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Australian Competition and Consumer Commission

Australian Competition Tribunal

Australian Energy Market Agreement - the intergovernmental
agreement between the Commonwealth and all of the States and
Territories first made in 2004 and amended in 2006

Australian Energy Market Commission

Australian Energy Regulator

Council of Australian Governments

Panel established by MCE in December 2005 to advise on a model to
achieve a common approach to transmission and distribution revenue
and network pricing across electricity and gas (Final Report delivered
April 2006)

Gas Pipelines Access Law — Schedules 1 and 2 to the Gas Pipelines
Access (South Australia) Act 1997, including "Third party access to
natural gas pipelines" (Schedule 1) and the National Third Party
Access Code for Natural Gas Pipeline Systems (the Gas Code —
Schedule 2)

Ministerial Council on Energy

National Competition Council

National Electricity Law, Schedule to the National Electricity (South
Australia) Act 1996

National Electricity Rules — Statutory Rules made under Part 7 of the
NEL

National Gas Law, Schedule to the new National Gas (South Australia)
Act 2007

National Gas Rules — Statutory Rules made under Chapter 7 of the
NGL

Network Service Provider
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Introduction to this Regulatory Impact
Statement Package

Overview

This regulatory impact statement package considers the regulatory impacts of the
legislative changes to the existing gas and electricity access regimes proposed by the
Ministerial Council on Energy (MCE). The Australian Energy Market Agreement
(AEMA) commits Australian governments to implement a series of reforms to deliver
fairer and more effective access regimes for both gas and electricity, achieving
commonality where appropriate and focusing on economically-efficient outcomes that
are in the long-term interests of consumers.

This reform process will involve two key stages: the "2006 legislative package" with a
primary focus on the economic regulation of network access, and the "2007 legislative
package" focusing on non-price distribution and retail regulation.

The current stage of the reform program has seen the development of the 2006
legislative package to achieve the following objectives:

° Transfer the governance and institutional arrangements for the gas regime to
the national framework, with the Australian Energy Regulator (AER) as the
independent industry regulator and Australian Energy Market Commission
(AEMC) as the rule-maker and market development body;

° Transfer of electricity distribution economic regulation to the national
framework;

° Implement policy changes to the gas regime developed from the Productivity
Commission’s Review of the Gas Access Regime;

° Implement a common framework for revenue and network pricing building on
the advice of an MCE-established Expert Panel;

° Implement an effective merits review mechanism for economic regulatory
decisions in the gas and electricity regimes; and

° Strengthen consumer advocacy arrangements for both gas and electricity,
including a long term funding model to facilitate consumer engagement with
industry.

The MCE intends to achieve these goals within the framework of gas and electricity
access regimes, which are intended to be certified under the Trade Practices Act 1974
and with the aim of implementing the revised legislative framework by 1July 2007.

Purpose of a Regulatory Impact Statement

(
(Y

It is mandatory for Australian Government departments, agencies, statutory authorities
and boards to prepare a Regulatory Impact Statement (RIS) for all reviews of existing
regulation, proposed new or amended regulation, quasi-regulation and proposed
treaties involving regulation, which will directly or indirectly affect business, or restrict
competition.

In April 1995, the Council of Australian Governments (COAG) endorsed a set of
guidelines - which were amended in November 1997 and June 2004 - to promote good
regulatory practice, including the use of RISs by Ministerial Councils and national
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standard-setting bodies. These principles and guidelines apply to agreements or
decisions to be given effect through principal and delegated legislation, administrative
directions or other measures which, when implemented, would encourage or force
businesses or individuals to pursue their interests in ways they would not otherwise
have done. In 2004 COAG made several changes to the principles and guidelines to
ensure greater clarification about the operation of RISs involving Australia and New
Zealand regulators.

The primary role of the RIS is to improve government decision-making processes by
ensuring that all relevant information is presented to the decision maker when a
decision is being made. In that context this RIS package aims to provide a consistent,
systematic and transparent process for assessing alternative policy approaches to
problems being addressed. It includes an assessment of the impacts of the proposed
regulation, and alternatives, on different groups and the community as a whole.

Further information on RIS's are available from the Productivity Commission website
WWW.pc.gov.au

{
n

RIS Package Component:

This package comprises four stand-alone Regulatory Impact Statements designed to
supplement industry consultation processes for both the new National Gas Law and
amended National Electricity Law, and ultimately contribute to the final policy decisions
made by the Ministerial Council on Energy (MCE) on these issues.

The four statements comprise

. The Form of Regulation for Gas and Electricity Networks — which
addresses the approach taken by the MCE in determining the forms of
regulation available to the Australian Energy Regulator (AER) in regulating
electricity and gas network service providers.

. Pricing Principles — concerning development of a set of pricing principles that
allow the AEMC (in developing the rules governing the economic regulation of
networks) and the AER (in its regulatory determinations) to regulate in
accordance with the rules.

° Information Disclosure — which examines the costs and benefits of the
various options concerning the regulators powers to require production of
information from gas pipeline owners and electricity networks.

. Regulatory Decision-making Covering Regulated Network Entities —
concerning the discretion given to the Australian Energy Regulator (AER) when
making revenue and pricing determinations for transmission and distribution
networks/pipelines.
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The Form of Regulation for Gas and Electricity
Networks Regulatory Impact Statement

This draft Regulatory Impact Statement (RIS) addresses the approach taken by the
Ministerial Council on Energy (MCE) in determining the forms of regulation available to
the Australian Energy Regulator in regulating electricity and gas network service
providers. Different "forms of regulation" affect the extent to which the regulator can
determine terms and conditions of access to network services, and therefore are
differentially onerous on network service providers.

