration of all relevant issues during the assessment of a particular restriction on
competition against the public interest test. (p. 8)

And, in responding to criticisms of the public interest test, the Chamber of
Commerce and Industry of Western Australia maintained that:

This criticism [of the public interest test] is largely misguided because it does not
recognise that public interest is defined broadly in the NCP agreements, to allow awide
range of community benefits to be considered, including social, environmental,
employment as well as economic objectives. Any failure in the public interest test
would appear to be a result of its poor application in some reviews, rather than being
constrained by narrow definition in the Competition Principles Agreement. There is
also a tendency for those whose interests are threatened by the conclusions reached by
applying the test to blame the test itself for failing to give their own interests and
concerns sufficient weight. Thisis not afailing of the test, but evidence that it works as
intended. (sub. 66, p. 6)

In its earlier inquiry into the Impacts of Competition Policy on Rural and Regional
Australia (PC 1999b), the Commission similarly concluded that the problem was
more with the application than the scope of the test.
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As noted by the NCC, the task of effective application has been made more difficult
in some jurisdictions by the lack of guidance provided to review bodies. For
example, in commenting on the operation of the LRP, the Council noted that, while
in some jurisdictions, the guidelines provide considerable details about most
elements of the review process, in others they are little more than expansions of the
relevant clause in the CPA. Moreover, while guidelines in each jurisdiction note the
need to demonstrate a net community benefit where restrictions on competition are
to be maintained, they vary in their treatment of how to undertake the supporting
analysis and what is acceptable in particular cases (NCC 1998a). In an attempt to
address this problem, the NCC (1999a) released a paper designed to provide
guidance on how to use the public interest provisions to weigh up the costs and
benefits of particular reform initiatives.

The Commission acknowledged the usefulness of that paper during its earlier
review of NCP (PC 1999b), but called on governments to both publish and publicise
guidelines which outline the purpose and scope of the public interest test, and to
provide additional guidance on how the provisions of the test should be interpreted
and applied. In line with a number of participants, the Commission aso supported
the development of national rather than state-based principles to ensure that reviews
gave sufficient attention to the interests of the wider Australian community,
particularly where anticompetitive legislation may have significant impacts
extending across jurisdictions.

Concerns about the application of the test were also expressed by a Senate Select
Committee reporting in 2000, which said that there had been:

Inconsistent application and interpretation of the public interest test with its domination
by economic assessment ahead of harder to measure intangible attributes in the social
and environmental areas. (p. Xiii)

Later in 2000, CoAG (p. B.1) agreed to severa measures to clarify and fine-tune
implementation arrangements for NCP, including a provision that it ‘undertake an
enhanced role in guiding the NCC in relation to its role in explaining and promoting
NCP policy to the community’. CoAG also agreed that in applying the public
interest test, governments ‘should give consideration to explicitly identifying the
likely impact of reform measures on specific industry sectors and communities,
including expected costs in adjusting to change'.

Notwithstanding these CoAG initiatives and efforts by the NCC and State and
Territory governments to seek to improve understanding of the public interest test
and its role within NCP, criticisms and misunderstandings continue. This has been
clearly evident in submissions to this inquiry, as well as during discussions at the
Rural and Regional Roundtable held in Wagga Waggain July 2004. That said, some
of the continuing criticism is not without foundation. For example, in its submission
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on the Discussion Draft, the NFF, (echoing the views of several participants), was
particularly critical of the effectiveness of the CoAG directive of 2000, observing
that:

While commending the intent of this COAG directive, it is clear that implementation of
the directive hasfailed, ... .

... if the future reform agenda is to be successful it will be necessary to take stronger
measures to ensure CoAG policy implantation than in the past. (sub. DR183, p. 9)

In the Commission’s view, the public interest test is a critical part of the reform
process. However, it is also apparent that its role has not been effectively promoted
and, that insufficient attention — particularly in the earlier years of NCP — has
been given to ensuring that it is appropriately applied. While greater specification
and guidance on matters to be considered in applying the test may be helpful, there
is only so much that can be achieved via this route. This in turn puts a premium on
ensuring that mechanisms are in place to promote the quality of the review process.
As discussed in the next section, transparency and effective monitoring are central
in thisregard.

Good processes are needed to secure good outcomes

Processes which systematically review the rationales for regulatory and other
restrictions on competition, and the merits of different options for better meeting
underlying objectives, are critical to informed decision making by governments.
They can aso play a useful role in promoting public awareness of the issues and
trade-offs associated with different policy approaches. Effective monitoring and
assessment of procedural arrangements is also important for promoting good
outcomes. Of course, as noted earlier, good processes require resources and involve
COosts.

The review and assessment processes associated with the LRP, in particular, have
attracted considerable criticism in this as well as past inquiries (see, for example,
Hawker 1997, Quirke 1999, PC 1999b). The criticisms primarily relate to:

. the composition and independence of review panels;
 thetransparency of review processes;

« thelimited use of national or joint reviews,

. the effectiveness of the assessment process; and
 thelimited understanding about the processes involved.
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The composition and independence of review panels

Effective reform outcomes depend in large part on review groups making well-
informed assessments about the effects of change from the perspective of the
broader community. This can obviously be difficult to achieve if review panels are
dominated by interests that benefit from the anticompetitive legislation that is being
assessed. In this context, the NCC (1999c¢), in an earlier assessment of governments
progress in implementing the LRP, indicated that it had:

... various concerns about the reviews conducted to date. For example, the split along
industry and government lines of recommendations from the New South Wales [dairy]
Review Group highlights the Council’s concerns about the need for review panels,
particularly in sensitive areas such as dairy, to be independent from industry. Industry
should participate in reviews via submissions ... rather than direct representation on
review panels. (p. 104)

The issue of the appropriate roles of producers, users and other interested partiesin
reviews was also raised in the Hawker (1997) inquiry. It recommended that, ‘where
possible, reviewers should be independent of the existing arrangements with more
significant, more maor and more sensitive reviews demanding greater
independence’.

During this inquiry, several participants (for example, the Australian Chicken
Growers Council, South Australian Farmers' Federation and National Farmers
Federation) indicated that lack of independence of review panels and weaknesses in
approaches to reviews, especialy in relation to the application of the public interest
test, had led to poor outcomes. Synthesising these concerns, the Chamber of
Commerce and Industry of Western Australia observed:

... anumber of significant NCP reviews have suffered from alack of independence and
a lack of rigour in the review process. As a consequence, there has not been a strong
incentive for those agencies conducting reviews to ensure that the quality of the
analysis undertaken is high. (sub. 66, p. 3)

The varied nature of legislation included within the LRP, together with the costs of
undertaking independent public reviews, suggest that it would be appropriate to use
a range of review models. However, where legisation involves significant
restrictions on competition and/or has far reaching effects on the community, full
scale independent and public reviews involving a substantive analysis of the issues
would clearly be preferable to internal reviews. Moreover, while it will be generally
desirable for industry to participate in the review process, this would normally best
be achieved by allowing industry representatives to make submissionsto reviews.
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The transparency of review processes

The importance of transparent processes was summarised by the Western Australian
Government:

Transparent processes are crucial when assessing the public interest. Without
transparency it is extremely difficult to gain the community’s confidence that public
interest considerations have been examined in an impartial manner and that it is the
community’s interest that is the overriding concern rather than any particular sectional
interest group when deciding whether a reform should or should not be progressed.
(sub. 117, pp. 5-6)

However, aspects of the LRP lack transparency. In particular, there is no formal
requirement under NCP for review reports to be made public, or even to be made
available to the NCC. While many reviews have been made public, some have not
been — often where the review outcome and the government’s response involve
controversial issues.

In November 2000, CoAG partialy addressed this issue by agreeing that
‘governments should document the public interest reasons supporting a decision or
assessment and make them available to interested parties and the public’
(CoAG 2000, Attachment B, p. B.1). However, if a program of legidation review is
implemented beyond the current NCP — as the Commission is proposing
(see chapter 9) — an explicit requirement for governments to make review reports
publicly available would be highly desirable. Where relevant, it would also be
desirable for governments to undertake to provide the reasons for adopting a
position different from that recommended by areview.

National or State-based reviews?

Under NCP, reviews of legislation can be conducted by individual jurisdictions or
as multi-jurisdictional or nationa reviews. In principle, national reviews are likely
to be preferable in instances where there is Federal and State involvement in the
area concerned; the extent of cross jurisdictional activity is significant (meaning that
differences in regulatory approach can have significant implications for national
markets); and the objectives of regulation and related issues are broadly common
across jurisdictions. Reviews involving two or more governments where the
objectives of legidation and related issues are similar are al'so an option.

Several participants commented on the potential benefits of national or joint reviews
where these circumstances are evident, including that they are likely to lessen the
overal resource costs of conducting reviews and offer the prospect of a uniform
and/or consistent regulatory position emerging across relevant jurisdictions. Even
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0, there have only been 12 national reviews to datel and, as at 30 June 2004 (the
latest published assessment of governments progress in implementing NCP), the
overal review process had not been completed for any of these reviews.

The limited use of national reviews appears to reflect a number of recurring
problems with this form of review. In this regard, the Victorian Government
observed that:

Fewer national reviews of legidation have been undertaken than were anticipated.
Those that have been undertaken have tended to be protracted and often difficult
exercises. The slowness of inter-jurisdictional reviews and processes, and the overlaps
between related processes have delayed the delivery of reforms and, therefore, the
anticipated benefits. (sub. 51, p. 14)

Inasimilar vein, the NCC (2004b) recently observed:

Although a national process can improve regulatory consistency across jurisdictions,
progress has been unacceptable in many cases. ... In many cases, governments have not
yet implemented the recommended reforms because delays have arisen from protracted
intergovernmental consultation: some national reviews have taken severa years to be
completed.

The robustness of a nationa review process is critically important. National reviews
that are not independent of the executive arm of governments potentially encourage the
least reform effort by setting compromise reform targets that all jurisdictions can reach.
This has been the experience of some of the national reviews conducted by Ministerial
Councils. (p. 9.21)

Some including the NCC, have aso observed that State-by-State reviews may offer
an advantage relative to a national review because:

A standardised national reform model carries an attendant risk of large scale regulatory
failure, whereas a competitive model facilitates policy learning. The Council has
encountered areas where innovative approaches in one jurisdiction have been adopted
by others. Indeed, often reforms in some jurisdictions have provided the spur for others
to move in areas that were seemingly (politically) intractable. (sub. 71, p. 42)

Common sense suggests that there is a role for nationa (or joint) as well as single
jurisdictional reviews. National reviews would seem preferable where there is
Federal and State involvement in the area concerned and where a common approach
Is likely to be important in facilitating the development of national markets.
However, for such reviews to be effective, changes to current processes are

1 These reviews cover the followi ng legidation: the Agricultural and Veterinary Chemicals Code
Act and related Acts, the Mutual Recognition Agreement and the Mutual Recognition
(Commonwealth Government) Act; the Petroleum (Submerged Lands) Acts; Drugs, poisons and
controlled substances; Food Acts, Pharmacy regulation; legislation regulating the architectural
profession; radiation protection legidlation; trustee corporations legidlation; travel agents
legislation; consumer credit legislation; and trade measurement legislation.
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definitely required. There would also need to be much greater leadership from
governments in initiating and undertaking national reviews, as well asin responding
to proposed changes.

The effectiveness of the assessment process

The NCC acts as an independent monitor and assessor of governments progress in
implementing NCP reforms. Several participants saw this as important to the
effectiveness of NCP. For example, the New South Wales Government observed
that:

A strength of the NCP agreements has been the establishment of a framework in which
governments are made accountable for implementing reforms and an external body is
made responsible for monitoring governments compliance with the framework,
particularly with agreed review processes. (sub. 99, p. 21)

This accountability framework has established pressures, via inter-jurisdictional
demonstration effects, to maintain a commitment to reform over time and to adhere
to agreed review processes. (As discussed later, incentives to meet reform
commitments have undoubtedly been reinforced by the competition payments
mechanism.)

As a by-product of the assessment/monitoring process, the collection and
dissemination of information on reform processes and outcomes has promoted
‘learning by doing’ experiences across jurisdictions. It has also aided the process of
fine-tuning implementation processes — such as the development of better
guidelines for the LRP — as well as identifying problem areas in need of follow-up
work to progress reform satisfactorily — such as for road and water reform.

Notwithstanding the general soundness of this accountability framework, several
participants were critical of how the NCC has performed its assessment role in
practice. In this context, the New South Wales Government observed that in recent
yearsit:
... has been concerned that the NCC has sought to impose its own weights in policy
factors, implying preferred outcomes. ... It is considered that the NCC should examine
governments compliance with the reform requirements established under the NCP
Agreements and the processes specified under those Agreements rather than pre-empt

public policy aims. The NCC is not elected and, unlike governments, not accountable
to the public. (sub. 99, p. 22)

Another view of the NCC’s assessment activities is that it has ssmply been seeking
to promote the integrity of NCP processes — which is one of its key roles — rather
than pre-empting or dictating outcomes. Calls by the NCC for governments to make
public the grounds for their decisions on LRP reviews are consistent with a decision
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taken by CoAG in November 2000 directed at encouraging this outcome. So too are
calls for governments to demonstrate that where an anticompetitive restriction is
retained, its cost-effectiveness relative to alternative less restrictive approaches has
been properly investigated. Indeed, some disquiet about the Council’s assessment
role isinevitable, especially in view of the linkage to its recommendations covering
competition payments to the States and Territories.