This draft RIS will undergo consultation with industry as part of a broader consultation
process for exposure drafts of the National Electricity Law and Rules, and the National
Gas Law and Rules.

This RIS should be read in conjunction with the Regulatory Impact Statements on:

. Information Disclosure — which examines the costs and benefits of the
various options concerning the regulators powers to require production of
information from gas pipeline owners and electricity networks

. Regulatory Decision-making Covering Regulated Network Entities —
concerning the discretion given to the Australian Energy Regulator (AER) when
making revenue and pricing determinations for transmission and for distribution
network/pipelines.

. Pricing Principles — concerning development of a set of pricing principles that
allow the AEMC (in developing the rules governing the economic regulation of
networks) and the AER (in its regulatory determinations) to regulate in
accordance with the rules.

Baclkground

Efficient and effective regulation of energy network services is critical to both the
economic development of Australia and consumer protection. Energy networks,
transporting electricity and gas, provide essential services to Australian households
and businesses and have major economic and security implications for Australia's
development.

Further, energy networks possess natural monopolies characteristics. This means
that, due to economies of scale, scope, and significant sunk costs it is not cost effective
or efficient to duplicate such significant network and pipeline infrastructure. The
industry, therefore, generally has limited suppliers of network infrastructure servicing
geographic regions or areas.

Australia currently has approximately 40 regulated network/pipeline businesses across
the gas and electricity sectors (including both transmission and distribution). These
businesses have annual turnover of around $7.3 billion in revenues for electricity
(approximately $35 billion over a regulatory period) and $1.6 billion for gas
(approximately $8 billion over a regulatory period). There are also a number of
businesses which operate across the electricity and gas industry and within the
transmission and distribution sectors.
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The network/pipeline infrastructure across gas and electricity amounts to approximately
$44 billion (that is the regulatory value of the network's asset base). In addition, the
network segment of the gas and electricity industry is highly capital intensive in nature
with approximately $20 billion in capital expenditure over a 5 year regulatory cycle and
approximately $13 billion in operating and maintenance costs over a 5 year regulatory
cycle. Overall, energy network charges consist of approximately 50-60% of final
consumer energy prices. Therefore, regulating the revenue of natural monopoly
network businesses has substantial economic impacts.

Revenue determinations within the existing gas and electricity access regimes take
place every five years. These determinations are resource intensive requiring
significant staff costs and expert advice for both service providers and regulators.
Regulatory costs of obtaining approval of an application, according to an Envestra
submission to the Productivity Commission in 2004, could range in its experience from
$0.25-$2m, depending on the size of the network’. These regulatory costs are
significant but remain less than 1% of total revenue across the industry. More
importantly, as most energy network investments have a payback period of 20-50
years, regulatory uncertainty can lead to reduced investment in critical infrastructure. A
clear regulatory regime based on sound economic principles is required to both
enhance business certainty and protect consumer interests.

Recognising this, governments around Australia established a National Competition
Policy agenda in the early 1990s that included significant reforms to the energy
industry to enhance economic growth and productivity. As part of this process, various
Australian jurisdictions committed to establish cooperative legislative regimes for
regulating access to electricity and gas networks. Access regimes were legislatively
established by the National Electricity (South Australia) Act 1996 (for electricity) and
the Gas Pipelines Access (South Australia) Act 1997 (for gas).

Over time, the initial access regimes for electricity and gas have diverged in many
respects, including institutional and governance arrangements, forms of regulation
applied to network service providers, and the revenue and pricing principles used by
regulators. Further, differences have emerged between transmission and distribution,
particularly within the electricity regime. This divergence has implications for business
certainty, the economic costs of regulation, and the efficiency and effectiveness of
regulatory determinations. As indicated above, the costs of imposing regulation, where
done appropriately and based on sound economic principles, are substantially out-
weighed by the benefits of this regulation, particularly where network service providers
possess monopoly power.

In June 2001, the Council of Australian Governments (COAG) commissioned a review
examining new opportunities for reform of energy markets in Australia. In November
2002, COAG received for consideration a comprehensive Energy Market Review,
which recommended further energy reforms, including of governance and regulatory
arrangements. More targeted reviews followed the Energy Market Review, including
the Productivity Commission (PC) Review of the Gas Access Regime and a Ministerial
Council on Energy (MCE) appointed Expert Panel on Energy Access Pricing, which
advised on a model to achieve a common approach to revenue pricing for electricity
and gas transmission and distribution networks.

Based on these reviews, MCE is now developing a new National Gas Law (NGL) and
National Gas Rules (NGR) to enhance certainty and effectiveness for the regulation of
access to gas pipelines. Similarly, the MCE is amending the National Electricity Law

! Productivity Commission Inquiry Report No. 31, 11 June 2004 Review of the Gas Access
Regime p145.
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(NEL) and creating a national framework for the economic regulation of distribution
through the National Electricity Rules (NER).

This Regulatory Impact Statement (RIS) and other related RIS are designed to
supplement industry consultation processes for both the new NGL and amended NEL,
and ultimately contribute to the final policy decisions made by the MCE on these
issues.

Problem
There are generally three problems with the current regulatory framework.

Firstly, there is a lack of diversity in the forms of regulation available to regulate access
to gas pipelines. Only two forms of regulation are available in the current gas access
regime:

. direct price or revenue control (the control form of regulation); and
. no regulation.

These two forms of regulation are appropriate where network service providers
possess either substantial or very low market power respectively, but are not
appropriate for intermediate circumstances where service providers are exposed to
some competition. This has created the potential for regulators to apply forms of
regulation that are not commensurate with the extent of market power exercised by a
particular gas network service provider.

Having only two forms of regulation available in the current gas regime can cause sub-
optimal outcomes in two ways. The control form of regulation may be adopted in
situations where the degree of market power warrants a lighter handed form of
regulation, or conversely a pipeline may be unregulated where adopting a light-handed
form of regulation would have delivered a better economic outcome.

The Productivity Commission Review of the Gas Access Regime found that the current
gas regulatory regime imposes substantial costs, creates a high potential for regulatory
error, and may distort or deter pipeline investment.

Secondly, there is a lack of regulatory consistency across electricity and gas, with
differing forms of regulation available within each of these industries. The existing
electricity regime broadly consists of three forms of regulation: direct price control,
negotiate/arbitrate, and no regulation; whereas the gas regime only offers the direct
price control and no regulation forms of regulation. This can hinder competition and
distort investment decisions between the gas and electricity as alternative energy
sources.

Thirdly, there is a lack of clear guidance on how the available forms of regulation will be
applied in the current National Electricity Law (NEL) and the National Electricity Rules
(NER). The application of existing forms of regulation in the NEL and NER can
potentially be clarified, without introducing new forms of regulation for electricity, to
improve regulatory certainty, reduce costs for the regulator, and reduce the potential for
investments to be distorted between sectors or deterred altogether.

From a community perspective any cost incurred by industry in the form of regulatory
uncertainly, compliance costs, distorted or deterred investment will be passed onto end
consumers. As noted as network charges are 50-60% of final energy costs, the impact
on end consumer is significant.
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Objective

The objective is to reduce the cost of regulation while maintaining its effectiveness,
thereby achieving an improvement in economic efficiency within the electricity and gas
markets for the benefit of the community as a whole.

In achieving this, it is important to ensure that the regulatory framework developed
contributes toward achieving the objective in the NEL/NGL i.e. to promote efficient
investment in, and efficient use of electricity and gas services for the long term
interests of consumers.

Where regulation is applied, its form, scale and costs should be commensurate with the
degree of market power present to ensure an economically efficient outcome.
Consistency and harmonisation between the electricity and gas access regimes, to the
extent it is appropriate given the inherent differences in the two industries, will also
ensure that investment in the energy sector is efficient and not distorted by differing
regulatory regimes.

Options
Option 1 Option 2 Option 3
Option Status Quo Adopt the Expert Panel Adopt the Expert Panel Report
Report recommendations - recommendations — but
introduce four common without price monitoring
forms of regulation across
electricity and gas
Relevant - National Electricity Law - National Electricity Law
instruments - Gas Pipelines Access Law (amended)
- Gas Code - National Gas Law
Regulators Current arrangement include: AER AER
- AER (electricity transmission)
- ACCC (some gas
transmission pipelines and on
request from jurisdictional
regulators)
- Jurisdictional Regulators
(electricity distribution, and gas
transmission and distribution)
However, it should be noted
that CoAG has agreed to
transfer these function to a
single energy regulator - AER
Forms of Divergent forms of regulation Three common forms of
regulation regulation
R Electricity Transmission
- control Etlectrici_ty and gaasd_ byt
- negotiate/arbitrate (transmission and distribution)
- control

- light or no regulation . .
- negotiate/arbitrate

- o - no regulation
Electricity Distribution 9

- control

- "lighter" form of regulation to
be determined by jurisdictional
regulator

- no regulation

2006 Comprehensive Legislative Package - Regulatory Impact Statements
7 November 2006

12



Gas Transmission and
Distribution

- control
- no regulation

Criteria to Common criteria Common criteria
?etem}lne of (the form of regulation factors) (the form of regulation factors)
orm o
regulation
Process to Divergent processes and Greater consistency and
determine form decisions makers between clarity in the application of
of regulation electricity transmission, criteria and treatment of
electricity distribution, and gas services.
(both transmission and
distribution)

Increased commonality in
decision makers.

)

Impact Analysis
Option 1: Status quo

Maintaining the status quo would continue:

° differences in the forms of regulation available in gas and electricity regulatory
regimes;

. differences in the criteria governing the form of regulation; and

° the present unclear process by which the form of regulation to apply is
determined.

The forms of regulation available within the existing electricity and gas regulatory
regimes are outlined below.

Form of regulation framework

Electricity

There are broadly three forms of regulation available within the current electricity
regime established by the NEL and NER. These are:

Direct price or revenue control (control);
Negotiate/arbitrate; and
No regulation.

Control - The control form of regulation is currently applied to "prescribed transmission
services" and "prescribed distribution services". This involves setting a revenue cap
(sets a maximum allowed revenue that can be earned by the service provider over a
set period) or a price cap (sets the maximum price that a network provider can charge
over a set period). These caps are usually calculated using a building block approach
(i.e. calculating the efficient costs of a service provider over a period of time and then
allowing the recovery of those costs, including a return on capital).
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This form of regulation is most appropriate for network services where the service
provider possesses a substantial degree of market power, and access seekers have
very limited power to negotiate charges, terms and conditions of access.

Negotiate/Arbitrate

For electricity transmission, "excluded non-contestable services" are not regulated
under a revenue cap, but prices and conditions of supply are determined through
negotiation, subject to the availability of a dispute arbitration process. This form of
regulation is known as "negotiate/arbitrate".