The Heads of Australian Governments agreed to amend the CPA in 2000 to provide
greater guidance to the NCC's assessment of governments compliance with their
reform obligations. The amendment specified that (CoAG 2000):

In assessing whether the threshold requirement of Clause 5 has been achieved
[covering the two tests for the LRP reviews], the NCC should consider whether the
conclusion reached in the report is within arange of outcomes that could reasonably be
reached based on the information available to a properly constituted review process.
Within the range of outcomes that could be reasonably reached, it is a matter for
Government to determine what policy isin the public interest. (p. B.2)

In its submission to this inquiry, the NCC indicated that as a result of this
amendment it looks for evidence that reviews:

« had appropriate terms of reference supported by publicly available documentation such
as an issues paper;

« were conducted by an appropriately constituted review panel able to undertake an
independent and obj ective assessment;

« provided for public participation through appropriate consultative processes,

o assessed and balanced al costs and benefits of restrictions on competition and
considered alternative means of achieving the objective of the legidation;

o« consdered al relevant evidence and reached reasonable conclusions and
recommendations based on the evidence before the review; and

« demonstrated a net public benefit when recommending that a government introduce or
retain restrictions on competition. (sub. 71, p. 5)

This evidence-based approach by the NCC is consistent with the spirit of the CoAG
(2000) decision aimed at promoting the integrity of NCP processes more generally.

Another aspect of the assessment function relates to ensuring that unwarranted anti-
competitive restrictions are not removed from existing legislation only to re-emerge
in new legidation. The NCC handles this reform commitment by assessing the
effectiveness of governments regulation review processes. Some governments
(such as the ACT Government) supported a continuing role for oversight of
completed NCP reforms to ensure those reforms or related processes are not
unwound. Other governments (such as the New South Wales and Queensland
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Governments) considered that state-based processes provide an adequate
gatekeeping mechanism.

However, differences in approach to this gatekeeping function across jurisdictions
have created scope for backsliding. For example, while some jurisdictions have
subjected all primary and subordinate legislation to their gatekeeping processes,
New South Wales excludes direct amendments to legislation from its processes.
Beyond this, many jurisdictions use cabinet processes to apply gatekeeping
mechanisms for primary legislation and, as a consequence, often do not make
impact assessments public. The relatively loose framework which has evolved for
managing the gatekeeping process does not seem to reflect its significance in
ensuring effective outcomes from the LRP. The need for effective gatekeeping
mechanisms, including to guard against backdiding, is explored further in
chapter 9.

Finally, consistent with the original provisions in the NCP, the NCC conducted
some early reviews of Federa or nationally significant State legislation. However,
the potential for conflict with its assessment/advocacy roles was highlighted by the
Commission in its earlier review of NCP (PC 1999b) and the review function has
since been withdrawn.

Overadl, providing for ongoing independent assessment of governments’ progress in
implementing reform commitments has been a maor strength of the NCP
framework. It has helped to make governments accountable for their actions and
lessened the risk of reform slippage.

The NCP and its processes need to be better understood

Submissions to this and earlier inquiries, and discussions with participants at the
Rural and Regiona Roundtable, reveal continuing public misunderstanding of NCP
and its processes. Given the complexity of the processes and issues, some
misunderstandings are unavoidable. However, as the NCC commented in relation to
the water reform element of NCP:

The water reform program contains forma public education and consultation
requirements which are absent in other areas of reform. Governments are also required
to explain the benefits of reforms. It isincumbent on governments to meet consultation
obligations (beyond claiming that reforms are only being introduced to avoid unfair
penalties). The education and consultation model for water reform may be applicable
elsewhere. (sub. 71, p. 41)

The issue of disseminating information to promote public understanding of the
rationales for reform, the expected benefits and the processes for handling its
implementation is an important one. Had the approach referred to by the NCC in the
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context of water reform been more widely applied, implementation of NCP may
well have involved less public disquiet than has actually been the case.

At the public hearings, severa participants emphasised the role of government in
explaining to the community why further reform is needed and what benefits it will
bring. For example, the Western Australian Department of Treasury and Finance
observed:

Without question, governments do have a role in elevating the community interest
above sectiona interests, publicly supporting reform processes and explaining the
reform and the public interest reasons why it is necessary. (sub. DR236, p. 24)

It is aso important that governments avoid actions which have the potential to
undermine public confidence in the reform process or acceptance of the benefits of
reform. This can be an issue when governments clam they are only introducing
changes to avoid penalties under NCP, or when they choose to disregard the
recommendations of independent reviews without good reason. As noted earlier,
explaining and documenting the basis for decisions either to accept or reject review
recommendations is therefore essential to good process, as well as to public
understanding of the issues at stake.

Timely consideration of adjustment and distributional issues

While reforms under the NCP have contributed to the generally higher productivity
and output growth experienced in Australia over the last decade, not surprisingly, it
has been the distribution of the benefits and the transitional or adjustment costs of
reform that have attracted the most attention. As a result, understanding the
adjustment and distributional implications of NCP has been a key issue for
governments. As the Victorian Government observed:

One of the challenges with implementing the NCP, faced by al governments, has been
how to manage change. Even where a reform is clearly in the overall community
benefit, there may be negative impacts on specific individuals or groups. Frequently,
the costs of reforms are acute, localised, identifiable and immediate, while the benefits
are longer term and more dispersed. (sub. 51, p. 13)

A number of participants were critical of the handling of adjustment and
distributional issues under NCP. For example, the Western Australian Farmers
Federation commented:

One thing that seems to be lost frequently in the debate of deregulation is the human
cost. Behind the arguments of choice and of free markets are people, farmers and their
families who are trying to build a viable business in rural Western Austraia in
communities that are disappearing around them. Western Australia has a rich tradition
of farmers and the bush. Let’s not forget them in this process! (sub. 83, p. 21)
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Recognising these concerns, governments have provided a variety of adjustment
assistance measures to aid adaptation to change by groups adversely affected by
economic reforms and other structural pressures (see box 6.2).

Box 6.2 Some examples of the provision of adjustment assistance by
Australian governments

« The Victorian Government indicated that it has provided a variety of forms of
adjustment support throughout the course of the NCP, the leading example being
the Latrobe Valley Ministerial Taskforce which tackled the impact of changes in the
electricity industry on a regional community. (sub. 51, p. 13)

e The NSW Government observed that it had provided a range of structural
adjustment assistance including assistance for the Hunter and lllawarra regions;
funding for the Regional Economic Transition Scheme (a general program for
assisting regions and towns suffering from economic setbacks); the Meat
Processing Industry Restructuring Program; the Forestry Industry Structural
Adjustment Package; assistance to dairy farmers and communities following the
deregulation of the dairy industry; and assistance to groundwater users in the
Namoi. (sub. 99, p. 16)

« The Department of Transport and Regional Services pointed to several recent
examples of adjustment support provided by the Australian Government including:
the sugar industry reform package ($444m), the Dairy Structural Adjustment
Program ($1.63b), Sustainable Regions Program ($100m), Namoi Valley Structural
Adjustment Package (up to $20m), and the Rail Reform Transition Program ($20m).
(sub. 116, p. 6)

The NCC pointed out that the NCP was initially largely silent on the issue of
adjustment assistance and managing the implementation of reform. This has given
rise to various weaknesses in the management of the reform process, which were
identified in the earlier Commission report that examined the impacts of NCP on
rural and regional Australia (PC 1999b, p. 30):

In many areas, governments have failed to address adequately the social dislocation
that can accompany change. Managing reform — including the provision of adjustment
assistance — is a legitimate concern for many people in country Australia, as country
areas often have borne the brunt of adjustment from, for example, employment losses
associated with reform of government electricity and rail businesses, many of which
pre-date NCP.

As noted earlier, in response to such concerns, CoAG (2000) agreed that:

When examining those matters identified under Clause 1(3) of the CPA [the application
of the public interest test], Governments should give consideration to explicitly
identifying the likely impact of reform measures on specific industry sectors and
communities, including expected costs in adjusting to change. (p. B.1)
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But, as the earlier discussion of the application of the public interest test indicated,
this directive from CoAG does not seem to have had much practical effect on the
conduct of legislation reviews.

Based on NCP experience in this area, explicit recognition up-front of a requirement
to manage the adjustment and distributional consequences which inevitably
accompany a reform process would be beneficial for any future reform agenda. In
commenting on this matter, the South Australian Farmers' Federation argued that:

When an assessment is made during NCP reviews of the net aggregate community
benefit accruing from increased competition, NCP reviews should also take into
account the geographical distribution of the benefits and costs. For those communities
bearing the costs of any change, an assessment needs to be made of their ability to
adjust, the alternative opportunities available to them and the necessity for relevant
governments to provide appropriate adjustment assistance. (sub. 28, p. 13)

And, at the Discussion Draft hearings, the NFF indicated that it:

. is vital to ensure that the objective of adjustment costs — and in particular the
cumulative impacts of reforms and broader pressures — be afforded greater policy
attention in the future.

This is particularly important for regional communities that may aready be
experiencing socia drift to metropolitan centres.

... NCP has been perceived to have ignored issues of socia capital and community
cohesion in favour of unfettered competition. NFF believes that these problems have
arisen through poor implementation of NCP, ... and inadequate assistance given to
those groups worse off for the greater public good. (sub. DR183, p. 5)

While decisions about the forms and extent of any transitional assistance are best
left to the relevant jurisdictions, agreement up-front on some general principles to
guide the provision of such assistance would increase the likelihood that the process
of change is managed well and lessen perceptions that responses are ad hoc. Such
an approach could aso help to improve the efficiency, effectiveness and the
underlying equity of any transitional assistance provided. In this regard, the ACT
Government observed that:

... reform benefits can take a long time to flow through the economy and this aspect of
structural change also inhibits the undertaking of reforms.

Mechanisms to speed up the flow on of benefits or otherwise address the time lag
between reform costs being incurred and benefits being experienced would expedite
deregulatory undertakings. Upfront, or additional, payments provide the most effective
incentive in thisregard. (sub. 112, p. 2)

The Commission has undertaken a number of analyses of relevant issues since the
commencement of NCP, both as part of a review of NCP (PC 1999b) and its
supporting research program (PC 1999h and 2001€), and in the context of some
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specific industries (PC 2002e, 2003e). This work indicates that the social security
and tax systems, as well as generally available adjustment measures, will usually be
the most appropriate vehicles for assisting the adjustment process and moderating
adverse distributional impacts. However, these systems and measures are not
designed to handle all contingencies.

In some circumstances, there is a role for additional measures to promote equitable
outcomes and improve the efficiency of the adjustment process. Such measures
include direct compensation and specific adjustment assistance. It may aso be
appropriate to modify a proposed policy change, either before or after its
implementation, to lessen adjustment pressures and/or moderate adverse
distributional impacts.

In sum, experience with NCP reinforces the importance of ensuring that the
potential adjustment and distributional implications of reform are considered at the
outset. In the reform framework, it will also be desirable to include agreed
principles to indicate when the provision of transitional support may be warranted
and to specify attributes of such assistance that will help to ensure that change is
facilitated rather than frustrated. A number of possible criteriathat could help in this
regard are spelt out in chapter 12.

Ensuring effective regulation of prices and access regimes

Under NCP and related competition policy reforms, Australian governments have
radically transformed regulatory, governance and ownership arrangements for
essential economic infrastructure services — such as electricity, gas, water, rail
transport and telecommunications.

As outlined in chapter 2, this transformation has involved the development of a
supporting regulatory framework involving the establishment of:

« arrangements in each jurisdiction to oversee prices charged by utilities and other
bodies with substantial market power; and

. rulesto enable potential competitors (or third parties) to gain access to essentia
infrastructure services.

Given the complex nature of these regulatory arrangements, particularly those
relating to access, and the potential for them to generate costs as well as benefits, it
was envisaged at the outset that they would need to be independently reviewed after
a few years. In this context, it is important to recognise that the task of regulating
monopoly infrastructure is challenging due to, among other things:

« thelarge information asymmetries between regulators and service providers,
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. the incentive effects created by regulations that may encourage gaming or
discourage cost minimisation;

« uncertainty about technology and future demand,;
. therisk of regulatory capture; and
 interactions between different regulations.

Consequently, regulations designed to reduce the adverse effects of market power
can themselves produce economic distortions and incentive problems. These
include the risk that errors in pricing and access determinations may deter or distort
investment in major infrastructure facilities.

The Commission has undertaken a number of inquiries in this area in recent years,
including reviews of the Prices Surveillance Act, telecommunications competition
regulation, airport services pricing, rail reform, harbour towage services, the
national access regime and the gas access regime (1999g, 2001d,f, 2002a,d,g and
2004i). To promote the development of effective regulatory regimes and ensure that
appropriate adaptations are made over time, the Commission has, on a number of
occasions, stressed the need for follow-up reviews to reassess the performance of
revised arrangements. For example, in its Review of the National Access Regime,
(PC 2001d) the Commission noted:

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

Several infrastructure service providers as well as user interests expressed concerns
about the effectiveness of pricing and access regimes developed under NCP —
including the costs of complying with regulations, perverse incentive effects, and
the need for a better balance between incentives for efficient consumption of
existing service capacity and future investment. As discussed in chapter 10,
achieving the ‘right’ balance in price and access regulation is a priority going
forward.

Providing incentives to progress reform

The role of the competition payments regime in providing an incentive for
progressing reform was endorsed by many participants, including State and
Territory governments. In general, they saw the regime as a core element of NCP
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and as an appropriate mechanism to share the revenue benefits of the reforms with
the States and Territories. For example, the Queensland Government observed that:

The payments were crucia to reaching agreement on the introduction of NCP and they
remain crucia if States and Territories are to continue with the current arrangements.
(sub. 119, p. 9)

The regime has aso added another dimension to the accountability framework for
governments by including provision for penalties (in the form of suspensions or
deductions from competition payments) where progress by a State or Territory in
implementing its reform commitments is unsatisfactory. Indeed, the NCC identified
the regime and its related incentives as a key reason for the success of NCP noting
that:

Using competition payments to leverage reform outcomes in areas of State and
Territory responsibility has proven highly effective.