In the case of electricity distribution, section 6.10.4 (b) of the current National Electricity
Rules provide that "excluded distribution services" may be subject to a regulatory
approach which is more "light-handed™ than a revenue cap. The form of regulation in
these cases can be determined by the relevant jurisdictional regulator, but in practice
could involve a negotiate/arbitrate approach or no regulation at all (see below).

This form of regulation is appropriate for network services where the service provider
possesses market power but is exposed to some competition and access seekers
possess a comparable level of countervailing power. Under such circumstances,
access seekers have some power to negotiate charges, terms and conditions of
access.

No Regulation

For electricity transmission, "contestable services" may be subject to a less intrusive
form of regulation at the discretion of the regulator or not regulated at all.

Similarly, "excluded distribution services" may be subject to a more "light-handed"
regulatory approach, or not regulated at all (see above).

This form of regulation is appropriate for network services where the service provider is
exposed to significant competition, or where access seekers possess a substantial
degree of countervailing power. Under such circumstances, access seekers can
reasonably negotiate charges, terms and conditions of access without regulatory
intervention.

Gas

There are, in effect, only two forms of regulation available to regulators to apply under
the current gas access regime (the Gas Pipelines Access Law, and National Third
Party Access Code for Access to Natural Gas Pipelines). These are:

° Control; and
° No regulation.

Within the existing gas regulatory framework, the National Competition Council (NCC)
conducts a formal process to determine whether a gas pipeline should be covered, i.e.
subject to regulation. Covered pipelines are essentially subject to a price control form
of regulation, with a minor caveat, as outlined below.

Covered pipelines must submit an access arrangement to the relevant regulator.
Access arrangements must include reference tariffs for services that are likely to be
sought by a significant part of the market. These services are then regulated according
to price controls to achieve an overall regulated revenue outcome.

When a pipeline is subject to an access arrangement, prospective users are free to
seek access on terms and conditions other than those prescribed in the access
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arrangement, and pay tariffs other than the determined reference tariffs. However,
where agreement cannot be reached between the service provider and the access
seeker, binding arbitration is available by the relevant regulator. Where reference tariffs
are determined in an access arrangement, the regulator must determine the conditions
of access to be those in the access arrangement in this case, making this form of
regulation essentially equivalent to a price control.

However, the current framework does provide the regulator with discretion in any
access dispute to refuse to make an access arrangement determination, if, among
other things, it considers that there is substantial competition in the relevant market.
Therefore, a no regulation form of regulation can be applied at the discretion of the
regulator. However, given the pipeline in question was determined to be a covered
pipeline, it is unlikely that the regulator would consider the required level of competition
to exist for this to occur.

Clearly, uncovered pipelines (i.e. pipelines that are not determined to be covered by
the relevant Minister on the recommendation of the National Competition Council) are
not subject to regulation.

Therefore, in practice, the current gas access regime essentially provides for two forms
of regulation: control, and no regulation. No lighter form of regulation is available for
covered pipelines.

Criteria used to determine the form of regulation to apply

Not only are the forms of regulation different between electricity transmission, electricity
distribution, and gas transmission and distribution, but the criteria used to determine
the form of regulation to apply also vary. These criteria are described below.

Although all the criteria rely heavily on competition based assessments, the three
sectors diverge in both scope and application.

Electricity Transmission Electricity Distribution Gas (Transmission and
Distribution)
NER 6.2.3(c) NER 6.10.4 NCC makes a recommendation
Determine whether "sufficient Determine whether the to the relevant Minister
competition exists to warrant the distribution service should be A pipeline should be covered
application of a regulatory approach  deemed to be a “prescribed (control form of regulation) if the
which is more "light-handed" than distribution service” (and four factors below are all
revenue capping", with regard to: therefore subject to economic satisfied:

regulation) by having regard to

e cost effectiveness and 7
four competition related

efficiency;

e that access (or increased
access) to services provided

o the need to ensure fair and B o , by means of the pipeline
reasonable returns to service o the principles for regulation would promote competition in
providers for efficient of prices that are applied to at least one market other than
investments: prescribed distributions the market for the services

sk services; provided by the pipeline itself;

e risk; . e the extent of effective o that it would be uneconomic

e pre-existing Government competition in the supply of for anyone to develop another
policies; the particular distribution pipeline to provide the

e competition in upstream and service; services provide by means of
downstream markets; e whether competition is the pipeline;

e regulatory accountability, sufficient to warrant a o that access (or increased
certainty and consistency; "light-handed" form of access) to the services

o the possibility of other technical regulation; and provided by means of the
solutions (such as generation o the form and effectiveness pipeline can be provided
and demand side management) of a light-handed form or without undue r!sk to human
to substitute for transmission regulation. health or safety; and
services; e that access (or increased

access) to the services
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provided by means of the
pipeline would not be contrary
to the public interest.

e other factors.

Process used to determine the form of regulation to apply

The process by which the form of regulation to apply to electricity transmission and
distribution network service providers is not prescribed in detail in the current National

Electricity Rules.

Regulators are simply required to determine what category of service (prescribed or
otherwise) a service provider should fall into according to the criteria outlined above.
The process regulators follow in making such determinations is not outlined in detail,
and regulators are afforded substantial discretion in determining the form of regulation.
The processes vary between transmission and distribution, and are outlined in the table

below.

In contrast to the electricity regime, the gas access regime outlines a quite specific
process by which the relevant Minister, acting on the advice of the NCC, must
determine whether or not to cover a pipeline, and therefore apply the control form of
regulation. This process is outlined below.

Electricity Transmission

1) The AER determines whether level
of competition for a service is sufficient
to warrant a form of regulation that is

more "light handed" than revenue

capping (with regard to the factors at

6.2.2).

2) If the level of competition does
warrant light handed regulation, the
AER determines form of that
regulation.

3) If not, the service is a prescribed
transmission service, and the AER
applies a revenue cap.

Benefits and Costs
Benefits
No Transition Costs

Costs

Electricity Distribution

1) The Jurisdictional Regulator
determines whether a service is
a prescribed distribution service
through regard to the criteria in
6.10.4.

2) If it is a prescribed distribution
service, the Jurisdictional

Regulator applies a revenue cap.

3) If not a prescribed distribution
service, the service is an
excluded distribution service and
subjected to a more "light-
handed" form of regulation.

4) The Jurisdictional Regulation
must then determine the form of
regulation to apply.

Gas (Transmission and
Distribution)

1) An application for coverage may
be made by any person to NCC.

2) The NCC may reject trivial or
vexatious applications.

3) The NCC requests submissions
on the application.

4) The NCC makes a draft
recommendation.

5) The NCC considers any
submissions provided.

6) The NCC makes a final
recommendation to the relevant
Minister.

7) The Minister makes a coverage
decision.

A continuation of the current regulatory framework for gas and electricity
would avoid any changes and disruptions to the existing legislative,
regulatory and commercial arrangements developed under this framework.
No transitional costs would be incurred by various parties, including
regulators, service providers, and access seekers, if the current framework

is maintained.
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Regulatory uncertainty

Impact on stakeholders

Maintaining the status quo incurs economic costs in the form of efficiency
benefits foregone. The currently available forms of regulation in the gas
regime can create situations where an appropriate form of regulation is not
applied, based on the level of market power that the service provider may
possess.

This can occur in two ways. Some gas pipelines may be subject to control
regulation where the level of market power possessed by the service
provider does not justify this form of regulation. Conversely, a pipeline that
may warrant some regulation may be left unregulated because the high
costs of control regulation do not outweigh the benefits. In both of these
situations, employing a more light-handed form of regulation may provide
efficiency benefits. These benefits are foregone through maintaining the
status quo.

The forms of regulation available to regulators within the current gas and
electricity regimes are not consistent. Maintaining the status quo would
involve maintaining differences in the approaches taken to regulating
electricity and gas, resulting in reduced clarity and certainty for all parties,
and potentially distorting investment between the two industries. Divergent
regulatory regimes may also impose additional and unnecessary costs on
users and network owners who operate across in industries.

The current electricity regime provides service providers and access
seekers with limited guidance and clarity on the forms of regulation
available to regulators to apply, and on the process by which regulators
determine which form of regulation should apply. Whilst the diversity of
forms of regulation in electricity provides regulators with flexibility to tailor
their regulatory approach to the degree of market power possessed by a
particular service provider, the current regime creates uncertainty that may
affect investment by service providers.

Major stakeholders that are likely to be affected by the following options include:
electricity and gas network owners, upstream and downstream energy participants
(including retailers and major end users that contract directly with network owners),
consumers, and regulators. The particular impact of each option on each of these
stakeholder groups is outlined in the discussion of each option.

Network owners

Upstream and downstream
participants

Consumers

Regulators
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Network owners will benefit from the absence of transitional costs under
this Option. However, the maintenance of the status quo will disadvantage
network owners by continuing the possibility of economically inefficient
regulation (particularly in for gas network owners), regulator uncertainty
and (for those network owners operating across both gas and electricity)
increased consistency between the two regimes.

Upstream and downstream participants are particularly disadvantaged by
the current gas access regime, where economically inefficient forms of
regulation can result in difficulties in gaining access to pipelines. Upstream
and downstream participants are also disadvantaged by inconsistency in
the regulatory regimes between sectors, such that the complexity of
gaining access to both gas and electricity services is increased.

Upstream and downstream participants would benefit from the absence of
transitional costs under this option.

Consumers are not directly benefited by the absence of transitional costs
under Option 1. Further, the costs created by economically inefficient
regulatory outcomes, regulatory uncertainty and inconsistency across
sectors are passed onto end consumers, resulting in a higher average end
cost of energy under this Option than is necessary.

Regulators are benefited directly by the absence of transitional costs under
this option, but are directly affected by the lack of diversity in the available
forms of regulation in the gas regime. This requires regulators to choose
between over-regulating or under-regulating pipelines under certain market
conditions, producing economically inefficient outcomes. A lack of clarity
and certainty in the process to follow when determining the form of
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regulation to apply in the electricity sector creates complexity and costs for
regulators, as does the inconsistency in regulatory forms and processes
between the gas and electricity sectors.

Option 2: Introduce Four Common Forms of Regulation across
Electricity and Gas (Expert Panel Report Recommendations)

In promoting economic efficiency within the energy market, the States and Territories
and the Commonwealth, through the Australian Energy Market Agreement, have
confirmed their commitment to a national approach to energy access whereby, to the
extent feasible and where effective regulation is not impeded, there should be
consistency and harmonisation between electricity and gas access regimes such that
investment in, and use of, energy is not distorted by differing regulatory regimes.