... Reform would have been far slower and less comprehensive without competition
payments. These payments (now at around $800 million per year) may not be large
relative to State and Territory budgets, but nonethel ess represent a significant source of
incremental funds. Apart from the magnitude of the funding, tying performance to
financia rewards has enabled governments to eschew pressure from lobby groups by
claiming that they have no option other than to meet their NCP commitments. At the
officials’ level, the effect of competition payments has been to empower jurisdictional
competition policy units to a far greater extent than otherwise. The benefits of strong
competition ‘watchdogs' at the coalface should not be underestimated. (sub. 71, p. 36)

In general, State and Territory governments called for the continuation of
competition payments, arguing that the benefits of the reforms carried out by them
are ongoing, as are the revenue flows, which they contended are disproportionately
captured by the Australian Government. Most aso thought that any new
competition-based reform commitments should attract additional payments from the
Australian Government.

The Commission concurs with the view that competition payments have played a
pivotal role in maintaining reform momentum within the States and Territories.

However, the payments regime has not been without shortcomings. Competition
payments have sometimes been a distraction from the reform process, such as
during the periodic debates about whether withholding of some payments
(‘penalties’) has been justified. A focus on payments and penalties has from time to
time almost certainly misled the community as to the main rationale for reform —
namely, to achieve improvements in productivity and household incomes, not
simply to increase government revenue through these payments. Moreover, the
configuration of the payments regime and the associated procedura requirements
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have not been problem free. In this latter regard, participants commented on arange
of possibilities for improving the current regime, including by:

« providing for greater transparency in relation to the nature and extent of
financia penaltiesimposed for reform slippage or failure;

. ensuring that local governments receive a share of the payments reflecting their
contributions to the reform process; and

. addressing a perceived inconsistency in the treatment of the Australian
Government whereby its failure to meet reform obligations does not attract a
penalty.

Improving the transparency of NCC assessment recommendations

Inevitably, the assessment process underlying NCC recommendations on
competition payments, including the possibility of suspensions and deductions,
involves an element of judgement. However, one requirement for an effective
payment incentive scheme is for the assessment process to be sufficiently
transparent to avoid outcomes which appear to be arbitrary or inherently difficult to
predict.

Following an earlier review of NCP, CoAG (2000) provided further guidance to the
NCC in relation to future assessment processes. Specifically, when assessing the
nature and quantum of any proposed financial penalty or suspension, the NCC is
required to take into account the extent of the relevant State or Territory’s overall
commitment to the implementation of NCP, the effect of that State or Territory’s
reform efforts on other jurisdictions and the impact of failure to undertake a
particular reform.

Nonetheless, a number of State and Territory governments questioned outcomes in
relation to the 2003 assessment by the NCC. For example, the NSW Government
submitted that givenits:

... leadership in, and demonstrated commitment to, completing NCP reforms, a penalty
of 20 per cent of New South Wales' competition payments in 2003-04 for a handful of
comparatively minor matters was excessive and inappropriate. (sub. 99, p. 18)

Similarly, the Northern Territory Government, in commenting on a penalty it
received in relation to its failure to reform liquor regulations noted:

... the substantial and intractable social impacts associated with the consumption of
alcohol in the Northern Territory, relative to other jurisdictions, and the comprehensive
measures being developed by the Territory Government to ameliorate these effects, was
not adequately recognised. (sub. 130, p. 3)
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And the ACT Government maintained that there is a need to enhance the
transparency, detail and quality of NCC assessments to ensure that jurisdictions are
aware of the details of decisions affecting NCP payments. It emphasised that thisis
particularly important where there are differences of opinion between the NCC and
the jurisdiction on the quality of a reform in relation to public interest
considerations. The ACT Government went on to observe that:

While the assessments provided general information on the rationale for the NCC's
recommendations, they were lacking in detail as to how individua reform items
contributed to an overall decision on payment suspension/deduction amounts.
(sub. 112, p. 10)

The suggested solution involved the provision of information by the NCC to give
jurisdictions a better idea, prior to payment recommendations being finalised, of
where reform efforts were likely to be judged inadequate. In the ACT Government’s
view:

This could occur through the provision of greater detail in the NCC's forward work

program provided to CoAG at six-monthly intervals and be reinforced through officer
level discussions between NCC officials and competition policy unit staff (p. 10).

In the Commission’s view, transparency in this area is no less important than in
other aspects of NCP processes. The proposal by the ACT Government could help
to improve the transparency of the payments regime somewhat, and is therefore
worth considering if CoAG decides to have some form of financial incentives
beyond 2005.

Many local governments have missed out on competition payments

Severa participants argued that local governments (and/or local councils) have been
treated inconsistently by the States under the competition payment regime. Central
to their argument was the view that local governments have incurred costs in
implementing reforms in the areas of competitive neutrality, prices oversight, water
reform and the LRP, and are thereby entitled to a share of the competition payments
paid to State and Territory governments. For example, the Local Government
Association of Tasmania said:

Local government has made a direct contribution to the reform process and is
responsible for a significant proportion of the benefits accruing from the
implementation of  effective  competition  reform. ... Nevertheless, .... Local
Government in Tasmania is not receiving its share of the financial benefits.
(sub. 36, p. 1)

State and Territory governments are, of course, free to share a proportion of their
competition payments with local governments, to aid them in offsetting the costs of
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implementing NCP reforms and/or to share some of the resulting benefits. To date,
Queendland, Victoriaand Western Australia have elected to do so.

However, as a number of participants emphasised, competition payments under
NCP were not intended to compensate jurisdictions for the costs of implementing
reform. Rather, their role was to provide State and Territory governments with a
share of the higher tax revenues generated by the NCP reforms that would not
otherwise have accrued to them because of vertical fiscal imbalance.

This is not to deny that it may be desirable for State and Territory Governments to
share some future payments with local governments/councils. Such sharing could be
appropriate, for example, were local governments to incur disproportionate costs
relative to the benefits of reform, or where there is a marked fiscal imbalance at the
State-Local Government level. However, the incidence of costs and benefits
between these two levels of government will vary with the nature of reforms.
Hence, it is not possible to draw a generally applicable conclusion on this matter.

No financial penalties for the Australian Government

Under NCP, there is no formal requirement for the NCC to assess the progress of
the Australian Government in relation to its reform commitments. This is because
there are no monetary transfers via the competition payments regime to the
Australian Government. However, to enhance the transparency of the NCP process,
the Australian Government agreed, from the outset, that the NCC would assess its
performance as well asthat of State and Territory governments.

A number of participants, including most State and Territory governments, were
critical of the Australian Government’s performance in relation to its reform
commitments under NCP and highlighted the fact that, unlike the States and
Territories, it is not penalised for unsatisfactory progress. For instance, the New
South Wales Government observed that:

... the effectiveness of the NCP framework has been hampered by the lack of an
accountability framework for the Commonweath Government. While the States and
Territories are subject to significant penalties if they do not undertake reforms in a
timely manner, there are no similarly transparent incentives to perform by the
Commonwealth. In its 2003 assessment of government’s progress in implementing
NCP and related reforms, the NCC found the Commonwealth Government to “(have)
set apoor example” for other Australian governmentsin legislation review and reform.

... The Commonweath Government withheld competition payments from the States
and Territories in 2003 due to non-completion of reforms. Despite its own lack of
compliance with NCP, the Commonwealth retained competition dividends generated
by State and Territory reforms. (sub. 99, p. 20)
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While not subject to any formal payments or penaties under the competition
payments regime, the Australian Government is effectively penalised or rewarded in
accordance with its progress in implementing its reform commitments. For
example, in failing to undertake growth-inducing reform, its tax receipts are lower
than they would otherwise have been.

Moreover, whether the Australian Government retains any tax revenue dividends
from State reforms (as suggested by some State governments) is unclear. It depends
on the extent to which the competition payments agreed to in 1995 correspond to
the actual increment to Commonwealth tax revenue resulting from reforms
implemented since then. This is very difficult to determine and has been
complicated further by the subsequent introduction of the GST as a ‘ growth-related’
revenue source for the States.

Equally, as noted by the Tasmanian Government, the costs of the Australian
Government’s below average performance under NCP to date have not been borne
by it alone:
... the costs are aso borne by the states and territories in terms of economic growth and
employment in these jurisdictions being lower than otherwise, and aso in terms of

taxation receipts from the Goods and Services Tax and from State taxes being lower
than otherwise. (sub. 109, p. 5)

Various State and Territory governments singled out a number of areas where they
judged significant benefits could be achieved through a more rigorous application of
NCP at the Federa level, including telecommunications, broadcasting and
pharmacy. And some participants, such as the ACT Government and the NCC,
canvassed the idea of developing a financial incentive mechanism for placing
greater discipline on the Australian Government to progress its reform
commitments. Others simply pointed to the need for ‘effective’ mechanisms to
achieve this outcome. For example, the Queensland Government stated that:

Any new NCP arrangements should include some effective mechanism to ensure the
Commonwealth Government improves its poor performance (as assessed by the NCC)
in delivering on its reform obligations, particularly in relation to legidation review and
reform. (sub. 119, p. 20)

Drawing on experience to date, it is apparent that providing financial incentives for
the States and Territories to proceed with agreed reforms has been very useful in
sustaining reform momentum in those jurisdictions. As discussed in chapter 12, this
argues for some role for financia incentives in future programs of national reform,
although their rationale and value would clearly depend on the nature of the
reforms. While it appears impracticable for a system of payments and penalties to
apply to the Australian Government, the economic and fiscal costs of its failure to
meet particular reform commitments are not borne by it alone. Accordingly, in the
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Commission’s view, there would be merit in the Australian Government exploring
the scope for further disciplines in relation to its own reform performance in the
context of the COAG review.
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7 Theimportance of continuing reform

Key points

« While there has been a marked improvement in Australia’'s overall economic
performance, there remains considerable scope to do better.

e Australia faces significant economic, social and environmental challenges that will
put pressure on living standards in coming years.

— Ageing of the population will simultaneously increase demands for services such
as health and aged care and, by reducing labour supply relative to our
population, constrain Australia’s growth potential.

— There will be pressure both domestically and internationally to improve
environmental outcomes and encourage more sustainable resource use.

e Addressing these challenges will require multi-faceted responses. However,
competition-related and other microeconomic reform can make a valuable
contribution by:

— generating additional wealth to help meet the aspirations of the Australian
community and to defray the costs of ageing; and

— reducing the impacts of ageing through easing constraints on labour supply and
facilitating more cost-effective delivery of health and aged care services.

« Economic reform which enhances productivity and sustainability can be compatible
with, and contribute to, social and environmental objectives.

« The notion that adjustment pressures can be avoided by abandoning reform is
unrealistic. Indeed, measured and ongoing reform can facilitate the development of
a more resilient economy that is less susceptible to shocks and also reduce the
need for ‘reactive’ and potentially costly policy changes.

« Any unwinding of the reform achievements of the past two decades (or failure to
pursue further reform) would reduce Australia’s competitiveness relative to countries
that are continuing to improve, and thereby detract from future living standards.

The quantitative and qualitative information presented in the previous chapters
illustrates how economic reform in genera, and National Competition Policy (NCP)
in particular, have served to improve the standard of living of most Australians.
NCP, for example, has helped to reduce the overall cost to the community of
delivering key infrastructure services and often the prices paid for those services by
businesses in particular. The more competitive market environment induced by
NCP has increased the onus on suppliers to provide quality goods and services and
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to be more responsive to the changing needs of customers. And, as part of the wider
economic reform program, such improvements in productivity and reductions in
input costs have allowed Australia to pursue higher economic growth with less fear
of inflationary pressure. Moreover, contrary to some perceptions, the recent shift up
in Australia’s growth performance has benefited the large mgority of households
and regions, abeit variably.

Such reform has not, of course, been easy or costless. For some businesses,
individuals, families and communities, the required adjustments have been
substantial. Not surprisingly, after a prolonged period of policy-induced change to
economic rules and institutions and ways of doing business, there is evidence of
‘reform fatigue’. Moreover, perceptions in parts of government and the community
that the reform task is largely complete and it is now time to relax and enjoy the
dividend, are contributing to agrowing ‘reform malaise’.

However, Austraia faces a number of significant economic, socia and
environmental challenges that will put pressure on living standards in coming years.
While a variety of strategies will be required to address these challenges, further
competition-related and other economic reform will be an important part of the
policy armoury. Indeed, as this chapter seeks to explain, the nature of some of these
chalenges means that the ‘mainstream’ reform agenda should desirably extend
beyond traditional areas. For example, taking advantage of opportunities to improve
efficiency, equity and cost-effectiveness in the delivery of human services should be
a high priority as part of a broad agenda designed to raise productivity and enhance
sustainability.

7.1 The significant challenges ahead

Increasing integration of the world' s economies will provide significant rewards to
countries able to respond efficiently, flexibly and innovatively to changing patterns
of demand, technological change, shifts in underlying comparative advantage and
the increasing mobility of global capital to take advantage of those shifts. For
example, though a resurgent Chinais viewed by some as a threat, strong economic
growth in that country is opening up a myriad of new export opportunities, as well
as giving businesses and households in Australia and other countries access to a
range of better and cheaper goods and services.

Equally, these changes in the global economy mean that the competitiveness of
particular sectors will change over time. Thus, as noted in chapter 5, Australia's
terms of trade for agricultural products has been in long term decline. And, in the
future, Australia's mining sector — currently our largest export earner and
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benefiting from historically high global commodity prices — is likely to face
increasing competition in overseas markets from new sources of supply. Countries
which do not have economies capable of readily adapting to such changes in
competitiveness will see their standards of living fall, at least in relative terms.

Compounding these ongoing ‘globalisation’ challenges is the growing emphasis on
bilateral and regional trade agreements relative to multilateral trade reform. This has
created a more uncertain trading world, with significant potential downsides (see,
for example, Adams et al 2003; PC 2004j). In particular:

. countries that are excluded from preferential deals are exposed to terms of trade
and income losses; whereas

. those engaging in such deals are exposed to other potential negatives, such as
efficiency losses from the diversion of resources into less competitive activities
and higher transaction costs, including from administering complicated rules of
origin and multiple safeguard arrangements.

This more complex trading environment reinforces the importance of striving to be
internationally competitive. Countries which are able to match it with the world's
best are more likely to benefit from participation in regional arrangements and be
better able to cope with exclusion from them.