This option proposes the adoption of the Expert Panel recommendations on the forms
of regulation to apply in the context of the electricity and gas framework. In particular,
harmonisation and consistency across electricity and gas, where appropriate, is
proposed in the following areas:

. The available forms of regulation
° The decision making criteria used to determine the form of regulation
° The decision making process used to determine the form of regulation

In its final report, the Expert Panel recommended that the NEL and the NGL would
contain common provisions that require the Australian Energy Market Commission
(AEMC) to make Rules for the regulation of access pricing for transmission and
distribution facilitates by any one or a combination of measures.

Form of regulation framework

The Expert Panel recommended that national electricity and gas regimes adopt three
forms of regulation in common. These forms of regulation are:

. Control — this would involve the regulator directly controlling a service provider's
revenue or prices for a service through a network pricing determination.

. Negotiate/arbitrate — this would generally involve a two stage process:

o0 1) seekers of a service and service providers are encouraged to
negotiate commercial agreements on price and related terms and
conditions for the service in the majority of transactions; and

0 2) should commercial negotiations fail, seekers of the service may
choose to resolve the dispute through private arbitration and/or seek
a binding arbitration determination from the regulator.

. Price monitoring — the monitoring of prices charged by network service
providers for to improve transparency and reduce information asymmetry,
therefore assisting access seekers to effectively negotiate access.

The Expert Panel recommended that these three forms of regulation apply only to
"regulated transmission service operators", and therefore that "market network services
providers" would be unregulated. Clearly, this indicates that a fourth form of regulation
exists in this framework — no regulation. Similarly in electricity distribution, and in gas
transmission and distribution, service providers considered by the regulator to face
competition may be left unregulated.
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The net effect of this option is to introduce a price monitoring option into both the
electricity and gas regulatory regimes, and to bring the two regimes into line by
introducing the negotiate/arbitrate form of regulation into the gas regime.

Criteria used to determine the form of regulation

As an improvement to the status quo, the Expert Panel recommended that the
electricity and gas regimes contain common provisions that require the form of
regulation to be determined with regard to the presence and extent of market power,
and the likelihood of its misuse, by a service provider. Rules that determine the form of
regulation to apply should address:

. Barriers to entry into the market;

. Network externalities, or interdependencies between competing network
services;

° Countervailing market power (i.e. market power possessed by users of network
services);

. Substitution possibilities (including demand elasticity);

. Information asymmetry; and

. Any other factors considered relevant.

Process used to determine the form of regulation

The criteria outlined above constitute a "market power test" that can be applied when
determining the form of regulation to apply to a network service provider. The market
power test criteria would be prescribed in the NEL and NGL, so that they are not
subject to amendment through a Rule change process.

This option applies the recommendations of the Expert Panel such that the NEL and
NGL direct the AEMC to have regard to the market power test when making Rules
about the form of regulation to be applied in each instance.

The Expert Panel also recommended that Rules made by the AEMC may specify the
form of regulation to apply to particular categories of service according to the market

power inherent in each category of service, or allow the form of regulation to be made
on a case by case basis.

This option adopts the recommendations of the Expert Panel in this regard, such that
the process for determining the form of regulation to apply does not simply involve an
application of the market power to each network service provider on a case by case
basis, but may involve the categorisation of services to determine the appropriate form
of regulation to apply. This approach may see divergence between the gas and
electricity sectors with respect the process for determining the form of regulation to

apply.

Achieving consistency in the available forms of regulation across the gas and electricity
regime is the over-riding priority in considering the form of regulation framework.
Achieving clarity in the process for determining the form of regulation to apply is
secondary, whilst achieving consistency in the process for determining the form of
regulation across the gas and electricity regimes is not a stated aim of the reform
process.

In the gas sector, for both transmission and distribution pipelines, capacity rights can
be allocated and contracted according to usage. Therefore market power varies
according to the competition faced by particular pipeline owners, rather than according
to the specific role of a pipeline within the gas network. Accordingly, the form of
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regulation for gas pipelines can be determined on a case by case basis according to an
analysis of the pipeline's market power, with reference to the national gas objective and
other matters as considered necessary.

By contrast, the Expert Panel argued that the market power inherent in particular
categories of network services in electricity transmission and distribution are unlikely to
change significantly in the short or medium term. Therefore, the determination of the
market power of, and the form of regulation to apply to, electricity network service
providers can, where appropriate, be handled through categorisation of services and
attributing an appropriate form of regulation for each.

The Expert Panel also argued that the change in the market power of these categories
of service is sufficiently slow that this process can be handled through the Rule change
process, with the added proviso that the Rules can provide for individual services to
have their form of regulation determined on a case by case basis as necessary.
Determining the form of regulation to apply to an electricity network service provider in
this manner can improve consistency and clarity of regulation across the sector.

Benefits and Costs
Benefits

Economic efficiency ¢ Introducing the lower cost and more flexible negotiate/arbitrate form of
regulation into the gas regime improves the likelihood that, where
regulation is applied, it is applied efficiently. This requires regulation to be
applied such that its form, scale and cost are appropriate to the degree of
market power present, and thereby achieves an improvement in economic
efficiency within the gas market.

e This option is consistent with the Expert Panel's recommendation to
ensure that more costly forms of regulation are only adopted where there
is the potential for significant inefficiencies to arise from the exploitation of
market power.

Common forms of regulation e Inserting a negotiate/arbitrate form of regulation into the gas regime, and

across sectors retaining this form of regulation within the electricity regime will achieve
consistency between the two regimes. This consistency can reduce the
potential for investments to be distorted between the electricity and gas
sectors due to different regulatory regimes, improve regulatory certainty
and reduce costs for the regulator.

Lower regulatory and o Where a light-handed form of regulation is applied, service providers and

administrative costs regulators are likely to benefit by avoiding the cost involved in establishing
an access arrangement or regulatory determinations. This will result in a
reduction in administrative costs and regulatory costs to the market more
broadly. Further, given the prospect of binding arbitrations and the costs
and uncertainty associated with the process, it is likely that parties will be
encouraged to negotiate in good faith and employ best endeavours to
reach commercially negotiated outcomes in the first instance.

Price transparency e As noted by the Expert Panel, introducing a price-monitoring form of
regulation uses information transparency, accompanied by the threat of
more intrusive regulation, to facilitate more informed and effective
negotiations by access seekers in a competitive environment. The PC
noted that, for this reason, the inclusion of a formal price monitoring option
enables, in certain circumstances, the benefits of the existing regime to be
achieved, but at a lower cost to the economy.

Enhanced regulatory certainty e Implementing a common market power test to underpin the determination
of the form or regulation to apply to network service providers, or
categories of network services, across both the electricity and gas sectors
should lower the complexity of regulation facing investors and enhance
regulatory certainty. This in turn should lower cost for industry, improve
investment incentives and reduce the likelihood of investment being
distorted between electricity and gas.

e Where appropriate, determining the form of regulation to apply to electricity
network services through reference to clearly defined categories of service,
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Consistency with AEMA

Costs

Transitional costs

Regulatory complexity

Negotiating costs

Process divergence across
sectors

Impact on stakeholders

Network owners
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rather than on a case by case basis according to the market power of a
particular service provider, should enhance regulatory certainty and
consistency. This should in turn lower costs for industry and increase
investment in the electricity sector.

This option is consistent with the Australian Energy Market Agreement
(AEMA) objective of streamlining and improving the "quality of economic
regulation across energy markets to lower the cost and complexity of
regulation facing investors, enhance regulatory certainty, and lower
barriers to competition".

With the addition of a new regulatory option in the electricity regime, and
two new regulatory options in the gas regime, and the development of a
revised regulatory framework, industry participants and regulators will incur
transitional costs. There may be a transitional period in which there is
some uncertainty as regulatory bodies come to interpret and apply the
amended regulatory framework.

The addition of regulatory options as above will introduce additional
processes, with increased complexity and cost in making regulatory
decisions. This may increase the time and associated costs involved in
receiving a regulatory determination for industry participants.

Where a light-handed form of regulation is adopted, upstream producers
and users may incur additional costs and a greater degree of uncertainty in
negotiating contracts with service providers.

This option may see divergence emerge in the process by which the form
of regulation to apply is determined between the electricity and gas
regimes. This may increase regulatory uncertainty and costs for network
service providers operating across both sectors, but the effect is likely to
be minimal.

Providing more light-handed regulatory options, especially within the gas
regime, can reduce regulatory compliance costs for businesses,
particularly in preparing and seeking approval of regulatory determinations.
A negotiate/arbitrate regulatory option provides incentives for network
service providers to negotiate with access seekers to achieve satisfactory
commercial outcomes. These benefits should lower costs for gas network
service providers in particular, encouraging investment and improving the
availability of network services.

Applying four common forms of regulation across the energy sector should
assist network service providers who operate across the gas and electricity
sectors, by improving business understanding of the regulatory
environment, and lowering costs in complying with the two regulatory
regimes.

Introducing a market power test provides network owners with more clarity
and guidance on how the various forms of regulation available to
regulators will be applied.

Assessing market power by classifying services according to their market
and technical characteristics, where appropriate, should increase certainty
and reduce complexity for network owners. In some sectors, such as in
gas, it may still be more appropriate to assess market power on a case by
case basis.

Some divergence in the process determining the form of regulation to
apply between the electricity and gas regimes may increase regulatory
uncertainty and costs for network service providers operating across both
sectors, but the effect is likely to be minimal.

The revised regulatory regime may incur transitional costs on network
owners as they come to understand and interpret the amended regulatory
framework. In addition, under a negotiate/arbitrate regulatory framework,
additional costs may be incurred in negotiating contracts with market
participants.

A monitoring regime may introduce regulatory costs on pipelines that are
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currently uncovered without any demonstrated market benefit.

Introducing light-handed forms of regulation into the gas regime in
particular could result in previously uncovered pipelines being subject to a
negotiate/arbitrate or monitoring form of regulation. Costs of regulation are
part of the public benefits test for coverage. Therefore, currently some
small pipelines remain uncovered because while light hand regulation
could be appropriate, control regulation is prohibitively costly.
Negotiate/arbitrate or monitoring on these pipelines could increase
certainty for both upstream and downstream participants, and assist them
to negotiate efficient commercial outcomes.

Conversely, where control regulation is replaced with a more light-handed
form of regulation, market participants may incur additional costs and
uncertainty in negotiating contracts with service providers. This uncertainty
may impact investment and the operation of participants in the upstream
markets.

Improving regulatory certainty and reducing costs for network service
providers, leading to increased network investment, will create a more
secure energy market, allowing upstream producers to supply, and
downstream participants to access, energy in the longer term.

The revised regulatory regime may incur transitional costs on upstream
and downstream participants as they come to understand and interpret the
amended regulatory framework.

Providing appropriate forms of regulation that can be applied according to
the market power of a network service provider should ensure that, where
possible, economically efficient arrangements to supply energy to end
users can be achieved through commercial negotiations. This should lead
to a more reliable and secure energy market, with lower prices, for
consumers in the longer term.