There will aso be pressure both domestically and internationally to improve
environmental outcomes and encourage more sustainable resource use. Problems
such as land degradation and salination continue to be a drain on Australia's
productive capacity, with a substantial commitment of resources likely to be
required to rectify past mismanagement. Community demands to preserve
biodiversity and enhance environmental amenity in urban and non-urban areas are
becoming stronger. And, asin other countries, reducing output of greenhouse gases
Is likely to involve substantial adjustments in the pattern and nature of economic
activity, with the ratification of the Kyoto Protocol reinforcing those adjustment
pressures even in countries which are not signatories.

But perhaps the biggest challenge facing Australia in the next 50 yearsis the ageing
of the population, as a consequence of falling fertility and, more importantly,
increasing life expectancy. This phenomenon is not unique to Australia and
involves some significant benefits. However, it will substantially increase demands
for services such as health and aged care and simultaneously reduce the growth in
labour supply (see box 7.1). The combination of greater service demand and
reduced productive capacity relative to population will in turn put pressure on
government budgets and suppress growth in household incomes. The Commission’s
projections indicate that without offsetting policy initiatives these impacts could be
large and disruptive (PC 2005d). Concerns to provide for an appropriate balance
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Box 7.1 Challenges from Australia’s ageing population

Over the next 40 years, the number of Australians aged 65 or more will increase by
more than 70 per cent. Conversely, the numbers of those aged under 15 is set to fall
by about 6 per cent. This change in the age structure is predominantly a reflection of
beneficial trends — voluntary reductions in fertility and improved life expectancy. These
developments have facilitated, among other things, greater access to education and
higher workforce participation by women, as well as increased leisure and voluntary
work opportunities for retirees. However, an ageing population also raises some major
policy challenges:

« It will significantly reduce the growth in labour supply. For example, the addition to
the labour force in the 7 years to 2011-12 will be more than the expected cumulative
addition in the 21 year period from 2023-24 to 2044-45. Total hours worked relative
to population are expected to decline by 10 per cent over the next 40 years.

o Slower labour supply growth will in turn constrain economic growth. Per capita GDP
growth rates are projected to fall to as low as 1.3 per cent a year in the 2020s —
around half the current rate. Without ageing, cumulative GDP from 2003-04 to
2044-45 is projected to have been more than $4000 billion greater in 2002-03
prices.

« This reduction in the productive capacity of the economy will coincide with greater
demands on the health, aged care and social security systems. In particular, older
people consume more health care services.

While these challenges do not at this stage constitute a crisis, their future significance
should not be underplayed. Governments will inevitably remain responsible for many of
the costs that are strongly age-related (such as health) and will have to respond to the
budgetary consequences as these costs rise relative to (tax) income. Indeed, by itself,
ageing of the population could add as much as $1000 billion to the government-funded
component of health care spending over the next 40 years, with continued
technological change and greater use of services further increasing budgetary outlays.

In dealing with these fiscal pressures, general productivity growth has a key role to play
— though because it raises real wages and expectations about service levels as well
as tax revenues, its net fiscal dividends may be smaller than is sometimes assumed.
However, productivity improvements in areas of major projected expenditure growth,
such as health and aged care, will provide a direct means to help finance the
unavoidable increase in the costs of servicing an ageing population, and will therefore
also be very important in a fiscal sense.

This in turn highlights the importance of reform in the human services area (see text)
— though as the Victorian Government’s recent (Department of Treasury and Finance
2003) report Shaping a Prosperous Future emphasises, reform programs must be
broad ranging and include consideration of the role of greater clarity of responsibilities
across levels of government in improving the efficiency and effectiveness of services
such as health care. Other policy approaches also need to be explored, including
opportunities that higher incomes and wealth will provide to make some individuals
responsible for meeting a greater share of the costs of services such as health and
aged care. These issues are taken up in chapter 11.
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between work and family responsibilities against a backdrop of much slower growth
in labour supply, will add to the difficulty of responding to this major demographic
change.

7.2 How will further reform help?

A higher standard of living is the goal

Achieving further improvements in standards of living and, ultimately, in
community well-being, isagoa to which virtually all Australians would aspire. But
the emphasis given to the array of individual factors that contribute to living
standards, and the way in which aspirations to improve quality of life in Australia
are expressed, vary considerably.

Traditionally, increasing the size of the economic cake has been the primary goal of
economic policy. In the context of microeconomic reform, this has seen a heavy
focus on removing impediments to efficiency and competition that have constrained
productivity and economic growth.

However, as the economy has grown, there has been increasing concern in both the
community and policy circles to ensure that:

« thebenefits of economic growth are shared equitably across the community;
. that initiativesto boost economic growth give due regard to regional diversity;
. the environment is not jeopardised in pursuit of higher growth; and

« in seeking to advance the interests of the current generation of Australians, the
well-being of future generationsis not put at risk.

This has led to greater emphasis within government on a more holistic analysis of
factors and policies influencing community well-being. Thus, for example, the
various public interest test requirements in the NCP require governments to have
regard to a range of efficiency, distributional, regional and environmental
considerations. In monitoring outcomes in the social and community services area,
the Steering Committee for the Review of Government Service Provision has
adopted an ‘equity, effectiveness and efficiency’ framework (SCRGSP 2004a,
2005). And, most broadly, reference is now often made in policy circles to the so-
called ‘triple bottom line€ — in essence, an integrated assessment of economic,
social and environmental impacts. Box 7.2 elaborates on issues involved in
measuring and assessing wellbeing.
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Box 7.2 Measuring and assessing wellbeing

The ultimate aim of public policy and policy reform is to improve the welfare, or
wellbeing, of the community. There are many indicators of wellbeing, including (but not
limited to): income, health, education, relationships, leisure, environmental amenity,
choice, equality, security and liberty. If achievable, a single holistic and measurable
indicator of wellbeing would obviously be an extremely valuable policy tool. However,
the subjective nature of many of the components of wellbeing, and the different
weights that individuals attach to them, means that a robust measure is difficult, if not
impossible, to construct.

Even so, some researchers have attempted to assess the extent to which wellbeing
has changed over time using ‘happiness’ as a proxy for wellbeing. Based on surveys in
developed countries, they have concluded that — despite much higher real incomes —
‘happiness’ levels have remained relatively constant over the last fifty years. They
explain this result in terms of people adapting to changes in their incomes and caring
more about relative incomes than about their absolute level.

Based on this research, some economists have proposed ‘corrective policies’ to try to
ensure that the fruits of higher productivity and economic growth are channelled to
areas that would increase wellbeing. Others have argued that the pursuit of economic
growth should not be a high priority, or have even advocated limiting growth.

Whilst the ‘happiness’ literature raises some important policy issues, the pursuit of a
simple growth-limiting agenda would almost certainly jeopardise, rather than enhance,
wellbeing:

« Attaching a low priority to growth in any one country would lead to an ever widening
gap in living standards between its citizens and those of other countries (assuming
they did not choose the same path). Even within the framework of ‘happiness’
studies, this would imply an increasingly unhappy population.

« Similarly, to the extent that people expect that their incomes and consumption
possibilities will continue to rise, not fulfilling those expectations by constraining
growth would itself create unhappiness.

Further, as noted in the text, the fiscal burden of an ageing population will necessitate
ongoing productivity improvements simply to maintain current living standards. And
addressing other elements of wellbeing, such as income distribution, is easier in a
growing economy.

This is not to say that the pursuit of economic growth should be the sole aim of policy
— just that growth can be a key facilitator of improved wellbeing. In this context, the
Australian Treasury has developed a framework for considering the nature and scope
of wellbeing which is intended to inform the policy advice it provides to government.
The framework consists of five elements: opportunity and freedom; consumption
possibilities (to which the concept of economic growth is most closely aligned);
distribution; risk; and complexity. Importantly, the framework recognises trade-offs (as
well as complementarities) both within and among the various dimensions of wellbeing.
For example, the policies required to expand consumption possibilities can pose
distributional challenges. Indeed, most policy proposals will involve such trade-offs.

Sources: Frey and Stutzer (2002); Bates (2004); Layard (2005); Henry (2004c).
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The need for a holistic approach is also evidenced by the wide range of issues that
are typicaly canvassed by Australians in identifying what changes would help to
enhance community wellbeing. Many have in common a stated desire to:

« reduce economic and socia disadvantage;

. ensure that all members of the community have ready access to high quality
health care services,

. provide the sort of education that will alow young Australians to take best
advantage of emerging opportunitiesin a‘knowledge nation’;

. providerelatively well-paid and satisfying jobs to Australian workers;
« ensure that older Australians can live in dignity, with their needs adequately

. Wlieve more sustainable development within cities and a better balance of
development between cities and regions; and

« ameliorate the significant environmental problems confronting Australia.

Notwithstanding the diverse nature of these goals, the key policy implication that
emerges is a simple one — namely, that economic growth will be essentia to
generate the additional wealth required to meet the substantial and wide ranging
aspirations of the Australian community.

Of course, continuing economic growth will not automatically translate to higher
living standards for al. The distribution of the benefits of growth, and indeed the
way in which growth is pursued, also matter. However, economic growth is
undeniably a key facilitator of broadly-based improvements in wellbeing. Ross
Garnaut (2002) recently observed:

Effective measures to promote distributional equity make large demands on a country’s
fiscal resources. Economic growth is therefore a necessary underpinning of progress
towards distributional equity. For these reasons, it remains likely that Austraia will
have all of productivity-raising economic reform, progress towards greater
distributional equity and stronger economic growth, or none of them.

According economic growth a lower priority is similarly not a viable option. As
discussed in box 7.2, such a policy shift would have a range of adverse
consequences for living standards and wellbeing more generally.

There is scope for Australia to do better

Notwithstanding the large improvement in Australia’s performance against a range
of economic and non-economic indicators over the last decade or so (see chapter 3),
In many areas, there are still sizeable inefficiencies or other performance gaps.
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At a broad level, while Australia productivity has increased rapidly since the early
1990s, absolute productivity levels still remain below those in many other
developed countries. One simple indication of this productivity gap is the difference
in GDP per hour worked — a measure of labour productivity (see figure 7.1). In this
regard, the OECD’ s most recent country assessment commented:

Productivity measures consistently show that output per hour worked in Australia,
while rising briskly, remains well below that in technologically leading countries. This
suggests that there is further scope for catch up. (OECD 20044, p. 13)

Clearly, such ‘high level’ indicators must be interpreted with caution. For example,
GDP per hour worked is influenced by the resources available to a country, as well
as on how effectively those resource endowments are employed. Also, differences
in labour productivity do not necessarily translate into differences in per capita
incomes. Western European countries, for example, tend to have higher levels of
labour productivity — mostly because of greater capital intensity of production
rather than greater efficiency — but lower participation rates and lower average
hours worked (McGuckin and van Ark 2004). Higher capital intensity and
associated lower participation and hours worked in these countries are often
attributed to more rigid labour markets.

But there are also arange of more specific indicators of sizeable performance gaps:

« Asdiscussed in the following chapter, there are still significant inefficiencies in
many key infrastructure sectors.

« And, though broad outcomes achieved in key human service areas such as health
and education are comparable with many other developed countries, the
potential to get better value from the community’s major resource commitment
in these areas is widely acknowledged (see chapter 11).

A study by the Allen Consulting Group commissioned by the National Competition
Council (NCC 2004€) comparing the level of reform undertaken in Australia with
that in other OECD countries, identified similar opportunities for beneficial change
in these areas.

That Australia still lies well inside the performance frontier in many sectors is a
source of opportunity for raising living standards further in the future. For example,
were it possible to achieve the same labour productivity levels as in the United
States — till well below the world' s best performance levels — Australian gross
household income would rise by 20 per cent or some $22 000 a year. Whether or
not achieving US levels of productivity is realistic, the benefits for Australia from
realising our productivity potential are nonetheless likely to be very significant.
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Figure 7.1

GDP per hour worked in OECD countries, 2003
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How will reform help to meet the challenges?

To meet the various domestic and global challenges outlined above, and to improve
standards of living generally, action will be required on many fronts. While unlikely
to be sufficient in most areas, further competition-related and other microeconomic
reform can still play akey rolein raising productivity and improving sustainability.

In various ways, carefully developed and well implemented reform will boost
Australia’s growth potential and thereby generate additional wealth to help meet the
costs of ageing, environmental remediation and other social and environmental
goals. For example:

Reform-induced improvements in productivity will enable the delivery of more
and better quality goods and services from available resources (or alow a given
bundle of goods and services to be produced with fewer resources).

Lower costs for infrastructure services (see box 7.3) and other inputs will
enhance the capacity of Australian firms to operate successfully in more
competitive and complex global markets.
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part of the Australian economy, accounting for more than 10 per cent of GDP. But their
significance to Australia’s economic performance and standard of living involves much
more than size.

« Infrastructure services are key inputs for many Australian businesses, with service

« For most households, affordable and reliable services such as power, water and

« Infrastructure services are highly capital-intensive, requiring large investments in

« Investment choices can also have pervasive impacts on the future uptake of new

outcomes in most service areas (see chapters 3 to 5). However, significant

Box 7.3 Why are infrastructure services a continuing reform priority?

Infrastructure services — energy, communications, transport and water — are a large

costs, reliability and quality having a major bearing on Australia’s international
competitiveness. Because Australia is a large country with dispersed population
centres and remote from major overseas markets, access to reliable and efficient
transport and communication services is especially important in this regard.

telecommunications are central to basic quality of life.

long-lived assets. Poor investment decisions leading to wasteful over-capacity or
the installation of assets ill-suited to the needs of users, or alternatively lack of
investment resulting in service gaps and bottlenecks, could constrain Australia’s
growth and standard of living for many years.

technologies. For example, today’s decisions will determine the technology in place
over the next 30 to 40 years to tackle problems such as congestion in our cities,
greenhouse gas emissions and environmental degradation.

Reforms to promote greater competition in the provision of infrastructure services have
been a key element of NCP and have contributed to substantial improvements in

performance gaps remain. As outlined in chapter 8, taking advantage of further
opportunities to encourage efficient competition in service provision is likely to be an
important avenue for closing or eliminating those gaps.

So too will the greater flexibility, innovativeness and responsiveness to customer
needs that ongoing microeconomic reform can engender in businesses and their
employees.

By facilitating the development of emerging export industries, further reform is
likely to reduce the extent to which any loss of competitiveness in traditional
export sectors will weigh upon the economy.

Also, competition-related and other reforms can directly assist in offsetting the
adverse economic impacts of ageing. For instance, reforms which reduce constraints
on labour supply will ameliorate one of the important aged-related brakes on
Australia’s future growth potential. And, as illustrated by various recent policy
initiatives in the human services sector (see chapter 11), market-based approaches
can often be employed within a managed framework to improve the cost-
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effectiveness (including quality) of services such as health and aged care. Given the
large projected increase in coming decades in health care expenditure in particular,
inefficiencies that are not addressed now will become particularly costly in the
future.

More generaly, the very large resource commitment involved in meeting
community needs across the spectrum of human services, suggests that
improvements in efficiency and cost-effectiveness are likely to be of major benefit
to the community. In this regard, it is important to recognise that the dividend from
such improvements can be returned to the community in various ways, including
through better levels of service or more widely accessible services. Notably,
participants representing the social welfare sector at the Commission’s policy
roundtable (see appendix A) observed that reforms in the human services area may
well be of greater benefit to lower income Australians, and to those in regiona
areas, than the more ‘traditional’ targets for reform. In other words, reform which
enhances productivity and sustainability can be compatible with, and can contribute
to, social goals.

In the Commission’s view, these are compelling reasons for encompassing the
human services area within the ‘mainstream’ reform agenda (see chapter 11). In
some senses, this would smply formalise what has aready been happening.
However, a more explicit focus on the role of reform in these areas in meeting the
ageing challenge and enhancing standards of living more generaly, could add
momentum to the reform process and hence hasten the introduction of necessary
changes. Indeed, early policy action to address the impacts of ageing on the
provision and financing of human services will reduce the likelihood that ‘reactive
and potentially costly interventions — such as excessive tax hikes or the rationing
of health and aged care services — will be required at a later date. Hence, both the
recent Intergenerational Report (Australian Treasury 2002) and the Hogan Report
(2004) into aged care, as well as earlier superannuation and pension reforms,
explicitly recognise the advantages of appropriately phased pre-emptive policies.

Similar observations can also be made in relation to natural resource management.
As in the human services area, there is growing recognition in policy circles that the
creation of managed markets can reduce the cost of meeting some important
environmental and sustainability goals. Recent or mooted initiatives to allow for
trade in water and greenhouse gas emissions are cases in point. Again, therefore,
incorporation of this area within the mainstream reform agenda would seem highly
desirable.

The Commission emphasises that in positioning Australia to take best advantage of
new opportunities, and in addressing population ageing and other challenges,
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competition-related and other microeconomic reform is not the only policy game in
town. A range of other initiatives and actions will be required. For example:

« Microeconomic reform will not obviate the need to commit additional resources
in some areas. Apart from the previously noted examples of health, aged care
and environmental remediation, there are legitimate concerns about the capacity
of some of Australia's economic infrastructure to service future needs. Also,
many have suggested that additional resources should be expended on education
and training to help build our innovative capacities. For example, commenting
on the need for an efficiently managed and well-funded university sector, the
Business Council of Australiasaid:

In a global economy that increasingly values knowledge, universities play a vital
role in providing training and skills development, and creating and diffusing
R& D, innovation and knowledge throughout the economy. (sub. DR234, p. 4)

« In some cases, new or enhanced regulatory regimes will be required to cater for
changing community preferences, or to respond to technology-driven changesin
markets. Hence, demand for more environmentally friendly and sustainable
outcomes will inevitably give rise to the need for new environmental regulation.
And in the communications area, technological convergence is aready leading
to profound reconfigurations of markets that have rendered some traditional
modes of regulation obsol ete.

« By themselves, labour market and other microeconomic reforms are unlikely to
deliver the increase in workforce participation required to counteract the impacts
of population ageing on labour supply. Tax, socia welfare and retirement
incomes policies — all typicaly viewed as separate from ‘microeconomic’
reform — will also be important. So too will be: ‘family friendly’ workplace
initiatives to increase female participation rates; efforts to change community
attitudes towards older workers; and measures to provide more options for older
workers seeking to remain in the workforce on a part time basis.

Further, though governments have an important role to play in ensuring that all
sections of the community have the opportunity to benefit from reform and
economic growth more generally, much of the responsibility for taking advantage of
those opportunities will lie with businesses, their employees and individuals.

But such complementary requirements do not negate the proposition that
competition-related and other microeconomic reform will be a key part of the policy
armoury for increasing productivity and delivering sustainable outcomes for the
community in some challenging times ahead. As the Business Council of Australia
argued:
... how is not the time to rest on our laurels. ... the ability of the Australian economy
to remain competitive, flexible and innovative will determine how well Australians
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continue to improve their lot in life. There is a need to re-invigorate and broaden the
reform agenda. Not doing so spells danger for the Australian economy and our quality
of life. (sub. 84, p. 1)

7.3 No change is not a viable option

Adjustment pressures cannot be avoided

Despite the widely acknowledged role of competition-related and other
microeconomic reform in improving living standards, as noted at the outset of the
chapter, reform ‘fatigue’ and ‘malaise’ appear to have been growing. In part, this
reflects an understandable desire at both the community and political levels to
escape the pressures and adjustment costs that attach to reform.

However, the notion that adjustment pressures can be avoided by holding back on
reform is unrealistic. There are a range of other factors that will necessitate major
adjustments in the Australian economy and society in coming years. Economic
growth in developing countries, technological developments, attitudinal change and
demographic factors (including population ageing) are but some examples. In other
words, the community will have to deal with ongoing and often significant change,
irrespective of the approach taken in relation to reform.

Moreover, other countries will not be standing still. Indeed, in an increasingly
integrated global economy, policy inefficiencies in particular countries will be more
heavily punished. Were Australia to abandon a commitment to reform, the
magnitude of the required adjustments and their associated costs might well be
larger not smaller. That is, ongoing reform can facilitate the development of a more
resilient economy that is less susceptible to shocks — a point illustrated by
Australia’s capacity to ‘ride-out’ the recent Asian economic crisis.

But building support for reform will be very important

At the same time, evidence of growing resistance to reform cannot be ignored by
governments and others involved in the decision-making process. While broadly-
based reform can internalise some adjustment costs — those who are disadvantaged
by some reforms benefit from others — there are limits on both the community’s
capacity to cope with change and the number of reforms that governments can
implement effectively at any one time. This is one of the reasons why a future
reform agenda should be focussed on those areas likely to provide the largest pay-
offs for the community. In counteracting reform fatigue, access to effective socia
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‘safety nets for those who are significantly disadvantaged by particular reforms
will also be very important.

In addition, a diminished appetite for change increases the onus on those
responsible for formulating and implementing competition-related and other
microeconomic reforms to explain to the community why Australia cannot afford to
rest on its laurels. It is also important to acknowledge that reform will inevitably
involve transitional costs for some groups in the community. Hence, consultation
with those parties directly affected by particular reforms will be very important, not
only in ensuring that those reforms give appropriate weight to competing interests,
but also in helping policy makers to determine whether some sort of adjustment
support is required. Some specific requirements to give effect to these goals as part
of afuture nationally coordinated reform program are explored in chapter 12.

Finally, explicit recognition by those responsible for developing and implementing
reforms that one size does not fit al could also help to build support for further
change. NCP has addressed many of the systemic inefficiencies in the delivery of
infrastructure services. Hence, in the future, service-specific reforms are likely to be
increasingly important. Similarly, the complex nature of human services and their
role in furthering a range of social objectives, will require careful adaptation of
generic reform approaches to the particular circumstances at hand. Indeed, the
diversity of services and objectives encompassed within sectors such as health care
and education and training will call for the tailoring of reforms within, as well as
across, sectors.

Avoiding ‘backsliding’ will also be critical

Just as Australia cannot afford to forgo opportunities for further competition-related
and other reform, so too must it avoid backsliding on the many beneficial reforms
undertaken over the last two decades, or those that are still in the process of being
implemented. For example, any unwinding of competition policy would increase
costs, undermine incentives for future productivity improvement and reduce the
flexibility and adaptability of the economy to changing circumstances. The ensuing
reduction in Australia’ s competitiveness relative to countries that are continuing to
improve, would in turn detract from our future standard of living.

Moreover, backsliding would send an unfortunate signal about the commitment of
governments to resisting pressure from sectional interest groups. Hence,
mechanisms that can help to lock-in the gains of previous competition-related and
other reforms should be a central component of the procedural framework attaching
to any future reform agenda.
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7.4 Delineation of a future reform agenda

Given the focus of this inquiry, much of the commentary in submissions on the
future agenda related to sector-specific competition-related reforms, or to systemic
approaches to promoting efficient competition across the economy. In this latter
context, for example, the ACCC (sub. 111, pp. 4-5) referred to the need to protect
competition in ‘functioning’ markets, promote competition in ‘non-functioning’
markets; and support competition through regulatory certainty and efficient pricing.

However, in addressing the agenda that might emerge from this inquiry, some
participants also drew on other distinctive features of NCP — especially its focus on
the development of national markets, and on areas where nationally coordinated
reform frameworks have a key role to play in facilitating effective reform. For
Instance:

« In commenting on future reform contexts, the NCC (sub. 71, p. 29) emphasised
the value of national consistency and a focus on national best practice.

« The ACCC (sub. 111, p. 5) referred to the importance of developing contestable
national markets through coordinated and consistent regulatory frameworks.

« And, in mapping out some core procedural requirements for a new agenda, the
Victorian Government said:
The reform agenda should focus on issues that have general applicability across a

number of Australian jurisdictions, thereby making them appropriate for a CoAG
framework. Reforms must be * CoAG friendly.’

... Also, continuing the theme of previous reforms, any new national reform agenda
should encourage and reward the development of competitive national markets and
closer harmonisation between jurisdictions. (sub. 51, pp. 17-18)

Against this backdrop, and in keeping with the terms of reference, the Commission
has sought to delineate an agenda that provides an element of continuity with, and
builds on, the NCP. That said, the Commission has not focussed on competition per
se. Rather, it hasfirst sought to identify reform areas:

. that are inherently national in character and which offer the prospect of a
significant pay-off for the community; and

. where competition-related measures and other market-based instruments and
approaches would be potentially beneficial — though not necessarily the
primary vehicles— for building a more productive and sustainable Australia.

From within this group, it has then identified areas where nationally coordinated
reform frameworks overseen by CoAG or another national leadership body could be
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particularly helpful in facilitating effective reform and where the lessons from NCP
are therefore likely to be most relevant. Specifically:

« Chapter 8 focuses on further reform to the provision of infrastructure services. In
these areas, competition-related reform islikely to be akey element in delivering
more efficient, equitable and sustainable outcomes. Moreover, the desirability of
achieving integrated markets for major infrastructure services in particular,
makes effective nationally coordinated reform frameworks a high priority. In
many respects, the agenda identified by the Commission in these areas ssimply
represents an extension to NCP.

« Chapter 9 discusses options for improving legislation review and gate-keeping
processes for new and amended legidlation. It also highlights some important
legislation reviews that have yet to be undertaken, as well as indicating some
priority ‘second round’ reviews that should form part of a modified legislation
review process.

« Chapter 10 explores other ways to improve the broader institutional and
regulatory architecture in place to promote efficient competition across the
economy. While much of what has been implemented under NCP remains
appropriate, shortcomings and gaps in aspects of that architecture are apparent.
Here too, much of the agenda proposed by the Commission can effectively be
viewed as ‘NCP plus'.

« Chapter 11 looks at reform needs and opportunities in the human services and
natural resource management areas. For the reasons outlined above, there is a
compelling case for encompassing these areas within an agenda for nationally
coordinated reform. And, while there are obvious constraints on the use of
competition-related and other market-based approaches in both areas, there is
widespread agreement that such approaches can nonetheless help to achieve
more equitable, cost-effective and sustainable outcomes.

In summary, though the proposed agenda envisages further competition-related
reforms it has a much broader focus — namely: to harness national coordination
and cooperation to help build a more productive and sustainable Australia. In
essence, the latter requires that policy settings are consistent with, and help to
promote, the economic, social and environmental needs of future as well as current
generations.

The Commission acknowledges that its approach to delineating such a future reform
agenda involves a degree of arbitrariness. As the many and varied reform proposals
from participants serve to illustrate, there are no clear cut boundaries between
competition-related and other microeconomic reforms. Further, the extent to which
national coordination would facilitate reform efforts in particular areas is obviously
amatter for judgement. Not surprisingly, therefore, while broadly supportive of the
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Commission’s approach, several participants differed on the precise scope of the
future reform agenda proposed in the Discussion Draft.

The Commission stresses that the exclusion of a particular policy area from the
proposed agenda does not imply that reform in that area is seen as unimportant.
Accordingly, in chapter 11, it has also dealt briefly with some other high priority
reform areas that participants suggested should be added to the proposed agenda, or
which will otherwise be important in helping to improve future living standards.

Some respondents to the Discussion Draft also differed on the priorities attached by
the Commission to particular items on the proposed agenda, or requested that it
highlight some especially high priorities within that agenda. Guidance on priorities
can clearly be useful, especially given limits on the amount of reform that a body
such as CoAG could effectively oversight at any one time. Thus, in the fina
chapter, the Commission has identified a sub-group of the ‘new’ areas on its
proposed agenda where the pay-offs from nationally coordinated reform approaches
are judged to be very high and where coordination problems, or past coordination
failures, have been particularly acute. The final chapter also comments on the merits
of different broad institutional and procedural approaches to give effect to its
proposed agenda, drawing on lessons from NCP identified in chapter 6.
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8

Further infrastructure reform

Key points

There are significant opportunities to improve the efficiency of economic
infrastructure through further competition-related reforms.