Improving regulatory certainty and reducing costs for network service
providers, leading to increased network investment should lead to more
reliable and secure energy market, with lower prices, for energy users and
consumers in the longer term.

Potentially, where a more light-handed form of regulation is adopted,
retailers may incur additional costs and uncertainty in negotiating contracts
with service providers, which could result in an increase in the average
cost of energy faced by consumers. However, this circumstance would
only arise under a specific set of conditions, and is outweighed by overall
benefits to the consumer.

In the present gas regime, regulators can face the difficulty of choosing
whether to over-regulate a pipeline through applying the control form of
regulation where its market power may not warrant this, or alternatively
under-regulate the pipeline by leaving it unregulated. This option reduces
this potential for over or under regulation. Further, the implementation of a
light-handed form of regulation may reduce the administrative costs
associated with establishing an access arrangement/regulatory
determination.

Achieving greater consistency between the gas and electricity regimes will
improve certainty and reduce costs for regulators, as the interpretation of
common provisions and principles across the two sectors will create
greater knowledge and legal certainty.

Providing an appropriate level of clear guidance in the legislation and the
Rules on the available forms of regulation and the criteria for the
application of those forms of regulation will provide more clarity to the
regulator and certainty to market participants in the regulator’s
implementation and interpretation of the provisions.

Assessing market power by classifying services according to their market
and technical characteristics, where appropriate, will reduce the complexity
of the regulators task in many instances. However, the potential for
divergence in the process determining the form of regulation to apply
between the electricity and gas regimes may increase regulatory
complexity and costs, but the effect is likely to be minimal.

The revised regulatory regime may incur transitional costs on the regulator
as they come to implement and interpret the amended regulatory
framework.
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Option 3 — Adopt the Expert Panel Report Recommendations (But
Without the Price Monitoring Lighter Handed Form of Regulation)

Form of regulation framework

The Expert Panel recommended that three forms of regulation be adopted, which,
when combined with the possibility of leaving services subject to competition
unregulated, provides the regulator with four forms of regulation to apply (control,
negotiate/arbitrate, price monitoring, and no regulation).

The Expert Panel noted, however, that in the absence of a requirement for negotiation
and enforceable arbitration, a service subject only to the price monitoring form of
regulation would be unlikely to be capable of certification as an effective access regime
under the Trade Practices Act 1974. Such services would then be open for declaration
under the TPA, which was not an outcome sought in establishing the new energy
regulatory regimes.

A price monitoring form of regulation, then, cannot substitute for a negotiate/arbitrate
form of regulation, but can only supplement it. Further, the negotiate/arbitrate form of
regulation can take on price monitoring features, either robustly with information
gathering powers in legislation, or in a less intrusive manner using publicly available
information.

The choice about whether to retain a price monitoring form of regulation as a stand
alone form of regulation requires two key factors to be weighed up:

. Whether the price transparency benefits of price monitoring can be achieved by
incorporating price monitoring features in the negotiate/arbitrate form of
regulation; and

° The extent to which direct compliance costs, and indirect costs in terms of
regulatory uncertainty, are imposed by retaining a stand alone price monitoring
form of regulation.

The price transparency benefits of price monitoring rely upon information gathering
powers. Within any negotiate/arbitrate regime, a regulator will have statutory
information gathering powers in relation to network service providers (NSPs) subject to
this form of regulation. These powers will not apply to unregulated NSPs, but the
regulator will still have the capacity to produce and publish service provider reports for
these NSPs using publicly available information.

Therefore, the price transparency benefits of a price monitoring regime are available as
required with regard to NSPs subject to the negotiate/arbitrate form of regulation. As
noted by the Expert Panel, there are likely to be benefits in "combining the application
of a negotiate/arbitrate regime with price monitoring, so as to better inform the
negotiation process".

The question remains as to whether it is appropriate to create a stand alone price
monitoring form of regulation, and thereby a separate category of regulated NSPs that
are subject only to price monitoring ("monitored NSPs"). Such a regime would be no
different in effect from a no regulation form of regulation unless specific ongoing
reporting requirements are legislated for monitored NSPs, which in turn would impose
compliance costs (see below).

A stand alone price monitoring form of regulation must include statutory information

gathering powers. Assuming this, such a regime could be structured in two ways:
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. The period of time for which monitored NSPs are subject to price monitoring is
fixed, i.e. there is some certainty that they will be monitored for a fixed period,
and following that period their status as a monitored NSP can be reviewed; or

° The regulatory status of a monitored NSP can be reviewed at any time, i.e.
more intrusive regulation can be imposed at any time.

The first option above benefits the monitored NSP through giving certainty of their
regulatory status for a fixed period, but in fact removes the "threat of more direct
regulation should market power be misused", which was noted by the Expert Panel as
a key element of any price monitoring or negotiate/arbitrate form of regulation.
Therefore, a price monitoring regime of this form would be likely to lessen, rather than
increase, negotiating power for access seekers. This option can therefore be ruled out.

Alternatively, in the second option above, a monitored NSP would be subject an
application to change is regulatory status at any time, such that it may become subject
to negotiate/arbitrate or control regulation.

An access seeker would logically prefer that a NSP be monitored rather than
unregulated, so that it can access information provided by the regulator using legislated
information gathering powers. Naturally, the monitored NSP would prefer to be
unregulated, to avoid the compliance costs involved, and the costs involved in the
process of becoming determined to be a monitored NSP.

However, access seekers would experience a greater benefit were the monitored NSP
to be subject to binding negotiation in the event of an access dispute. As a monitored
NSP'