The energy and water sectors remain priorities for nationally coordinated reform.
CoAG has already sponsored the development of new reform agendas for each of
these sectors. These agendas should provide the basis for further performance
improvements, though much detailed policy development, and leadership to
overcome delays is still required. In addition:

In the energy sector, there is a need to enhance the operation of the National
Electricity Market. Addressing regulatory fragmentation and policy uncertainty in
relation to greenhouse gas abatement is also critical to the sector's future
performance.

In the water sector, a key challenge is to better integrate the rural and urban water
reform agendas and to achieve more effective management of environmental
externalities.

In both sectors, the next phase of reform has effectively been removed from current
NCP arrangements. Progress would be facilitated by the re-instatement of effective
independent review mechanisms.

Two dimensions of transport infrastructure would also benefit from the development
of comprehensive reform agendas at the national level.

There is a need to work towards achieving an efficient and sustainable national
freight system that does not distort activity in favour of individual transport modes.

A national review of passenger transport would provide a means to assess the
impact of recent reforms and what is required to achieve more cost-effective,
accessible and environmentally sustainable passenger transport services.

Although not a matter for collective action by CO0AG, further reform in the
communications sector is of national importance.

Coordinated action to address anti-competitive aspects of broadcasting regulation
identified in the NCP’s legislation review program is a short term priority.

Prior to any sale of Telstra, the Australian Government should conduct a
comprehensive review of telecommunications regulation, including assessment of:
the merits of further operational separation and an access regime for
telecommunications content; and whether current regulations adequately address
concerns about Telstra’s entry into new markets.
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Through the NCP reforms, considerable progress has been made in creating
integrated and efficient national infrastructure markets. However, most participants
considered that, despite some significant gains, there is considerable scope to do
better. Apart from completing ‘unfinished business in the current NCP program,
many pointed to opportunities to extend recent reforms and thereby enhance
performance across a wide range of infrastructure and economic activities. The
Commission concurs with this assessment.

8.1 The priority infrastructure sectors

As outlined in chapter 7, in identifying a reform agenda, the Commission has
targeted areas that meet three tests. being inherently national in character; offering
the prospect of significant gains, and likely to benefit from a nationally agreed
reform framework under the stewardship of CoAG or another national leadership

body.

Against these benchmarks, within the infrastructure area, it is clear that further
nationally coordinated reforms in the energy and water sectors should continue to
be a high priority. However, the Commission considers that developing nationally
coordinated reform frameworks and programs for the freight transport and
passenger transport sectors would also provide a high return to the community.

In nominating these areas, the Commission is not suggesting that other
infrastructure services do not require further reform (see, for example, box 8.1).
However, in the Commission’s view, they are of lesser priority and are less likely to
require high level inter-jurisdictional coordination of the reform process. That said,
even though here nationally coordinated approaches are not required to progress
reform, the Commission has also nhominated communications as a priority area
because of its manifest national importance and the opportunities for further
performance improvement evident from the NCP legislation reviews in this sector.

The remainder of this chapter looks at each of the priority infrastructure sectors in
turn:

« Energy (section 8.2);

« Water (section 8.3);

. Freight transport (section 8.4);

« Passenger transport (section 8.5); and

« Communications (section 8.6).
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Box 8.1 Some areas excluded from the Commission’s proposed
infrastructure reform agenda

Postal services

Australia’s postal system is generally recognised as being amongst the best in the
world. Moreover, Australia Post's statutory monopoly is now restricted to only two
‘reserved’ services:

« the collection and delivery of standard letters within Australia; and
« the delivery of incoming international mail.

The significance of these restrictions on competition is being eroded by increased
competition from new technologies (such as e-mail and the Internet). Also, the
Australian Government has recently introduced a number of changes designed to
further increase competition in the sector, including:

e giving the ACCC the power to hear disputes about the terms and conditions of
Australia Post’s bulk mail services; and

e requiring Australia Post to keep records about the financial relationship between
different parts of its business, and to publish reports to ‘assure competitors’ that it is
not cross-subsidising its competitive services with revenue from its reserved
services.

At least compared to sectors such as energy and water, further reform to postal
services therefore appears to be a relatively low priority.

International aviation services

Since the late 1990s the Australian Government has been pursuing a range of
measures to liberalise international air services, including:

« the negotiation of reciprocal ‘open skies’ arrangements with like minded countries
where this is in the national interest;

« offering international airlines unconstrained access to international airports other
than Sydney, Melbourne, Brisbane and Perth for both freight and passenger
services; and

« offering unrestricted access to all international airports for dedicated freighters.

While efficient international air services are extremely important to the tourism industry
and to the freight costs of some Australian businesses, further reform in this area is
most usefully pursued as a bilateral (or multilateral) trade issue rather than as a core
competition policy issue. This is because liberalisation of international air services is
one of relatively few areas where there is value in pursuing reciprocity rather than
undertaking unilateral reform.
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8.2 Energy

Reliable, affordable and sustainable energy services are critical to Austraia's
economic and social wellbeing. They are important inputs for most businesses and
are essential for supporting basic quality of life.

Over the last ten years, the Australian energy sector has undergone considerable
reform. As outlined in chapter 2, the NCP electricity and gas reforms have been
central to efforts to create an efficient national energy market in Austraia
Governments have now largely implemented the NCP energy reforms, although
there are outstanding issues for particular jurisdictions (see chapter 2).

In responding to the Discussion Draft, a number of participants emphasised the
importance of governments completing all outstanding NCP electricity and gas
reforms. For example, Origin Energy contended that:
... itisamatter of urgency that Governments complete all outstanding NCP electricity
and gas reforms. While the NCP reform program is largely complete in most
jurisdictions the failure on the part of one or two jurisdictions to complete critical

reform tasks, such as full retail contestability, seriously jeopardises the delivery of a
fully competitive national energy market. (sub. DR197, p. 2)

The Commission notes that the benefits from completing the NCP electricity and
gas reforms are not restricted to those jurisdictions that are part of the National
Electricity Market (NEM). For example, the Western Australian Government cited
research suggesting electricity reform in that State:

... could see an 8.5 per cent fal in electricity prices, $300 million per annum increase
in Gross State Product and 2900 additional jobs created by 2010. (sub. 117, p. 28)

RECOMMENDATION 8.1

Governments should complete all outstanding National Competition Policy
electricity and gasreforms, including the introduction of full retail contestability.

Further reform is needed

Moreover, despite the progress made under NCP, there is still some way to go in
order to realise CoOAG's vision for the national energy market. Hence, the CoAG
Energy Market Review (the Parer Review), reporting in December 2002, found that
the NEM is dtill largely a series of regional markets with limited interconnection,
and the gas market isimmature and developing.

The key deficiencies identified by the Parer Review as contributing to this situation
include:
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confused governance arrangements and excessive regulation;

inadequate competition between electricity generators to allow Austraia's
‘gross pool’ system to work as intended;

. inadequate transmission links and transmission arrangements that prevent the
NEM becoming truly national;

. impediments to the demand side playing a more significant role in the NEM
(including retail price caps that limit the extent to which residential customers
are encouraged by price changes to adjust their pattern of electricity
consumption);

. anilliquid financia contracts market that in part reflects substantial regulatory
uncertainty;

« insufficient upstream competition in the east coast gas market;
« uncertainty surrounding new gas pipeline development; and
. ad hoc and poorly targeted greenhouse gas policies.

The new energy reform program

In response to the Parer Review, the Ministerial Council on Energy (MCE) has
agreed to a new energy market reform program (see box 8.2). In essence, this
program is designed to deliver a regulatory environment that facilitates national
market development in both electricity and gas and improved planning and
development of the electricity transmission network.

Since the MCE finalised the details of the energy market reform program in
December 2003, there have been a number of important devel opments.

The gas element of the energy market reform program was expanded in May 2004
with a view to accelerating the development of a reliable, competitive and secure
natural gas market. The program covers gas market development, gas infrastructure
Issues, the review of the gas access regime and upstream gas i Ssues.

« In December 2004 the MCE agreed to a set of principles for gas market
development to: encourage transparency, new market entrants, investment in gas
infrastructure such as pipelines and storage facilities, and provide a market
mechanism to assist in managing supply and demand interruptions
(MCE 20044d).
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Box 8.2 The energy market reform program

In December 2003, the MCE announced a major energy market reform program to be
implemented in the period to 2006, intended to strengthen competition and encourage
investment in Australia’s energy market.

The key elements of the MCE energy reform program include:

e The establishment of the Australian Energy Regulator (AER) with responsibility for
market regulation and enforcement. The AER, though part of the ACCC, will be a
separate legal entity. This means that the AER will make decisions on regulatory
matters independently of the ACCC.

— The AER will exercise powers under the new national energy legislative framework,
and undertake the sector-specific regulatory functions currently performed by the
ACCC and the National Electricity Code Administrator (NECA).

« The establishment of the Australian Energy Market Commission (AEMC) with
responsibility for rule-making and market development. The AEMC is also to be a
separate legal entity, accountable to and subject to the policy direction of the MCE.

— The core functions of the AEMC include rule-making (code changes) and
undertaking reviews, as directed by the MCE. It will undertake all code change and
market development functions currently performed by the NECA, National Gas
Pipelines Advisory Committee and Code Registrar. The AEMC has no regulatory
enforcement responsibilities.

— Both the AER and AEMC are expected to be fully operational by mid-2005.

— NECA will be abolished once the AER and AEMC become operational.

« Retention by the ACCC of responsibility for competition regulation under Part IV of
the Trade Practices Act, for competition-related code-change authorisations under
Part VII, and for industry access code approvals under Part 1A,

« Provision for consultation and co-operation between the AEMC, AER and ACCC to
avoid regulatory duplication.

« In-principle agreement to develop a national approach to energy access under the
Trade Practices Act, covering electricity and gas transmission and distribution.

« A package of reforms to improve the planning and development of electricity
transmission networks.

« The alignment of retail price caps with costs and the periodic review of the need for
price caps.

« Examination of a demand-side response pool in the NEM and interval metering.

Source: MCE (2003b, 2004a,c)

« The MCE has endorsed the decisions of the Ministerial Council on Mineral and
Petroleum Resources (MCMPR) on those upstream gas issues arising from
recommendations of the Parer Review. Amongst other things, the MCMPR has
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agreed to undertake a review of the gas industry’s upstream third party access
principles (MCE 2004e).

« The MCE hasindicated that it expects to finalise its response to the Productivity
Commission’s review of the National Gas Access Regime in the second quarter
of 2005 (M CE 2004c).

In June 2004, the Australian Government released its energy white paper Securing
Australia’s energy future that positions the MCE'’ s reform program within a broader
energy policy framework. All CoAG members have signed the Australian Energy
Market Agreement which sets out the new governance and institutional
arrangements for the national energy market. And, in July 2004, the first Annual
National Transmission Statement (ANTS) was released as part of the new national
planning process for electricity transmission. ANTS provides an integrated
overview of the current state and potential future development of the major national
transmission flow paths.

In August 2004, the MCE also agreed to implement the first stage of the Nationa
Framework for Energy Efficiency (NFEE). This package includes provision for:
mandatory energy efficiency opportunity assessments and energy disclosure by
Australia’'s 250 largest businesses, more stringent minimum design and energy
performance measures for buildings; and improvements to the energy efficiency of
major energy using appliances and equipment. These measures will be implemented
over the period 2005-07, with consideration to be given to further possible
measures, under a Stage Two NFEE, in the context of the current Productivity
Commission inquiry into energy efficiency, due to report at the end of August 2005
(MCE 2004b).

An appropriate next step towards achieving an efficient national energy market

Generally, participants endorsed the MCE’s energy reform program as providing a
way of working through many of the outstanding issues. In particular, the creation
of anational energy market regulator was seen as a positive step towards achieving
regulatory harmonisation across jurisdictions.

The Commission broadly concurs with this assessment and considers that the
transmission reforms and measures to improve user participation in the NEM are
particularly important to the development of an efficient national energy market.
That said, much hard work, detailed policy development and cooperation between
jurisdictions will be required to translate what are still general reform directions into
more specific, agreed, options for change. And, as the Austraian Gas Light
Company (AGL) noted, it is critical that the new energy reform program is fully
implemented (sub. DR231).
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A key test of the effectiveness of the MCE energy market reform program will be
its impact on investment over the next decade. The energy industry estimates that
over this period, investment of $37 billion will be required to ensure that energy
needs are met (MCE 2003a). Investment on this scale has significant implications
for the efficient alocation of resources across the economy. Given the long lead
time involved in bringing new generating capacity online, it is also important to get
the timing, location and nature of investment decisions right.

In this context, several participants pointed to the need for the MCE to:

« provide greater clarity about the development and implementation of the next
phase of energy reform; and

. address gaps in the energy market reform program that are likely to have a
material impact on the quality of investment decision-making.

Providing greater clarity about the reform process

To provide greater certainty about the reform process, severa market participants
suggested that the MCE should articulate some ‘best practice’ principles to help
guide the process. For example, in responding to the Discussion Draft, the Energy
Retailers Association of Australia (ERAA) argued that:

. certain fundamental principles are not clearly incorporated into elements of the
M CE reform program. These principles include transparency, appropriate consultation,
appropriate governance and institutional arrangements, strong appeal rights and
accountability for market funded ingtitutions. (sub. DR167, p. 10)

Further, there is aready considerable concern about lack of progress in
implementing key elements of the new energy market reform program. For instance,
AGL suggested that implementation delays have resulted in truncated and less
meaningful consultation, and that there is a need for the MCE to consider:

... Whether the current timetable, work program, and resources will achieve outcomes
that are best suited to delivering the desired objectives. (sub. DR231, p. 1)

Arguably, however, the most pressing issue is the delay in the establishment of the
AER and AEMC and clarifying their respective roles and responsibilities. These
organisations are intended to play a central role in rationalising energy regulation
and rule making across Australia, and thereby enhancing regulatory certainty and
lowering barriers to competition. However, there appears to be considerable
uncertainty about what functions they will actualy perform and their degree of
independence from the ACCC.
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In the Commission’s view, some degree of uncertainty is inevitably associated with
the implementation of complex reform agendas. However, uncertainty of this nature
can impose significant costs, for example, by increasing market perceptions of
regulatory risk and potentially increasing the cost of investment. The Independent
Competition and Regulatory Commission (ICRC) of the Australian Capital
Territory observed that uncertainty about the AER and AEMC has:

... created wider uncertainty not only within the market place but also within regulatory
agencies. This uncertainty may be affecting investment decisions of regulated firms and
the administrative decisions of regulatory agencies. (sub. DR213, p. 1)

To a large extent, the current uncertainty about the implementation of the energy
market reform program is likely to disappear once the AER and AEMC become
fully operational. The MCE should therefore seek to resolve any outstanding issues
concerning the commencement, operation and governance of the AER and AEMC
as soon as possible. As discussed below, however, even with these new institutional
arrangements in place, other initiatives are required to ensure there is an effective
process for monitoring the implementation and outcomes of the energy market
reform program.

RECOMMENDATION 8.2

The Ministerial Council on Energy should give high priority to resolving any
outstanding issues concerning the commencement, operation and governance of
the Australian Energy Regulator and the Australian Energy Market Commission.

Some gaps in the reform agenda

Participants also identified a number of gaps in the energy reform program that,
without policy attention, could have a material impact on investors willingness to
invest in the NEM and the nature of the investments made. In particular, there is a
perceived need in some quarters to:

. strengthen competition in the generation sector;
. resolve some emerging market structure issues;
. achieve acoordinated national approach to greenhouse gas abatement; and

. dispense with regulatory constraints on prices in circumstances where
competitive markets have been established.
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Ensuring there is effective competition in the generation sector

The Parer Review found that there was insufficient competition among generators
to alow the NEM’s ‘gross pool’ system to work as intended. According to Parer,
generators in some jurisdictions are able to exert market power at certain times,
thereby increasing pool price volatility. Further, the review cited evidence from the
ACCC suggesting that, in all NEM jurisdictions, market concentration is sufficient
to give rise to market power (Parer 2002). To strengthen competition among
generators, the review recommended a package of measures, including:

 structural reforms involving the disaggregation of government-owned generation
businesses (such as in New South Wales and Western Australia) and their
subsequent divestiture;

. encouraging more efficient levels of inter-regional trade and transmission
development (through its proposed package of transmission reforms);

« removing ‘market distorting’ mechanisms (such as the Electricity Tariff
Equalisation Fund in New South Wales); and

+ tightening the ACCC merger guidelines by including specific criteria to guide
decisionsin relation to mergers between generators.

However, the MCE's energy market reform program has adopted only a part of this
package. In effect, it relies largely on the facilitation of inter-regional trade in
electricity through transmission development to promote sustainable competition
between generators across the NEM.

A number of participants expressed concern about the limited nature of the MCE's
response and the impact of excessive price volatility on investment decision-
making. For example, the Energy Users Association of Australia (EUAA) argued
that:

Unhealthy levels of price volatility created by gaming activity in the wholesale market
distorts investment signals. NSW and Victoria face the possibility of further base load
capacity within the next five to six years and combined with the high sunk costs and
lead time required with base load generation investment thereis areal risk for end users
that appropriate generation investment will not occur or will be delayed.
(sub. 123, p. 16)

The cost to the community of such outcomes could be very significant.
Accordingly, in the Discussion Draft, the Commission proposed that the MCE
should resolve whether generator market power in particular regions is still
excessive and if there is a need for further disaggregation of government-owned
generation businesses.
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In responding to the Discussion Draft, a number of industry participants argued
strongly against the need for any further investigation of generator market power
(for example, Enertrade, sub. DR168; and the National Generators Forum,
sub. DR220). These participants contended that:

. Electricity prices are consistent with the operation of a competitive market and
the short term price volatility in the spot market is not necessarily indicative of
an abuse of market power by generators. Price movements have an important
role to play in eliciting short term supply and demand responses and, over the
medium term, in signalling the need for new investment.

« The ability of generators to exercise market power is overstated. The National
Electricity Code contains a number of prescriptive requirements for withdrawal
of capacity or rebids, including broad powers for NECA to investigate and
substantiate the reasons for such activities.

. The wholesale electricity market is continuing to evolve, including through the
development of a more diversified mix of supply side options (such as peaking
generators, embedded generation capacity and the transmission interconnectors).

. Significant investment in generation capacity from new entrants over the next
decade may reduce market concentrations.

« An MCE sponsored review of generator market power would add to the profile
of market risks facing new investors and potentially deter investment.

Effective competition among generators is clearly essential to secure efficient
market outcomes and the lowest possible prices for energy users. Moreover, in the
Commission’s view, the potential for further significant gains from strengthening
competition in the generation sector has been clearly established by the Parer
Review.

Within the broad regulatory framework in place to promote and protect competition
in the electricity market, there are two maor options for enhancing competition
among existing generators: increasing the capacity of the state interconnectors; and
further disaggregation of government-owned generation businesses. In time,
investment in additional generation capacity by new entrants is aso likely to
strengthen competition.

However, there are limits on the extent to which the state interconnectors can be
relied upon to ensure there is effective competition in the generation sector —
including capacity constraints of the existing interconnectors and the likely
prohibitive costs of installing sufficient capacity to avoid the possibility of price
surges.
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The Commission therefore reaffirms its position in the Discussion Draft that
relevant governments should consider further disaggregation of their generation
businesses, where the benefits from increasing competitive pressures are likely to
exceed the transaction and other costs associated with disaggregation. As noted by
the Queensand Government (sub. DR189, p.4) these costs potentially include
foregoing economies of scale and scope, and increased governance and corporate
overheads.

Notwithstanding such costs, in the Commission’s view, further disaggregation of
government-owned generation businesses is likely to be the most cost-effective
means of promoting stronger competition in particular regions. In this regard, the
Commission concurs with the Parer Review’ s assessment that the New South Wales
and Western Australian governments should examine opportunities for the
disaggregation of their publicly-owned generation assets.

As a general rule, in promoting competition, the question of public versus private
ownership is in most respects secondary to ensuring that there are efficient market
structures in place. However, once efficient structures have been established,
governments should assess whether continued public ownership of their generation
businesses is warranted. In this regard, the Commission also agrees with the Parer
Review’s assessment that divestment of publicly-owned generation assets may have
wider benefits, including reinforcing the confidence of private generators in the
integrity of the market, thereby providing greater certainty for new investment.

RECOMMENDATION 8.3

Consistent with the findings of the Parer Review, the New South Wales and
Western Australian Governments should further examine opportunities for the
disaggregation of their publicly-owned generation assets. Once efficient market
structures have been established, governments which currently own generation
businesses should consider divesting them.

Resolving market structure issues

A magor issue of contention in this inquiry has been the adequacy of current
institutional arrangements in screening the competition implications of merger and
acquisition activity in the electricity industry. Some have suggested that, for this
particular industry, the economy-wide regulatory safeguards embodied in section 50
of the TPA are not sufficient to protect competition and that some additional policy
response is required.

Section 50 of the TPA prohibits a merger or acquisition which would be likely to
‘substantially lessen’ competition, unless it is authorised by the ACCC on public
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benefit grounds. It also provides a framework for assessing the likely competition
effects of amerger or acquisition, that is generally applicable across the economy.

The ACCC has developed a set of guidelinesin applying section 50. These set out a
five stage evaluation process, starting with definition of the relevant market and
moving through to consideration of market concentration thresholds; import
competition; barriersto entry; and other structural and behavioural market features.

As noted, the Parer Review recommended tightening the merger guidelines to
include sector-specific criteria to guide decisions in relation to mergers between
generators. However, the recommendation appears to have been overtaken by
events with, in particular, recent moves towards vertical reintegration of generators
and retailers.

Significantly, in response to the Discussion Draft, there was broad agreement
among participants that no change is required to section 50 and that it should
continue to apply to the eectricity industry as it does to other industries (see for
example, the Law Council of Australia, sub. DR237).

Those concerned about the adequacy of section 50 in protecting competition in the
electricity industry, saw a need to introduce additional mechanisms — in particular,
sector-specific cross ownership restrictions. There are two precedents for such a

policy.
. At the national level, section 44 of the Airports Act 1996 prevents an airline
holding a stake in amajor airport of more than five per cent.

« In Victoria, the Electricity Act 2000 currently prohibits holders of electricity
transmission, distribution or generation licences from acquiring certain interests
in other licensees. (Exemptions are available, including through the ACCC
merger clearance and authorisation processes, and for the construction of new
generation facilities.)

In the Discussion Draft, the Commission contended that it is currently unclear
whether a significant problem exists in relation to screening the competition
implications of mergers in the electricity industry, particularly on the basis of
merger activity to date. However, the Commission was concerned that uncertainty
created by continuing debate about this issue could deter investment. Accordingly,
it proposed that an independent process be established to assess whether current
institutional arrangements for screening the competition implications of any
reintegration in the electricity industry needed strengthening.

The adequacy of section 50 as a stand alone mechanism was canvassed extensively
in submissions responding to the Discussion Draft. The opposing views
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encompassed in the extensive commentaries provided on this issue by the ACCC
(subs. 111, DR145, DR165, DR261, DR263 and trans., pp. 258-281); and Charles
River Associates (formerly the Network Economics Consulting Group, subs. 134,
DR250, and trans., pp. 69-89) are summarised in box 8.3. Those arguing that
section 50 was intrinsically adequate, also maintained that commissioning a review
in this area would create uncertainty in the electricity market and potentially deter
investment (see, for example, Enertrade, sub. DR168; and AGL sub. DR231).

Mer gers between generators?

Notwithstanding its view that initiatives are required to promote competition in the
generation sector (see above), the Commission is not convinced that a review of the
adequacy of section 50 in relation to mergers between generators is warranted. Put
simply, there does not appear to be anything inherent in mergers between generators
that section 50 would not be able to handle. The prospect that some market power
currently exists does not preclude a useful role for section 50 in preventing mergers
that would exacerbate this situation. Similarly, the authorisation provisions remain
relevant to assessing whether such mergers may still be warranted on efficiency
grounds.

That said, it is acknowledged that electricity generation has some unusual
characteristics which, in combination, may mean the industry-wide concentration
ratios specified in the ACCC merger guidelines, are too high to be effective as an
initial screening device for market power in this sector. However, even if this were
the case, it would be an issue for the ACCC merger guidelines rather than
necessarily indicating there is a problem with section 50.

Common owner ship of transmission and gener ating assets?

In considering the issue of the adequacy of section 50 in relation to vertical mergers,
it is important to distinguish between mergers involving contestable elements of the
electricity supply chain (such as generators and retailers) and mergers of contestable
and non-contestable elements (such as generators and transmission entities). In the
Commission’s view, section 50 should be able to effectively screen the competition
implications of mergers between generators and retailers. What is far less clear is
whether section 50 is adequate to protect competition in the case of mergers
involving transmission entities and generators.

By their nature, mergers involving transmission entities and generators would be
more problematic than mergers between generators and retailers. This is because
common ownership of transmission and generation assets raises the possibility of
the integrated entity exercising market power to stifle or prevent competition in the
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Box 8.3 Opposing views on the adequacy of section 50 of the TPA

The ACCC argues that it is presently unclear whether section 50 of the TPA can deal
with reintegration issues in the electricity industry. It is particularly concerned that
vertical mergers of contestable and non-contestable elements of the industry and
horizontal mergers of generators could unwind the benefits of the structural reforms
undertaken during the 1990s.

The key elements in the ACCC's case include:

e There was a presumption in the Hilmer report in favour of structural separation. This
reflected concerns about the ability of a vertically integrated service provider to use
its market power in one part of the supply chain to stifle or prevent competition in
other potentially competitive segments. The costs associated with diminishing
competition are as relevant today as at the time of the Hilmer review, as is the need
for a cost-benefit analysis of the benefits of structural separation.

e Section 50 is not designed to promote competition by separating out contestable
and non-contestable elements of the supply chain. Structural separation in the
electricity industry did not occur through the application of the TPA; rather
electricity-specific policies were required. Going forward, the merger provisions will
not be sufficient to ensure the continued separation of the contestable and
non-contestable elements.

e Section 50 is not designed to promote competition in markets that are not already
competitive, rather, it is designed to protect competition in contestable markets
where there is effective competition. Competition among generators in particular
regions (for example, New South Wales) is inadequate. While new entrants could
increase competition in these regions over time, section 50 is a poor tool for
preventing capacity augmentation coming from expansion in existing generation
businesses rather than new entrants.

e There are limits to the extent to which interconnection between regions can be
relied upon to ensure there is effective competition between generators. There are
capacity constraints on the existing interconnectors and the cost of expanding that
capacity to ensure effective competition at all times would most likely be prohibitive.
And, even in the absence of interconnector capacity constraints, it may still be
possible for generators to exercise market power.

o Electricity generation has some special characteristics that mean the application of
typical concentration ratios to proposed mergers of generators may not give a
complete picture of the merged entity’s ability to exercise market power. These
special characteristics include a high degree of price variability (accentuated
because electricity cannot be stored), constraints on the inter-state trade of
electricity and highly inelastic demand.

e It is questionable whether the courts are in a good position to deal with the
complexities of the generation market.

(Continued next page)
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Box 8.3 (continued)

In contrast, Charles River Associates (CRA) argue there is no reason to suppose that
the provisions of section 50 are not sufficient to deal with mergers in the electricity
industry.

The key elements of the case made by CRA are:

There should be no presumption in favour of structural separation. If there is a
presumption, it should be in favour of allowing corporate boundaries to be
determined by market forces rather than by regulators.

A presumption in favour of structural separation could lead to the loss of important
integration efficiencies. In many cases, this could significantly increase costs and
reduce the ability of firms to innovate. Thus, maintaining a policy preference in
favour of structural separation could put at risk private sector investment and the
next round of productivity improvements.

Circumstances have moved on since the Hilmer review and the case for structural
separation is not as strong as it once was. In particular, with substantial new
investment now required in the electricity industry, the risk management advantages
of vertical integration loom larger than they did when there was significant
over-capacity in the generation sector. Imposing industry-specific restrictions on
reintegration, increases the risk and cost of investment by potentially denying firms
the ability to coordinate investment between functionally related activities.

The task of introducing competition does not fall to Part IV of the TPA, rather, it
rests with Part IlIA and associated instruments.

If existing structural regulations prove to be insufficient, there are a variety of
conduct regulations that could ameliorate any resulting anti-competitive impacts.
These include the access provisions contained in Part [IIA and Part XIC of the TPA,
as well as the prices oversight provisions contained in Part VIIA of the TPA. A claim
for further structural regulation would have to explain why these existing regulations
are insufficient or otherwise inefficient.

Extensive case law and analysis overseas shows that standard concepts of merger
controls are well capable of being applied in the electricity market.

While it is true that electricity has some unusual properties, the mere existence of
those properties does not invalidate the principles underlying merger regulation, nor
alter the analytical approach adopted to merger evaluation. These special features
of the electricity industry should simply be taken into account when assessing
barriers to entry and the impact of the merger on competition and (where
authorisation is being sought) welfare.

Given the courts are tasked with some of the most complex commercial disputes
(for example, in terms of tax and corporations law matters), at times with very
substantial penalties (including criminal), it would be surprising that they could not
deal with section 50 matters involving electricity.
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generation sector through its control of the transmission network, which provides an
essential link between generators and distributors. Consequently, the Commission
considers that the common ownership of transmission and generation assets
involves significantly more risk for the efficient operation of the NEM and
electricity users.

In this broader context of the common ownership of transmission and generation
assets, section 50 would not be applicable in circumstances where a transmission
entity chose to construct generating capacity of its own. Yet, common ownership
achieved in this fashion could have similar effects on competition as a merger
between a transmission entity and an existing generation business.

That said, it is important to recognise that the merger provisions of the TPA are
only one part of the overall regulatory framework. Thus, were a ‘questionable’
vertical merger approved, or were common ownership to be achieved through the
‘construction’ route, the entity would still be subject to the access provisions of the
National Electricity Code (which has been accepted by the ACCC as an
industry-specific access code under Part [11A of the TPA). The Code includes rules
governing access to and pricing of transmission and distribution services.

Asagenera principle, it is desirable to let market forces determine market structure
Issues, subject to there being generally applicable rules and criteria for protecting
and promoting competition across the economy. However, ensuring third party
access to essential infrastructure assets is a difficult issue and it is a moot point
whether relying on access provisions to promote competition is preferable to
imposing structural rules.

Moreover, the current regulatory regime for the electricity market was developed on
the basis of structural separation of the transmission network. In this regard, it is
guestionable whether current regulatory safeguards are sufficient to deal with
anti-competitive behaviour arising from the common ownership of transmission and
generation assets. Given the potential costs associated with such behaviour, further
assessment of this issue would seem prudent.

The Commission emphasises, however, that any review in this area should consider
the adequacy of the regulatory regime as a whole in protecting competition, and not
be limited to the question of the adequacy of the merger provisions. Examination of
the possible need for national or state legislated cross-ownership restrictions
proscribing some forms of integration that involve the transmission network would
clearly be a component of such an assessment.
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RECOMMENDATION 8.4

An independent national review should be initiated by the Australian
Government, in consultation with State and Territory governments, into the
competition implications of cross-ownership of transmission and generation
assets in the electricity industry. This review should consider the adequacy of the
current regulatory regime impacting on such integration, including the access,
prices oversight and merger provisions of the Trade Practice Act 1974. It should
also consider the need for new legislated cross-ownership restrictions proscribing
some forms of integration that involve the transmission network.

Reducing regulatory fragmentation and uncertainty around greenhouse gas
abatement

The production of energy is a maor and growing contributor to Australia’s
greenhouse gas emissions. In 2002, electricity generation accounted for 69 per cent
of stationary energy emissions and 33 percent of net national emissions
(AGO 2004). Moreover, projections suggest that by 2020 greenhouse gas emissions
from the stationary energy sector could be 64 per cent higher than the 1990 level
(Australian Government I nterdepartmental Greenhouse Projections Group 2003).

In this context, the energy sector obviously has a major role to play in greenhouse
gas abatement. Indeed, the Australian, State and Territory governments have
implemented a broad range of measures that seek to reduce all types of greenhouse
gas emissions, but especially from energy generation.

However, the Parer Review found that these measures are poorly targeted,
uncoordinated, and compete with each other — thereby creating uncertainty for the
energy sector and the wider economy (Parer 2002). It recommended replacing many
of the existing Federa and State greenhouse gas abatement schemes with an
economy-wide emissions trading system. This system would involve capping total
emissions; issuing permits to allow holders to release prescribed emission volumes;
and providing scope for holders to trade their permits. However, the Parer Review
also recommended that energy intensive users in the traded goods sector be exempt
from the operation of the emissions trading system, until Australia's magor
international competitors introduce similar schemes.

In responding to the Parer Review, the MCE proposed to work closely with the
CoAG High Level Group on Greenhouse in order to address greenhouse gas
emissions by the energy sector on anational basis, observing that:
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A holistic, integrated policy approach is required to give energy sector investors
reasonable certainty about their greenhouse obligations, while maintaining the
international competitiveness of Australian industry. Any abatement measures should
be designed to be nationally consistent, and consistent with a future international
scheme to the extent this can be predicted, and should utilise market mechanisms where
this would be most efficient and effective. (MCE 2003b, p. 13)

As yet, however, this commitment has not translated into a firm process for dealing
with the concernsraised in the Parer Review.

However, since the release of the Parer Review, the State and Territory
governments have been working independently of the MCE to develop a model for
a multi-jurisdictional emissions trading scheme founded on State and Territory
powers and actions (see, The Cabinet Office of New South Wales, sub. DR185,

p. 5).

In the Discussion Draft, the Commission proposed that the MCE should give
priority to contributing to the development of a more effective process for achieving
a national approach to greenhouse gas abatement. In reaching this view, the
Commission took particular account of concerns raised by industry participants that:

« regulatory fragmentation across jurisdictions in the area of greenhouse gas
abatement is imposing a high compliance burden on energy producers
(particularly those operating in more than one jurisdiction);

« there is considerable uncertainty about future policy directions, including, for
example, the role and nature of any carbon tax regime; and

. uncertainty (and the lack of coordination across jurisdictions) is impeding
decision-making and potentially deterring new investment.

In response to the Discussion Draft, there was broad support among participants for
much greater effort to be devoted to the development of a national approach to
greenhouse gas abatement. For example, the Australian Chamber of Commerce and
Industry (ACCI) considered that:
To deliver substantial, |east-cost greenhouse gas abatement it is essential that a national
approach be applied. The effect of piecemea measures is that certain industries,

dependent upon location and output, will bear a disproportionate cost burden placing
pressure on their domestic and international competitiveness. (sub. DR198, p. 15)

And, Origin Energy pointed to the need to ensure that a market-based mechanismis
in place to accommodate the further cuts in greenhouse gas emissions that are likely
to be required in the longer-term.

Investment certainty for the near and medium term will be provided if al industry
knows upfront that a framework for valuing carbon will exist in the longer term, and
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that no “carbon holiday” can be assumed by new entrants. While investors will need to
take a view on the actual quantum of the carbon signal, just as they will need to take a
view on all other costs and benefits of their proposals, it will be on the basis of a stable
and practical greenhouse policy. (sub. DR197, p. 9)

In the light of this support, the Commission reiterates the importance of reducing
regulatory fragmentation and improving certainty about future policies in this key
area (whatever the most appropriate responses might be). Australia can ill-afford
regulatory arrangements that discourage efficient and timely investment in the
energy sector, particularly at a point in the investment cycle when considerable new
expenditure is required. Ultimately, however, the issue of greenhouse gas abatement
goes beyond the energy sector and requires an economy-wide (if not global)
perspective.

But whatever broad framework is most appropriate, the capacity of current COAG
greenhouse processes to deliver efficient policy outcomes in a timely manner is
guestionable. For example, there appears to have been little progress in further
developing the National Greenhouse Strategy. Similarly, the Commission has
concerns about the development of a State and Territory based national emissions
trading scheme that lacks Commonwealth support or involvement.

Accordingly, the Commission considers high priority should be given to devel oping
a more effective process for achieving a national approach to greenhouse gas
abatement (see chapter 11). Such a process could draw on current policy
developments — for example, the National Framework for Energy Efficiency being
developed and implemented under the auspices of the MCE might have a role to
play in this regard. Also, some of the issues that would be relevant to achieving
better outcomes in this area are currently being considered as part of the
Commission’sinquiry into energy efficiency.

The MCE would obviously have an important role to play in the development of a
national approach to greenhouse gas abatement. In particular, its involvement could
help to ensure that adequate attention is given to the implications for the energy
sector of any new initiativesin this area.

Is there still a need for regulatory constraints on prices?

One of the challenges of regulating retail energy prices is ensuring that prices are
still able to reflect changing market conditions and to induce appropriate responses
from consumers and producers. It is particularly important that prices efficiently
signal the need for consumers to adjust their consumption patterns in response to
changing supply conditions and the need for producers to invest in new capacity.
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However, across most of Australia, retail price caps in the electricity industry mean
that the role of prices in signalling the changing balance between supply and
demand is muted. Some participants argued that such regulation is thus a barrier to
improving demand side responsiveness and innovation. The Energy Retailers
Association of Australia observed that:

Whilst retail price controls remain, efficient market outcomes will be distorted and
effective competition inhibited. For example, demand side responses require flexible
and innovative pricing structures to be effective. Price controls prevent these
innovations from developing, and thus frustrate the very objectives that governments
are seeking from demand side response. (sub. 62, p. 5)

But even more importantly, if regulated prices are unduly suppressed, the longer
term sustainability of supply could be compromised. The electricity crisis
experienced by California in 2000-01, including rolling blackouts, highlights the
dangers of (amongst other things) an undue focus on containing consumer prices
(see, for example, Congressional Budget Office 2001 and Wolak 2004). Within
Australia, recent electricity supply failures in Queensland have similarly raised
guestions about whether the current regulatory regime in that jurisdiction provides
appropriate incentives to ensure reliable supply (see box 4.6).

The risks associated with unduly suppressing retail electricity prices were also
canvassed in the Parer Review:

Regulating retail prices in an unregulated wholesale price environment inevitably
means that retailers are exposed to substantial risk in the marketplace. Retailers must
manage this risk as best they can, in an environment where pass through of additional
costs to consumers may not be possible. This has very substantial risks for electricity
supply. (Parer 2002, p. 177)

The Parer Review went on to recommend that full retail contestability should be
introduced into all markets and retail price caps removed as soon as practical, but in
any event before 2006 (Parer 2002, p. 178). However, in its response, the MCE was
more equivocal, adopting the position that in those jurisdictions where full retail
contestability applies, each jurisdiction should align its retail price caps with costs,
and periodically review the need for the price caps (MCE 2003b).

The Commission notes that getting the right balance in price regulation between
preventing abuses of market power and providing sufficient incentives for new
investment is far from easy. With the transmission and distribution segments of the
industry subject to access arrangements and the transition to full retail contestability
now largely complete, the question arises as to whether regulatory constraints on
prices are still required.
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Some of those responding to the Discussion Draft argued that, at the conclusion of
the current regulated retail price paths, competition will be effective in all markets
and there will be no ongoing need to continue to regulate prices. For example, AGL
contended that there is an expectation among market participants that retail price
controls are only a transitional measure intended to provide a safety net for
consumers during the introduction of competition (sub. DR231, p. 6).

But some other participants were concerned that the removal of retail price
regulation could lead to price increases. The Public Interest Advocacy Centre, for
instance, argued that households often have little discretion in their demand for
energy services and that some could face considerable financial stress as a result of
higher prices (sub. DR191, p. 2). Further, the Western Australian Department of
Treasury and Finance cautioned that in removing retail price caps, proper
consideration must be given to whether there is effective competition in the retail
market (sub. DR236, p. 5).

The Commission agrees that until effective competition has been achieved in retail
energy markets, removing regulatory constraints on prices could lead to
inefficiently high prices. However, with effective competition in place, it sees no
good reason for continuing to regulate prices and the potential for significant costs
if such price constraints are maintained. It further notes that the work the MCE is
doing in the areas of consumer advocacy and interval metering could make an
important contribution to improving the participation of residential consumersin the
electricity market. This would strengthen the competition made possible through the
introduction of retail contestability.

To the extent that retail energy prices have been unduly suppressed by regulators,
removing or easing price controls could lead to higher average prices and have an
adverse impact on some users at least in the short term. However, ensuring that low
income users have affordable access to power (and other services) is best handled
through transparent community service obligation (CSO) payments, or other
support, rather than through the general suppression of prices. Indeed, an emphasis
on providing support through transparent CSOs is one of the key principles of NCP.
That said, it is very important the funding of such CSOs (or other appropriate
measures) is adequate and the effectiveness of these arrangements is regularly
monitored.

The issue of regulating retail pricesis also relevant to a number of other sectors of
the economy. In chapter 10, the Commission gives broader consideration to the
continuation of regulatory constraints on prices and makes a specific
recommendation in this regard.
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Independent monitoring and stocktake

As discussed in chapter 6, a robust reform process requires a mechanism for
monitoring progress towards achieving clearly specified outcomes. With the MCE
energy reform program now sitting outside the NCP arrangements, a separate
independent monitoring process is therefore needed. Monitoring the implementation
and impact of the transmission reforms and measures to improve user participation
in the NEM, will be especially important given the ce